
S. HRG. 101-911

SOCIAL SECURITY TAX CUT

HEARINGS
BEFORE THE

COMMITTEE ON FINANCE
UNITED STATES SENATE
ONE HUNDRED FIRST CONGRESS

SECOND SESSION

ON

S. 2016

FEBRUARY 5, 8, AND 27, 1990

Printed for the use of the Committee on Finance

U.S. GOVERNMENT PRINTING OFFICE

32-393 WASHINGTON :199053,/-

For sale by the Superintendent of Documents, Congressional Sales Oince
U.S. Government Printing Office, Washington, DC 20402



COMMITTEE ON FINANCE

LLOYD BENTSEN, Texas, Chairman
SPARK M. MATSUNAGA, Hawaii
DANIEL PATRICK MOYNIHAN, New York
MAX BAUCUS, Montana
DAVID L. BOREN, Oklahoma
BILL BRADLEY, New Jersey
GEORGE J. MITCHELL, Maine
DAVID PRYOR, Arkansas
DONALD W. RIEGLE, JR., Michigan
JOHN D. ROCKEFELLER IV, West Virginia
TOM DASCHLE, South Dakota

BOB PACKWOOD, Oregon
BOB DOLE, Kansas
WILLIAM V. ROTH, JR., Delaware
JOHN C. DANFORTH, Missouri
JOHN H. CHAFEE, Rhode Island
JOHN HEINZ, Pennsylvania
DAVID DURENBERGER, Minnesota
WILLIAM L. ARMSTRONG, Colorado
STEVE SYMMS, Idaho

VANDA B. MCMURTRY, Staff Director and Chief Counsel
EDMUND J. MIHALSKI, Minority Chief of Staff



CONTENTS

MONDAY, FEBRUARY 5, 1990

OPENING STATEMENTS

Bentsen, Hon. Lloyd, a U.S. Senator from Texas, chairman, Senate Finance Page
C o m m itte e ............................................................................................................... ..... 1

Packwood, Hon. Bob, a U.S. Senator from Oregon ................................................... 2
Moynihan, Hon. Daniel Patrick, a U.S. Senator from New York ......................... 3
Dole, Hon. Bob, a U .S. Senator from Kansas ............................................................. 4
Heinz, Hon. John, a U.S. Senator from Pennsylvania .............................................. 5
Durenberger, Hon. Dave, a U.S. Senator from Minnesota ................... 7
Symms, Hon. Steve, a U.S. Senator from Idaho ........................................................ 8
Danforth, Hon. John C., a U.S. Senator from Missouri ............................................ 10
Chafee, Hon. John H., a U.S. Senator from Rhode Island ................... 11
Riegle, Hon. Donald W., Jr., a U.S. Senator from Michigan .................. 11

COMMITTEE PRESS RELEASE

Senator Bentsen Announces Hearings on Social Security Tax Cut; Protecting
Social Security Should be Top Priority, Finance Chairman Says ...................... .1

ADMINISTRATION WITNESSES

King, Gwendolyn S., Commissioner, Social Security Administration, accompa-
nied by Harry C. Ballantyne, Chief Actuary, Social Security Administra-
tion , B a ltim ore, M D ..................................................................................................... 13

Bowsher, Charles A., Comptroller General, U.S. General Accounting Office, -
accompanied by Lawrence H. Thompson, Assistant Comptroller General,
G A O ............................................................................................................................... 27

PUBLIC WITNESSES

Ball, Robert E., former Commissioner of Social Security, and consultant,
Social Security, Health and Welfare Policy, Washington, DC .............. 42

Myers, Robert T., former Chief Actuary, Social Security Administration and
chairman, Commission on Railroad Retirement Reform, Silver Spring, MD.. 45

THURSDAY, FEBRUARY 8, 1990

OPENING STATEMENTS

Bentsen, Hon. Lloyd, a U.S. Senator from Texas, chairman, Senate Finance
C o m m itte e .................................................................................................. .................. 57

Packwood, Hon. Bob, a U.S. Senator from Oregon .................................................... 58
Moynihan, Hon. Daniel Patrick, a U.S. Senator from New York .......................... 60
Sym ms, Hon. Steve, a U.S. Senator from Idaho ........................................................ 60
Durenberger, Hon. Dave, a U.S. Senator from Minnesota ................... 61
Heinz, Hon. John, a U.S. Senator from Pennsylvania .............................................. 61
Riegle, Hon. Donald W., Jr., a U.S. Senator from Michigan .................. 91

ADMINISTRATION WITNESSES

Darman, Hon. Richard, Director, Office of Management and Budget ................... 73
Reischauer, Dr. Robert D., Director, Congressional Budget Office ........................ 96

(III)



CONGRESSIONAL WITNESSES Page

Kasten, Hon. Robert W., a U.S. Senator from Wisconsin ........................................ 62
Penny, Hon. Timothy J., a U.S. Representative from Minnesota .......................... 65
Porter, Hon. John, a U.S. Representative from Illinois ........................................... 66

PUBLIC WITNESSES

Rivlin, Alice M., senior fellow, Brookings Institution, Washington, DC ............... 100
Weaver, Carolyn L., Director, Social Security and Pension Project, American

Enterprise Institute for Public Policy Research, Washington, M ..................... 101
Steuerle, Eugene, director, Economic Studies Program, Brookings Institution,

W ash ington , D C ............................................................................................................ 103
Schultze, Charles L., director, Economic Studies Program, Brookings Institu-

tion , W ash ingto n , D C .................................................................................................. 104
Hufbauer, Gary C., Wallenberg Professor of International Finance, School of

Foreign Service, Georgetown University, Washington, DC ................................. 107

TUESDAY, FEBRUARY 27, 1990

OPENING STATEMENTS

Bentsen, Hon. Lloyd, a U.S. Senator from Texas, chairman, Senate Finance
C o m m itte e ..................................................................................................................... 1 11

Sym ms, Hon. Steve, a U.S. Senator from Idaho ........................................................ 123

COMMITTEE PRESS RELEASE

Senator Bentsen Announces Third Hearing on Social Security Tax Cut ............. 111

ADMINISTRATION WITNESS

Greenspan, Alan, Chairman of the Board of Governors, Federal Reserve
Bo a rd .............................................................................................................................. 1 1 2

PUBLIC WITNESSES

Strauss, Robert S., senior partner, Akin, Gump, Strauss, Hauer & Feld, Wash-
in g to n , D C ...................................................................................................................... 13 2

Ignani, Karen, director, department of employee benefits, AFL-CIO, Washing-
to n , D C ........................................................................................................................... 1 4 3

Mason, Frank, chairman of the board, Mason Corp., and former board
member, U.S. Chamber of Commerce, testifying on behalf of the U.S. Cham-
ber of Com m erce, Birm ingham , A L ......................................................................... 150

Roush, Michael, assistant director for Senate, Federal Government Relations,
National Federation of Independent Business, Washington, DC ........................ 152

Huard, Paul R., vice president, taxation and fiscal policy department, Nation-
al Association of Manufacturers, Washington, DC ........................ 153

Mulvaney, Ron, Wisconsin AARP vote coordinator .................................................. 158
Flemming, Arthur S., chairman, Save Our Security Coalition, Washington,

DC .......................................................................................................... 159
Smedley, Lawrence T., executive director, National Council of Senior Citizens,

W ash in gto n , D C ........................................................................................................... 16 1
McSteen, Martha A., president, National Committee To Preserve Social Secu-

rity and M edicare, W ashington, DC ......................................................................... 163
Sweet, Stuart J., vice president, Black, Manafort, Stone & Kelly, and Social

Security economist, Alexandria, VA, accompanied by Anne Canfield ......... 164
Glover, Jere W., Washington representative, National Association for the

Self-Em ployed , W ashington, DC ................................................................................ 169

ALPHABETICAL LISTING AND APPENDIX MATERIAL SUBMITTED

Ball, Robert E.:
T e stim o n y .................................................................................................................. 4 2
P repared sta te m en t ................................................................................................. 173
Responses to questions submitted by Senator Dole ........................................... 176



V

Bentsen, Hon. Lloyd: Page
O ening statem ents ......................................................................................... 1, 57, 111
"Background Material on Social Security,' compiled by the staff of the

Com m ittee on Finance ......................................................................................... 180
Bowsher, Charles A.:

Testim ony .................................................................................................................. 27
Prepared statem ent with attachm ents ................................................................. 221
"The Deficit Crisis: Beyond the Numbers," GAO report, November 1989 .... 225
Responses to questions subm itted by Senator Dole ........................................... 244

Chafee, Hon. John:
Opening statem ent ................................................................................................... 11

Danforth, Hon. John:
Opening statem ent ................................................................................................... 10

Darman, Hon. Richard:
Testim ony .................................................................................................................. 73
Prepared statem ent ................................................................................................. 244
"Progressivity: An Analysis of the Ways and Means, Congressional

Budget Offi ce Study ............................................................................................. 248
Dole, Hon. Bob:

Opening statem ent .................................................................................................. 4
Prepared statem ents ......................................................................................... 256, 257

Durenberger. Hon. Dave:
Opening statem ents ................................................................................................. 7, 61

Flemming, Arthur S.:
Testim ony ................................................................................................................. 159
Prepared statem ent ................................................................................................. 257

Glover, Jere W.:
T e stim o n y .................................................................................................................. 16 9
Prepared statem ent ................................................................................................ 259

Greenspan, Alan:
T e stim o n y .................................................................................................................. 1 12
Prepared statem ent ................................................................................................. 262

Heinz, Hon. John:
O pening statem ents ................................................................................................. 5, 61
Prepared siatem ent ................................................................................................. 265

Huard, Paul R.:
T e stim o n y .................................................................................................................. 15 3
Prepared statem ent ................................................................................................. 270

Hufbauer, Gary C.:
'e stim o n y .................................................................................................................. 10 7

Prepared statem ent ................................................................................................. 271
Ignani, Karen:

T e stim o n y ...................................... ........................................................................... 14 3
Prepared statement of Calvin P. Johnson, on behalf of the AFL-CIO .......... 274

Kasten, Hon. Robert W.:
T e stim o n y .................................................. ............................................................... 6 2
Prepared statem ent w ith exhibits ........................................................................ 276

King, Gwendolyn S.:
T e s tim o n y .................................................................................................................. 1 3
Prepared statem ent ................................................................................................ 286
4Fifty Years Progress Toward Social Security," speech by Mary Dewson ... 288

Mason, Frank:
T e s tim o n y .............................................................................. ................................... 1 5 0
Prepared statem ent ................................................................................................ 289

McSteen, Martha A.:
T e s tim o n y .................................................................................................................. 1 6 3
Prepared statem ent w ith enclosure ..................................................................... 292

Moynihan, Hion. Daniel Patrick:
O pening statem ents ................................................................................................. 3, 60

Mulvaney, Ron:
T e stim o n y .................................................................................................................. 1 5 8
Prepared statem ent ................................................................................................ 300
Res nse to the request of Senator Symms for comments on S. 2026 ........... 302Myers, Robert J.:
T es tim o n y .................................................................................................................. 4 5
Prepared statem ent w ith attachm ent .................................................................. 303
Responses to questions from Senator Dole .......................................................... 308



VI

Packwood, Hon. Bob: Pap
O pening statem ents ................................................................................................. 2, 58
Excerpts from GAO reports, January 21 and September 4, 1986 ................... 313

Penny, Hon. Timothy J.:
Testim ony .................................................................................................................. 65
Prepared statem ent ................................................................................................. 336

Porter, Hon. John:
Testim ony .................................................................................................................. 66
Prepared statem ent ................................................................................................. 336

Reischauer, Dr. Robert D.:
Testim ony .................................................................................................................. 96
Prepared statement .............................................. 338

Riegle, Hon. Donald W., Jr..
O pening statem ents ................................................................................................. 11, 91

Rivlin, Alice M.:
Testim ony .................................................................................................................. 100
Prepared statem ent ................................................................................................. 350

Roush, Michael:
Testim ony .................................................................................................................. 152
Prepared statem ent w ith attachm ents ................................................................. 351

Schultze, Charles L.:
Testim ony .................................................................................................................. 104
Prepared statem ent ................................................................................................. 382

Smedley, Lawrence T.:
T e s tim o n y .................................................................................................................. 16 1
Prepared statem ent ................................................................................................. 384

Steuerle, Eugene:
Testim ony ................................................................................................................. 103
Prepared statem ent ................................................................................................. 385

Strauss, Robert S.:
Testim ony .................................................................................................................. 132
Prepared statem ent ................................................................................................. 388

Sweet, Stuart J.:
T e stim o n y ............................................................................. .................................... 16 4
Prepared statem ent w ith attachm ent .................................................................. 391

Symms, Hon. Steve:
O pening statem ents ......................................................................................... 8, 60, 123
Prepared statem ents ......................................................................................... 404, 405

Weaver, Carolyn L.:
T e s tim o n y .................................................................................................................. 10 1
Prepared statem ent ................................................................................................. 409

COMMUNICATIONS

A m erican Bar Association .............................................................................................. 414
A m erican Foundation for the Blind ............................................................................. 416
Brookings Institution ...................................................................................................... 417
G ates, Jeffre y R ..................... ....................... ...... I ................................. 439
J o ss , R ic h a .................................................................................................................... 4 4 3
Lally, R ichard M .............................................................................................................. 443



SOCIAL SECURITY TAX CUT

MONDAY, FEBRUARY 5, 1990

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 2:05 p.m., in

room SD-215, Dirksen Senate Office Building, Hon. Lloyd Bentsen
(chairman of the committee) presiding.

Also present: Senators Moynihan, Riegle, Packwood, Dole, Dan-
forth, Chafee, Heinz, Durenberger, and Symms.

[The press release announcing the hearing follows:)
[Prem Release No. H-3, January 23.1990]

SENATOR BENTSEN ANNOUNCES HEARINGS ON SOCIAL SECURITY TAX CUT; PRCrING
SOCIAL SECURITY SHOULD BE Top PRIORITY, FINANCE CHAIRMAN SAYS

WASHINGTON, DC-Senator Lloyd Bentsen, Chairman of the Senate Finance Com-
mittee, announced Tuesday the Committee will hold hearings on a proposal to
reduce Social Security taxes.

Bentsen (D., Texas) said the Committee hearings on the proposal of Senator
Daniel Patrick Moynihan (D., New York) will be at 2 p.m. on Monday, February 5,
1990, and at 10 am. on Thursday, February 8, 1990 in Room SD-215 of the Dirksen
Senate Office Building.

The proposal would involve a roll-back of the 1990 increase in Federal Insurance
Contributions Act (FICA), or Social Security, taxes. A larger reduction would take
effect on January 1, 1991, reducing the rate from its present law level of 6.2 percent
(plus 1.45 percent for Medicare) to 5.1 percent.

"In considering this proposal, my first priority is making certain that we never
have to cut Social Security benefits for future generations of Americans. That
means answering a lot of questions, and that's why I am calling a hearing of the
Finance Committee," Bentsen said.

"Senator Moynihan has proposed a kind of fiscal surgery here. I don't know
whether it can keep Social Security and the budget healthy, but I propose to find
out," Bentsen said.

OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SENATOR
FROM TEXAS, CHAIRMAN, SENATE FINANCE COMMITTEE

The CHAIRMAN. The hearing will come to order. Last month Sen-
ator Moynihan certainly captured the national interest when he
proposed to cut substantially the current Social Security tax rates
and to return to pay-as-you-go status. He deserves a lot of credit.
He has put on the table an issue that can no longer be ignored. We
are running substantial defiits in the budget and they are being
masked by a growing Social Security surplus.

The Social Security financing system that is now in place arose
out of some amendments that were adopted in 1977 and 1983. In
considering those amendments, the Congress and the Administra-
tion never really debated the issue of pay-as-you-go versus building



up large reserves to pay the future retirement benefits of the baby
boomers.

Neither the experts nor the Congress nor the Administration an-
ticipated that Social Security reserves would build up at such a
rapid rate as has actually taken place. After the enactment of the
1983 Financing Reform Amendments, the Social Security actuaries
tried to project when the trust fund contingency ratio would reach
100 percent or a full year of benefits. They said 1994. Now they are
saying 1991.

So clearly, the trust funds are in better shape than the actuaries
anticipated that they would be. They are projected to grow very
rapidly for the next quarter of a century.

- Today the Social Security system is sound. That is my number
one priority. The number one priority of this committee-and I am
sure the number one priority of Senator Moynihan-is to keep it
sound. I hope that today's hearings will provide the members of
this committee and the American public with a thoughtful and a
thorough discussion of what kind of policy is best for Social Securi-
ty.

What policy will best assure that future beneficiaries will receive
the full benefits to which they are entitled? How do we ensure a
fair and equitable tax structure to finance that system?

I defer now to the ranking minority member for such comments
as he might want to make, Senator Packwood.

OPENING STATEMENT OF HON. BOB PACKWOOD, A U.S. SENATOR

FROM OREGON

Senator PACKWOOD. Mr. Chairman, thank you.
I would wager that everyone at this table-Republican and Dem-

ocrat, conservative and liberal-comes to the same conclusion.
That is, we want to make sure that there will be sufficient. money
available to pay the benefits that we are promising to Social Secu-
rity recipients.

If we guarantee that we will cut taxes now and in the future,
run the system on a pay-as-you-go basis, then, as more and more
recipients become eligible, it presumes that we will raise the taxes
in the future. I feel a little more comfortable about having a re-
serve now in the form of Treasury Notes to pay benefits in the
future, than in having a hope that we will raise the taxes in the
future to pay for benefits.

As far as surpluses being invested in Treasury bonds, I perfectly
understand that this money is not in a sock. It is in Treasury bonds
and the money is being used for the general purposes of Govern-
ment. But I would rather have had them, Mr. Chairman-with all
deference-in Treasury bonds over the past 8 years than in Texas
real estate. I fear--

The CHAIRMAN. We seem to have a lot of company on that nowa-
days. [Laughter.]

Senator PACKWOOD. I fear that had Social Security been able to
invest their funds in something other than Treasury bonds, they
would have done what many, many other managers of funds did,
including savings and loans. And we would have found ourselves in



a situation where we had to bail Social Security out. We will not
have to do that to Social Security.

So, as long as the money is in Treasury notes and as long as the
U.S. Government does not renege on its Treasury notes, that
money is as safe as anything-and I emphasize again, anything-it
could be in. And if we ever do renege, it will not be on just the
Treasury Notes that Social Security holds. It will be on the Series
E bonds and the money that Prudential has invested and everyone
else hcs invested. The country will have gone bankrupt. I hope that
day never comes.

But at the moment, Social Security has a safer investment than
anything else it could be investing the surplus in.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
Senator Moynihan?

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN, A
U.S. SENATOR FROM NEW YORK

Senator MOYNIHAN. Mr. Chairman, briefly I would like to speak
principally to thank you, sir, for holding these hearings which I
would think of in a form of oversight hearings. There are other
committees that have oversight over Federal insurance programs
and savings and loan and institutions, for example, or Federal in-
stallations that manufacture nuclear weapons, for example.

We have oversight over the Social Security trust funds. And we
have taken this as a steep responsibility. As you recall, sir, and as
others here will do, in 1985 we found that the Treasury had disin-
vested-or prematurely cashed in $27 billion in Social Security
trust fund bonds and they had not told us. They had not told the
public trustees that were created by the 1983 Social Security
amendments. But we learned about it and we held hearings. It was
arranged that the trust funds would be made whole. We did not
just let it go by and figure it would work out for itself.

That was the first time, in 1985, when we began to see the accu-
mulation of trust funds coming up now very fast. At this point, as
you know, they are rising at $1 billion a week and heading for $3
billion.

So in the summer of 1988 your subcommittee requested the Gen-
eral Accounting Office and our distinguished Comptroller Gener-
al-Mr. Bowsher is here today-if they would look at this question
of what was happening to these surpluses and what should be done
with them. And we got a really great report.

As, Mr. Chairman, you will recall, January of last year the GAO
reported to us and they said, save the money in the only way it can
be saved-by buying down privately held Treasury debt--or if you
are not going to do that, return Social Security to pay-as-you-go fi-
nancing when you ha-ve an adequate reserve.

In May and June of 1988 your subcommittee held hearings on
this subject. We heard, for example, from Robert J. Myers for 23
years the Chief Actuary of Social Security. He said at that time, it
is not going to be saved; go back to pay-as-you-go.



And here we are. I would hope it would not come as any surprise
that we are holding these hearings. This issue has risen because we
have been systematically raising it for 3 years.

And lastly, if I can say, we begin to get some acknowledgment
out in the President's budget-acknowledgment that the money is
now being used as general revenue-it is not being saved. But that
there should be established a Social Security integrity and debt re-
duction fund. But the problem with this fund is that we get integri-
ty after the next Presidential election.

Senator DOLE. Phased in.
Senator MOYNIHAN. Phased in.
Senator DOLE. Phased in integrity.
Senator MOYNIHAN. Phase in integrity. Yes, sir.
The Republican Leader has said it better than I. My friend, Sen-

ator Heinz, when confronted with an editorial description of this,
that what is going on is thievery-he said it is not thievery; it is
embezzlement.

And the very distinguished Senator Dole has just said we are
going to have phased in integrity. I ask, can we have integrity
now?

I thank you very much, Mr. Chairman.
The CHAIRMAN. Senator Dole.

OPENING STATEMENT OF HON. BOB DOLE, A U.S. SENATOR FROM
KANSAS

Senator DOLE. Well, first, I would like to thank you, Mr. Chair-
man, for having this hearing. Senator Moynihan has started what I
think is a good opportunity to debate the issue of the Social Securi-
ty Trust Funds.

Some of us here today-myself, Senator Heinz, Senator Moyni-
han-as well as some of the people who will be testifying here
today were on the 1983 Commission. Our task was to rescue the
system. It now appears we may have over-rescued the system. But
in any event, we did the best we could.

I keep reading all about these taxes that were raised in 1983.
Well, I want to make one point clear-we did not raise taxes in
1983. Although we accelerated the 1977 rate a bit, there was not
any increase in payroll taxes.

One question the Commission discussed then was how big the re-
serve should be. Some said 100 percent. I thought it ought to be
bigger myself. But in any event, I think we succeeded in coming to
an agreement because of the work of the 1983 Social Security Com-
mission. At one point, the Commission almost collapsed. I recall
meeting Senator Moynihan on the Senate floor 1 day and we both
agreed we ought to go back and try one more time. And after some
period of time we finally came together. The President and Speak-
er O'Neill came together as well, and I think that was very impor-
tant.

What has the 1983 Social Security Commission Agreement done?
It has restored confidence in the system to about 38 million Social
Security recipients, and that is the one thing we do not want to
shake. Social Security is all some people have. That is their only
income.



While I certainly commend Senator Moynihan for starting a
debate, I do not know how many votes he has. It is pretty much
like my foreign aid proposal. I am ahead in the cloak room, but I
cannot get any votes on the floor. He may be in the same fix, but
he has started the debate.

Let me first state that I do not want to add to the deficit. I do
not want to raise taxes and I do not want to cut benefits. I think
Senator Packwood may have stated that pretty well. If we ever
reach the point where we renege on the promise to always have
Social Security there for our seniors, we are in deep, deep trouble
as a nation. But this is an opportunity to possibly make some ad-
justments and I certainly commend the Chairman and Senator
Moynihan for starting this debate.

The Administration, I believe, does have a proposal. I think
members on both sides of the aisle have already talked with Mr.
Darman and others about some modification, so we do not wait
until after the next election to start setting aside the Social Securi-
ty trust funds.

I think the bottom line is, whatever happens, the reserves are
going to depend more on the behavior of the economy than on any-
thing we might do in Congress. The outstanding performance of the
Reagan economy is why I think we have had a pretty good surplus
build up so far. I think most people are pretty happy about the cur-
rent state of Social Security, and I just hope we can find some way
to underscore the confidence we have in the system. I, in fact,
think confidence in the system is growing. I do not find a lot of
support in my State for reducing payroll taxes. I think the Presi-
dent made it pretty clear in the State of the Union message that
he disagrees-not with Senator Moynihan personally, but only
with his proposal.

So we will start the debate and see what happens.
The CHAIRMAN. Thank you.
Senator Heinz?

OPENING STATEMENT OF 11ON. JOHN HEINZ, A U.S. SENATOR
FROM PENNSYLVANIA

Senator HEINZ. Mr. Chairman, Pat Moynihan and I have sung a
duet on this subject for quite some time. What he has quite appro-
priately called thievery I call embezzlement. I thank you for a cap-
tive audience for us to be able to continue our brief performance.

The CHAIRMAN. I understand that the difference was a class dif-
ference between thievery and embezzlement.

Senator HEINZ. Yes, I read that.
But the reason I choose the term "embezzlement" is because

what Congress has done is to embezzle the future security of Amer-
ica's retirees. I say Congress because occasionally the implication
that this is something an Administration did gets brought into the
debate. The fact is that this is a practice that Congress legislated
and relegislated and has condoned ever since 1983.

It is clear to me that it is Congress' fault for not having owned
up and admitted to this problem. We all had a little debate in No-
vember on the Senate floor where the Senate leadership was so em-
barrassed with the prospect of telling the American public the



truth, that they did not want to face up to an amendment that I
and others wanted to offer which would have protected the Social
Security system and ended the deficit deception which has been
practiced.

Mr. Chairman, I am grateful that Pat Moynihan has performed a
service here in getting this issue on the right track. But I must tell
you that I am extremely concerned that the Moynihan proposal-
S. 2016-will wreck the entire train by derailing years of efforts to
ensure that the Social Security system remains sound.

I have three brief comments that I would like to make and illus-
trate, if I may, with some pictures. My first point has to do with
the deficit. The deficit we are reporting, of course, supposedly is
going down. The surpluses in Social Security are going up. But if
you look at the real deficit without counting Social Security sur-
pluses, it goes up and keeps rising.

The Moynihan proposal will almost certainly bankrupt the Social
Security system in short order. Now this, Mr. Chairman, is not my
own conclusion; it is from the charts and tables provided by the Fi-
nance Committee Staff that you have distributed to us all. Based
on an entirely plausible set of economic assumptions, table 32,
which we all have, shows that the Moynihan proposal would create
an annual and rapidly growing shortfall in the entire Old Age and
Survivors Program beginning in 1992 and will literally completely
bankrupt the system so it cannot make any benefit payments at all
in 1998.

In short, those who support the Moynihan plan are proposing a
clear and present danger to the safety and soundness of Social Se-
curity and its present and future retirees.

The CHAIRMAN. Senator, would you limit your statement because
we have a long hearing.

Senator HEINZ. Mr. Chairman, I have been trying to bring this
subject up in the Finance Committee and with your deference I
would very much appreciate---

The CHAIRMAN. Senator, I would be delighted to allocate time for
you as a witness if you would like it. But if you will, please--

Senator HEINZ. If the Senator would yield me 3 additional min-
utes I will be able to wrap up.

The CHAIRMAN. All right.
Senator HEINZ. Some will say that the more optimistic set of as-

sumptions are the right ones. Let's look at these assumptions
before we accept them. They are based on inflation of exactly 4
percent every year for 10 years, in spite of the fact we know energy
prices will be going up; the purchasing power of the dollar down;
an entire decade without a recession or even an economic slow
down; uneMployment that never rises above 5.5 percent; and wages
that are increasing 30 percent faster than prices. In the face of
more and tougher foreign competition from EC and Eastern
Europe, I wonder who we are kidding.

Mr. Chairman, that is a world we would a, like to live in. It is a
world we dream about living in, but it is not the real world as we
know it.

Therefore, my first point of concern about the Moynihan plan is
that it is nothing less than a sugar-coated poison pill for Social Se-
curity-the equivalent of the Medieval practice of purging the pa-



tient with a disease by bleeding him to death. And it is the commit-
tee's own numbers that prove it.

My second point is that this plan, which is very attractive initial-
ly 4) individuals, splits the payroll tax cut 50-50 between individ-
uais and employers. But it is not at all certain that this same split
will apply to new taxes needed to make up this $55 billion deficit..

If we take Senator Hollings proposal of a 5-percent sales tax,
something like 90 percent of the money will come out of the pocket
of consumers. Something like 80 percent, if you go the increased
gas tax route, will come out of the pocket of consumers and work-
ers. So what appears good going into your pocket is not going to
feel too good when the money comes out.

To put it in the context of somebody who is a typical wage
earner earning $24,000 a year, going into the pocket is $240 per
year, but coming out of that person's or family's pocket would be
$360 in the form of Senator Hollings VAT tax-or $401 in the form
of a motor fuels tax.

Mr. Chairman, I appreciate your forbearance of my making these
points. The fact that raising additional revenues to balance this tax
cut burdens workers and families and consumers so heavily is that,
of course, half of the $55 billion in cuts goes to business. Indeed, if
enacted it would be the largest business tax cut in history.

That really brings me to my last brief point. I have said that this
would be the largest business tax cut in history-a minimum of
$150 billion over 5 years for every type of business from McDonalds
to General Motors. But if we did it, it would mark the first time
where the Congress would knowingly shift a massive amount of tax
burden off of business and onto the shoulders of wage earners and
consumers.

The Moynihan plan is tax reform thrown into reverse. Mr. Chair-
man, we should reject the Moynihan plan because its sugar coating
hides a twin toxic menace-poison that will bankrupt the Social
Security system and burden the many to benefit the few.

,Uany of us think the right way is to remove Social Security from
the budget and many of us will try and do that.

The CHAIRMAN. The Senator's time has expired.
Senator HEINZ. Mr. Chairman, my time has expired.
The CHAIRMAN. It certainly has. [Laughter.]
Senator HEINZ. I thank the Chairman for his forbearance.
The CHAIRMAN. If the Senator would like another hour at the

end of this testimony, I would delighted to accommodate him.
Senator HEINZ. I would move to revise and extend my remarks.
The CHAIRMAN. I had anticipated that.
Senator Durenberger?

OPENING STATEMENT OF HON. DAVE DURENBERGER, A U.S.
SENATOR FROM MINNESOTA

Senator DURENBERGER. Thank you, Mr. Chairman. I assure you I
have no charts. I have a thought or two and one suggestion.

First, I want to say that I think we all owe a debt of gratitude to
the voters in New York who have sent Pat Moynihan to the United
StatAs Senate. He has never been reluctant to speak his mind and
the more controversial the issue, the more controversial he makes



it. But he has also been willing to share with us some very positive
suggestions.

Seven years ago, as we all know, when the Social Security
system was in crisis and when things were so bad the Government
was forced to borrow from the Medicare hospital insurance trust
fund, it was Pat and Bob Dole and John Heinz and others who
have spoken here who helped make a difference. What Bob Dole
-3aid here today about the security of our elders is important. Be-
cause not only if they are confident in Social Security but they are
confident in the other things, except Catastrophic, -that we may try
to do in this committee.

The problem that, if I may say so, the problem we have with Pat
Moynihan is not of his making, it is of ours. We often do not hear
what he is saying because-not necessarily the folks here, but a lot
of people have come to understand that he is talking in terms that
many of us are not yet willing to come to grips with. The best
known example is welfare reform where he described for us dec-
ades ago something we finally go to. His problem was, he described
it when we were at the height of the great society and he could not
get it passed until we reached the depths of that same approach.

Pat Moynihan is a reformer who always comes too soon. Just like
a fireman who gets to the fire 2 hours before anybody sees any
smoke.

So I for one welcome Pat's proposal and I welcome these hear-
ings in particular. Because I think they give us an opportunity to
debate in front of the American public how to make the income se-
curity and the social insurance system of this country work for the
generations of current and future workers.

What is at issue here is simply the fact that today we are eating
our children's seed corn. We priced them out of higher education,
out of housing, and out of health care so that all the rest of us
could have without paying for it. Now we have the gall to raise the
tax on their work-ostensibly to secure their retirement, but actu-
ally to spend it on ourselves-prolonging the depth of our current
debt-as John showed on one of his charts-and buying it with
their retirement taxes.

Mr. Chairman, I would suggest that our colleague is not talking
about cutting Social Security or cutting taxes or cutting the deficit.
He is trying to get his generation, our generation, to stop lying to
its kids about how much we are willing to pay so they can be
almost as well off as we. Ours is the first of 13 American genera-
tions which is about to leave its children less well off than we were
left by our parents.

Pat Moynihan knows that and it is time that the rest of us paid
him and our kids some respect.

The CHAIRMAN. Thank you, Senator.
Senator Symms?

OPENING STATEMENT OF HON. STEVE SYMMS, A U.S. SENATOR
FROM IDAHO

Senator SYMMS. Thank you very much, Mr. Chairman. I join
with my colleagues in my appreciation to Senators Moynihan and
Heinz and others who have lead this debate on proper accounting



for the Social Security trust fund. And, Mr. Chairman, I thank you
for having these hearings.

I would point out to my colleagues that the General Accounting
Office report, which Senator Moynihan showed, on page 6 it says,"In our view, the preferable course of action would be to make the
accumulation of Social Security trust fund reserves an economical-
ly meaningful process, one that represents net additional national
savings."

Now, Mr. Chairman, I have introduced a bill that I think should
be an important part of this debate. I would hope that my col-
leagues would look at this proposal very seriously. It would provide
an economically meaningful process to actually put the increase,
where it would increase the national private savings rate for every
American family. My bill provides for establishing for every Ameri-
can worker a new account within the framework of Social Securi-
ty-a defined contribution account using the accumulated Social
Security surplus. Show the surplus fund chart, please.

These accounts would be substantially the same as President
Bush's family savings accounts. But I would start the process by
putting the accumulated Social Security surplus-this portion
here-into each worker's account. By putting the money in the
family savings account it would protect it from spending by the
Congress, which is what Senator Durenberger, and Senator Heinz
and Senator Moynihan are talking about.

We are spending the savings on other projects, putting Treasury
bills or Treasury bonds in an account that someday will have to be
redeemed. I am suggesting you put it in each American's account
so that it will not be able to be used or be able to be used to cover
up the Federal deficit.

The Social Security system is a so-called "defined benefit pro-
gram." I would not change that in any way.

I also want to say to the President and others who have made
this very clear that I am not messing around with Social Security.
My proposal is to create an additional benefit within the frame-
work of Social Security to establish a defined contribution account
similar to what we, and others, and the Federal employees already
enjoy with the Federal Employees Thrift Savings Plan.

Now, Mr. Chairman, every American-they write this Congress,
they write all of us-they are in anger about their Social Security
taxes being used for other purposes other than savings toward
their own retirement.

I would just-like to point out a simple example. Let me give one
simple illustration. Let's see if there is any points there I do not
want to leave out. But I want to get this through within my allot-
ted time.

Take the average worker who earns an average wage today of
$20,400. That is the average wage of someone subject to the Social
Security tax. Let's assume this person works their entire life-49
years until retirement-at this average, assume the average wage
grows at the real, adjusted for inflation rate of 0.5 percent per
year. That is a rather slow rate for wages to grow. They have often
grown faster in the past.

Under cui rent law the real Social Security benefit of this worker
will increase from $7,100 per year now to $13,272 in the year of the



retirement of-the worker. That is a substantial increase from his
current defined benefit under Social Security as it exists today.

Now assume further that we take the Social Security surplus,
the point that I showed-in-the-other chart, approximately 2 per-
cent, and save it in a tax sheltered account as I have proposed.
Here is the benefit. At 2 percent it would be $37,000; at 5 percent it
would be $91,000; at 7 percent it would be $176,000. That is why I
have called this bill the Social Security Benefits Enhancement Act.

These additional amounts of savings available to the average
worker cannot be provided under the current defined benefit Social
Security law. The accumulated surplus is simply taken by the Gov-
ernment, as Senator Moynihan has stated so clearly, and used else-
where.

Mr. Chairman, this is manifestly unfair. Social Security actuar-
ies have assumed in all of their calculations of the Social Security
surplus that the trust funds accumulate interest on their Govern-
ment bond funds at the very low rate of 2 percent. The average
yield on the stock market since the mid-1920's has been closer to 9
percent. The current yield on corporate triple A bonds is between 5
and 6 percent. This is not only doable, it is feasible. It would be
honest to the American people. It could be done.

The question will be, of course: What do you do about the deficit?
You do the same thing about the deficit you would do with the
Moynihan proposal and that is, you slip the target date for the bal-
anced budget from 1993 where it comes here if you take the Bush
line-and that is the Darman fund there-or if you take the Moy-
nihan line here, you have the budget balanced by 1995 and you
have taken all of this- accumulated savings and you start putting it
into private accounts.

Thank you very much. I hope the committee will seriously con-
sider this proposition.

The CHAIRMAN. Thank you, Senator.
Senator Danforth?

OPENING STATEMENT OF HON. JOHN C. DANFORTH, A U.S.
SENATOR FROM MISSOURI

Senator DANFORTH. Mr. Chairman, Senator Moynihan has made,
I think, two good points and come up with one idea that is not so
good.

The two points relate first to the masking of the deficit in the
Federal budget; and second, to the equity of the tax system as it
now exists. It is true that the surplus in Social Security receipts
does mask the deficit in the Federal budget and will until 1993
under current law.

This, I think, is regrettable. I think Senator Moynihan has done
a service by pointing out the seriousness of the budget deficit. We
talk a lot about it here in Congress; we do not do very much about
it. We use, as we say, smoke and mirrors to try and conceal the
budget deficit. I think anything that can be done to highlight the
seriousness of this economic problem to our country should be done
and Senator Moynihan has made a contribution in that regard.

With respect to the equity of the tax system as it now exists,
again, I think a service has been done. We hear about reading lips



and whatnot. I think that the notion that we get is that the tax
law as we created it in 1986 is set in stone. I would hope that it
would not be set in stone. I think that there are some serious prob-
lems with the current state of the tax law. I do not see anything
that should be viewed as permanent or a holy rite in suggesting
that the higher your income goes the lower your tax rate goes.

That is now the case. Your marginal tax rate actually goes down
as your income goes up. I believe that the 1986 tax law was one
that discouraged savings and investment, encouraged immediate
consumption; and, therefore, I would hope that our committee at
some point would look at the tax structure from the standpoint of
equity and economic effect.

The idea that Senator Moynihan has put forward, I think, is not
such a good idea. Back in 1983 with a lot of difficulty, we put to-
gether a fix for the Social Security system. It was an intergenera-
tional fix. In doing this we could assure younger people that the
Social Security system would be there when they retired. I cannot
count the number of people who are 20 or 30 years old who come to
me and say, "Will it be there when I retire? I'm putting all this
money in."

We have been able to assure them the answer to that is yes, that
we did create a long term solution to the Social Security problem
when we passed the 1983 Act. Senator Moynihan's proposal would
undo that 1983 fix. It would break the compact between genera-
tions that we created in 1983. And, therefore, I think it is not a
good idea.

The CHAIRMAN. Thank you, Senator.
Senator Chafee?

OPENING STATEMENT OF HON. JOHN H. CHAFEE, A U.S. SENATOR
FROM RHODE ISLAND

Senator CHAFEE. Mr. Chairman, would you object if I didn't take
my full time? [Laughter.]

The CHAIRMAN. Senator Chafee, whatever you would like.
Senator CHAFEE. Mr. Chairman, first of all I believe that if the

Moynihan proposal were enacted, a jump in our deficit to over $210
billion would be extremely damaging for the country in many
ways.

Secondly, I am troubled by the provision in the Moynihan pro-
posal that in effect would have it on a pay-as-you-go basis. All of us
enjoy a tax cut, but it would be disastrous for the out years-the
amount that would have to be paid then. In other words, I see it as
moving from an insurance program to something else. It is an in-
surance program; that is what it is. That would be changed.

So, for that reason I am not in favor of the Moynihan proposal,
but I think it is worthwhile for us to hear some of the testimony
and some of the light that will be shed upon the suggestion.

Thank you.
The CHAIRMAN. Senator Riegle?

OPENING STATEMENT OF HON. DONALD W. RIEGLE, JR., A U.S.
SENATOR FROM MICHIGAN

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



I think what we are going to hear from our witnesses today helps
illustrate the dilemma that faces us. I am told that two of our most
distinguished witnesses-Mr. Ball and Mr. Myers-come out on dif-
ferent sides of this issue with respect to the Moynihan proposal.

I have not made a final judgment on it myself because I think
the problem is now so severe in terms of the looting of the Social
Security trust fund that an answer is needed. This may be the best
answer we can find. I am reserving judgment on that until we have
had a chance to study it in some detail.

But I think two points need to be made. They go along the lines
of a couple of the points that Senator Danforth just made. That is
that I think if you look at the changes in tax policy over the last
decade, the Reagan tax cuts are increasingly being paid for by
Social Security tax increases. You really have a tax transfer in
effect.

The inequity of that takes several forms. But one form is that if
you look at the overwhelming amount of the value of the tax cut-
the Reagan tax cuts, if you will-they tended to accrue to higher
income people. So on the one hand that is where a lot of the money
or the benefit from those tax cuts went. Whereas, the increases in
the Social Security taxes, in part to replace that revenue, are in
effect coming from people who are basic wage earners for the most
part.

So we have had a replacement of the source of the taxes. That
replacement is hidden in a misleading way due to the way we cal-
culate the Federal budget deficit. So we are not honestly telling the
American people that that is what has happened here.

The second thing is this: The workers today, if we stay with this
plan, will be asked to pay twice for their Social Security. They are
paying now. Their money goes into the fund but it is not being pro-
tected. It is being taken out of the fund and spent for the normal
conduct of Government. It is being replaced by an I.O.U. And then
down the line those same workers are going to be asked to pay off
the I.O.U.s. So in effect they are going to be asked to pay for their
Social Security twice.

That is a profound change in what we have had in the past. I
think we have to find a way to put a stop to that. Maybe the way
we do it is revise our deficit targets. I think the fact that we are
working against the arbitrary nature of the Gramm-Rudman num-
bers causes ug to go through distortions of this kind.

To ask workers in this country to pay for their Social Security
two times, rather than one time, which is the effect of the current
looting of the trust funds, I think, is just-it is wrong and it is
unfair. And by the time this debate is over and we get to the time
where we vote on the Moynihan proposal-and I know you have
said that there will, sir, be votes on that proposal-I think the
public will be fully educated.

As a result I do not think there will continue to be the masking
of the budget gyrations; and the dishonest accounting will have
been stripped away by then. I think that this will have a great
bearing on how this vote goes when it eventually comes.

But I want to say particularly to our witnesses-King, Bowsher,
Ball and Myers; and very particularly Mr. Ball and Mr. Myers-
that I for one appreciate very much their service on this set of



complex issues as to how to make Social Security strong and secure
in the future. I appreciate the fact that they are appearing as
expert witnesses today.

The CHAIRMAN. Thank you very much, Senator.
As you can see from the preliminary comments, it is a very com-

plex issue as to whether we should develop it on pay-as-you-go or
follow the more traditional insurance pattern. It has also been
stated time and time again that Social Security is in excellent
shape and the surplus has been building even faster than the actu-
aries had anticipated that it would.

But in putting this hearing together one of the things I have in-
sisted on is that we get the very best expertise that we can have,
that we have people of integrity, a commitment to Social Security,
and people with experience in the field, and that we have varying
points of view.

I think today's witnesses are superbly equipped to answer these
questions. Our lead off witness will be Gwendolyn King, the Com-
missioner of Social Security: and she is accompanied by Harry Ba-
lantyne, the Chief Actuary of the Social Security Administration.
Commissioner King will be followed by the Honorable Charles
Bowsher, the Comptroller General of the United States. His organi-
zation, the General Accounting Office, has prepared a most useful
study on the Social Security trust fund reserves and their implica-
tions for the economy.

We are also going to hear from Robert Ball who was Commis-
sioner of Social Security for more than a decade, serving under
three Administrations. And our final witness this afternoon will be
Robert Myers whose distinguished career with the Social Security
Administration covered close to 40 years, including some 23 years
as Chief Actuary.

I do not believe we have any more knowledgeable witnesses in
the nation on this subject than the witnesses we have brought
before us today. We are very honored to have them.

Mrs. King, if you would proceed with your testimony.

STATEMENT OF lION. (;WENDOLYN S. KINI, COMMISSIONER,
SOCIAL SECURITY ADMINISTRATION, ACCOMPANIED BY
HARRY C. BALLANTYNE, CHIEF ACTUARY, SOCIAL SECURITY
ADMINISTRATION, BALTIMORE, MD

Mrs. KING. Thank you, Mr. Chairman. Mr. Chairman, if you will,
I would like to place the full text of my testimony in the record as
if read.

The CHAIRMAN. That will be done.
[The prepared statement of Mrs. King appears in the appendix.]
Mrs. KING. I am very pleased to be here today to participate in

this hearing because I know this issue is of utmost importance for
our nation's future. And, Mr. Chairman, if I may, I would just like
to commend you for holding these hearings so quickly. There are so
many people who are so very concerned about this issue. It is good
that we are taking the time early on to get these matters before
the public.

When you announced these hearings, Mr. Chairman, you said
you would be seeking answers to questions concerning Social Secu-



rity financing. Let me say to you, as the Commissioner of Social
Security, I can honestly report to you that the Social Security trust
funds are in good shape. Last year alone our investment in U.S.
backed securities earned $13 billion, at an interest rate of 9.6 per-
cent. And that, sir, I would offer is a lot more than simply worth-
less I.O.U.s. It is an investment backed by the full faith and credit
of the United States.

I believe very strongly that the American people need to be fully
aware of the current health of Social Security and its reserve, as
well as current legislative proposals and their impact on Social Se-
curity's well being. The Bush Administration and the Congress
share a solemn commitment to protect and preserve Social Securi-
ty. We want to assure its continued solvency, the integrity of its
trust funds, and the growing public confidence in the system.

The only question, of course, is: How do we best achieve these
noble goals? It was just 7 years ago that we stood on the brink of
disaster. Social Security trust fund reserves were nearly exhausted.
Since that time the system has made a remarkable turnaround, a
turnaround largely attributable to the courageous actions of the Bi-
partisan National Commission on Social Security Reform. And as
everyone here has noted today, four members of this cmmittee
served on that panel as well.

We are on the right course, Mr. Chairman. Social Security has
for 50 years paid benefits every month on time to millions of Amer-
icans and we continue to provide prompt and accurate service. As
the program's trust funds continue to build, public confidence in
the program grows as well. And much of the credit for this success
belongs to you, your colleagues and your predecessors.

Now, though, we are faced with the question: How do we keep
Social Security on that steady track? As the person mandated by
the President and the Congress to assure the health and well being
of Social Security, I believe major surgery at this time would be ill
advised. To alter Social Security's financing formula and abandon
our strategy for trust fund reserves at this time would have some
severe consequences.

But I am more concerned, Mr. Chairman, that in this debate
there have been some distortions. Two in particular are of concern
to me. The first is the charge about worthless I.O.U.s. If I may I
would like to submit for the record in the interest of saving time
excerpts from a statement from May of 1938 by Mary Dewson, who
was an early member of the Social Security Board.

I think she addressed the issue of worthless I.O.U.'s better than
any of us could when she said, "These c-iticisms aim most of their
fire at the fact that the Treasury is directed to invest old-age insur-
ance funds in the U.S. Government obligations. This line of reason-
ing implies that it would be safer to hide the currency under a
mattress or to bury it in an old iron pot."

And she goes on, "To call the government obligations purchased
for the old-age reserve account mere I.O.U.'s gets nowhere. The
same thing could be said-and would be just as meaningless-
about every bank deposit, every insurance policy, every private se-
curity investment in existence."

I submit this, if I may, Mr. Chairman, for the record.
The CHAIRMAN. Without objection.



[The statement appears in the appendix.]
Mrs. KING. Mr. Chairman, the other statement that I think

needs to have a little bit of amplification is the charge about pay-
roll tax regressivity. That argument ignores the fact that Social Se-
curity is a social insurance program with a benefit structure that is
highly progressive, and that it also pays benefits to people if they
become disabled or to survivors in the event of an early demise of a
working person.

So I just want to offer that to rebut a couple of those arguments
that we hear all the time.

Mr. Chairman, in conclusion, let me just say that I welcome this
debate. I thank you for the opportunity to participate in it.

The CHAIRMAN. Mrs. King, do not pay any attention to that
clock. You go ahead.

Mrs. KING. Thank you. I believe that when people of good will
and noble intentions discuss important issues such as these at least
three positive developments can result. First, there can be a better
understanding of Social Security-and that means most of those
who participate in the program. Second, we will achieve stronger,
more effective protection for Social Security trust funds. I am confi-
dent of that. And third, at the end of the day, Mr. Chairman, I and
the 63,000 employees of the Social Security Administration stand
ready to continue to make this program work for the millions of
working men and women who have earned eligibility in it.

Mr. Chairman, members of this committee, Social Security is
headed in the right direction. We have stability. We have continui-
ty. We have the opportunity to assure continued security for gen-
erations. That is our goal and we are indeed achieving it.

Mr. Chairman, I would be happy to answer any questions that
you have.

The CHAIRMAN. Thank you.
Mrs. King, in the President's State of the Union Address he said,

"don't mess around with Social Security." Now, if by that he
meant, "do not cut the benefits," well then we are delighted to
have him as a part of the choir. A lot of us have fought for a long
time to be sure that we did not cut those benefits. But making an
adjustment in the Social Security tax rate could be something quite
different.

Mr. Myers, one of the foremost authorities on Social Security,
says that for a long time we did just what Senator Moynihan is
now proposing-ran the program on a pay-as-you-go basis. It served
us well for years. Mr. Myers contends that that would not be a
major, drastic change for Social Security, but rather a fine tuning.

How do you respond to that kind of an argument?
Mrs. KING. Mr. Chairman, I would suggest that going back to

pay-as-you-go puts us back on that same roller coaster we were
facing at the end of the 1970's and the beginning of the 1980's
when we did not anticipate that we would be caught with only 14
percent of the assets needed to pay a year's worth of benefits and
we were frightfully close to becoming bankrupt.

I do not believe this is the time to go backwards. I believe we
must always look ahead. I believe that intentional or not the 1983
reforms did put us in a posture of moving ahead.



The CHAIRMAN. Well let me make another point or two then. I
heard one of my colleagues saying all of this was the Congress'
fault. I do not happen to agree with that at all. I think there is
enough blame to go around. I think it is partially the Congress'
fault. I think it has also been the Administration's fault, that is the
masking of the budget deficit. And I do not think either side has
lived up to the kind of discipline that should be exercised.

I heard my friend from Michigan talking about a change in the
burden of taxes. I was looking at some numbers over the weekend
which show that-and these are OMB numbers-the percentage of
tax paid, as related to the GNP, is more today than it was in 1980.
More today than it was in 1980. Moreover, the shift has been for
lower income people to pick up more of the tax-on a percentage
basis-than higher income people. And that has to give us some
concern as we look at these projections.

Would you care to make any comment on that?
Mrs. KING. Yes, I would, Mr. Chairman. I would only suggest to

you that as you look at that broader issue of where revenues
should fall you consider that changes to Social Security have
always come in the thoughtful context of the kind of expert discus-
sion that looks at the long term impact on the Social Security pro-
gram. Social Security has never been a program to lend itself to
short term fixes.

And certainly if we are talking about the broader revenue pic-
ture or even budget deficit reduction, Social Security should not
bear the burden of trying to solve all those problems. This is a pro-
gram that you know has been delicately handled over the years
and most of the amendments have come as a result of deliberations
by the quadrennial Social Security Advisory Commissions that
come together every 4 years.

I would suggest, Mr. Chairman, that even this year, since there
is a duly constituted quadrennial advisory council looking at some
of these very issues for Social Security, we would do well to await
their recommendations as well.

The CHAIRMAN. Well I think we are all agreed that we should
not see the deficit masked by Social Security surpluses. And I
think Senator Moynihan has provided a service in calling attention
to that. But my concern is what replaces the loss of revenue when I
look at the overall budget. You could have a very substantial
impact there that would be of concern to all of us. That requires,
obviously, further probing.

I see my time has expired.
Senator PACKWOOD. Mrs. King, in this argument about progres-

sivity and regressivity, you very carefully and correctly touched
upon the benefit structure in addition to the tax structure. It is a
very progressive benefit structure.

Would you like to comment also about the earned income tax
credit which was of course passed to give back to them the money
that they were paying for Social Security taxes.

Mrs. KING. Indeed it does, Senator. When we talk about revenue
burden falling on individuals we tend to look at FICA taxes, EITC
and income taxes. In this debate-and the reason that I brought it
up-is that the unfair comparison has always seemed to fall on
FICA taxes and income taxes. And it has been exacerbated by the



fact that people have pointed to the amount of payroll taxes paid,
not only by employees, but also by employers.

So they have put together an illogical comparison of what ar em-
ployee and an employer pay for FICA with what an employee alone
pays for income taxes. But indeed full earned income tax credits
are available to workers who have a child and who earn up to
$10,730, I believe, a year.

Credits begin to be reduced by income for over $10,730 this year.
The credit goes up every year according to the CPI. And it supple-
ments a $10,700 salary to the tune of some $953. When all of that
is factored in, indeed we can see that there is some reduction of the
burden on lower income workers.

But again, when we are talking about Social Security I must
urge that you consider it as a program that also pays benefits. And
on the benefit side of things, lower wage earners do receive back in
benefits each month some 57 percent of what they were earning at
the time of retirement. And they get back everything they paid
into the system, plus interest earned, in 4 years.

Whereas, those on the higher end of the scale receive back in
benefits each month only 24 percent of what they were earning
and it takes approximately 7 years for them to get a return of what
they paid into the system, including the interest earned.

And I would also point out that Social Security does pay disabil-
ity benefits and pays benefits to survivors. It is not just a tax. And
that is the only point on which I have been trying to correct the
record. It is not just a tax. It is a social insurance program. And as
I have said before, we do not get monthly benefits from the IRS
when we retire or when we become disabled. The payroll tax is for
Social Security. So we must look at the program in its entirety.

Senator PACKWOOD. Well, the reason I particularly asked you
about thie earned income tax credit is because I see stories fre-
quently in the press that talk about nothing but the Social Security
tax. The stories don't mention the benefits or the earned income
tax credit, making it seem as if the lower income people were actu-
ally paying all of the Social Security tax and getting none of it
back.

Mrs. KING. I know.
Senator PACKWOOD. And that may partially be the fault of the

way we account for things in the budget. The earned income tax
credit is not found in the same section as Social Security. But if
you mean: Do people earning roughly below $10,000 a year techni-
cally pay a Social Security tax? Technically, yes.

But do they get it back? Actually, yes, thLough the earned
income tax credit. But happen to be in~two different categories.

Mrs. KING. That is true. That is exactly right.
Senator PACKWOOD. Let me ask you a last question about pay-as-

you-go. You indicated even if we now to a pay-as-you-go system we
are only at about 75 percent of the reserves necessary to keep the
system going. Is that correct?

Mrs. KING. Currently, that is right. And our estimates, if we use
the alternative II-B assumptions, are that it would be about 1991
before we have 100 percent contingency available. And for those
experts who believe-and I am not an expert-but I do too happen
to believe that you need probably about 150 percent contingency



just to insure safety and that we do not go back to where we were.
We will not be there until 1993.

Senator PACKWOOD. Then all we need is 1 year of 8 or 9 percent
inflation and 1 year of recession and we are back to 1983.

Thank you, Mr. Chairman.
The CHAIRMAN. Senator Moynihan.
Senator MOYNIHAN. Mr. Chairman, I thank Mrs. King once again

and welcome Mr. Ballantyne.
If I could just make two preliminary points. The bill that we put

in at the beginning of this session, as we said we would, will only
have a budget cost of $4 billion in this calendar year and next cal-
endar they are scoring it at $38 billion. That is just a clarification.

The other thing is to say that with respect to benefits, if we were
to go back to a pay-as-you-go basis, employees, workers today would
have that tax reduction for 25 years. We would not go back up to
the current rate until 25 years from now-2015-and they would
still get the same benefits.

But let me just ask you, you being the first person to come before
us in the Congress and the most appropriate person, to comment
on the President's proposal in his budget to establish the Social Se-
curity Integrity and Debt Reduction Fund. Now without trying to
be clever here, I would assume that the President, by proposing
that there be a Social Security Integrity and Debt Reduction Fund
is implicitly suggesting what is going on now is something less
than integrity.

We have heard the word "looting." We have heard the word
"embezzlement." But no matter. Could you describe the plan?

Mrs. KING. Yes, of course, Senator. As you know, the current
downward glide path for Gramm-Rudman Hollings takes us to a
zero deficit in the unified budget in 1993.

Senator MOYNIHAN. Yes.
Mrs. KING. The proposal in the Presidents budget continues a

zero deficit out into the future. Beginning in 1993, each year there
would be set aside and included in the budget outlays, an amount
of revenues eventually equal to the increase in Social Security
trust fund reserves. The monies so set aside would be used only for
buying down debt.

And the idea here is that you would create a fund which would
stand behind the investment, and that fund could not be used for
anything other than buying down debt. And the ultimate purpose,
of course, is to ensure a sound economy because it is only to the
extent that our trust funds can contribute to national savings and
investment and to building a stronger economy that we can reduce
the relative burden of future Social Security costs.

Senator MOYNIHAN. Right. And this would be what the GAO pro-
posed as the preferred alternative?

Mrs. KING. Yes. Well, I suggest again that within the context of
the current law-Gramm-Rudman Hollings-that downward glide
path to 1993-a set path-so many of the--

Senator MOYNIHAN. Could I ask you then when you get back-
and Mr. Ballantyne you sit down and get your pencils out-could
you tell us how much of the trust funds will be used as general rev-
enues between now and the time when you have a true balanced



operating budget and all the surplus goes into the buying down
debt, if you follow me?

Because clearly you anticipate using trust fund revenues for gen-
eral purposes of Government between now and the final moment of
that plan. Which is out to 1996, is it it?

Mrs. KING. Yes. Because the original proposal will come in three
increments of 15 percent--

Senator MOYNIHAN. Could we get that information? It would
help the committee a lot.

Mr. BALLANTYNE. Sure.
[The following information was subsequently received for the

record:]
The following table shows the amounts of offsets to the deficits in the President's

1991 Budget that are attributable to the annual increases in the combined OASDI
and DI Trust Funds during fiscal years 1990-95. The figures for fiscal years 1993-95
reflect the effect of the Administration's proposal to establish a "Social Security In-
tegrity and Debt Reduction Fund."

Fiscal year Amount (in tll s)

1990 $62.0
1991 80.3
1992 93.1
1993 93.2
1994 70.7
1995 35.4

Senator MOYNIHAN. Thank you.
The CHAIRMAN. Thank you very much.
Senator Dole?
Senator DOLE. I just wonder, as a practical matter, if you are get-

ting any reaction to this proposal. Are you getting any letters or
phone calls?

Mrs. KINC.. Very few, Senator. I did poll our 800 telephone
number. We have minimal response there-approximately 60 calls
that we could count as of Friday.

Senator DOLE. I think we have had two. The media plays this up
every day. They must be calling each other. [Laughter.]

No one is calling us, but maybe the media can call us and get our
numbers up. I think it was a slow day the Friday this story broke
and it was a slow weekend, and then Moynihan left the country.
When he came back he had all this firestorm created.

I seriously wonder if there is a lot of support for this proposal. I
have had town meetings since it was introduced and I think most
people do not want to make any changes. I think, Mrs. King, that
is what you indicated in your statement. The Boston Globe was 7 to
1.

Mrs. KING. Seventy-two percent of those polled in the Boston
Globe poll indicated they do not want to reduce pay roll taxes. The
other poll that we cited, the Wall Street Journal poll, indicated
that some 53 percent of the people polled did not want to lower
those taxes.

Senator DOLE. I think, following up on the very valid point made
by Senator Heinz, that if this bill passed half the cut would go to



the employer-General Motors, Fortune 500. Have you figured out
how much employers might get back?

Mrs. KING. Not in total. But what we have taken into account-
half, of course.

Senator DOLE. Well, half, yes.
Mrs. KING. What we have taken into account is that currently

no one talks about the fact that employers also write that off when
they file their income taxes as well. And the charge that that
money would go back to the employees has not held true yet.

Senator DOLE. I have been told that 60 percent of the benefits
would go to companies with 10,000 or more employees. That is a
pretty good size business. So I think there is that consideration, as
well.

In addition, if I understand the Moynihan proposal correctly,
there is a tax increase involved in the out years. You do ultimately
have to raise the payroll tax.

Senator MOYNIHAN. 2015 you move back up towards where we
would otherwise have been for 25 years.

Senator DOLE. Right. So, I think Senator Moynihan's proposal is
something there are a lot of questions on. I am going to ask that I
might submit some questions for the record-we have a Clean Air
meeting going on in Senator Mitchell's office-questions for Bob
Ball and Bob Myers and Mr. Bowsher.

The CHAIRMAN. Correct.
Senator DOLE. Thank you.
[The questions appear in the appendix.]
The CHAIRMAN. Senator Heinz?
Senator HEINZ. Mr. Chairman, thank you.
Commissioner King, the Administration's proposal is certainly

complicated. If we were to devise something clearer, that made
sure that Congress did not continue to engage-in what Pat Moyni-
han and I have described as deficit deception, and which put the
Social Security trust funds in an appropriate status where people
could not get their hands on them for unintended purposes, do you
know if the Administration is wedded to the specifics of the so-
called Darman plan or is it willing to entertain a reasonable alter-
native to it?

Mrs. KING. Senator, I believe the Administration is open to every
reasonable alternative. I think Director Darman made that clear to
Senator Moynihan. I think he has made it clear every time he has
spoken publicly about it.

Our concern is protecting the trust fund and ensuring the contin-
ued sound financial footing that this committee, and the Congress,
and the Administration have seen Social Security on for the last 7
years. We simply do not want to go back.

And while I am not here suggesting that I will thereby cut a deal
with every great suggestion that comes to the floor, I am suggest-
ing that the Administration is willing to work cooperatively with
this committee and with anyone who has an interest to try to solve
this problem.

We must do it, again, in the context of protecting that trust fund
and certainly not adding immeasurably to the deficit that we are
struggling with. Because therein we undo all the good work we
could do.



Senator HEINZ. In my opening remarks I referred to Table 32.
Table 32 is provided to us by the Social Security Administration,
Office of the Actuary, dated January 31 of this year. It is an analy-
sis of the effects of the Moynihan plan on the Social Security's net
increase or decrease in funds and on the funds at the end of the
year, assuming the adoption of the Moynihan plan--

Senator MOYNIHAN. And assuming Alternative Ill.
Senator HEINZ. Yes, I am going to get to that. As I read Alterna-

tive 3, starting in 1992 if we adopted the Moynihan plan, and if the
assumptions of Alternative 3 were correct or represented the most
likely scenario for the future-and that is another issue-is it not
correct that we would see net decreases in Social Security funds
every year beginning in 1992 on through 1998 in ever increasing
amounts?

Mrs. KING. That is correct, according to this chart, using Alter-
native III assumptions, Senator.

Senator HEINZ. Well let me-I have a couple of questions I want
to ask you.

Mrs. KING. The answer to your question is yes.
Senator HEINZ. Secondly, is it not accurate-if I understand this

chart correctly-that again if we adopted the Moynihan plan that
the system would be totally out of funds sometime in 1998? Isn't
that what the -6.1 billion means in the third column over from
the right? That there would be a negative fund balance.

Mrs. KING. Yes.
Senator HEINZ. And therefore it would be accurate to say that

under these circumstances, if we adopted the Moynihan plan, the
Social Security system would not only be in common parlance
bankrupt, but you would be unable to issue a single benefit check
as long as there was a negative balance; is that correct?

Mrs. KING. You are exactly right, under Alternative III assump-
tions, Senator. Because if the trust fund is in a negative balance,
the law does not allow for the Federal Government to pay those
benefits for us.

Senator HEINZ. Now, obviously, then it is not Senator Moyni-
han's intention to cut off benefits to Social Security beneficiaries.
He has a very different objective, I think, which is to stop what he
calls thievery and I call embezzlement.

By the way, I would like to make clear, Senator Moynihan and
Senator Bentsen, for the record, the difference between thievery
and embezzlement just in case the Senator from Texas, I think,
said there is a difference that is the one that has been ascribed to
Senator Moynihan. It is this: Thievery is thought to be rather petty
and opportunistic and every day. Embezzlement usually deals with
serious sums of money and is thought to be a premeditated white
collar crime.

I notice that that describes members of the Congress and the Ad-
ministration better than it does the average working person. And
so I would only make the point, for the record, that while I think
the intent of our descriptions is met in either case, embezzlement
fits this crime better than other terms, notwithstanding a certain,
shall we say, white collar versus blue collar differentiation between
the two.

Senator MOYNIHAN. Granted. [Laughter.]
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The CHAIRMAN. Senator Symms?
Senator SYMMs. Thank you, Mr. Chairman and Mrs. King. Do

you have any figures-and maybe Mr. Ballantyne might have
them-but comparing how a young worker would do on invest-
ments today at various rates of return if all of the Social Security
contributions could be saved in a defined contribution account?
That is the first question.

The second question: Does a young worker who will retire about
35 years from now, do you project that they will get anywhere near
as good a deal as the current retirees are getting?

Mrs. KING. Harry, would you like to respond?
Mr. BALLANTYNE. Okay.
Senator Symms, we do not have with us an answer to your first

question but we could look at that.
Senator SYMMS. I would appreciate it if you could get that.
Mr. BALLANTYNE. On the second question, the return would not

be as favorable for people who retire in the future as it is today
because of increasing tax rates. But considering only the employ-
ee's share of the tax, it would still be a favorable return for a
young worker retiring in the future.

We could supply figures for that as well.
Senator SYMMS. All right. Thank you.
[The figures follow:]

ACCUMULATED VALUE OF A WORKER'S OASI CONTRIBUTIONS AT AGE 67, FOR A WORKER AGED 20 IN
1990 WHO HAS LOW, AVERAGE, OR MAXIMUM EARNINGS IN 1990-2036, FOR VARIOUS RATES OF
INTEREST

[in thousands)

Level of earningsALnnual interest rate .... . ... .... . ..... . ...F . . .
Low Average Maximum

6% . .... . ........ ..... $339 $754 $1,196
S . ... 428 952 2,261

8. 548 1,218 2,900
9 .10 1,577 3,157
10. 930 2,067 4,924

Note Average earnr.gs are assumed to be $21.537 in 1990 "Low" earnings are assumed to ie 45 percent of average earnings 'Maximum"
earnings are the maximum earnings subject to the OASI taw rale--$51,300 in 1990 AJI levels of earnings are assumed to increase at an annual
rate of 5 5 recent Pfter 1990 The QASI tax rate for an employee is 56 percent in 1990-99 and 549 percent in 2000 and lator

Numern itrD months to recover OAS OI contributions,

erfNormal with interestYear of retirement retiement age

Low Average Maximum

............ ......... . . 65 48 67 86
2010. . . ........................ .......... 66 81 111 153

Notes
I Cori butions are accumulated at rates equivalt to the averg elective yield on investments in the OASI and 04 Trust Funds in e year
2 Future annual increases in earnings and beeits and the future annual interest rates ate based on the alternatre I-B set of assum tons in

the 1989 Annual Repor of the Board of Trustees
3 0y employee contribution are considered in the above eumle*s
4 Lde expectancy at age 65 in IMg9 is 181 months for ma s and 221 months for ferales Life expectancy at age 66 in 2010 is 181 months

for males and 230 months for lemates (The "normal retiement age." or the earliest age at wWch fgrate benefits are payable. is 66 in 2010)

Senator SYMMS. Mrs. King, I share your view about Government
bonds being secure investments. Even though I agree with that,



would you agree with rr. that Government bonds are promises by
Treasury to allocate tax dollars at some future date and they do
not really represent true capital formations such as what private
sector bonds do?

Mrs. KING. Senator, while that is true, it may not be the whole
truth in the instance of a Social Security trust fund. Because what
we would not-I don't believe-want to see is the benefits of 39
million beneficiaries of Social Security today of the 70 million bene-
ficiaries expected at the height of the baby boom rising and falling
with the numbers from Wall Street.

When we talk about a safe investment we are talking about an
investment backed by the full faith and credit of the United States.
It is the reason that T Bills are owned, not just by individuals in
this country, but by banks and businesses and pension funds and
foreign governments as well.

Senator SYMMS. But if you agree that they do represent an allo-
cation of tax dollars in some future year, don't you have to agree in
part at least with Senator Moynihan that the surplus is really a
bookkeeping device? Because at some point in time this has to be
paid for.

Mrs. KING. Well it is as much a bookkeeping device as any bank
account is a bookkeeping device. It is not a situation where we take
the money and put it in an iron box and stick it in a closet or slide
it under the bed. But when you look at any investment, when you
look at any monies that you put away to earn interest, whether it
is in a Government insured bank account or some other invest-
ment, what you are doing in effect is expecting that investment to
grow.

And people who place their assets with U.S. backed obligations
expect their assets not only to grow but to be safe as well.

Senator SYMMs. Well I appreciate that. I want to ask another
question with the projections say to the 110th or the 112th or 113th
Congress will be facing say down the road 20 to 25 years from now.
What assumptions did you make with respect to immigration?
What would be the case? Did you assume there would be zero im-
migration?

Mr. BALLANTYNE. No, Senator Symms. We have assumed that ul-
timately there will be a total of 600,000 per year net immigration
into the country for our intermediate alternative II-B assumptions.

Senator SYMMS. And at what age group do you assume that those
people would be eligible?

Mr. BALLANTYNE. Well, we have them at various ages. There are
some limited data on that, and we do have a reasonable age distri-
bution for those who are coming into the country as immigrants.

Senator SYMMS. Well it seems to me that if the immigration-if
the age of people that come in are workers, well you are going to
get a positive impact on the transfer payment in the system as it-
the immigration would be a very positive net impact. So that in
Senator Moynihan's bill one of the differences between his proposal
and mine is that I give your trustees the authority to increase or
lower the FICA tax rate as needed to keep an 18 month fund bal-
ance for the current beneficiaries and current benefits that are
now in the system.



He is assuming that you may have to have an increase at the
year 2010. But it seems to me like it might be possible that we
might get to the year 2010 and you would not need an increase.

Mr. BALLANTYNE. Well that is possible. We do not think it is very
likely under Senator Moynihan's proposal that we would not need
it around 2010 or soon thereafter.

Senator SYMMS. You are assuming though that there will only be
600,000 people coming into the country.

Mr. BAL.ANTYNE. Right.
Senator SYMMS. And you are projecting what for birthrates? I

think my time is up.
Mr. BALLANTYNE. Well for the Alternative I-B assumptions it is

1.9 children per woman, which is about where we are today.
Senator SYMMS. All right. Thank you very much, Mr. Chairman.
Senator MOYNIHAN. May I simply say to Senator Symms and

Commissioner King that when you said that a banking arrange-
ment is just, you know, bookkeeping too. If a bank were to accept
deposits aud spend those deposits entirely on the salaries of the of-
ficers of the bank, it would not exactly be saving your money
would it?

Mrs. KING. No, Senator, it would not. But again, all I was talking
about was the bookkeeping.

Senator MOYNIHAN. That's right, bookkeeping. But we have run
into some of those banks.

Mrs. KING. Yes, in fact. And we did not exactly call them banks,
but we want to in the future.

Senator SYMMS. Thank you, Senator Moynihan.
Senator MOYNIHAN.The Senator from Michigan, Mr. Riegle.
Senator RIEGLE. Thank you, Mr. Chairman.
I think another way to express that point would be in a private

company. Senator Moynihan, if a company took the retirement pro-
gram of the workers, that the workers were paying into, and took
and in effect looted the retirement program and spent it on other
things-the day-to-day operations of the business-and then later
on down the line the money was not there to pay the retirement
benefits you would have something analogous to what is happening
here.

And I must say--
Senator MOYNIHAN. It is what Senator Heinz calls embezzlement.
Senator RIEGLE. Yes.
Senator MOYNIHAN. And what happens to people who do that?

This is not for you to hear Mrs. King.
Mrs. KING. That is perfectly all right, Senator.
Senator RIEGLE. I thought Senator Heinz was revealing some of

his Harvard Business School training there when he used that
phrase; and maybe I was using my background from Flint, Michi-
gan when I used the phrase "looting" in terms of the--

Senator HEINZ. The record ought to show that Senator Riegle is
no stranger to the Harvard Business School. But he has overcome
it. [Laughter.]

Senator RIEGLE. Thank you.
Mrs. King, I think you have an obligation to go beyond what you

have said here today. I say that respectfully. I think you have an
obligation to blow the whistle on what is happening here. Because I



think what is happening here is far more serious than the way it is
papered over. And it is not just the Social Security trust fund.

If you look at all of the trust funds that the Government man-
ages, we are systematically milking all of the trust funds today and
using the surpluses for other activities of Government and not
really facing up to it. We are reporting lower deficits. We are doing
that with respect to the Highway and Airport Trust Fund, the Mili-
tary Retirement Fund, and so forth. -

It just happens that Social Security is the largest area trust fund
where this is happening. If you look at the actual Federal funds
deficit, which I consider to be a much truer measure of our Federal
budget deficit year by year, for fiscal year 1990 the deficit is $270
billion according to this document put out by the Congressional
Budget Office. I assume that is not a strange number to you. And it
keeps rising as you go out in terms of the baseline-$273 billion in
1991; $280 billion in 1992.

I think you have an obligation not just to manage the Social Se-
curity fund properly from an actuarial and check printing point of
view and so forth, I think you have an obligation to understand
what is happening to the trust funds.

If the trust funds are being spent and replaced with an I.O.U.
that the workers themselves are going to be asked to pay off in the
future, at some point I think you have an obligation to say that. It
is not just to run the machinery; it is to really take a look at the
question of whether or not we are creating a liability for workers
in the future.

It is very interesting-if you look at this chart. This chart has
been done by the Senate Budget Committee and it shows-in refer-
ence to a point I was making earlier-the effect of the tax law
changes during the 1980's, from the period of 1980 to 1988. And
these 10 columns show each 10 percent of the income levels of the
people of the United States who have had their taxes either go up
or d own.

And as Senator Moynihan would know, if you look here, the
people who earn the least amount of money-the lowest 10 percent
of wage earners in the country-have seen their tax burden go up.
Then as you come across here, the second 10 percent group and the
third and so forth, you see up to the halfway point, all of those
families have had their net taxes as a percentage of family income
go up. And as you get out here into the high income levels, all the
way out finally to the final 10 percent, who are the highest income
earning families in the country, they have a very substantial tax
cut.

The reason that this chart looks this way is you have the basic
tax cuts offset by the Social Security tax increases. So we have a
very substantial redistribution of the tax burden going on in the
country where the people who earn the least, percentage wise, are
paying more and more taxes.

And if that were not bad enough, we have the problem of the
Social Security surplus being spent on other things and then need-
ing to be repaid in the future. And you have not said anything like
that here today.

Now I am all for people investing in Government bonds as well.
But if you are running an actual Federal funds deficit of anything



above $200 billion, and approaching $300 billion, anybody who un-
derstands mathematics-and you folks are experts at it-has to re-
alize that somebody is going to have to pay that money back in the
future.

Now where is it going to come from? Who is going to redeem all
these I.O.U.'s that you have in the drawer these days?

Mrs. KING. Senator, as you well know, under Section 201 of the
Social Security Act, we are required to invest dollars paid into the
trust funds in U.S. backed securities.

Senator RIEGLE. I understand that. But that does not relate to
the fact that we are running deficits at these levels.

Mrs. KING. And we are running deficits. And I would respectful-
ly suggest that budget deficits must be addressed. And the question
of what we accomplish through reducing Social Security payroll
taxes is something that we are facing by the discussion we are
having here today.

The question of what we do about budget deficits I think is a
very relevant one. That is the one that I have indicated to Senator
Heinz and to Chairman Bentsen and to Senator Moynihan that we
want to work cooperatively on. But I would suggest to you that the
American people understand their investment in Social Security,
which has paid benefits for the last 50 years, and which they have
seen work for their parents and their grandparents; they under-
stand that the changes made in 1983, in effect, were going to pro-
vide some partial intergenerational payment of what could be a
very steep bill in the future.

They were willing to do that. I do not think that is the part of
the problem that we need to focus our energies on. It is the other
part of the problem that is getting away from us. It is not Social
Security.

Senator RIEGLE. Well let just say one other thing, if I may, Mr.
Chairman. I will be very brief.

If you were to put a plain language insert into next month's
Social Security checks and also send it out to the wage earners that
are paying in their Social Security taxes now, and said, "By the
way, we in Social Security would like you to know that we are
taking the trust fund surpluses, we are investing them in Govern-
ment notes, and they are being used to pay the normal activities of
Government, totally unrelated to Social Security, and we are incur-
ring a huge debt in the future, and we want to be honest with you
and just warn you that you may have to pay twice. You are paying
in your Social Security payments now and we may very well have
to come back-as we are almost certainly going to have to-and
ask you to pay a second time in the future to redeem the I.O.U.
that is owed to you in terms of your benefits."

I think if you were mandated to put that disclosure in the enve-
lopes-and something like that needs to be sent out. People do not
understand this. It is too complicated. I think you have some obli-
gation to uncomplicate it. I say that not just to you personally. But
I think the Social Security Administration has an affirmative obli-
gation to help people understand what is going on here. I do not
think people presently understand it. I do not think they think
these funds are being drawn down that way and replaced by an



I.O.U. which in man, cases they, themselves, are going to have to
repay a second time.

I thank the Chairman.
Senator MOYNIHAN. Gentlemen, let's hear it for Ida Mae Fuller,

the first Social Security beneficiary. She paid $22 into the fund and
she retired in January of 1940 and collected benefits for 25 years.
That is what widows are like up in Vermont. [Laughter.]

Commissioner, we thank you so much for your coming. As
always, you have been open with us. You know you have a friend
and supporter in this committee. You are earning our confidence at
a rate accumulating as fast as the Social Security reserve itself.

We would like to hear as early-at your convenience and Mr.
Ballantyne's-your assessment of the money flows, cash flows, if
you like, in what we will call the Darman plan. Is that all right?

Mrs. KING. Yes.
Senator MOYNIHAN. Thank you very much.
Mrs. KING. Thank you.
Senator MOYNIHAN. Thank you, Mr. Ballantyne. It is always

good to see you, sir.
Mr. BALLANTYNE. Thank you.
Senator MOYNIHAN. And now for our second witness, it is a very

special privilege for us to have the Comptroller General of the
United States, Mr. Bowsher; and Mr. Lawrence Thompson is with
him, who is the Assistant Comptroller General, and who was par-
ticularly associated in the preparation of the report which we men-
tioned earlier.

We welcome you, Mr. Bowsher and, of course, Mr. Thompson,
and would you proceed, sir.

STATEMENT OF CHARLES A. BOWSHER, COMPTROLLER GENER.
AL, U.S. GENERAL ACCOUNTING OFFICE. ACCOMPANIED BY
LAWRENCE H. THOMPSON, ASSISTANT COMPTROLLER GENER-
AL, U.S. GENERAL ACCOUNTING OFFICE
Mr. BOWSHER. Thank you very much, Mr. Chairman. It is a real

pleasure to be here to discuss this very important issue. As you
know, we have been trying for 2 or 3 years to make well known
just how much masking is taking place with the Federal deficits.

In other words, we have been very concerned at GAO that we
are using so much blue smoke and mirrors in trying to convince
everybody that we are meeting the Gramm-Rudman targets that I
think we are doing the country a disservice. And last year, I put a
chart together to point this out to the Secretary of the Treasury-
the new Secretary of Treasury-and the new Director of OMB.

I pointed out to the two of them in November of 1988 that they
were inheriting a Federal Government-the Bush Administra-
tion-that was in much deeper financial trouble than what the offi-
cial records indicate. I also took along that day the OMB reports
from 1977 and 1981 and pointed out just how optimistic the official
figures looked when President Carter and President Reagan came
into office. So I said to them, the deficit is much greater than what
these official numbers indicate.

Now I have updated this chart for this hearing, and it is the next
to last page in my testimony. I would like to quickly walk you
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through that chart because I think to a great extent it describes
the problem that we are facing here today.

If you look at the top two lines you see the revenues, the outlays,
and next the total deficit. That is on the unified budget basis. You
can see that this is using CBO estimated numbers in the out years,
but it is using actual OMB numbers for fiscal year 1985, fiscal year
1986 and fiscal year 1989.

Now if you go down to the bottom line you will see the same
numbers. But then let's work back up. In other words, if you work
back up on fiscal year 1985, which was the year before our Gramm-
Rudman process began, we were using only $9 billion of Social Se-
curity trust funds as surplus in computing what the unified deficit
was. We were using $45 billion of other trust funds, as Senator
Riegle pointed out, so we had a $54 billion trust fund surplus in
total, which brought us down to that unified deficit of $212 billion.

Of course, that was the figure that worried everybody in the
summer of 1985 because it showed how big the Federal deficit had
gotten.

Now if you look across to 1989 you will see that our total deficit,
officially, is $152 billion. But again, if you work up you will see
that now we have $52 billion of Social Security trust funds; we
have $71 billion of other trust funds; and so by borrowing those
$123 billion we compute the $152 deficit; but we are really running
a $275 billion deficit, which shows that we have not really made
any progress on the Federal funds deficit, or what I call the gener-
al government operations deficit.

Now if you move to the out years where you see fiscal year 1990,
fiscal year 1991, fiscal year 1993 and fiscal year 1995, and if you
look at the Federal funds deficit line, you will see that in 1995, ac-
cording to the CBO figures, you will be moving up to a $303 billion
Federal funds deficit, but that would be masked by a $128 billion
Social Security surplus and $57 billion of other trust fund surplus-
es. You can see there that the other trust funds really are not
growing that much. It is really the Social Security trust fund that
is growing significantly. This results in a net or unified deficit of
$118 billion.

Now OMB, of course, presents the deficit somewhat differently.
They say we will be down to a unified balanced budget in 1993. I
think it is important to emphasize, though, how much debt are we
going to add if we accept the numbers of the Gramm-Rudman proc-
ess. If we accept those numbers we are going to add about a trillion
dollars to the debt between now and 1993, going up to $3.9 trillion
in 1995. And if we accept the CBO numbers, we add about $1.5 tril-
lion. So we would be up to $4.5 trillion in debt.

Now if we were to pass your legislation we would add another
$300 billion. So you can see, many people focus only on what this
proposal would do to the deficit. But I think you also have to recog-
nize that we are on a budget reduction plan that is not really re-
ducing the budget as far as the general funds of the Government
are concerned.

As the debt is increases, we are also running the interest costs
up at quite an amazing pace. The interest cost in the Treasury
report for the year just ended is $240 billion. It is now the second



largest item in the Federal budget. This $240 billion includes what
we owe to the trust funds, so we have to make that entry.

If you accept the numbers of CBO and add that $1.5 trillion of
debt you will see your interest costs go to $334 billion. It could well
pass the defense and all other items in the Federal budget. So I
think the real problem we are facing here, and I think the one that
you' tried to highlight with this proposal, is how poorly we are
doing on the budget reduction and on using the Social Security sur-
plus funds for real net savings.

We are not making progress and that is why I think we have to
solve this problem. In other words, I think that if we could get the
general fund of the Government in balance, then as Senator
Symms quoted from our report, we think the present plan to accu-
mulate reserves, as devised by the Commission in 1983, is a very
valid plan for the Social Security trust fund.

But if you are going to use this money just to pay current operat-
ing bills indefinitely ther. these figures indicate to me that you are
doing nothing more than using Social Security income to meet gen-
eral government operations.

Now, Mr. Chairman, I think that the concerns that we have ex-
pressed here and in our report do indicate that the real problem is
in the budget for the rest of the Government-in the general funds.
We would hope that this problem could be solved by a multi-year,
bipartisan, plan to reduce the budget deficit.

I am often asked the question: Would you have to look at the
revenue side? I do believe that if you have a deficit this large, it is
hard to exclude the revenue side.

I think, though, where we ought to start is with the Treasury
report last year which highlighted the increase of the major items
to $80 billion. What makes up the $80 billion? It's defense, it's in-
terest costs, it's health care, it's agriculture, it's the savings and
loan problem. What you had in there was a $10 billion surplus on
the Social Security income versus the Social Security outgo.

Mr. Chairman, I think these are the major points that we would
like to make. We would be happy to answer any questions any of
you might have.

[The prepared statement of Mr. Bowsher appears in the appen-
dix.]

Senator MOYNIHAN. Well thanks a lot. No one has ever accused
you of ambiguity, sir. We appreciate that very much. Those are
devastating numbers and they just show us living off trust funds to
an extraordinary degree.

Can I ask two things? First of all, it does legitimately character-
ize your study for us last year that you said, save this money or go
back to pay-as-you-go.

Mr. BOWSHER. That is right. Our first preference is to save the
money.

Senator MOYNIHAN. Is to save the money.
Mr. BOWSHER. To buy down the debt, yes.
Senator MOYNIHAN. You could not have been more clear.
Mr. BOWSHER. That is right.
Senator MOYNIHAN. As our Comptroller General, would I be fair

to suggest that you find it simply inappropriate to be using trust



funds for purposes other than the trusts for which the trust was
created?

Mr. BOWSHER. Yes. We put out another booklet this year recom-
mending a new way of summarizing the Federal budget because of
this concern. We think it should be split into three major catego-
ries-the general government operations, the trust funds, and the
enterprise funds-and still have the total column to show the uni-
fied budget. But then you would see exactly what progress you are
making.

I think that would be full disclosure, which is what you really
want and what the average worker in this country expects when he
looks at a set of financial statements, whether it be from his com-
pany or from a bank or from the Government, I think.

Senator MOYNIHAN. He gets the full disclosure.
Could I ask you this. This may be just a little speculative. The

President's budget has given us a Social Security Integrity and
Debt Reduction Plan which presumably gets to a completely bal-
anced operating budget by 1996. That is implicit as far as I can
see-a true balanced operating budget--not counting Social Securi-
ty.

Mr. BOWSHER. Yes, in the non-Social Security budget.
Senator MOYNIHAN. Yes.
Mr. BOWSHER. I believe it still has the other trust funds in there.
Senator MOYNIHAN. Yes.
Do you think that is doable at the rate we are going?
Mr. BOWSHER. Well the CBO, which is the organization for the

Congress that makes the projections on the budgets, would indicate
that you are not going to get there. In other words, they are show-
ing a Federal funds deficit of over $300 billion.

Senator MOYNIHAN. Yes, $300 billion at the year-just before the
year we are supposed to be at zero.

Mr. BOWSHER. That is right. Then you would offset that by $128
billion of Social Security trust funds and get down to the net.

Senator MOYNIHAN. But I would have thought-and perhaps you
will give us an explanation-can we ask you, Mr. Thompson, to
give us an explanation of how you see the cashflows with this in-
tegrity fund. Because if the integrity fund is to be integrity---

Mr. BOWSHER. Well I think what they are--
Senator MOYNIHAN [continuing]. There would have to be an effec-

tive surplus of $128 billion at that point.
Mr. BOWSHER. I think what they are trying to do is when they

get to a balanced budget-and they are basing it on the Gramm-
Rudman process is what they are doing--they are making the as-
sumption that they will achieve those targets. Then they are
making the assumption that they will gain the further surpluses
that would equal the Social Security trust fund and then what they
want to do is protect the Social Security surpluses at that point in
time.

The two major problems I have with that are that we are adding
so much debt between now and then--

Senator MOYNIHAN. Another trillion.
Mr. BOWSHER. Another trillion. Really another trillion and a half

before you really start to address the problem. I think that is a
very worrisome situation. Then you have to buy that debt down



with Social Security trust funds surpluses and all. So you have
added another trillion and a half to the problem.

Senator MOYNIHAN. But you do agree that statistics prove that
the U.S. Government budget is always balanced 3 years from now.

Mr. BOWSHER. That is the point I made to Mr. Darman and Mr.
Brady, using the OMB reports in 1977 and 1981, and that it always
looks good 3, 4 years out.

Senator MOYNIHAN. But it is true. It is always balanced in 3
years.

Mr. BOWSHER. That is right.
Senator MOYNIHAN. It is just never now.
Mr. BOWSHER. Yes.
Senator MOYNIHAN. Thank you very much, sir.
Senator PACKWOOD. Mr. Chairman, let me make sure I under-

stand what you want to do with the money. You would prefer not
to cut the taxes. You would prefer to actually keep the taxes and
invest them in something solid.

Mr. BOWSHER. That is right. And with having such a large debt
that I think you get net savings by paying down on the debt.

Senator PACKWOOD. You would have the Social Security fund buy
existing debt?

Mr. BOWSHER. That is correct.
Senator PACKWOOD. So that they would still hold Treasury notes?
Mr. BOWSHER. That is correct.
Senator PACKWOOD. And presumably--
Mr. BoWSHER. But this is the debt to the public. In other words,

you have so much debt out to the public, and if you finally got your
general budget in balance and you had surpluses coming in on your
trust funds, then you could literally buy down some of the debt
that the other people have bought in the public, including some of
the people overseas.

Senator PACKWOOD. I hear what you are saying. But you are
going to have them buy existing debt, existing notes that are al-
ready out?

Mr. BoWSHER. Yes. What you really would not do is refinance
some of the debt that you already have out there.

Senator PACKWOOD. Okay.
Mr. BOWSHER. Yes.
Senator PACKWOOD. So you are still going to presume at some

stage that whatever it is Social Security holds will be redeemed by
the Government whether they buy existing debt or not?

Mr. BOWSHER. Absolutely.
Senator PACKWOOD. Okay. That is what I thought.
Mr. BOWSHER. Now I do have one worry that on that, Senator

Packwood. That is, if you continue on the budget glide path that
we are on right now and keep adding to this debt, then you have a
real problem down the road as far as making payments to the
people who want to get their money back on that, plus making pay-
ments to people on Soal Security.

In other words, you do run into the problem that some people
have raised about the I.O.U.'s because at some point it is going to
take an awful lot of financing to satisfy both the debt holders and
the people who have claims on the Social Security system.

Senator PACKWOOD. Let me ask you this.



Mr. BOWSHER. So I am saying, that is why I think we have to get
our fiscal house in order.

Senator PACKWOOD. Let's assume theoretically that we cut the
payroll tax sufficiently; that we go to a pay-as-you-go system now
as well as for the next 20, 30, 40 years. At some stage in the future
you are going to have to raise taxes a whale of a lot to make the
payments.

Mr. BOWSHER. You are going to have to raise taxes if you cut it
now to keep on.

Senator PACKWOOD. In your opinion, which is more likely to
guarantee future Social Security benefits-Social Security holding
Treasury bonds, which every Treasury Secretary will say we've got,
and which we cannot renege or the United States credit will go to
hell-or a hope that future taxpayers would increase the taxes on
themselves to pay the Social Security benefits?

Mr. BOWSHER. It is very hard for me to make a judgment on the
best timing for the tax. But I think the important thing is that if
we do not close this gap right now that we are digging that finan-
cial hole deeper and deeper.

Senator PACKWOOD. I agree with you. Let me ask you one last
question now. At the moment, people say we need to raise the
taxes to finance the debt. Indeed Social Security taxes are taxes
and we are paying for the debt with these taxes. Let's say we went
to a pay-as-you-go system, eliminating the roughly $55 billion sur-
plus in Social Security taxes next year. If we keep it pay-as-you-go,
we increase our annual deficit. We just change the Gramm-
Rudman totals and borrow more.

Which would be better for the economy? Going to the pay-as-you-
go system now and simply increasing our borrowing, or keeping the
present system of collecting the surpluses and investing them to
reduce the current deficit?

Mr. BOWSHER. Well I think if you do nothing but just reduce the
Social Security income then you are adding to the problem and
then you are adding to the financial risk, I think, in financing your
debt.

Senator PACKWOOD. Thank you very much, Mr. Bowsher.
Mr. BOWSHER. What I would hope is that this proposal could

force what the original intent was of Gramm-Rudman and that is
for the decision makers to come to the table, put everything back
on the table and solve the budget problem or come much closer
than we are now. That's really the real answer.

Senator PACKWOOD. Thank you very much. I appreciate it, Mr.
Chairman.

Senator MOYNIHAN. Mr. Bowsher, may I just point out--the
record probably should have this-that spring a year ago there was
the continued talk all over this Capitol, was that later in the year
we would have a grand accord, that it would-people downtown
said they knew they had a pretty hokey budget, but it was not
theirs really. The next one will be a real budget and it will come
about in the aftermath of a grand accord; and then no grand
accord occurred. Most importantly, none was attempted.

Instead, they looked at the Social Security surpluses and said,
"That is our answer." Well, obviously, we do not think so. But I
thank you.



Senator Heinz?
Mr. BOWSHER. If I could make just one comment on that.
Senator MOYNIHAN. Yes, sir.
Mr. BOWSHER. I often say this is very similar to New York City.

A lot of people do not think it is because they think we have the
printing press. But you have to sell bonds before you run the print-
ing press. I think that what the Government needs is a jolt of some
sort to force this issue.

I think last year with the S&L crisis there would have been hope
that people would have recognized it. But what we did is exactly
what New York City did in 1973 and 1974. We moved operating
costs over and we sold bonds. In other words, just like New York
City balanced their budget by moving operating costs to the capital
budget, and then they sold bonds and said, well, look, we balanced
our budget.

That is what we did last year. When we closed up the books for
fiscal year 1989 and we also declared that we met the Gramm-
Rudman targets, it was all based on off-budget financing and phon-
ying up some of the numbers so that we could declare a victory.

Senator MOYNIHAN. Phonying up, did you say, sir?
Mr. BOWSHER. Phonying up. That is right.
Senator HEINZ. What is the difference between thievery and em-

bezzlement?
Senator MOYNIHAN. The grand accord is emerging despite.
Senator Riegle?
Senator RIEGLE. Just for one minute. We tried very hard to avoid

that.
Mr. BOWSHER. Yes, I know, Senator.
Senator RIEGLE. You testified very importantly before the Senate

Bank Committee.
Mr. BOWSHER. Yes.
Senator RIEGLE. We tried to make sure that it was handled on

budget, that we got the lower financing costs. We got part of it
handled that way, although it had to be put behind us a year. But
for the lion's share we were not able to win the support of the Ad-
ministration. So we did precisely there what is happening here-
that is, out of sight, out of mind. And in that case, there even was
a financing premium.

I thank the Chairman.
Senator MOYNIHAN. Thank you, Senator Riegle.
Senator Heinz?
Senator HEINZ. Thank you, Mr. Chairman.
Mr. Bowsher, I would like to ask you a couple of questions about

the economic assumptions that we use to project the health of the
Social Security system. In my opening remarks I indicated that I
felt that there was a terribly high degree of optimism in the as-
sumptions that most people use, assumptions so- called II-B when
we talk about the health of the trust fund.

As I look at the assumption about real GNP all the way through
the year 2000, II-B assumes that there will be no recession and no
economic down turn. Would that be a correct characterization of
those tiny little numbers on pagt 25?

Mr. BOWSHER. I think that is correct.



Senator HEINZ. Would you say that that is a realistic assump-
tion? What are the chances of going 12 years without either a re-
cession or an economic downturn? Would you say they are a little
slim?

Mr. BOWSHER. Well I think if you look at the top there you see
the histor) of the previous years. You can see that we generally
run into a recession. It was amazing here in the 1980's that we did
not. So what you would be banking on is another decade, literally,
of the same type of growth.
Senator HEINZ. In that period, 1975 through 1987, as you look at

those numbers, how many downturns or recessions did we have? I
see three of them-1975, 1980 and 1982.

Mr. BOWSHER. That is about right, yes.
Senator HEINZ. Now obviously interest rates are rather impor-

tant. Alternative I-B assumes an average interest rate over the
next 10 years of 7.1 percent. By the way Alternative III, which is
thought to be a draconian set of assumptions by some, assumes an
interest rate of about 8 percent, and presumably the performance
of gross national product and interest rates does have a quite close
relationship.

As you look at the Table up above, how many times in the last 8
ears-that is to say between 1978 and 1987-how many times
ave interest rates been under 8 percent?
Mr. BOWSHER. Only once. I think what you are seeing--
Senator HEINZ. What year was that? Between 1978 and 1987,

when were they--
Mr. BOWSHER. If I can read it right, I think it is 1978 or 1977.
Senator HEINZ. It is only in 1977.
Mr. BOWSHER. Yes, 1977.
Senator HEINZ. So the answer is: not once have interest rates

during that 10-year period been under 8 percent. Yet that is the
assumption of III. Would it be a fair or unfair characterization to
say that IT-B, which assumes interest rates of practically a percent-
age point, given all the borrowing that you have talked about that
we have done over the last 10 years, would you say that interest
rates are likely to be closer to 7.1 percent or 7.7 percent or 8 per-
cent and above?

Mr. BOWSHER. Well Paul Volker told me one time never to esti-
mate interest rates. So I think I had better take his advice. But I
will grant this, that I think with what you are looking at with the
pressures from the capital markets, to assume that you are going
to go down too much on interest rates I think is more hope than it
is--

Senator HEINZ. Reality.
Mr. Bowsher- reality, possibly. Of course, I would also like to

point out one of my main concerns with some of the numbers that
the Administration uses in projecting the budget and the trends
there, because they are down there at 5 percent and I think we
should be realistic. I think, again, Senator Riegle would agree with
me, that one of.our problems last year on the S&L problem was
trying to get some realistic assumptions which were all tied to the
President's budget submission the previous year.

I think again I would much sooner see on all these difficult situa-
tions realistic assumptions.



Senator Heinz. I think all of us here agree. The reason this is so
pertinent is that if we get this wrong, the Social Security system
goes bankrupt.

Now one last question has to do with something that is rather a
mouthful. It is called the "real wage differential." It is the extent
to which, annually, wages rise faster than prices. And of all the as-
sumptions that are pertinent to Social Security, the assumption
about the real wage differential is critical. Because if wages rise
faster than prices you do not have to be a Ph.D. in economics to
understand that more wages rising faster means more income,
lower inflation means less outgo.

May I have 30 seconds, Mr. Chairman?
Senator MOYNIHAN. Sure.
Senator HEINZ. In the II-B assumptions, my rough analysis is

that the real wage differential average roughly 1.4 percent per
year, either looked at from 1988 through the year 2000 or 1991
through the year 2000. Does that look about right to you?

Mr. THOMPSON. That looks about right.
Senator HEINZ. Under III, what some people say are pessimistic

assumptions, it was about 0.5 percent-the real wage differential,
the grow of wages faster than prices. Is that about right?

Mr. THOMPSON. It looks about right.
Senator HEINZ. My question is: What was the growth of the real

wage differential for the 13 year period, 1975 through 1987?
Mr. THOMPSON. You may have calculated that. The period obvi-

ously of the 1970's was very bad on this indicator.
Senator HEINZ. Yes.
Mr. THOMPSON. It has been better since 1982.
Senator HEINZ. I get .57 percent for that 13 year period or very

close indeed to the III so-called pessimistic economic assumptions.
Does that look about right to you?

Mr. THOMPSON. Yes.
Senator HEINZ. Would you say that based on what we have

talked about-on interest rates, on GNP, on the real wage differen-
tial-which corresponds more closely to the future, if the future is
anything like the past-III or II-B?

Mr. BOWSHER. Let me let Larry answer and then I want to add
something.

Mr. THOMPSON. I would say that III is probably closer to the situ-
ation as we experienced it in the 1970's; and II-B is probably a
little closer to what we have experienced in the 1980's and we hope
would continue to experience.

Senator HEINZ. But how can you say that since we have experi-
enced recessions, higher interest rates and lower real wage differ-
entials?

Mr. THOMPSON. Well in general III is closer to the situation in
the 1970's. From 1972 or so up through 1980 or so.

Senator MOYNIHAN. For the time in the oil shock.
Mr. THOMPSON. Yes. And since we came out of the recession in

1982 we have had unusually good growth, probably actually a bit
better than II-B.

Senator HEINZ. Would you guess that oil prices are more likely
to go up than down?

Mr. THOMPSON. I defer to the Comptroller General on that.



Mr. BOWSHER. Again, I do not make predictions on interest rates
or where the stock market is going or oil prices, Senator.

But I think that is true. What Larry said is, if you look at the
1970's you do not get the more favorable pattern. That was one of
the reasons I think your Commission estimated lower than the
actual results you got as far as building up the reserves in the
1980's. I think in the 1980's we had--

Senator HEINZ. My time has expired. But would you supply for
the 1980's, not the 1970's, the real wage differential number?

Mr. BOV/SHER. Sure, we would be happy to.
The information follows:]

The :nal wage differential is defined as the difference between the percentage
change in average annual covered wages and the percentage change in the average
.nnual Consumer Price Index (CPI-W). The data found below were obtained from

tie A,,aual Report of the Board of Trustees, OASDI for 1989 and the Office of the
Actuary, Social Security Administration.

The actual real wage differential (in percent) for the 1980s is as follows:

1980 -4.7
1981 -0.4
1982 0.5
1983 1.8
1984 3.0
1985 0.9
1986 2.5
1987 2.2
1988 2.4

These figures average 0.91 for the period 1980-88 compared with the real wage
differential assumptions for 1989-1998 of 1.36 in Alternative I-B intermediatee) and
0.31 in Alternative III (pessimistic). For years after 1998, the intermediate anld pessi-
mistic assumptions are 1.3 and 0.8, respectively.

The actual experience of the real wage differential in the 1980s was rather dichot-
omous. The early 1980s were characterized by poor economic conditions, including
inflation and recession. This is indicated by the large negative (-4.7) real wage dif-
ferential in 1980. After 1982 the economic recovery was characterized by robust
growth in real wages and much higher real wage differentials. The table below sum-
marizes the actual average real wage differential (in percent) for selected periods
within the 1980s and the Trustees' assumptions for Alternatives I1-B and III.

REAL WAGE DIFFERENTIAL

History Assumptions
1980-1988 0.91 Alternative Il-B:
1981-1988 1.61 1989-1998 1.36
1982-1988 1.90 after 1998 1.30
1983-1988 2.13 Alternative III:

1989-1998 0.31
after 1998 0.80

Senator HEINZ. I might say, it is going to look very much like III,
not II-B.

Mr. BOWSHER. Okay.
Senator MOYNIHAN. I have a hypothetical question, but Senator

Heinz can answer it right here and now. If we go back to a pay-as-
you-go system based on Alternative III, do we have your support?

Senator HEINZ. I would not like to take the chance, Mr. Chair-
man, with balancing Social Security on any knife edge.

Senator MOYNIHAN. Knife edge? That is allowing for the most
pessimistic prospect.

Senator HEINZ. If we were to balance the-to premise the--



Senator MOYNIHAN. No, I said it is a hypothetical question. You
do not have to answer it.

Senator HEINZ. Yes. And the answer is, if we were to go to pay-
as-you-go on III, my guess is there would be a 50/50 chance that
Social Security would go bankrupt within 10 years and that is a
chance I would not want to take.

Senator MOYNIHAN. Do you really want to use that word bank-
rupt?

Senator HEINZ. Yes.
Senator MOYNIHAN. The Social Security system has never been

an where near bankrupt.
Senator HEINZ. Mr. Chairman, you and I were on that Commis-

sion.
Senator MOYNIHAN. The worst event would have been checks

would have gone out 3 days late. The system would continue to be
in place and Congress would have fixed it.

Senator Symms?
Senator Symms. Thank you very much, Mr. Chairman.
Mr. Bowsher, I share your view that running a true surplus and

buying down the public debt would be superior to our current prac-
tice of whether we want to call it looting as Mr. Riegle did or thiev-
ery as the Chairman said or embezzlement as Senator Heinz has
called it.

But I want to ask this question: Do you make any distinctions in
your model between an increase in the national private savings in
contrast with the Government surpluses? Is that what-on page
6--

Mr. BOWSHER. Yes. Well, go ahead.
Senator SYMMs. No, go ahead. I'm sorry.
You make no distinction?
Mr. BOWSHER. No, we do not.
Senator SYMMs. Okay. On page 6 you say, "A preferable course

of action would be to make accumulation of Social Security trust
fund reserves an economically meaningful process, one that repre-
sents a net addition to national savings." Now some economists
argue that Government surpluses can cause a slow down in the
economy.

Do you agree with that?
Mr. BOWSHER. Well I think in all of the work that we have done,

going back even to the original role we played in Gramm-Rudman,
that you have to be very careful to bring this down in an organized
fashion and not to bring it down too fast so that you can throw
yourself into a recession.

I think that the monetary policy and the fiscal policy has to be
kept together.

Senator SyMMS. Senator Packwood gave you a hypothetical
choice between paying off the Government bonds in the year 2015
versus raising taxes. Let me give you a hypothetical choice. Be-
tween saving for retirement with higher yield securities, such as
AAA rated corporate bonds versus low yield Treasuries, if all this
money that is in between these two lines were put into higher yield
AAA very secure savings, which way would the country end up
being the strongest in 35 years?



Mr. BOWSHER. Well, Congressman Porter has asked us to study
his plan which has some similarities, I think, to your plan. I think
it would be better, rather than me giving a quick answer here, to
study some of the features of your plan, if you would like, and to
get back with you.

Senator SYMMS. The reason I asked that question is that on your
Table I, I noticed that revenues from general taxes have increased
from $257 billion since 1985, but spending has only gone up $197
billion. Now that shows that we are on the track to get rid of the
deficit in the future. _

But if I look to 1990 to 1995, when I look at those numbers, you
have made an assumption that spending goes up to $350 billion and
revenues up by $371 billion. So it is an increase in the rate of
spending. Are you assuming that the sequester process is not going
to work.

Mr. BOWSHER. Now these are the CBO numbers. In other words,
we have just arrayed them here to show the interrelationship of
the unified budget with the trust fund surpluses. So we have not
made any assumptions, other than what they have made.

They do make the assumption in their numbers. The way they
have put their numbers together, they are saying that you will not
get to a balanced budget by 1993. That is right.

Senator SYMMS. That is CBO numbers?
Mr. BOWSHER. That is CBO numbers. That is right.
Senator SyMMS. Are they assuming then there will not be a se-

quester?
Mr. BOWSHER. They are just giving you the base line costs in

that. So they are not making an assumption one way or the other
of how the sequester would work out. That is right.

Senator SYMMS. I want to say one thing you said that I agree
with. You said that we really should not have ever had the seques-
ter and had all the sacred cows that did not get to participate in it.
It would have been much easier to make the thing work. I said
that, and I still continue to believe that, that it is possible to have
that program work and be very lack of pain to any one particular
group. Even in our modified sequester that we now have now, I
have not heard very much complaints about the 9 months that the
Government was under sequester last year.

Very little complaints. And if I were the President I think I
would call for another one this year and tell Congress to go on
home. It obviously would meet his targets and he would probably
end up about the same on the defense as he does on the other side.
He would have some real savings.

Mr. Chairman, there are many questions I would like to ask but
I think we are out of time. So I will save them and maybe send a
few of them by letter.

Senator MOYNIHAN. Please do. Because there is a particular qual-
ity of the Comptroller General that when you send them a letter
you get an answer.

Senator Riegle?
Senator RIEGLE. Thank you very much, Senator Moynihan. We

are fortunate to have this particular Comptroller General that we
have with us today. I think the country is well served by his ef-
forts.



Senator MOYNIHAN. If I may just interrupt.
Senator RIEGLE. Yes.
Senator MOYNIHAN. The public might not know this, but the

Comptroller General serves one 15-year term and his pay continues
for life thereafter. He has no obligation or interest to say anything
but what he actually thinks.

Senator RIEGLE. And I think in the case of this particular indi-
vidual we got lucky. We got somebody who is outstanding profes-
sionally and who calls them as he sees them. That is of great value
to the country.

I want to try to take this issue to one more level of complexity,
Senator Moynihan, which I think you have helped frame more so
than anyone. We were discussing the other day-and as I am sure
Mr. Bowsher knows-that is that the median income in the United
States in real terms has really not changed in the last 15 years.
That is another way of saying that half the people who earn money
up to the median income level are right where they were as a
group 15 years ago. They have had no net gain in real incomes.

It is an astonishing fact. Because to have literally half of our
working families, in a sense, treading water for 15 years of bur-
geoning economic circumstances is really an extraordinary fact and
it is a very troubling fact because a lot of things have become more
expensive. Housing has become more expensive, health care, health
care insurance policies, college educations, things of that kind.

So a very substantial part of the working class of our society
have either been standing still or in many cases sliding backward
in their living standard over the last 15 years.

That relates very importantly, Mr. Chairman, to this chart. I
want to just take a second and go over it with you, Mr. Bowsher.
Because what this chart does is to show the changes in tax burden
on income groups in the United States over the last decade. It re-
lates directly to what is going on here in terms of this dishonesty
with the Social Security trust funds and the taxes that are associat-
ed with it.

What is so interesting is that you notice that over this 8-year
time period families at the lower income levels-and it is split in
10 percentage point categories-have actually seen their tax bur-
dens go up. And, in fact, the people at the lowest income level, the
lowest 10 percent of wage earners in the country, have actually
had the highest increase in tax burdens of any of the groups.

Whereas, if you come all the way across the income spectrum out
here to people that would include-I do not say this disrespectfully
to him but-Don Trump and others who are in the high income
categories, these are the folks that have had the best outcome in
terms of their tax rates going down.

I think, quite frankly, this is why you see Donald Trump buying
a bigger boat. No disrespect to him personally. But symbolically,
that is what you see going on. The prices of wonderful paintings at
Sotheby's go up in the $10, $20, $30, $40 million price range when
finally the bidding stops.

Whereas, down at this end of the income scale an awful lot of
our working families are literally sliding backward and are being
asked to pay more. Now the reason they are paying more is the
Social Security taxes are going up. And the increased Social Securi-



ty taxes are paying for the tax cuts in personal income tax rates
that have helped the folks out at the high end of the income scale.

And, in fact, if the capital gains tax cut goes through, which dis-
proportionately benefits people at the high income end of the spec-
trum, you are going to see these folks doing even better because
they are the ones who tend to have the greatest number of capital
gains at the highest dollar values. So you are going to have the sit-
uation where this group that is struggling just to hold their place
economically is, given these tax changes together, actually paying
for the improvement in the circumstances of those at the high
income levels.

Now if we leave this out of the debate we are not going to get
very far in deciding what we want to do with Social Security taxes.
Because if the tax increases on Social Security for folks at this end
of the scale are, in fact, being passed out to the folks at this end of
the scale because their total tax burdens have been reduced be-
cause of income tax cuts, it is just like taking the money out of the
hand of the pocket of the family that is earning maybe $18,000 a
year, two people working, and taking that money over and putting
it in the pocket of somebody who is earning $4 or $5 million a year.

Now we do it under the guise of collecting the money for Social
Security trust fund. But the fact of the matter is, we are not even
protecting the money in the trust fund. In other words, we are re-
placing one tax with another and using that money to fund regular
government operations rather than saving it for future benefits.

e are turning around and spending that money so the working
people down at the lower income levels who are paying all this
money into the Social Security trust fund will find that later on
they are going to be asked, in my view, to pay a second time, be-
cause somebody has to redeem all of these I.O.U.'s. If it is not going
to be the working people in the country, who is going to pay the
bill?

Maybe we will shift the tax rates around at that point. But my
hunch is that a lot of that increase in tax later to pay off the I.O.U.
is going to fall right back on that same family that right now is
struggling to try to get a downpayment together, send kids to col-
lege or what have you.

Now somehow or another, even though this is complicated, we
have to get this part of the discussion into the debate. Because this
is really the thing, I think, that Senator Moynihan has helped il-
lustrate, not just that the trust funds are being looted, in my
terms, and being taken off and used for a purpose for which they
were not intended; but in fact we are tilting the tax laws of the
country way off their axis and we are hurting working families-
who are finding it more and more difficult to get ahead.

Somehow or another they deserve a place in this debate. I hope
they will find a place. I mean, isn't that in effect what is happen-
ing here? Aren't we seeing a replacement of one tax with another?
Isn't that why these things are skewed this way?

Mr. BOWSHER. Yes. I think that is basically right, Senator. I do
not know all the backup of those charts. But I think you are basi-
cally right. Some tax people would say that the rates have gone
down for the wealthy, but the amount of taxes being paid is higher
because they are no longer in those tax shelters and they never did



pay 50 percent. So, therefore, you have to look at the amount of
taxes paid in addition to the rate.

But I think your point is still well taken. The wealthy people are
only paying 28 percent on their higher earning and you have had
the payroll taxes go up fairly dramatically here. I think it isn't just
the people at the lowest end. I think it is the people who are in
that middle-the $40,000 and the $50,000. The truck drivers, the
auto workers, they are seeing as one Senator told me a lot of de-
ducts as they refer to it coming out of the pay checks. So it has
been a major switch. There is no question.

If I could make one more point.
Senator MOYNIHAN. Please, sir.
Mr. BOWSHER. That is, when you think about what we have done

here with this money too on the trust funds and the way we have
run up this huge debt and this terrific interest cost that we have,
that we have really created a large transfer payment program that
nobody I think ever really voted for, of sending money out of the
Treasury, bringing it in literally from the workers and then send-
ing it out to the insurance funds to fairly wealthy people who can
buy Treasuries, who can buy bonds and that.

So you have a situation here that I think eventually people are
going to focus in on too and that is, who is getting the interest
income and who is paying the interest costs. I think that is one
thing you might want to give some thought to too here.

Senator MOYNIHAN. Yes. I can give you a number. It now re-
uires half of the personal income tax to pay the interest on the
ebt.

Mr. BOWSHER. That is right.
Senator MOYNIHAN. As a transfer of wealth from labor to capital,

there can have been nothing like it.
Mr. BOWSHER. I think that is the main reason that I would hope,

instead of waiting until 1993 or 1995 or 1996, that there would be
hope that your amendment or whatever else can do it, would force
the people into making the tough decisions on this budget. That is
what we have to do or we are going to keep getting deeper and
deeper into the financial hole.

Senator MOYNIHAN. Mr. Bowsher, we thank you very much, sir.
We hope to have you back. We are deeply in your debt, as are we
in Mr. Thompson's debt. We recognize you as absolutely independ-
ent. You are the Comptroller General. You call it as you see it.
And as you see it, you do not like it one bit for the moment.

Mr. BOWSHER. Right.
Senator MOYNIHAN. Thank you very much, sir.
Mr. BOWSHER. Thank you very much.
Senator MOYNIHAN. Thank you again, Mr. Thompson.
We are now, in the interest of our audience and the occasion, I

am going to take the liberty of asking those two most distinguished
and eminent career officers of the U.S. Government, Hon. Robert
Ball, Former Commissioner of Social Security, and Hon. Robert
Myers, Former Chief Actuary, if they would come together and
form a panel, as they have often done in the past.

Mr. Ball, you are first in this sequence. Mr. Myers, you are
second. And since you have somewhat opposite views we will be all
the more instructed.



STATEMENT OF ROBERT E. BALL, FORMER COMMISSIONER OF
SOCIAL SECURITY, AND CONSULTANT, SOCIAL SECURITY,
HEALTH AND WELFARE POLICY, WASHINGTON, DC
Mr. BALL. Mr. Chairman, I think you are going to find that we

have agreement on a lot of facts.
Senator MOYNIHAN. Your divergent view perhaps.
Mr. BALL. 'And a difference on the prescription. I have forgotten

how much time you are allowing.
Senator MOYNIHAN. We are allowing as much time as you re-

quire. Just take your time. You have been there all afternoon.
Mr. BALL. Mr. Chairman--
Senator MOYNIHAN. Not as much time as you could-I mean we

do not wish to test the extent to which you can talk about the sub-
ject of Social Security, but take all the time you want to.

Mr. BALL. Mr. Chairman, I would like to have my full statement
included in the record.

Senator MOYNIHAN. Of course.
[The prepared statement of Mr. Ball appears in the appendix.]
Mr. BALL. I will start at around page 4 of my statement and sum-

marize it as I go.
Senator MOYNIHAN. Sure.
Mr. BALL. I find that its far as the fundamental question of pay-

as-you-go versus partial reserve financing that there are conditions
for either one that ought to be observed. And that under proper
conditions, either one is appropriate for Social Security financing. I
am not saying that it has to be partial reserve financing or it has
to be pay-as-you-go. I am saying, if there is going to be partial re-
serve financing then we have to do certain things.

I would support partial reserve financing as the General Ac-
counting Office suggests only under circumstances where the
annual surpluses are saved. The most fundamental economic point
to make about all of this is that there is no way that we can avoid
supporting future retirees out of the goods and services that are
produced in the future. There is no way to change that.

So the only present actions that make any difference about our
ability to support them in the future, are actions that increase pro-
duction. A partial reserve financing plan, that is saved and is a net
addition to the unified budget-or a reduction in the deficit below
what it would otherwise be-does translate into savings and invest-
ment. That does have the potential if the rest of Government fi-
nances are handled correctly, of increasing the pool of goods and
services in the future, making it easie. to pay for Social Security
benefits.

The cost of the Social Security benefits are still the same. It just
makes it easier to pay for them.

Senator MOYNIHAN. That is right. I am sure you would agree
with the statement that under the present arrangement-this is
Mr. Bowsher's summary-these surpluses will have no real eco-
nomic meaning. And what you would want is for them to have a
real economic meaning.

Mr. BALL. Yes.
Senator MOYNIHAN. Yes.



Mr. BALL. Doing partial reserve financing and spending the
money on the operating costs of Government as you go does not
make it any worse or any harder,-but it certainly does not make it
any easier. Pay-as-you-go works just as well under those circum-
stances.

I would like to make a couple of points before getting to the con-
ditions I think ought to be attached to pay-as-you-go. There is
always in the media considerable discussion about the nature of
Social Security taxes as if they were inherently a bad way of rais-
ing money. They use the word regressive.

Actually, I think the way the money for OASDI is raised is ideal
for a social insurance system. Deductions from workers earnings,
matched by employers, up to the maximum that is counted for ben-
efits is a very good way to finance this system and it is progressive
when you take into account the benefit structure which has a heav-
ily weighted benefit formula.

And as I think Senator Packwood suggested earlier, if you also
take into account the earned income tax credit, the whole arrange-
ment is very progressive. But, by the same token, if you separate it
from the benefits and look solely at the payroll tax-the deduction
from workers' earnings and matched by employers-and think of it
as a way of raising money for general purposes, then it is mildly
regressive and certainly not a good way to do it.

Senator MOYNIHAN. Yes.
Mr. BALL. It is proportional to earnings for all but about 7 per-

cent of the workers in the country. But those above the maximum
all pay the same and income from capital is not included at all. So
it is no way to raise money for the general purposes of Govern-
ment.

So that leads to the conclusion that partial reserve financing is
desirable only if you are using the build up to actually increase
future production and that contrary-wise, borrowing the funds that
are developed by these taxes and using them for general purposes
is not a good idea.

On the other hand, I would like to suggest some conditions for
going to pay-as-you-go. My basic view is that pay-as-you-go is per-
fectly appropriate for a social insurance system, just as I think par-
tial reserve financing is under certain circumstances. It is more of
an economic question than a Social Security question.

But to go to pay-as-you-go for Social Security I would want to see
first that the size of the contingency reserve, which is necessary in
a pay-as-you-go system to take account of unexpected economic
change, is not just estimated to be enough in the future but is in
place. And I believe we need a contingency reserve with a real
cushion in it.

When one considers the wrenching experience of the mid-1970's
and again in the early 1980's when the country was so concerned
about Social Security financing, I think we should be leaning over
backwards.

Senator MOYNIHAN. One hundred fifty is the number you use in
your statement.

Mr. BALL.-Yes, I would like 150 percent, before a move to pay-as-
you-go.



Another point is that the Social Security taxes support more
than OASDI. The 1.45 percentage points that are dedicated to the
Medicare program out of the 7.65 percent total Social Security tax
is clearly not sufficient. And before cutting the overall Social Secu-
rity rate, I would like to suggest that after one got to an adequate
contingency level for OASDI that some thought be given to moving
part of the OASDI rate over to the Medicare program so that too
would be adequately financed.

Finally, Mr. Chairman, I would like to suggest that if one were
to move to cut the overall Social Security rate right away and not
take into account what I have suggested, but just go ahead and do
it, that there are three possible consequences.

One would be that in order to make up for the loss of income in
the unified budget that Social Security, Medicare or some other
programs of the Federal Government would have to be cut to come
out at the same place in the deficit.

The second would be, alternatively, to raise some other taxes.
Thirdly, you might just add to the size of the deficit. Or, it might
be a combination of all three.

I am assuming that the third alternative of just adding to the
deficit is not acceptable. That is the problem that we are all deal-
ing with. So that to just cut Social Security taxes and let the deficit
rise, I do not think is really anything that Congress will want to do
or that the President would want to sign. So I am assuming it is
one of the others. Either other cuts or tax increases.

It seems to me these things need to be considered together. So
that as one considered moving to pay-as-you-go, if that wore the de-
cision, I think in the same breath one has to consider what pro-
gram cuts, what tax increases elsewhere should accompany that, so
we are not faced with an unacceptable increase in the total deficit.

It is also possible that this idea of partial reserve financing has
enough merit and potential for increases in our future productivity
that we ought not to give up on it too quickly. For example, your
proposal and Senator Heinz s proposal of last year would move in
that direction of protecting those savings. In fact, it would do it-
not just move in the direction. And this new proposal in the Presi-
dent's budget moves in the direction, albeit, perhaps too slowly.

There are other possibilities for modifying the whole present
plan of financing of Social Security. We now have in place-more
by accident than design-this huge build-up in the reserves of the
system and then its dissipation-cashing in the entire fund in
order to pay the benefits.

Instead of that, another possibility mignt be to have a tax in-
crease before the funds are all exhausted This huge build up and
dissipation might make sense if the baby boom retirement costs
were of a one-time cost. I think that has gotten fixed in the public
mind, that its sort of a rabbit though the Python phenomenon,
which is not the case. The Laby boom generation brings the system
to a new level of cost that remains relatively flat on into the
future.

So one possibility would be, say, to leave the 6.2 percent in place
until about 2020 and then you could raise the rate in 2020 to the
same rate that is in your current bill that we are discussing-7
percent-and that would see the system through without further



increase to the end of this current 75 year period at least-through
2065.

I am not suggesting necessarily that any of these are the thing to
do. But I am suggesting that there is time to consider all of these
alternatives. Because if you accept the idea that you ought to work
the system up to at least 150 percent of the next year's outgo
before reducing OASDI income, it should not be done until some-
time between 1993 and 1996 in any event. And there is plenty of
time to consider whether pay-as-you-go or partial i-eqerve financing
is the best policy for the country and plenty of time to consider
these other alternatives and what should be put in place if we do
go to pay-as-you-go to offset the loss of income.

Thank you.
Senator MOYNIHAN. Thank you, sir. We will get back to some

questions that you obviously raised in our minds with your usual
clarity and generosity.

Mr. Myers, would you tell us your views on these matters. We
will put your statement in the record as if read, but you take all
the time you wish to explain to us that man is innately a sinful
and prodigal creature. [Laughter.]

STATEMENT OF ROBER2' J. MYERS, FORMER CHIEF ACTUARY,
SOCIAL SECURITY ADMINISTRATION AND CHAIRMAN, COMMIS-
SION ON RAILROAD RETIREMENT REFORM, SILVER SPRING,
MD
Mr. MYERS. Thank you, Mr. Chairman. As Chairman Bentsen

said, thp Social Security trust funds are now in very fine financial
condition. At the end of 1989, the balance in the funds was $162
billion. At the end of 1988, the fund balance was $71 billion higher
than we estimated that it would be then, in 1983 under the pessi-
mistic assumptions; and also $51 billion higher than the Alterna-
tive Il-B estimates, which in my view are not overly optimistic.

So I think it is not fair to characterize the II-B estimates as opti-
mistic. They intend to hit the middle as closely as they can. Al-
though they do not show recessions, they also do not show times
when the economy is much better than average. For example, if we
look at the real wage growth, in the last 5 years it has averaged
about 2.0 percent per year. The assumption for the future is 1.4
percent in the II-B estimates. I do not call that being too optimis-
tic.

Now, as has been brought out, under present law if the II-B as-
sumptions hold we are going to build up a huge trust fund of some
$12 trillion and then dissipate it. And often people say that if cur-
rent cost financing is adopted, according to the tax schedule in
your bill, that means higher tax rates in the long run forever. That
is -not the case. Under present law, if the benefits are going to be
kept as they are, and not changed, when the trust fund runs out,
you then go to pay-as-you-go financing and at exactly the same tax
rates as under your proposal.

So that is why I say that this proposal of yours, which I strongly
support, is not an unraveling of the 1983 legislative agreement. It
is merely fine tuning. There would be lower tax rates for perhaps
the next 20 or 25 years, about the same for about 10 years, higher



for the next 10 or 15 years, but thereafter they would be the same
as required under present law.

I think that there are several disadvantages to building up a
large fund. If a fund were built up and maintained as Mr. Ball sug-
gested, the tax rate that would be needed at that point would be
just about as high as the pay-as-you-go rate anyhow. So you will
not have achieved a great deal by building up a fund. The disad-
vantages against having a large fund are more of a political nature
than of a theoretical or actuarial nature.

One problem would result from the huge amounts of investments
involved, which could absorb a very large portion of the national
debt, or even all of it, and that would not leave sufficient for the
general investment market. Another problem might be that the
ready availability of funds for the General T reasury to borrow
would encourage excessive governmental spending. Yet another
problem is that the presence of a very large fund balance could
create politically irresistible demands for greatly liberalized bene-
fits on the grounds that "all that money is there, why not spend
it."

Then, if benefits were liberalized, as you know, it is very difficult
later to cut back on them. So, when the baby boomers come along
to retirement age, the costs and financing problems involved at
that time would be that much greater.

I recently read a statement made by the late Dean J. Douglas
Brown of Princeton University, who was one of the key figures in
the development of the program in the beginning and over the
years. He was Chairman of one of the Advisory Councils and so
forth. I put his statement in the record. I do not want to read the
whole thing, but part of it is very pertinent to our discussions
today.

Dean Brown stated, "If the system became an instrument of
fiscal policy, the precious confidence of the American people would
be undermined. The system in its own normal operation provides a
stabilizing factor in the American economy. But its primary pur-
pose is to provide security to the individual American worker and
his family. It should not be distorted into a mechanism for the ma-
nipulation of fiscal balances."

I believe that the time to return to a pay-as-you-go basis is now.
The fund balance at the end of this year will be almost exactly 100
percent of outgo, which in my actuarial opinion is sufficient to safe-
guard the system against any econontic changes. And under your
bill, Senator Moynihan, that figure at the end of this year will also
be very close to 100 percent-94 percent.

One thing that perhaps people do not realize when they criticize
pay-as-you-go financing is that the schedule that would be put in
the law today is not "set in concrete." The rates in the future may
go above those scheduled, or they may be lowered.

Furthermore, as you know, a stabilizer provision is in the law
that was introduced by the 1983 amendments to take account of
very bad economic times, when wages do not rise as rapidly as
prices. That stabilizer provision could help if we were to have bad
economic times in the future. I think that it needs a little more
fine tuning, but that general principle is fair. I think that people
woLld agree that beneficiaries should not get larger increases than



workers are getting, with the understanding that later on, as in the
law, any cost-of-living adjustments withheld would be repaid when
the trust fund built up once again.

This scenario of trust-fund bankruptcy under Alternative III is
one that just would not occur. Because, under a responsible pay-as-
you-go philosophy here is what would happen: Under Alternative
HI, it is true that, by 1999, if nothing were done, the fund would
run out of money. But the point is that, if a close watch is left on
the operation of the system-as the Congress and the Administra-
tion would do-and, by say 1993, the conditions in Alternative III
had eventuated, one could see that the fund ratio had fallen to 70
percent, and at the end of 1993, it will be 60 percent. It would then
be obvious that something would have to be done about the situa-
tion.

And what would be done is very simple. Just put in a tax rate as
high as in the present law, or even less than that, and this would
get the trust fund through quite satisfactorily. So, there really is
no danger that I can see, once you have built up a fund as large as
100 percent, if action would be taken in the next 2 or 3 years after
the potential problem is noted, there should never be any difficul-
ties.

In 1977, we had financing problems. At the beginning of 1977,
the fund ratio was only 50 percent. And the 1977 amendments, un-
fortunately, cut the safety margin too low for the first few follow-
ing years, and that is why the fund got into trouble in the 1980's.

Senator MOYNIHAN. Is that what we did?
Mr. MYERS. Yes.
And the financing in the 1977 amendments was based on the in-

termediate estimate, but the conditions experienced in the next few
years were much, much worse, and there was not a 100-percent
fund balance to start from.

I believe that pay-as-you-go financing would increase public con-
fidence in the OASDI system because there would no longer be all
this talk, as some people here have mentioned, about thievery and
embezzlement. If the people see that the system is financed ade-
quately over the long run, and do not need to worry about the
money being spent for things outside of the Social Security pro-
gram, they will have proper confidence.

So, Mr. Chairman, I very strongly believe that the time has ar-
rived when the OASDI program should be rationalized, stabilized,
and made crystal clear by going to a pay-as-you-go financing basis
as has been proposed by Senator Moynihan. The system would then
be financed in a clear, visible, and understandable manner and
would be actuarially sound. Such a change would not endanger the
benefit rights of either current beneficiaries or those who will come
on the rolls over the long-range future.

At the same time, this would give the nation a better and clearer
opportunity to solve the problems with the budget and with the
savings capacity of its citizens.

Thank you, Mr. Chairman.
[The prepared statement of Mr. Myers appears in the appendix.]
Senator MOYNIHAN. Thank you, sir. Thank you for bringing J.

Douglas Brown back into our counsel. You, of course, were present



at the creation in 1934 and 1935. It is astounding how energizing
that period of American life was.

I guess I would like to ask a question of both of you- you have
identical interests and concerns here-and go back to that point of
Brown. It seems the sheer size of the present income flow just in-
vites being distorted into a mechanism for the manipulation of
fiscal balances, does it not? Don't you feel we didn't quite see this
coming in 1983?

Mr. BALL. Senator, it seems to me that there is no way that you
can ignore the economic effects of this large an operation. I do not
think that you would want to deliberately plan the system on the
basis of changing from year to year as economic conditions change
in order to strengthen or cut back on the growth of the economy.

But I certainly believe that there is no way that you can or
should ignore the consequences of major changes in the Social Se-
curity income or outgo and its effect on the economy.

Senator MOYNIHAN. Well then can I ask Bob Myers-and then I
will get to our colleagues here-help me on the history. My impres-
sion is that what really walloped us in the late 1970's was that
prices ran ahead of wages and that is a very rare, if not unprece-
dented, thing. Isn't that right?

Mr. MYERS. That is correct.
Senator MOYNIHAN. A lot more than just a drop. I mean, unem-

ployment goes up a bit or down a bit. It is that, when we tied bene-
fits to prices and prices ran ahead of wages. I do not think that it
ever happened in our 50 years, had it?

Mr. MYERS. Not to that great an extent. I think that there might
have been a few minor fluctuations.

Senator MOYNIHAN. A few moments, but it did not really surge. I
do not think, frankly, any of us absorbed what happened to us in
1973. I mean as Senator Riegle was saying, you know, median
family income in 1988 finally got back to 1973-that trebling in oil
prices in 1973 and, what, they doubled again later in the Carter
years. It just, you know, has rattled this economy to its teeth. But
we funded trust funds.

Mr. BALL. Let me say one thing about making estimates and the
future of the program. I agree with Bob that the I-B assumptions
are not unreasonable. I would tend to rely on the I-B assumptions.

But, when it comes to a question of safety-of making sure that
you have adequate reserves and that you do not have to raise taxes
when you do not want to raise them-and you want to be absolute-
ly sure, then I would take a pessimistic view. Not because I expect
the pessimistic to be the one that happens. I think it is the less
likely.

But I think for safety you might want to be thinking in those
terms or else have an exceptionally high trust fund reserve. I
would guess that probably 100 percent would turn out to be
enough.

Senator MOYNIHAN. But you would like 150 percent?
Mr. BALL. I want safety. I want 150 percent to be absolutely sure.
Senator MOYNIHAN. Would you mind, your friend here saying,

that when one learned man says 100 percent and another learned
man says 150 percent, there are grounds for reaching agreement
somewhere in between?



Mr. BALL. You mean you want to make it 125 percent?
Senator MOYNIHAN. For talking.
Mr. BALL. I would prefer 150 percent for complete safety.
Mr. MYERS. Mr. Chairman, I would like to say that, if you have a

responsible pay-as-you-go system, this also implies that not every
year are you going to juggle the tax schedule around, but every 3
or 4 years you ought to look at it, see where you are going and pro-
ceed on from there.

Further, I would like to point out a little past history. If, in 1977,
we had had a fund ratio of 100 percent, and if we had a stabilizer
provision so that the COLAS would have been the lesser of wages
or prices, we would not have had the delightful occasion, I guess
you might say, of getting together the way we did throughout 1982
and 1983, when the National Commission on Social Security was
functioning.

In other words, the system would not have had a financial prob-
lem.

Senator MOYNIHAN. No. That stabilizer is an important issue.
My time is up. Senator-Symms?
Senator SYMMS. Thank you, Mr. Chairman.
I want to thank both of you for your tireless efforts to try to help

this committee understand this important program. You both have
been very helpful to all of us. I have two questions.

I wanted to ask you first, Mr. Myers, when you discuss the op-
tions before Congress, if scenario III, the pessimistic view occurred,
let's put it a little bit differently, isn't it true that we also get into
fiscal trouble if the equally likely scenario I, the optimistic comes
to pass? Because in the 1980's have been closer to scenario I than
they have to scenario Ill and that is part of the reason why we are
here today talking about what to do about this surplus.

Now, please, if you would, comment on-you may not be familiar
with my proposal. But I allow in my proposal for the Social Securi-
ty trustees to annually appraise where they are and adjust the rate
of the trust fund contributions. Now I happen to want to measure
this on the conservative side so I have 150 percent, or 18 months,
in the fund to protect the benefits of current benefits before any
money can go into the defined contribution accounts.

Would you comment on the ability of just allowing for Social Se-
curity trustees to just adjust that rate annually? And then I will go
on with the second part of my question. Maybe I should do that
first and you both want to comment on both questions, because
they are linked together.

This program, I have designed it around the pay-as-you-go level,
as I said, but with an 18 month average. Do you see any philosophi-
cal objections to using the excess tax revenues between now and
the year 2015 to start funding a new defined contribution supple-
ment to the basic Social Security pensions in view of the fact that
the defined contribution feature is one of the most popular ones in
all the private pensions as well as here in the Federal thrift sav-
ings plan, in the Federal employees?

Now I have two questions out there so maybe you could take a-
number one is: Do you have any objection to letting the trustees
adjust this on an annual basis?



Mr. MYERS. Personally, I would have no objection with that.
However, I would go a little further and do something that was
contained in a memorandum to the National Commission on Social
Security Reform. I would change the tax rate on an automatic
basis. When the trust-fund level got above a certain figure, the rate
would be cut back, or vice versa.

Senator SYMMS. Right. In other words, you would just kick it
back to the taxpayers, so to speak.

Mr. MYERS. The objections to that sort of a proposal always have
been that the Congress does not want to let other people decide the
tax rates. I think that Congress certainly could not want to give
that authority to the trustees unless the procedure was a complete-
ly automatic one, like raising the maximum taxable earnings basis.
Although the Administration does that, it is done on a purely
mathematical calculation, and no judgment is involved.

On your second point about defined-contribution plans and
using any "excess" taxes for that purpose, I think that defined-
contribution plans are fine. They are growing. This is a way for
small businesses especially to have pension plans. I would prefer,
however, to see the entire process in the private sector. In other
words, lower the Social Security tax rate to a pay-as-you-go basis
and then strongly encourage people to use that extra money which
they have for a defined-contribution plan.

Senator SyMMs. Rather than having a mandatory program like
this would be?

Mr. MYERS. Yes.
Senator SYMMs. Mr. Ball, would you want to comment on those

two questions?
Mr. BALL. Yes. I can hardly think of anything that would be

more disturbing of people's confidence in the Social Security
system than annual adjustments in the tax rate. We now have a
situation where the last tax rate schedule has taken effect-6.2
percent. It is estimated by the trustees under the middle range esti-
mates that both Bob and I are supporting as the most likely, that
that would last until 2047. That is security. That is the sense that
the program is soundly financed.

Senator SYMMS. That is stability.
Mr. BALL. If you start every couple of years changing that rate

up, down and around, I think that would be very, very disturbing
to people. Business could not count on what the rate was going to
be and the individual could not count on it. And it would look as if
the system were continually unable to plan. So I would very much
oppose that.

On the other one, I would agree with Bob that I would rather
keep defined contribution places entirely in the private sector.

Mr. MYERS. May I add one thing? I think that, if there were an
automatic-adjustment procedure such as we were talking about, it
would not necessarily mean that the rate would have to changed
every year or even every 2 or 3 years.

Senator SYMMS. Right.
Mr. MYERS. If a good mechanism was present, it would not be so

sensitive that every year the tax rate would change. But rather, as
in Senator Moynihan's proposal, if conditions were right, as I show
on a chart at the end of my testimony, the trust fund ratio stays



between 100 and 120 percent throughout the next 75 years. Of
course, the experience is not going to be exactly that way, but it is
conceivable that the rates in the schedule would never have to be
changed.

Mr. BALL. The rates in the schedule are one thing. But the sched-
ule itself changes in the Moynihan bill. I thought the question was,
how would you feel about making changes as you needed them; and
that might occur fairly often if you were on a real pay-as-you-go
basis.

Senator SYMMS. I see I am out of time. But one point I would like
to ask both of you, if I could, just for 10 seconds, Mr. Chairman, is
on the question of immigration.

Senator MOYNIHAN. Sure. Of course.
Senator SYMMS. It always appears to me that the Social Security

Administration underestimates the numbers of people that are ac-
tually coming into the country and are working. I have often made
the comment that why not be a little more liberal on viewing what
our immigration policy is if we really get into a problem, and bring
in more younger workers to help the rest of us as we reach retire-
ment age, to pay into the system.

Isn't it a fact that more and more people are coming in seeking
good jobs in the United States, more so than the numbers would
indicate? I mean the dollar numbers indicate that somebody has
got these jobs and are paying taxes.

Mr. MYERS. I agree thoroughly with you on that. I do not like to
play Monday morning quarterback with my actuarial colleagues at
..the Social Security Administration, whose assumptions I generally
support. But one point I have made frequently in the past is that I
think that they have understated the immigration assumptions.
Because as I see it, if fertility is at the low level of 1.9 births for
women, when a 2.1 rate is needed to replace the population, how
that is done is by immigration.

It seems to me that, when the assumed fertility rates are low-
ered, the immigration assumption should be increased. I certainly
agree that, over the long run, we are either going to have a higher
birth rate, or we are going to have more immigration.

Mr. BALL. I agree. I think that the actuaries have recently raised
their estimates of what immigration would be. And, of course, they
only are making estimates, they are not trying to decide the policy.
They are trying to guess what is going to happen. I think the
600,000 they are using probably is low.

Senator SyMMS. Well except that a Government Agency is not
supposed to admit that there might be some illegal entrance into
the country. I suppose that is the problem.

Senator MOYNIHAN. Now, now, now, now.
Mr. BALL. They did add some illegal entrants the last time.
Senator MOYNIHAN. I think they estimate about 200,000.
Mr. BALL. But not--
Mr. MYERS. But not nearly as many as there are likely to be.
Mr. BALL. Could I, Mr. Chairman, make one additional point?
Senator MOYNIHAN. Please, go ahead.
Mr. BALL. That is, I wanted to point it out to the committee a

place where Bob and I did disagree. I was saying that if you were
to leave the 6.2 rate up to 2020 and then put in the rate that is in



your bill for that year of 2020, 7 percent, then you could keep that
rate for the rest of the 75 years.

Senator MOYNIHAN. For the 75 year period.
Mr. BALL. Yes. Which is considerably lower than having to put in

a 7.7 rate later and an 8.1 rate later.
Senator MOYNIHAN. 8.1, yes. That 75 years keeps rolling. I won't

even get into that.
The last question to the Chairman of the Committee on Banking

and Urban Affairs. The last question period.
Senator RIEGLE. Thank you, Chairman Moynihan. As I have pre-

viously said, I have great respect for both of you, as you know; and
we could not have two more important witnesses on these ques-
tions than the two of you.

I think it is also fair to say that over the last decade no two
people have fought harder to protect Social Security benefits in the
Senate than have I and Senator Moynihan. When they were
threatened by cuts during the Reagan years, we had to fight
against cuts on the floor and for COLAs and other things. My
friend from New York and I were-one or the other of us inevita-
bly were the ones who offered those amendments to protect this
system with the support of the other. So this is not a sudden inter-
est by either of us on these questions.

I am very much concerned about what I was demonstrating earli-
er. Because I think as people who have devoted their lives in very
large measure-to the Social Security system and its protection and
its soundness, I think there is a corruption of the tax system that
has been going on, together with these manipulations of the budget
and the use of the trust funds over the last decade that are undo-
ing, unhinging some critical aspects of how this system is supposed
to work. I think it-starts to jeopardize not only the system, but peo-
ple's faith in it.

I do not think you can have a situation where personal tax rates
at the high income levels are taken down and in effect replaced by
increases in the Social Security tax rates. That is what has hap-
pened here. I do not know that anyone set out to do it-whether
that was part of the scheme of Reaganomics or it was just an acci-
dental occurrence. But the bottom line is we have shifted the tax
burden over a period of time in such a way that what is now hap-
pening is that a broad base Social Security tax is being used to fi-
nance more and more of the general operations of the Federal Gov-
ernment at the same time we have relieved people at the high
income level from the high cax levels that used to apply in years
past.

And you cannot separate one from the other. I mean as people
who are pioneers and authentic national heros in my view in terms-
of the structure and the protection and soundness of the Social Se-
curity system, I do not think we can afford to ignore what has hap-
pened here. The system is jeopardized by this complex looting.
What would happen if we were to have a serious recession and a
loss of revenues and an increase in payments because people are in
dire circumstances.

I think what is happening here is more diabolical than that. I
think it is harder to understand, and it is more serious. I am not
sure we have fully penetrated the problem. I think Senator Moyni-



han has taken us further now than we had managed to get before
because he stripped away the dishonesty of the use of the trust
funds.

But now that we have got through the level of dishonesty, we
have to go down through the next level in terms of how this tax
system has been tilted this way and put more on the backs of gen-
eral working people in terms of the amount of their incomes that
are being used to pay for the general operation of this Government
in the guise of putting the money in the Social Security fund where
it is not because it is being taken out to spend and pay for the de-
fense budget and other things.

In addition to the backward slide, many people who I call work-
ing class people in this country who are in family income terms
about the same place they were 15 years ago-15 years have gone
by and they really have no net gain in real income to show for
their work despite the fact that prices of housing and education
and health care and everything have gone through the roof. In
most of those families you now have at least two people working to
earn the amount of real income that perhaps one person was able
to earn 15 years ago.

So it is not just a matter of not having made any real progress-
and I am talking about half the population of the country. I am not
talking about a handful of people. We are talking about half the
American families who are on a treadmill here and working harder
to stay on the treadmill which, of course, raises other questions. If
you have two members of the family working and there are chil-
dren, then this brings in child care expenses and other burdens as-
sociated with it.

So what is happening is that I think we see some very perverse
economic occurrences being cloaked in the goodness of Social Secu-
rity. And I think it has to be stripped away. We do not want to
turn working people of this country against the way the system is
geared and even turn them away from Social Security, as strongly
as they believe in it because it is the one program we have done in
this country that has worked.

But I will tell you this, if Social Security had to send out a notice
in next month's envelopes about the looting of the system that is
going on and the way it is being done today, you would have an
outcry in this country. There would be pressure to change it. Be-
cause people will not stand for it once they find out what is going
on.

And frankly, to ask the people at the lower income levels whose
effective tax rates have gone up, to not only pay those higher tax
rates, and then through the gimmickry of Gramm-Rudman draw
that money off and spend it for other things, but to tell them in
the future that the money they have put aside is not going to be
there and their tax rates are likely to have to go up again to pro-
vide the money to pay off the I.0.U.'s for their own retirement,
they are going to be very angry and they are going to have a right
to be. Because it is just ishonest. It is just dishonest.

It bothers me because there are other people that are waxing fat
off of these circumstances. There are people who have so much
money they cannot spend it all. And they are in effect taking it
right out of the hides of others, and we are allowing it to happen.



So I think those of us that care about Social Security-and I
mean really care about it, have a profound commitment to protect-
ing it-have to strip away these kinds of dishonest connections that
have been put in place, and it is not easy to do. And I say to the
Senator from New York, I think he has done as much to advance
the debate of at least getting honest with what is happening as
anybody in the country, for which I thank him very much.

Senator MOYNIHAN. Thank you, sir.
Gentlemen, do you want to say something about-that? I am sure

you agree.
Mr. BALL. Senator Riegle, what you have said gives the min rea-

sons why I would support the continuation of partial reserve fi-
nancing only if the excessive income over outgo is actually saved.

I would differ with you a little on one part of the final statement
you are making. There is no way to avoid the future paying for
future Social Security benefits. These workers you are speaking of
are going to have to pay for future Social Security benefits. There
is no way out of it. The only thing we can do is make it easier for
them by having the total pool of goods and services higher so that
their paying for Social Security will not be as big a drain on them
as it would otherwise.

But the idea that you could sort of, by not using the Social Secu-
rity funds in a certain way, relieve people of actually having to pay
the same costs for Social Security later I do not think is quite
right. I think what is correct is that we put them in a position of
making it easier to pay Social Security benefits, but they still will
have to pay for them.

Senator RIEGLE. No. But we do have a difference on this. And
there are several ways to illustrate it. If we took the surplus and
we put it aside and we put it in corporate securities which were to
be paid back by somebody else-by somebody else, by the corpora-
tion in that sense and not the individual worker-what is going to
happen here is like a boomerang. It is going to come back around
and an awful lot of these people that are paying, I think, a very
high effective tax rate now because of the way the tax structure as
a whole is put together, are going to find that later on down the
line when these I.O.U.'s have to be redeemed, that they are going
to be asked to have their individual tax rates increased to pay back
the amount of money that was taken out of the Social Security
fund that they first put in.

That is what I am telling you. In other words, there is a deficien-
cy in the system that is building up with people who are not
paying a fair share and that money is being spent for other things.
It is being dissipated. It is being dissipated.

Mr. BALL. We agree on so much about what you have said that I
am not sure it is worth my--

Senator MOYNIHAN. There is no point in finding those small bits
of disagreement.

Mr. BALL. I agree.
Senator MOYNIHAN. Bob Myers wanted to say something.
Mr. MYERS. I agree with Senator Riegle about these two mat-

ters-the shift in the tax rates and the build up of the fund from
the payroll taxes. In my view, this was merely accidental. I do not
think that it was planned to substitute one for the other-any-



body's plot to do that. I think that it is like the build up of the
trust funds and their decline corresponding with the build up of
the baby boomers and then they pass from the scene. These trends
were just coincidences.

On the other point, I do not think that there is any way of assur-
ing that the money will be saved. For this reason I believe that the
approach in Senator Moynihan's bill is desirable-if there is not a
big build up, there is no problem of whether it can or cannot be
saved. As I see the situation, if in a given year $60 billion more in
Social Security taxes are collected than are needed to pay the bene-
fits and administrative expenses, that money goes into the general
fund, and nobody in the world can say what it is going to be used
for.

It could be argued that the $60 billion this past year was used to
pay off bonds that were maturing. It should be argued that it was
used to pay Government salaries or to build bombers. There is just
no way of telling. It all goes into a big pool and it comes out in
various directions. So, I think that, when you come right down to
it, there is no way of assuring that any of these excesses will be
saved.

Mr. BALL. The important point here is that Social Security sur-
pluses have to be a plus in the unified budget and then they are
saved.

Senator MOYNIHAN. Then that is the working of economics.
Gentlemen, we have--
Senator SYMMS. Mr. Chairman.
Senator MOYNIHAN. Yes, of course.
Senator SYMMS. Could I just ask unanimous consent that my

entire statement and the supporting charts and graphs be put in
the record at the beginning when I made my statement?

Senator MOYNIHAN. Most assuredly.
Senator SYMMS. And if I could just make one more comment, Mr.

Chairman. You have been -.ery patient.
But I think there is one thing that should be said and I appreci-

ate Senator Riegle has been saying. But i you go back, if you try to
go back and implant what rates people would be paying, we are
forgetting the fact that by getting rid of tax shelters and lowering
the rates we have unlocked a lot of capital. And so if you go get the
rest of that chart, I think, Don, you will find that the higher
income people have paid more dollars in revenue to Treasury than
they were before.

Senator MOYNIHAN. They were paying much less than people
thought.

Senator SYmms. They were paying less.
Senator MOYNIHAN. Mr. Bowsher made that point.
Senator SYMMS. Mr. Bowsher made that point. But I think that

should be, you know, that--
Senator MOYNIHAN. We thank you, sir.
Senator SYMMs. Thank you. Thank you both.
Senator MOYNIHAN. I would like to put my own statement in the

record at this point. Thanks to the Senators who have stayed.
Thanks to these two heroes of the American republic.

Senator SYMMS. Correct.
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Senator MOYNIHAN. This hearing will resume at 10:00 on Thurs-
day morning when we shall hear from the Director of the Office of
Management and Budget, Mr. Darman; and a number of distin-
guished economists.

We thank our audience; we thank our very careful recorder. I
thank the Staff here that has been so patient through it all.

[Whereupon, the hearing was recessed to reconvene at 10:00 a.m.
on Thursday, February 8, 1990.]
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OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SENATOR
FROM TEXAS, CHAIRMAN, SENATE FINANCE COMMITTEE

The CHAIRMAN. This hearing will come to order. I see we have
some additional, very distinguished witnesses here. So with that in
mind the Chairman will get equal time by making his opening
statement.

On Monday the committee's hearing was devoted to an examina-
tion of the Social Security system, its financing and its prospects
for continued solvency. The witnesses discussed a range of issues,
including the merits of the approach to financing implemented as
part of the Social Security amendments of 1983 versus the historic
pay-as-you-go system.

At today s hearing we will consider the larger issue of Social Se-
curity's role in the unified budget and the part the surplus plays in
reaching deficit reduction targets established by the Gramm-
Rudman Hollings amendments to the budget act.

Now before we begin, I would like to say a few words about some
of thep testimony I anticipate from one of our witnesses-the Office
of Management and Budget Director, Dick Darman. Director
Darman will describe to us the President's plin to move the Social
Security program and its surplus out of the G-R-H calculation on a
gradual basis beginning in fiscal year 1993.

I have to say that I am troubled with the idea that we postpone
until 1993 definitive action on the practice of using Social Security
surplus to disguise the deficit. Furthermore, I am deeply concerned
about the message the proposal sends to the American people, that
somehow protecting the trust funds from budget gimmickry must
be delayed.

I understand that former OMB Director, David Stockton, tells an
anecdote about the time in 1981 that he was talking with Director
Darman about the budget proposal they were developing. They
knew it would create very serious deficit problems in the future.
"Should they try to fix it," Stockton asked, "Win now. We'll fix it
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later." Mr. Darman says, "I can think of worse choices." "What?"
Stockton says. And Mr. Darman, with that quick wit, for which he
is known says, "Give me a couple of weeks and I will come up with
an answer.

Well my hope is that we do not have to postpone efforts to craft
the right answer to the challenge posed by Senator Moynihan.
That is what we are after today-the right answer. There is no
question about budget deficit problems. I listened to one of my col-
leagues who said it was the Congress' fault the other day. Well,
there is no question in my mind but the fault lies with the Admin-
istration and the Congress. Because there is blame enough to go
around on that one.

And over the last few years we have rolled up more debt than all
the Presidents from George Washington through Jimmy Carter
combined. That deficit has crippled our ability to compete abroad.
It has cost us jobs. It soaks up the funds we could use for fighting
drugs, fighting crime, rebuilding our crumbling bridges and keep-
ing our air and our water clean-not to mention the areas of re-
sponsibility that we deal with in this committee, such as providing
child care, reducing infant mortality, inoculating our children.

Just the interest on the debt alone last year took all the income
taxes of everybody west of the Mississippi. This year's budget con-
tains an introduction warning us to be serious about the deficit, yet
the Administration's budget proposes to postpone removing the
trust funds from the G-R-H calculations until after we have added
another $1.5 trillion to the Federal debt.

Now to the use the words of the Comptroller General at Mon-
day's hearings, the growing trust fund surplus has had the effect of
just phonying up the budget. For it has not only hidden the true
size of the Federal deficit, it has fostered the illusion that the
American people have had their taxes cut during the last decade.
Not true. Not true at all.

On the average, Americans were taxed 20 cents on the dollar in
1980. They are taxed 20 cents on the dollar today. And when you
talk about average Americans, working Americans, the picture is
worse. CBO tells us that since 1980 wealthier Americans saw their
taxes go down. But 60 percent of Americans have seen them go up.
Well let me put that another way--three out of five American fam-
ilies pay more taxes.

We saw a tax policy that gave morey back to people living off of
dividend checks, but it took money from people who live on a pay
check.

I yield now to my colleague, ranking minority member, Senator
Packwood, for any comment he wants to make.

OPENING STATEMENT OF HON. BOB PACKWOOD, A U.S. SENATOR
FROM OREGON

Senator PACKWOOD. Thank you, Mr. Chairman. You quoted the
exchange between then Director Stockman and Richard Darman in
early 1981. But I think it is fair to remember-and Senator Moyni-
han will recall when I used these statistics of the floor and then
gave him a copy-what budget deficit and surplus projections we
we:e working with in late 1980 and early 1981.



From roughly August 1980 until July 1981, OMB, CBO, and pri-
vate forecasters were estimating that we would have between a
$140 billion and $200 billion surplus by 1985. All of them estimated
that. So when we enacted the tax cuts in 1981 we assumed that we
would be reducing a surplus. And the debate was, if we did not
reduce the surplus, will we spend it, as governments are want to
do.

Now in fairness to the projections of that time, a common mis-
take was made by all of the groups. We were in an era of 13 to 14
percent inflation, and the projections assumed that inflation would
come down very gradually. And because we had not indexed the
tax code, we were well aware that with every 1 percent of inflation
our revenues would increase by about 1.7 percent. So from inflation
alone we could count on a significant increase in revenues.

Also, no one predicted the 1981-1982 recession. Inflation came
down sharply. The recession hit us badly and our revenues fell as
they always do in recessions. In hindsight it is easy to say that the
tax cut caused the deficits. But at the time we passed the tax cut
we intended to have a balanced budget by 1985, rather than $150
billion to $200 billion in surpluses.

Secondly, there are those who say we should raise taxes to
narrow the deficit. That is a fair debate if we were to use the
money for that purpose alone. The Chairman indicated that in 1980
Americans were taxed at roughly 20 cents on the dollar and today
they are taxed at roughly 20 cents on the dollar. That is an accu-
rate statement if you are counting only Federal taxes. But I think
a more relevant statistic is what has happened in the United
States with respect to the GNP, compared to other industrialized
countries throughout the world.

We have seen over the past 40 years dramatic increases in taxes
in all the industrialized countries of the world as well as dramatic
increases in spending. But I will confine myself to the United
States.

In 1950, the combined taxes of all of the Governments in the
United States-Federal, State and local-were 21 percent of the
gross national product. We spent 22.7 percent of the GNP. In 1988,
we taxed 29.3 percent of the gross national product and we spent
31.4 percent. Taxes have gone up rather significantly, but so has
spending. But we have been one of the lower tax and spending
countries in the world. Japan is slightly above us; and all of our
European defenders are about as open on taxes and on spending.

So it is fair to ask, do you want to increase taxes to narrow the
deficit; and if so, should they be regressive or progressive taxes.
But I think a bigger question is: Would the money be used to
narrow the deficit or would it be used to simply increase spending
for things that we all want-education, environmental clean up,
drug interdiction, and all the other programs that we think are le-
gitimate government spending programs.

In that case, the States ought to be apprised that we are going to
increase taxes to increase spending or, short of that, we are going
to increase taxes-any kind of taxes-Social Security taxes or oth-
erwise-and narrow the deficit. I think a more relevant question is:
How are we going to guarantee the tax increase will be used to
narrcw the deficit.

32-393 0 - 90 - 3
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Thank you, Mr. Chairman.
The CHAIRMAN. Are there other comments at this point?

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN, A
U.S. SENATOR FROM NEW YORK

Senator MOYNIHAN. Mr. Chairman, I am in no position to dis-
agree with anyone at this point. I would like to agree with both of
you and to make two points.

The first is, one has to accept Senator Packwood's statements
about the projection of revenues under levels of high inflation.
That is true.

What was happening in this case was that when the Reagan Ad-
ministration came to office they saw a deliberately contrived deficit
as a means of imposing a certain discipline, in their view, onto the
Congress. This was not a concealed matter. This was an open
matter. In the first address the President gave to the nation in
1981 after he was inaugurated, he said, what do you dc with the
child who will not be behave. You can talk until you are out of
voice or breath or you can end the extravagance by cutting his al-
lowance. A simple proposition.

And here we are 10 years later, on our side of the aisle at least,
anytime anybody talks about any subject, especially of new prob-
lems, it is, yes, but where is the money coming from. They add the
tax. So I think both of these are so. The fact was that it was a de-
liberate calculation.

Could I just say, Mr. Chairman, two other things? It is not gener-
ally known, but last year this committee approved a bill to create
an independent Social Security Administration. It was not included
in the end in reconciliation like many, many other things. But we
did approve it. And lastly, Mr. Chairman, there were two public
trustees established by the 1983 legislation. Both of those positions
are vacant and we are yet to act on these.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
Are there any other comments?
Senator SyMMs. Mr. Chairman.
The CHAIRMAN. Senator Symms?

OPENING STATEMENT OF HON. STEVE SYMMS, A U.S. SENATOR
FROM IDAHO

Senator SYMMS. Mr. Chairman, I am please that you have contin-
ued these hearings and that we are going ahead today. I welcome
the witnesses that will be here today. I think as the public learns
more and more about this issue of the Social Security surplus and
how the Government intends to use the money or how they used
the money over the next 30 years, I believe more and more people
are going to come to the same conclusion that I have reached cur-
rently.

That is, I believe we should structure the Social Security system
so that it maintains an 18 month reserve and then save the rest of
the revenues in a secure way for the retirement of those who are
paying Social Security today. That will do two things-increase se-
curity for our people, increase savings for our nation-which are so



important to our current economic impediment position in the
world.

I noticed in the statement Director Darman made before the
Budget Committee last month that indeed the current generation
of taxpayers will have to pay twice for the Social Security benefits
that they receive. In my opinion, Mr. Chairman, this is bad public
policy. We should save the money now. That is why I have intro-
duced my bill-S. 2026-to save the surplus and invest it for each
taxpayer today so they will have a much larger retirement benefit
when they retire in the next century.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Senator Symms.
Are there further comments?
Senator DURENBERGER. Mr. Chairman, if I could just briefly.
The CHAIRMAN. Senator Durenberger?

OPENING STATEMENT OF HON. DAVL DURENBERGER, A U.S.
SENATOR FROM MINNESOTA

Senator DURENBERGER. I have a statement that I would like to
make a part of the record. On Monday of this week, at the hearing,
I complimented Senator Moynihan on the generation of this issue;
and today I welcome a colleague with whom both of us has worked
a generation for.

But one of the points I would like to inject, not only in the
debate, but in the discussion we are having here-is that there are
a couple of pillars to the social insurance stage. The one that is in
real trouble right now is the HI trust fund. If you look at what the
elderly and the disabled of this country really worry about, it is the
catastrophe of either medical illness or long term care.

Currently, we are spending $550 billion a year in this Nation just
on the medical side. Next year we will be spending about $2500 per
person on this. And as Dick Darman has told us, the HI trust fund
has got about $250 billion or a quarter trillion dollars in unfunded
liabilities right now. And the net effect of that is, that by the time
the first baby boomer retires this is going to be in bankruptcy and
we are going to be back doing, what happened earlier in 1983 with
Social Security.

One approach we are considering is to reallocate contributions
from the OASDI trust fund to the HI trust fund, raising the HI tax
up 2 percent of payroll. So that this potential problem we face can
be in some ways addressed. This is not the best way to address it.
The best way to address it is to do something about the cost of
health care, as everybody on this committee knows, but to make
sure that people do not carry the financial burden, it will be appro-
priate that we look at transfers from OASDI to the HI trust fund
in the future.

The CHAIRMAN. Thank you.
Senator Heinz?

OPENING STATEMENT OF HON. JOHN HEINZ, A U.S. SENATOR
FROM PENNSYLVANIA

Senator HEINZ. Thank you, Mr. Chairman.



Mr. Chairman, I want to join Dave Durenberger in commending
you on this second day of hearings. I want to reiterate what I be-
lieve is the importance of doing what Pat Moynihan and I, up until
December 29, both have strongly advocated, which is not only
making sure that the Social Security surplus is not used to mask
the size of the deficit but that it is not used to fund other spending
programs, but in a very real sense of the word, is saved.

If we really want to have both an economic and a social insur-
ance system, including Dave Durenberger's very correct comments
on health insurance for the HIs, medical and Social Security
system, we have to have a healthy and growing economy.

I think every economist have ever had before this committee or
the Banking Committee on which I serve agrees that we must in-
crease our national savings rate. And the proposals that Pat and I
have advanced, as well as that of Dick Darman, to stop this annual
game of deceptive, in effect have the same goal of making sure that
we don't spend our national savings but reserve them as the seed
for growth capital for this country.

Therefore, it seems to me that if you believe it is important for
this country to grow in order to meet its future needs, if you be-
lieve in the old-fashioned virtue of savings-and I think we Ameri-
cans still do-if you believe in setting something aside for the rainy
day and building for the future, then the right answer is the one
that Pat Moynihan and I used to advocate, not the one Pat current-
ly advocates.

If, on the other hand, you believe that we should consume, with-
out regard to income, if you believe that the moral way is deficit
spending and the addition of $55 billion in deficits next year is the
right approach, or if you believe in having it good today at the ex-
pense of others by charging everything up on that big national
credit card with the bills going not to us but-to our kids, then cut-
ting the payroll tax is a very good idea.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
Gentlemen are there further statements to be made?
[No response.]
Senator Kasten, we are very pleased to have you.
Gentlemen, with the number of witnesses we have, I would ask

that you limit your oral statements to 5 minutes and your written
statement will-be put in the record.

Senator Kasten, we will start with you. Thank you.

STATEMENT OF HON. ROBERT W. KASTEN, A U.S. SENATOR FROM
WISCONSIN

Senator KASTEN. Mr. Chairman, thank you very much. I have a
longer prepared statement and I will set that aside. At the back of
the longer prepared statement are a number of charts that I will
be referring to in the testimony.

Two years ago, then Representative Jack Kemp and I proposed
payroll tax cuts as part of an omnibus job and economic growth
package and called it the "Plant Opening bill. We were right back
then. The tax increases were not needed.



Today the case is even more compelling. The working men and
women of America need a tax cut. A tax cut would help the econo-
my and it would create new jobs. And we're only using excess pay-
roll tax receipts to mask the true size of the budget deficit.

The Social Security tax is now imposing a larger burden on the
average taxpayer than the Federal income tax. A full 74 percent of
all taxpayers pay more in combined payroll taxes than they do in
income taxes. The impact on America's family budget has been
devastating. From 1955 to 1988, the tax burden on Americans rose
twice as fast as income. These are middle-income Americans. The
tax burden rose twice as fast as their income. That is Chart 1 in
my prepared testimony.

The chief culprit in the 35-year long tax hike has been the pay-
roll tax, which has skyrocketed from 4 percent in 1955 to 15.3 per-
cent today-that is nearly a 400 percent increase. Today the maxi-
mum Social Security tax for working families is a $3,180-and that,
Mr. Chairman, is for only one wage earner in the family. If you
have two people working, you have two people paying in and you
can double that amount.

The Reagan tax cuts resulted in income tax savings for the
median income two-earner family. The tax reforms in 1986 re-
moved 5 million low-income workers from the income tax rolls, and
that is why the payroll tax now accounts for such a disproportion-
ate share of the tax burden borne by these Americans. We took
them off the Federal tax rolls for income tax purposes, but they
continue to pay their Social Security, FICA tax.

We have made great progress in cutting the income tax on
middle America, but a lot of these savings, as you pointed out in
your testimony, Mr. Chairman, have been eroded by the simultane-
ous 22 percent increase in the payroll tax burden. If effect, we have
given with one hand and taken away with the other.

America's retirees have children and grandchildren who are now
raising families, paying mortgages and saving for retirement secu-
rity as they did when they were young. The difference is that
today's tax burden has made it harder for their children and their
grandchildren to make ends meet. That is why I believe that mil-
lions of America's senior citizens will support a payroll tax cut for
their children, despite the cuirent opposition of some of the senior
groups.

Mr. Chairman, according to a recent study by the Institute for
Research on the Economics of Taxation, IRET, the payroll tax
hikes of 1988 and 1990 will increase the tax burden on working
Americans by $500 billion over the next 15 years, costing the econ-
omy an estimated 500,000 jobs and reducing gross national product
andcapital stock by $100 billion. By contrast, IRET estimates that
every dollar of reduction in Social Security taxes would expand eco-
nomic growth and economic output by 68 percent.

In short, the tax increase will have a negative effect on economic
growth.

That is why I agree in principle with the payroll tax cut ap-
proach that Senator Moynihan has proposed. I think nonetheless
there is room for improvement. I recently introduced a payroll tax
cut bill, S. 2052, the Social Security Integrity and Tax Reduction
Act of 1990.



My bill would reduce the 1990 Social Security tax on both em-
ployers and employees from 6.2 percent to 5.9 percent, and further
reduce the rate to 5.6 percent in 1991 and 5.3 percent in 1992. The
result is an annual tax cut of up to $519 per worker. That is in
Table 2.

Allowing Americans to keep more of their money would help &he
economy. IPFT estimates that by the year 2000 my tax cut plan
would add between 450,000 and 920,000 new jobs; raise gross na-
tional product by almost $300 billion; and increase the capital stock
by $180 billion.

A tax reduction to 5.3 percent provides a reserve "cushion" in a
trust fund to protect benefits in the event of an economic down-
turn. Using the Social Security tax surplus to cover the general
government deficit is dishonest and irresponsible. My bill takes
Social Security out of the budget and extends the Gramm-Rudman
process in the out years so that we can achieve a honest balanced
budget by 1997.

I believe this is a plan that can unite. All Americans-Republi-
cans, Democrats, young and old, business and labor. We have sup-
port coming from groups on the left like the Institute for Policy
Studies, the Progressive Policy Institute to conservative groups on
the right such as Heritage, Citizens for a Sound Economy, the
American Conservative Union.

Business groups like the NFIB and the U.S. Chamber have en-
dorsed the payroll tax. The AFL-CIO supports a payroll tax cut
similar to mine-one that maintains 125 percent to 150 percent of
the OASDI reserves; takes Social Security out of the budget; and
adjusts the Gramm-Rudman targets accordingly.

I see that my time has expired, Mr. Chairman. Let me just make
one concluding remark. I simply want to point out the point that
you have made, Mr. Chairman-and I believe made it in the last
hearing-that at no time in 1983 was it projected that we would
have this huge surplus, no matter which of the different economic
projections you were following.

And I just have a quote that I want to read from the congression-
al Research Service Report. "An examination of the record of the
committee proceedings leading up to the 1983 amendments, and
the earlier deliberations of the National Commission on Social Se-
curity Reform will show only passing references to the possibility
of future surpluses. No record exists showing that Congress serious-
ly considered building a fund or how ,uch a fund would actually
save resources."

It is important to recognize that we find ourselves now ir, a posi-
tion that was never anticipated. We are taxing American workers
in a way that they should not be taxed because it is unnecessary
for us to raise those dollars. I hope that we can come together on a
biartisan effort to reduce the Social Security tax.

The CHAIRMAN. Thank you, Senator. That is very interesting tes-
timony.

[The prepared statement of Senator Kasten appears in the ap-
pendix.]

The CHAIRMAN. I would ask that we wait on questions until we
have heard from all three of the distinguished witnesses.



Our next one will be Hon. Timothy Penny, the United States
Representative from the State of Minnesota.

STATEMENT OF HON. TIMOTHY J. PENNY, A U.S.
REPRESENTATIVE FROM MINNESOTA

Representative PENNY. Thank you, Mr. Chairman, for the oppor-
tunity to testify before your committee today. As a sponsor of H.R.
3865, a bill similar to Senator Moynihan's that would rescind the
Social Security tax increase, I am extremely interested in the
progress and consideration of this legislation.

I want to applaud Senator Moynihan for his determination to
end the great budget charade of the 1980's. It is clear that the Ad-
ministration intends to continue to allow Social Security revenues
to mask the deficit and further use the Social Security payroll tax
as a continuing source of funds for other Federal budget programs.

Senator Moynihan's proposal forces the Administration and Con-
gress to be honest about the deficit and to talk about how to set
national priorities and get back to a balanced budget. To me, that
is the real significance of this legislation.

I am well aware that reducing the payroll tax now could be a
mixed bag. A tax break would put money into the hands of work-
ing men and women and that would stimulate the economy. But it
may not be enough to offset the effect of the economy on increased
government borrowing if we do not deal with the other budget defi-
cit concerns as part of this measure.

That is why I feel strongly that any reduction in the FICA tax
should not be done in isolation of the big picture-that being a
more fiscally responsible treatment of the rest of the budget. In
fact, if we would be honest about the need for cuts and revenues in
order to balance the rest of the budget, the original promise that
Social Security funds would be protected exclusively for future re-
tirees would be met.

As a baby boom legislator, I would also like to request that your
committee take another look at the long-term solvency of the
Social Security system. Whether Social Security is returned to pay-
as-you-go or not, it is likely that payment of future retirees' bene-
fits will require burdensome increases in the FICA tax on future
workers.

It might be prudent for Congress to enact benefit adjustments
that would take effect 20 to 30 years in the future. This would
signal today's workers that they should make their retirement
plans accordingly; and it would signal tomorrow's workers that we
do not intend to resort to higher and higher FICA taxes to sustain
benefit levels.

I plan to introduce several bills in the near future that would ad-
dress some of these concerns. As we have heard many times in the
past month, reducing the payroll tax is a dramatic and controver-
sial step. But I believe the proposal may finally bring us to our
senses about the deficit.

There are many options available to achieve deficit reduction.
However, unless we face the deficit honestly, American taxpayers,
both now and in the future, will be the real losers.

Thank you, Mr. Chairman.



The CHAIRMAN. Thank you very much.
[The prepared statement of Representative Penny appears in the

appendix.]
The CHAIRMAN. Our next witness, Hon. John Edward Porter,

U.S. Representative, State of Illinois.
Mr. Porter.

STATEMENT OF HON. JOHN EDWARD PORTER, A U.S.
REPRESENTATIVE FROM ILLINOIS

Representative PORTER. Mr. Chairman, thank you very much for
the opportunity to testify this morning.

I want to address my first remarks to Senator Moynihan. Sena-
tor, although some of your colleagues are deserting you, I want to
start by paying you two compliments before I also desert you.
[Laughter.]

First, you have put the future of Social Security on the table for
discussion. There is craven fear in the Congress, and has been for
years, to even breathe the words Social Security for fear someone
would say you are against it. I think now we are talking about it. I
think that is a very, very positive development. It needs to be
talked about.

Secondly, you have pointed out very forcefully and correctly that
we are consuming the Social Security rese& ve to cover current defi-
cits and this is a breach of faith with future generations of Ameri-
cans. I agree completely with that. I have been saying that myself
for years. You are exactly right.

Third, however, you have made a correct diagnosis that we are
misusin- the reserve and that if we were not misusing it we prob-
ably would be spending it on new programs sometime in the
future. Your diagnosis is right. I think the prescription that you
have prepared for it, I am afraid, sir, is pure poison. That is not
because it will make the deficit larger. The deficit is, in fact,
larger. Your prescription would make us face the true deficit and
presumably do something, as Rep-esentative Penny says, truly to
bring it down and under control.

It is not because we should not be messing around with Social
Security either. We are, in fact, messing around with Social Securi-
ty and we have to decide that we should stop that and begin to
treat the future of Social Security in some rational way that will
make it work not only for people retiring today, but for people that
will be retiring 30 and 40 and 50 years from now.

I disagree with you because I think if you cut the tax rate now
and in effect pass out that cut to individual Americans, that tax
cut will be consumed with more German cars and Japanese VCR's
and that when we need the reserve to support the baby boomers
retiring, beginning about the year 2017, the money simply will not
be there to provide for that retirement.

In 1983 we decided that we needed a build up in the trust fund
for the first time. We decided it rationally because we knew that
demographics were going to show that when the baby boomers
reached retirement age there would be far fewer productive work-
ers supporting far more retirees. And it seems to me that was good



rational policy. The difficulty is that the reserve is now being mis-
used and probably will be misused in the future.

And if you do not have the funds in the reach of Congress, that
is good; but if you do not have any reserve, that is not good because
the benefits will not be there for the retirement of people who de-
serve to have them.

President Bush, I think, correctly said that if you cut the tax
now you are simply going to have to increase it later and I would
say to very, very high levels later, or you are going to have to cut
the benefits; and neither of those alternatives are ones that any
Congress would ascribe to, neither now nor then.

So what should we do? It seems to me, and it is the only way I
-know of of properly addressing this problem, it seems to me that
we can do this right if we in effect cut the tax rate and rather than
consume it we save it and invest it. And there is only one way to
do that.

What we should begin to do, I believe, is to refund annually the
amount not needed for current benefits and for disability into indi-
vidual Social Security retirement accounts for every American
worker, that they would own and invest, that they would hold ac-
cording to certain standards in the law and that would be available
to them upon their reaching retirement.

It wouldwork this way: Each worker would get a refund annual-
ly. That refund would be payable to his or her Individual Social Se-
curity Retirement Account (ISSRA). It could only be invested in
that account, which would be held by what would be called a Social
Security trustee, which would be a bank, insurance company, a
stock broker or other money manager. They would have to be
bonded. They would be criminally liable to invest that according to
certain fixed fiduciary investment standards and would hold that
money, invest it, and reinvest it, have the interest compound to the
benefit of the individual until that individual reached retirement
age, at which time it would form a portion of their retirement ben-
efit through the purchase of a life time annuity.

The economic effects for the individual, I think, would be very,
very profound. It would give every American worker a direct finan-
cial stake in the success of the American economy. People who had
never been able to save a dime would become the owners of a sav-
ings account that would have tens and eventually, perhaps, hun-
dreds of thousands of dollars in it that they would own. If they die
prior to reaching retirement age, that that account would pass to
their families or children.

The effects for the economy, I think, would also be very pro-
found. We are very, very heavily dependent upon foreign capital in
the United States today. This would tend to build a base of domes-
tic savings in capital that would get us off of that dependency on
foreign capital, tend to increase the pool of capital in our country,
drive down interest rates and help expand the economy for the
future.

There would have to be certain features worked out, that can be
worked out. We have a skew in our system today toward lower
income people--people who have not worked very long and have
not qualified more than the minimum for Social Security benefits.
That skew would have to be retained and should be retained



through a Social Security trust fund, the same way we have it
today. The disability program would have to be retained that way
also.

But as you can see, this is a forced savings system. And I have to
say, there was an article in the Wall Street Journal this morning
that indicated this was supposedly voluntary. It has never been a
thought of mine; although it may have been the thought of others.
This would be a forced savings program and it would, I think, pro-
vide well for the individual, well for the U.S. economy. It would
protect the reserve that will not otherwise be protected. It would
stop us from using the reserve to cover deficits and have it con-
sumed currently and not be there when we need it in the next cen-
tury. And finally, it would amount, in effect, to a tax cut that is
rather saved than consumed.

I commend it to your thinking and I hope you give it serious con-
sideration. I thank you for the opportunity to testify.

[The prepared statement of Representative Porter appears in the
appendix.]

The CHAIRMAN. Thank you, gentlemen.
Mr. Porter, there are a number of basic protections in the Social

Security system for retirees, and they are basic protections that are
terribly important to the American people. One of them I think
you may have touched on and that is the question of a young
breadwinner in a family who dies of cancer or has some severe dis-
ability.

Did I understand you to say that you would provide for survivor
and disability benefits?

Representative PORTER. I wouldn't change the disability portion,
nor would I change the skew toward lower income people reaching
retirement.

The CHAIRMAN. I heard that. Let me ask you another one.
We get concerned about inflation and what those benefits will be

once retirement is reached and the Social Security system protects
on that so far as the cost of living. The ones so-called privatizations
of Social Security that I have seen have not protected against that,
now would yours?

Representative PORTER. Well as you can see, this would be a
mixed system for a long, long time. Part of the benefits would come
from individual Social Security retirement accounts for most
people and part would come from the Social Security trust fund.

I am not worried too much about the inflation problem because I
think the investments in the private sector would be substantially
better in terms of real interest rates than could be received from
Social Security, from investments in the public sector and so forth.

The CHAIRMAN. But I don't understand what it would be.
Representative PORTER. I think that part could be handled both

through the trust fund and through the fact that there would
simply be more resources available to provide for that kind of ad-
justment.

The CHAIRMAN. But I do not see a defined benefit from what you
are talking that is correlated, tied specifically to cost-of-living in-
creases.



I, frankly, have never seen one that has been offered by the pri-
vate sector. I used to be in that business. I do not see quite how you
would do that.

Representative PORTER. I think it can be done, Senator.
The CHAIRMAN. Are there further questions of the members of

the panel?
Senator SYMMS. Mr. Chairman?
The CHAIRMAN. Yes.
Senator SYMMS. I would like to ask a couple of questions. I thank

the witnesses for being here.
Congressman Porter, as I understand your proposal, it is the

same as mine on the savings side. And I admire and respect what
your goal is, to have real savings for peoples' retirement.

I think the differences are on the benefit side where you would
address the demographic problem of Social Security financingin 20
years by linking the benefits in the savings account to benefits in
the pension formula. Is that correct?

Representative PORTER. I would adjust the draw.
Senator SYMMS. In other words, like you have tier one and tier

two.
Representative PORTER. I would adjust the draw. As you move

gradually along in this system, I would adjust the draw on the
Social Security trust fund for the amount distributed annually into
individual Social Security retirement accounts. Yes.

Senator SYMMS. Well just to carry that. The only difference, basi-
cally, between your plan and my plan is that I do not change the
tier one benefits.

But to carry that one step further, as you look into the future-
and I want to compliment you on some of the things I have seen
you do in the House with respect to immigration, particularly
people from Hong Kong-I think that the demographic problems in
20 years that a Congress many come in here, the 110th or 112th
Congress, and look at this and think that maybe what they need to
do is to make some adjustments on immigration policy if our birth
rate is out of whack or slowed. Do you agree with that?

Representative PORTER. Do I agree that--
Senator SYMMs. Yes, I mean that immigration might have the

impact so that there would not be a necessity as you have in your
plan to even adjust the tier one benefits.

Representative PORTER. Well I thin!- these things are unknow-
able in the nature of the future of this country and the various as-
sumptions that are made try to anticipate them. But, yes, certainly
we could have a far different situation regarding the availability of
more productive workers than anyone would anticipate. Sure.

Senator SYMMS. And then just to--
Representative PORTER. Thanks for your compliments on that.
Senator SYMMS. Mr. Chairman, just to point out, if we had a 2

percent compound interest for a worker who was 18 today and re-
tired at age 67, they would have a $37,700 secondary defined bene-
fit as in the Porter plan; at 5 percent, they would have $91,800; at
7 percent they would have $176,300+. So it would be a substantial
portion of their benefit by that time. I think it could be done.



Senator Kasten, I understand that your proposal is the same as
Senator Moynihan's but you do not increase taxes in 20 years. Is
that basically it?

Senator KAsTEN. The Moynihan proposal ends up down at 5.1
percent; we end up as low as 5.3 percent. Ours is phased in and the
big difference is that we do not force tax increases elsewhere. By

ing Social Security off of the budget, which I think is the only
fair thing to dr, and by, therefore, adjusting the Gramm-Rudman
targets you will not have to increase taxes and in fact will encour-
age economic growth.

Senator SYMMs. And you do not try to destroy the Gramm-
Rudman by just leaving all those numbers out there in an impossi-
ble task, you just slip the target date.

Senator KASTEN. What the difference will be is that we will bal-
ance Gramm-Rudman in an honest way with our plan and our
schedule to 1997, as opposed to meeting Gramm-Rudman targets in
what I believe is a deceptive way before that by including the
Social Security surplus.

Senator SYMMS. One further question. I noticed that the AARP
have supported an 18 month reserve. What did you say about that?
I think we should have an 18 month reserve also. Do you have a 12
month reserve or an 18 month reserve in yours?

Senator KASTEN. Our reserve reaches 123 percent in 1996. It is
Table 3 in the back of my statement. But we are at 102 percent in
1992; we are at 123 percent in 1996; and we go to just over 150 per-
cent in the year 2000.

Senator SYMMS. So that would be 18 months then.
Senator KASTEN. It is not only the AARP, but the AFL-CIO was

interested in reaching those kinds of targets. I think we do need to
establish at least 100 percent. We go beyond that, as you see, to 125
percent and then to 150 percent.

Senator SyMMS. Now if I could ask one last question, because I
like your plan also, second, of course, to mine. But it has merit.

In the Porter plan and in the Symms plan it for savings. We
openly say that. People will be forced to save. How much do you
predict through your numbers of how much potential family sav-
ings would increase voluntarily with that tax cut?

Senator KASTEN. Well the difference is that I do not want to in
any way privatize or threaten the existing Social Security system. I
know that there are different degrees of concern about that and I
am not suggesting that the Porter plan is doing that. As he men-
tioned, the Wall Street Journal wrote about it this morning. My
plan preserves the Social Security system-the benefits, the in-
creases, et cetera-that Senator Bentsen was talking about.

I believe that rather than the dollars going into a forced savings
program, what we want to be doing is encouraging private savings.
I think that if we allow families to make the right decisions they
will make decisions, including decisions to save, not government
mandated savings. I think that we should go further and enact tax
incentives, such as the President's Family Savings Act, and also in-
dividual retirement accounts.

People need extra take-home pay in order to make the private
decisions-the private savings decisions that they are going to
make. Government should not mandate those decisions.



Senator SYMMS. Thank you, Mr. Chairman; and thank you, my
colleagues for your testimony.

The CHAIRMAN. Yes, Senator Durenberger.
Senator DURENBERGER. Mr. Chairman, I cannot pass up the op-

portunity to ask three elected political figures-all of whom will
not threaten the Social Security like the rest of us-if they have
any views of sort of other issues involved in the reform of Social
Security.

We have talked about what to do with the surplus and all three
of you are experts on that subject. Pat Moynihan is an expert. I
suggested we ought to be doing something to make sure we concern
ourselves with the health insurance problems we have for the el-
derly as well.

But there is another issue which the Chairman implicitly raised
in his opening statement, which is the regressive nature on the tax
on work in this country, and how in effect we relieved the progres-
sive tax on income of some of its progressivity. And this is an argu-
able point, I guess, created some regressivity with the substantial
increases or accelerations on the payroll tax and some people have
solutions to that. Chris Hollings has a solution, which is a value-
added tax which takes some of it off. That is one thing I would like
your observation on.

The next one is that social insurance tax or the OASDI tax or
the HI tax really is not a tax. The old fashion notion was articulat-
ed here again on Monday by Gwen King and that is that it is kind
of like a premium. It is an investment you make and it is inappro-
priate to take the earnings cap off, for example, and convert it into
a tax. But the Democrats on this committee have already proposed
we take the earnings cap off at whatever it is now-$52,000-and
let it ride.

The fourth is the potential for reform on the payments or the re-
ceipts from this. Many of us voted for the catastrophic bill which
began to change this very progressive nature of the receipt of
Social Security and to skew that in the direction of those who have
perhaps paid a little more or receive a little less. I wonder if any of
you are prepared to make any comments on those three issues.

Senator KATSEN. Senator, first of all the chart that I referred to
showing middle class tax burden, this chart, makes your point. And
Senator Bentsen is correct. Dividend checks might be treated
better now, but checks for work are treated worse. Just go back
and look. A median income family of four, in total Federal taxes in
1955, they paid 9 percent; total Federal taxes in 1970, they paid 16
percent-this is a median income family of four, working family-
and in 1988 they paid 24 percent.

And then you go back and look at why and the answer is that
the payroll tax has gone from 4 percent total-2 for employees plus
2 for employers-to 15.3 percent today. That is why. And that is
the problem we have in putting people to work in that initial entry
job-the first rung on the ladder. We have reduced their income
tax-and we did that in tax reform-but we did not reduce their
payroll tax. So the welfare family, the welfare mother, whatever,
making that decision to take the first job at McDonalds, she has
not been helped, she has been hurt by this increase in the payroll
tax. That is bad. That is % rong.
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I believe that we have a compact between generations. But that
compact does not provide for tax increases in the name of Social
Security which only serve to mask the Federal deficit and take
away incentives for work.

Representative PENNY. If I might jump in just to add a couple of
observations. I recognize the resistance to Senator Moynihan s leg-
islation. But there are other opportunities available to us that
would achieve many of the same objectives. Simply moving Social
Security off budget and applying Gramm-Rudman to the remaining
accounts alone would force that fiscal responsibility in much the
same way without raising the question of whether we are going to
need these Social Security dollars in the future.

But we are not protecting them right now. That is the key issue.
If we do not balance the rest of the accounts, we are going to have
to borrow money to repay these Social Security funds when the
baby boom generation retires.

The first question you asked had to do with the regressivity of
the payroll tax. We might want to consider not implementing-
rolling back the last increase, not implementing the next increase
since we are only using this money to finance the deficit anyway,
and raising a similar amount of revenue through the income tax
structure.

That is a possible trade off. The same dollar amount. But I would
guess that for most wage earners it is going to be a net tax savings,
if We would take that kind of action.

Secondly, you said what about the long-term. I do not think any
retiree today or anyone nearing retirement age has to worry that
this Congress or this Administration is going to modify the benefit
structure under the Social Security system. But I think it is in-
creasingly doubtful that we are going to have a sustainable system
in the future if we do not look at some modifications.

When Social Security was first enacted in the 1930's the life ex-
pectancy was in the mid-sixties, as I recall. And we set the retire-
ment age at 65. I do not know that there is anything out of the
realm of the acceptable to look at a somewhat higher retirement
age than the one we have already slated, 67 under the Social Secu-
rity reforms of 1983, and maybe moving that to 70 by the year 2020
or 2030 and also looking at the question of how high should these
COLAs go.

Should the wealthiest retirees get a full COLA or not? And if we
signal my generation, the folks that are not going to retire for an-
other 20 or 30 years, that there might be some changes in the bene-
fit structure in those two areas, it reduces the payout of the fund
in those future years and eliminates the need for us to raise taxes
on our kids to finance our retirement. If we know that far in ad-
vance, we can make other plans accordingly.

The CHAIRMAN. Thank you, gentlemen. I believe your time has
expired.

Were there other questions?
Senator MOYNIHAN. A comment, Mr. Chairman.
The CHAIRMAN. Yes.
Senator MOYNIHAN. Just a comment to thank our panel for some

very fine testimony. Mr. Porter, President Bush has already re-
ferred to your proposal as innovative thinking. I welcome Mr.



Penny as a baby boom representative, he says, and he will be
around here a long time, longer time than we will. But also, par-
ticularly to thank our colleague, Senator Kasten, for having gone
to the congressional Research Service or whatever you did to get
their statement, with respect to the surpluses, that no record exists
showing that Congress seriously considered building a fund or how
such a fund would actually save resources.

Mr. Chairman, if I could say to you and to Senator Packwood, I
think it is the case that those of us on the Commission knew taere
would be large surpluses coming. But we did not think anybody
would believe it; and we thought we would wait until they were in
place to say, "You see, now here they are." And the last year and a
half our Subcommittee has been saying, sort of, "Here they are."

What I would like to suggest is that we are now having that
debate. We are beginning that debate--perfectly open, sensible
thing to be doing. And I thank Mr. Kasten for pointing it out.

The CHAIRMAN. Are there further comments?
[No response.]
The CHAIRMAN. Gentlemen, you have contributed to the debate

and we are appreciative of your attendance.
Representative PORTER. Thank you, Mr. Chairman.
Senator KASTEN. Thank you.
The CHAIRMAN. Our next witness will be Hon. Richard Darman

who is the Director of the Office of Management and Budget.
Mr. Darman.
Mr. DARMAN. I DO NOT KNOW ANYBODY IN TOWN THAT IS ANY

BUSIER THAN YOU ARE OR THAT HAS A TOUGHER JOB AT THE MOMENT.
We are very appreciative of having you here.

I hope this will be the beginning of a serious and a bipartisan
effort to extend real protection to the Social Security trust funds.
That kind of protection means we are really going to have to work
together to have true budget deficit reduction. That means some
unpleasant choices that have to be made.

We are delighted to have you here and prepared to hear your
testimony. And then I am sure there will be quite a number of
questions that will be asked of you.

Senator Packwood, do you have any comments?
Senator PACK WOOD. No comments, Mr. Chairman.
The CHAIRMAN. If you would proceed, Mr. Darman?

STATEMENT OF HON. RICHARD DARMAN, DIRECTOR, OFFICE OF
MANAGEMENT AND BUDGET

Mr. DARMAN. Thank you, Mr. Chairman. If I might I would read
a relative brief introductory statement.

The CHAIRMAN. Surely.
Mr. DARMAN. Thank you.
Chairman Bentsen, Ranking Republican Senator Packwood, Sen-

ator Moynihan, distinguished members of the Senate Finance Com-
mittee, it is a pleasure to appear before you. You asked that I be
prepared to respond to questions concerning Senator Moynihan's
recent proposal to cut Social Security trust fund receipts by $55 bil-
lion in fiscal year 1991 and by substantially more thereafter; and



the Administration's proposal to protect the integrity of the Social
Security trust fund, while reducing publicly-held Federal debt.

Mr. Chairman, I appreciate that you had Congressmen Penny
and Porter and Senator Kasten here also this morning. I did not
know when I prepared this statement that they would be appear-
ing directly before me-and I do not mean in any way to suggest
disrespect for their own proposals by failing to comment on them
at this time, I simply did not know that they would be appearing
immediately before me.

I know that members of the committee will recall rising at the
State of the Union address when the President said, "The last
thing we need to do is mess around with Social Security."

The President's statement and the overwhelmingly favorable re-
action to it underline our mutual commitment to protect the struc-
ture of benefits and receipts enacted in 1983 and known as the bi-
partisan Social Security compromise. Many of the members of this
committee played important roles in the development of that his-
toric compromise. Indeed, Senator Moynihan himself played a lead-
ing role. He participated as a key member of the core negotiating
group-a matter about which he has spoken and written with justi-
fiable pride.

I, too, was a member of that core negotiating group. And I, too,
feel privileged to have had an opportunity to participate in what
has been widely viewed as one of the more favorable examples of
our political system rising to meet its responsibilities.

The 1983 compromise, and the related work of the bipartisan Na-
ti'onal Commission on Social Security Reform, recognized the need
to move away from what had been intended to be a "current cost
financing" system. The compromise, the Commission Report, and
the 1983 Act consciously, specifically, and explicitly moved away
from the near-bankrupt pay-as-you-go system, and moved toward a
system with much higher reserves for the 1990's and the early part
of the twenty-first century.

This shift, to build up higher reserves, was adopted for two basic
reasons that are as relevant today as they were in 1983.

First, for the short term, lower levels of reserves made the Old
Age and Survivors Trust Fund vulnerable to the possibility of eco-
nomic downturn. I would note that even now the OASI trust fund
has reserves that are less than sufficient to cover a full year's
costs.

Second, for the longer term, the disparity between the large baby
boom generation and the smaller succeeding generation necessitat-
ed the normalization of the Social Security tax burden across gen-
erations or else a current cost tax burden on future workers might
be perceived to be prohibitively high, thus threatening the ability
to pay the expected retirement benefits of the baby boom genera-
tion-that is, today's workers.

I would note that since 1983 neither the demographic nor the po-
litical facts have changed in a way that should dictate a different
conclusion today. If Social Security reserves are not built up for
today's workers there would be more than sufficient reason to
question whether their expected benefits would, in fact, be paid.

The practical reality is that a proposal to switch back to the cur-
rent cost financing system that was rejected in 1983 could have one



or both of the following undesirable effects: It could threaten a
return to the days of short-term trust fund financing crises; it
could-and likely would-jeopardize the retirement benefits of
today's workers.

Unfortunately, Senator Moynihan's recent proposal runs not
only these risks; it also risks creating fiscal policy havoc. It would
either abandon budget discipline altogether; or it would require off-
eetting deficit-reduction measures amounting to $55 billion in fiscal
year 1991 and more thereafter. Since additional spending reduction
of this magnitude is not contemplated, it would seem to suggest a
major offsetting tax increase (such as that proposed by Senator
Hollings). But this, of course, would hurt the very workers Senator
Moynihan's proposal is ostensibly intended to help.

Indeed, it would hurt them doubly: First, by jeopardizing their
future retirement benefits; and second, by taking back in new taxes
what it pretended to give in the way of a tax cut.

For all these reasons, it is understandable that not only the Ad-
ministration and many distinguished members of Congress, but
also the American Association of Retired Persons have concluded
that-and I quote from their February 2 statement: "The first pref-
erence remains retaining existing Social Security policy to continue
to build the reserves for future generations."

For its part, the Administration is unwilling to give up on the
1983 bipartisan Social Security rescue and compromise. We are un-
willing to give up on funding the retirement benefits of the baby
boom generation and unwilling to give up on the effort to restore
fiscal discipline.

Accordingly, we must respectfully reject the recent proposal of
Senator Moynihan. We would urge instead a return to consider-
ation of the type of approach with which Senator Moynihan was
previously associated-indeed as late as 1989-when he argued for
a combination of a build up in trust fund reserves, as in the 1983
Act, a reduction in the non-Social Security deficit, and renewed em-
phasis on savings and investment.

We do not mean to suggest that there is not a problem to be
dealt with. We mean only to suggest that Senator Moynihan's
latest proposal, as opposed to his earlier approach, seems to give up
on the problem just when I believe the political system is preparing
to deal with it.

It is important to be clear about what the problem is and is not.
Our piLoblem, at the moment, is not an excess of revenues relative
to spending. Although that would seem to be the problem that Sen-
ator Moynihan's recent proposal would address. Nor is our problem
thievery or embezzlement, as some have suggested, if those terms
are intended in any way to suggest something illegal or something
of which the Congress was not fully aware. Social Security taxes
are being collected in accordance with the law. Social Security re-
serves are being built up in accordance with the law. The reserves
are held in the form of Treasury securities backed by the full faith
and credit of the U.S. Government as is required by law. Social Se-
curity is treated as off-budget, as required by law, except with re-
spect to calculations for Gramm-Rudman-Hollirigs, which include
Social Security as specifically decided and required by law.



The problem is a derivative of this set of existing legal require-
ments. It is simply this: By including the intended Social Security
operating surplus in the Gramm-Rudman-Hollings deficit calcula-
tions, as required by law, the full magnitude of the non-Social Se-
curity deficit is masked. To the extent that this, in turn, causes the
non-Social Security deficit to be higher than it might otherwise be,
Federal debt held by the public is also correspondingly higher. And
to the extent that publicly-held Federal debt continues to rise, it
threatens to leave an undue burden for the future, when the inten-
tionally rising Social Security trust fund obligations-that is, the
reserves-will have to be redeemed.

Our proposal to establish a Social Security Integrity and Debt
Reduction Fund is intended to address this problem. It would allow
reserves in the Social Security trust fund to be built up exactly as
under current law and as in the 1983 compromise; it would require
the non-Social Security budget to be balanced, after an orderly
phase-in; it would extend the Gramm-Rudman- Hollings law
beyond 1993, requiring a balanced G-R-H budget in 1993 and per-
manent balance thereafter; and it would allocate the equivalent of
the annual Social Security operating surplus to a Debt Reduction
Fund, requiring that this transaction be charged as outlays in the
G-R-H deficit calculations; and requiring that an equivalent
amoun.0 of publicly-held Federal debt be retired in the process,
after a phase-in period that would be complete in fiscal year 1994.

This approach effectively leaves Social Security subject to the
Gramm-Rudman-Hollings discipline, while it adjusts the G-R-H def-
icit calculations to remove the masking effect of the annual Social
Security operating surplus.

Among its useful practical consequences would be the following:
The Social Security trust fund would be protected and would not be
a victim of raids on the reserves, which would build up exactly as
under present law for the protection of future retirees; the national
debt. held by the public would be reduced by substantial amounts
each year with favorable effects on interest rates, investment and
the future capacity to fund Social Security obligations; the total G-
R-H budget each year would be balanced, without using Social Se-
curity operating surpluses, and there would be no G-R-H "surplus"
to create a temptation for additional spending.

We are aware of several other proposals and possible changes in
the accounting and budgeting systems that are being considered by
various Senators. Some of these cold have the same favorable ef-
fects as the Administration's proposal, although they may be struc-
tured somewhat differently. We are not wedded inflexibly to our
own proposal, and we are happy to work with any and all Senators
who might advance a responsible way to correct the deficit-mask-
ing problem .nat inheres in current law.

We believe that this can and should be done without giving up
on the obligations of the 1983 Social Security compromise. Indeed,
we believe that by correcting the accounting and budgeting systems
in a manner that accomplishes what we recommend, generations of
the future will be better able to honor the Social Security commit-
ments that we have made.



Thank you very much, Mr. Chairman and members of the com-
mittee, for the opportunity to introduce the Administration's posi-
tion. I would look forward to responding to your questions.

The CHAIRMAN. Thank you very much, Mr. Darman.
Just for the record, in defense of Senator Moynihan, I note your

quote here of AARP saying that their first preference remains, "re-
taining existing Social Security policy to continue to build the re-
serves for future generations.' But then I have the AARP state-
ment that goes on to say, "No pay-as-you-go financing should be
implemented until the trust funds accumulate a prudent level of
reserves equal to 18 to 24 months of benefits." So it is a qualified
statement that they have put in there.

Now, Mr. Darman, when are we going to get on with real deficit
reduction? What we are looking at here, as you know, is a budget
that you sent us that gives us an illusion of progress toward deficit
reduction. It shows a 1985 deficit of $212 billion being cut to zero
by 1993. But a lot of that, of course, is by counting the reserves
built up in Social Security.

CBO s numbers show that the deficit, excluding Social Security,
will actually grow by $17 billion between 1985 and 1993. And we
have nearly doubled the national debt since 1985.

According to the General Accounting Office, the Administra-
tion's decision to wait until 1996 to fully resolve the Social Security
budget issue will add an additional $1.5 trillion to the national
debt.

Why do we wait?
Mr. DARMAN. Senator, we would be prepared to work together

with you and your colleagues on an approach which could achieve
deficit reduction more quickly, if that is what you are suggesting.
We have, as you know, submitted a budget that would reduce this
year's deficit by $37 billion. Some might say that is way too little
in relation to the size of the problem.

I think you would find--and I know you have other economists
speaking today-I think you would find that many of them would
suggest that we ought not to go too much faster than, say, 1 per-
cent of GNP a year in deficit reduction-that would be $50 billion,
roughly, if we were to move up from $37 billion.

I would note that at least so far I have testified before the Senate
Budget Committee, the House Budget Committee, the House Ap-
propriations Committee, the House Wa s and Means Committee,
and several others in the last week and a half. I have so far not
recei.ed a single suggestion in all of this testimony for how we
should do more than $37 billion-not one suggestion. And we do
have two propo:-als on the table, one from Chairman Sassar and
one from Chairman Panetta, the two chairmen of the Budget Com-
mittees, to achieve deficit reduction on the order of $30 billion a
year. Actually Senator Sassar's is a net of $17 billion a year.
- So if there is a disposition to do more than $37 billion we are cer-

tainly prepared to discuss that on the merits.
The CHAIRMAN. Let's talk about the merits then of how you ac-

complish it. One of the deep frustrations that I have had in chair-
ing this committee in reconciliation the last time-and I know
some of the other members of this committee share it-is the diffi-
culty of pinning down what counts as deficit reduction.



I can recall-and I sent you a letter on this and you have an-
swered it, but I would like to further explore it-last year you spe-
cifically opposed proposals to delay Medicare payments by one or 2
days. So we did not include that provision in the budget bill, partly
due to your admonitions on it. Then, much to my surprise, the
Health Care Financing Administration issued a notice in December
indicating a rather unusual way for paying Medicare claims. Pay-
ment would be speeded up during fiscal year 1990 and then slowed
down again during 1991. And the CBO estimates the net effect of
this plan would shift about $1.5 billion out of the deficit calcula-
tions for fiscal year 1991. That sure looks like a double standard to
me.

Medicare pay shift is deficit reduction for OMB, but not for the
Congress. Now if the payment speed up were in effect for all of
fiscal year 1990 the Medicare trust funds would lose about $100
million in interest.

How do you justify that? I just want to be operating under the
same set of rules when we try to come down with numbers and we
have the problem here in this committee of trying to decide what is
acceptable.

Mr. DARMAN. I think that is an entirely fair point, Senator Bent-
sen, and I do not mean to reopen a sensitive subject. I do not think
it helps any of us, but I am obliged to mention it.

When you refer to a double standard, we felt in the development
of the budget and in reconciliation last year that when we came
over to the Senate after the House action many, many months into
the process we were suddenly informed that a standard was going
to be applied to our proposals which would reject certain proposals
on grounds that-either they shifted in timing as in the case of cap-
ital gains or that they would lose revenue in one of the out years
that is the so-called Byrd rule which is appropriate.

And in that context a new set of standards was applied--
The CHAIRMAN. Let me say, Mr. Darman, I shared in some of

that problem with what we proposed--
Mr. DARMAN. Yes, sir. We were both victims.
The CHAIRMAN [continuing]. Out of this committee. That is right.
Mr. DARMAN. We were both victims, but maybe the system was

the beneficiary. Because what happened is, though we were very
upset initially with that set of standards being applied against us,
what we then asked was if that set of standards is going to be ap-
plied against us, then let's apply it uniformly, at which point you
became an innocent victim just the way we had become an inno-
cent victim as we saw it.

On the other hand, there is a legitimate good Government argu-
ment that can be made for the no gimmicks rule so we adopted it.
And in putting together our budget this year, we tried to put to-
gether a budget with a minimum of gimmicks of the type that were
discussed at the-end of last year. We did include two timing shifts
on the tax side-one of the them on the payroll and the other the
telephone excise. But we specifically excluded them from our effort
to meet the Gramm-Rudman target. We said that they make sense
for a variety of reasons but they shouldn't count.

Now the one you refer to is a special case. It is not a policy pro-
posal; it is something that has already happened. It is an estimat-



ing question about what has already happened. And CBO agrees
with us as to how it has to be estimated.

So then we have to ask the question: Well should it have hap-
pened in the first place? And as I have explained to you privately
but would repeat here for the benefit of the other Senators, what
happened was, catastrophic health insurance was repealed. The
people who were administratively intended to be responsible for
catastrophic health insurance were left without a job, but they
were still paid.

The question is: What should these people do who were going to
be processing catastrophic health insurance bills and other things?
The answer rendered by HCFA and HHS was, "Let them pay
bills." The effect of their paying bills is that you are right, there
are more bills paid than if they did not pay the bills.

The CHAIRMAN. Well let me make this point then. Because here
you allege the support of the CBO. Now let me read to you--

Mr. DARMAN. Just on the scoring. Just on how it should be
scored, not on the policy issue.

The CHAIRMAN. All right. Let me read to you what the Director
says. Here is the letter dated February 7: "While we have made
the decision to include the timing shift in, our revised base line,
this decision should not be construed as supporting the policy."

Mr. DARMAN. Right.
The CHAIRMAN. "This plan is clearly a budget gimmick." Clearly

a budget gimmick.
Mr. DARMAN. May I add one further point?
The CHAIRMAN. That is what CBO says.
Mr. DARMAN. May I add one further point, Mr. Chairman? All I

suggested was that they agreed with the scoring and I said they
could disagree on the policy issue.

But let me try to put it aside this way. We have done in response
to the two Budget Committees a little compilation of gimmicks over
the last 2 years and have a list of 116 gimmicks that have been
legislated. Of those, about 10 or 12 originated in the Executive
Branch and about a hundred and a few originated in the Congress.
I think we would all be better served if we get rid of gimmicks.

If it would help us advance the debate this year to say, put that
billion and a half aside, I would be more than happy to do it and
say we have some obligation to continue to try to reach the target
without scoring that. But I think you will findthat compared with
the budgets adopted by the Congress and those even advanced by
the Administration in the last 5 to 7 years, that this one is much,
much closer to gimmick free than any recent budget.

The CHAIRMAN. Integrity by degrees. All right.
Senator Packwood, any questions you might have?
Senator PACKWOOD. Mr. Director, do you know of any way to

narrow the deficit other than by cutting spending or increasing
taxes?

Mr. DARMAN. Yes, increasing growth which would increase reve-
nues.

Senator PACKWOOD. All right, we all presume some growth,
which increases revenue. People say your projection is higher than
it should be. Last year you projected roughly on target and every-
body else was a bit low. At some stage we will enter into the record



the GAO study that was done in 1986 on your projection, CBO's
projections, and private projections. It basically says OMB is slight-
y more likely to be accurate than the others.Your projection was

slightly better, but no one has a lock on exactness.
[The study appears in the appendix.]
Senator PACKWOOD. Given the growth, and the question the

Chairman asked-when are we going to get down to serious deficit
reduction-we get into a debate about payment shifts of a billion or
a billion and a half dollars in operating deficits, if you do not count
the trust funds, which are in excess of $200 billion.

I would come back again to the question I raised at the start of
these hearings. If we are going to have a genuine tax increase-I
do not care if it is payroll taxes; or an increase the upper rate to 38
percent, which I would not support; or a value-added tax, which
Mr. Reischauer talks about in his testimony-how do you guaran-
tee that the money goes for deficit reduction?

Mr. DARMAN. You cannot by any way that J know guarantee it,
unless you have some much more tightly disciplined automatic con-
trol system to correct on the spending side if you deviate from
what would be the necessary spending targets to assure that the
increased revenue went to deficit reduction.

In other words, you would need something like Gramm-Rudman,
but considerably tighter and tougher. It could not have the
Gramm- Rudman loophole. It would have to have a number of'
tougher characteristics than the current G-R-H law.

Senator PACKWOOD. Well you almost need a Constitutional se-
quester or equivalent. Anything short of that is easily changeable
by all of us when it is inconvenient.

Mr. DARMAN. Right.
Senator PACKWOOD. Are you familiar with the Congressional

Budget Office's arguments about the change in the progressivity of
total taxes in this country?

Mr. DARMAN. Yes. I was given their study as I testified before
Ways and Means Committee on the day before yesterday; and I
have a copy here, actually.

Senator PACKWOOD. Do you agree with their analysis?
Mr. DARMAN. I have not had a chance to look it over in depth,

and we are going to do that. But on a quick examination, I would
not say it is the kind of thing one should agree with or disagree
with. But you could make these comments: It has a number of
methodological peculiarities that are arguable.

For example, if one is really trying to look at what is happening
with this system, I believe-I am not certain this is correct-that if
somebody does not pay any tax at all they do not include them in
the average, just to pick an example. And so tax reform which took
6 million people off the rolls, you do not get credit for that, in that
those people do not count because they are -not paying any taxes.
So the lower end of the system which is actually improving does
not look as if it is improving because they define the lower end of
the system, I believe, to be only the lower end of those actually
paying taxes. That is an example.

They do not seem to include at all the effect of transfer pay-
ments. And, of course, what has been happening over the same
period is that transfer payments-and over a longer period-have



been going up just as some of the social insurance portion of the
tax burden has also been going up. If you were to include those,
you would get a very different picture.

And then they do some things which are correct, but they are
sort of misleading-traditional, statistical tricks. Let me pick a
quick example. What they do is they take percentages of very
small bases. Let me see if I can quickly find an example.

I do not have the right table handy quickly. I will look for it if I
get a moment. But essentially, to make my point, if you take the
lowest quintile, even flawed in the way it is defined, as I believe it
is, and you say what was the effective tax rate in 1980-I do not
have it handy, but I am going from memory-it was a number like
8.7, 8.8, something like that. It moves to a number like 9.1 by 1990
in their calculations.

They then take that very small change and they take it as a per-
centage of the small base. So it looks like a very large percentage
change. And then they make that great big bar chart that makes it
look as if there is this great big change, which is a percentage of a
percentage that is a small percentage in the first place. So they
convert a very small change into what looks like a very big per-
centage change.

If you take the same table and you compare 1990 with, say, 1985
you find that the conclusion can be reversed. It is not wrong, but
there is something a little bit artificial about using 1980 versus
1990.

Now we have not had a chance to go through this fully. But just
prima facie, there would appear to be a whole host of what I would
call displays intended to support a conclusion.

Senator PACKWOOD. Thank you.
Senator Moynihan?
Senator MOYNIHAN. Mr. Darman, we thank you for your

thoughtful testimony and even more complex responses as we go
around here.

I could not but recognize the passage from David Stockman's
book that the Chairman quoted in his opening statement about a
situation where you were talking to Mr. Stockman in July of 1981
and you suddenly realized that the tax measure going through the
Congress was going to produce tremendous deficits, particularly as
you began to buy votes-when one particular delegation called up
and such and such a State was for sale, you bought it. And Stock-
man asked "Well, what will we do?" and you replied, "We win it
now, we fix it later."

Well I could not resist sending for my copy-and Mr. Stockman
got paid $2.5 million for this, so it must be true. [Laughter.]

Think about that.
Mr. DARMAN. Do you accept all of his views in there as true, Sen-

ator Moynihan?
Senator MOYNIHAN. In the roaring 1980's one who got paid $2.5

million did the right thing. [Laughter.]
He says, "The following Monday,"-that is after our conversa-

tion where you said "We win it now, we fix it later '"-the follow-
ing Monday evening, July 27, the President addressed the nation
on TV. He delivered a masterpiece of propaganda. If Presidential
speeches were covered by a full disclosure law, the true meaning of



this one would have caused an absolute panic. Our bill was going to
reduce the Federal revenue base by $2 trillion over the course of
the decade."

That is exactly what happened. And he said there was not a hint,
not one centilla, about what all this fabulous giving actually
meant. It meant you would have a permanent deficit. And, indeed,
you did try to fix it and so forth. It never got-fixed; it does not get
fixed.

It was devised as a mode of disciplining Congress about behavior
which was not approved of-social spending, basically. That is the
issue we have here.

You say that this deficit is now structural. We have the Comp-
troller General say to us the other day that very shortly now debt
service, interest on debt, will be the largest item in the budget-
reach out 5 or 6 years and it is there-more than Social Security,
more than defense. And more and more we pay for it with this re-
gressive Social Security tax.

In your budget which you sent up, sir, you have I think $13.9 bil-
lion in additional revenues-$4.9 billion comes from the capital
gains tax, which will pick up money for 2 years and then lose it
indefinitely, so the deficit gets higher; and then you have another
item of $4.7 billion in additional Social Security payroll tax reve-
nues which would come from extending Social Security coverage to
State and local government employees.

Now I guess I have to ask you this, because your proposal for a
Social Security Integrity and Debt Reduction Fund is a thoroughly
serious proposal, it is a thoroughly comprehensive and internally
logical proposal. Mr. Dale of OMB came up last night and walked
us through it. It makes a great deal of sense.

But, sir, it does two things-and I ask you if you would agree-it
assumes we will have a balanced budget including the Social Secu-
rity trust funds by the year 1993, and it assumes that that after
1993 we will have and maintain a balanced budget excluding the
Social Security trust funds.

Mr. DARMAN. Yes, Senator Moynihan. Thank you for your kind
comments about the proposal. I should just like to underline my
appreciation of them.

Senator MOYNIHAN. Sure. They were meant.
Mr. DARMAN. I believe you said it was thoroughly serious and

quite a number of other favorable things which I want to just make
absolutely sure the record is clear.

Senator MOYNIHAN. But how serious is the assumption that we
will have in perpetuity 25 years of unbroken balanced budgets?

Mr. DARMAN. Well I have absolutely no way of knowing. But I do
believe that we have an internally consistent approach, as you
have suggested. And that in effect what it means is that you would
be buying down publicly-held debt in the amount of the Social Se-
curity surplus each year, which is analogous to running a tradition-
al consolidated budget surplus in that amount, which is the propos-
al you-if I may say respectfully-used to be for.

Senator MOYNIHAN. I was for it until I decided it was never going
to happen.

Mr. DARMAN. Well we have done something which I do not think
would be necessarily too popular, but I think adds to the internal



consistency. In order to help make this happen we have tried to
tighten the discipline associated with Gramm-Rudman. We have-I
do not think I should divert the discussion in this direction-but
we have a second sequester built into our proposals on budget proc-
ess reform.

And unless we somehow improve the discipline of Gramm-
Rudman itself, which we would be relying upon as a mechanism to
assure that the non-Social Security budget were in balance on a
continuing basis, you would have no real basis to believe that the
political system would run what would amount to, by traditional
ways of looking at it, a surplus over all those years. But I do think
it is an internally consistent proposal.

Senator, could I ask one privilege?
Senator MOYNIHAN. My time is up and I thank you.
Mr. DARMAN. Senator Bentsen, you and Senator Moynihan have

both referred to that Stockman book. If I could, I would just like to
attempt to clarify one thing for the record.

First of all, I do not recall the exchange in exactly the way David
Stockman does. But what he was saying is not inconsistent with
what would have been some of my thoughts at the time. But I do
not recall it in exactly the way that he put it.

But to the extent that I was talking about "winning" at that
time, which was June, and fixing it later, may I please make this
very clear. The later we were talking about was in September of
that year in conjunction with the second budget resolution, which
then used to exist and does not now. And we were in the process of
negotiation with Senator Dole, Senator Domenici and a number of
other members of the Senate and House on a correction. It was
very close to agreed as a potential compromise-fiscal policy cor-
rection-for the later that was September/October, when all of a
sudden we had another Stockman publication, which was the At-
lantic Monthly article. At that time, as you will recall, everything
blew up.

But the later we had in mind was a matter of months, not a
matter of decades.

The CHAIRMAN. I have said a number of things in my past I
would like to go back and reinterpret too. [Laughter.]

Senator Heinz?
Senator HEINZ. Thank you, Mr. Chairman.
Dick Darman, you were in Washington, D.C. during 1982 and

1383, guilty or not guilty?
Mr. DARMAN. Guilty.
Senator HEINZ. You are quite familiar with the deliberations,

you have said as much, about the Social Security Solvency Commis-
sion. One of the issues that is very pertinent to the idea of reducing
the revenues to the Social Security system as the Moynihan plan
does to the tune of $55 billion next year and increasing amounts in
future years is to what extent returning the system to a so-called
pay-as-you-go system might jeopardize our ability to meet commit-
ments to both today's retirees and future retirees.

It is argued that even if you returned the system to a pay-as-you-
go basis senior citizens would have nothing to fear because Con-
gress would make sure that they always got their money.



Nevertheless, Congress attempted on two occasions to avoid
Social Security going into bankruptcy-once in 1974, another in
1977-neither of them worked and the result was the impasse we
got into in 1982, resulting in the 1983 amendments. People may
have forgotten how difficult it was to get consensus on solving the
Social Security solvency problem. People forget that as of Novem-
ber-in spite of the fact the Commission had been meeting for a
year-there was absolutely no agreement. People forget that had
the Commission waited just 2 months longer, checks would not
have gone out in 1983. And people forget that what was required to
get an agreement was three things: (1) an increase in Social Securi-
ty taxes that a lot of people opposed; (2) a decrease in benefits, both
for existing and future beneficiaries; and (3) substantial contribu-
tions from general revenues because the first two groups did not
want to be taxed or take benefit cuts anymore than they already
had. You remember that process.

Would you say that-reaching agreement, even with the eminent
insolvency of Social Security at that time was easy?

Mr. DARMAN. No, it was exceedingly difficult. And as you will
recall, and Senator Dole, and Senator Moynihan, we were all work-
ing until late at night, day after day, secret meetings, because
people felt that it was so explosive politically-which it was-and
it was only with the most remarkable combination of cooperation
and I would even say delicacy or artfulness that we were ultimate-
ly able to reach agreement.

Senator HEINZ. Only one-third of the revenue short fall in that
first period between 1983 and 1989 was made up through increases
in payroll taxes. One-thirds of it were made up, as I recollect, from
general revenues, or if you will, increased deficits, and the other
third was from benefit reductions. Is that not about right?

Mr. DARMAN. I think it was one-third, one-third and it was an in
between third that each side could interpret any way it wanted.

Senator HEINZ. Very well. Fair enough.
But no more than one-third was made up from payroll taxes; is

that not correct?
Mr. DARMAN. Right.
Senator HEINZ. I guess my point, Mr. Chairman, is that if you

cut payroll taxes, it is not very easy for Congress based on history
to increase them again. And, in fact, that is not what we did do in
1983.

I would like to put in the record the statement of Mr. Roland E.
King, fellow of the Society of Actuaries, member of the American
Academy of Actuaries, the chief actuary of the Health Care Fi-
nancing Administration. It comes from page 64 of the 1989 Trust-
ees Annual Report on Social Security.

What it says in part is this-and this is very relevant to the pro-
jections about whether or not Social Security, if we adopt the Moy-
nihan plan, will be in a state of financial crisis in the future."

He says, "During the 30 year period ending with 1987, real earn-
ings increases averaged less than .9 percent annually." Thirty
years. "But the Trustees long-term intermediate assumption, Alter-
native II-B, is 1.25 percent-over 40 percent higher than the expe-
rience of the last 30 years."



Anybody who does not think that the so-called intermediate as-
sumptions are optimistic has to go up against the informed opinion
of the Chief Actuary of the Health Care Financing Administration.
What that tells me is that if we sign on to a so-called pay-as-you-go
system that drains $55 billion to start with this year from the fund,
we are going to invite crisis after crisis, and under a less optimistic
set of assumptions, total insolvency and bankruptcy of the fund in
calendar year 1998 under the so-called III.

[The statement follows:]

APPENDIX E.-STATEMENT OF ACTUARIAL OPINION

It is my opinion that, st bject to the qualification described below, (1) the method-
ology used herein is based upon sound principles of actuarial practice and (2) all the
assumptions used and the resulting cost estimates are in the aggregate reasonable
for the purpose of evaluating the actuarial and financial status of the Federal Hos-
pital Insurance Trust Fund, taking into account the experience and expectations of
the program.

Although the projections in this report do not extend beyond December 31, 1991,
the board of Trustees has adopted assumptions which underlie projections of the op-
erations of the Federal Hospital Insurance Trust Fund 75 years into the future.
During the first ten years of the projection period, the Trustees have assumed that
real earnings in covered employment will increase at the rate of nearly 1.5 percent
per year. This assumption is significantly different from actual experience during
the ten-year period ending in 1987, when real earnings in the U.S. economy actually
declined. During the 30-year period ending with 1987, real earnings increases aver-
aged less than 0.9 percent annually, but the Trustees' long-range intermediate as-
sumption (Alternative II-B) is 1.25 percent, over 40 percent higher than the experi-
ence of the last 30 years. Because of these large discrepancies between past experi-
ence and projection assumptions, with no plausible explanation for thesignificant
improvement in future experience, I recommend that in future reports the Trustees
reduce substantially the real earnings assumption to male it more consistent with
reasonable expectations regarding future experience.

ROLAND E. KING, Fellow of the Society of
Actuaries, Member of the American
Academy of Actuaries, Chief Actuary,
Health Care Financing Administration.

Senator HEINZ. Would that be your interpretation or not, Mr.
Darman?

Mr. DARMAN. Just let me check the Alternative III assumptions
for a second.

Senator HEINZ. Maybe you just want to give me your opinion on
the first part.

Mr. DARMAN. What year did you say?
Senator HEINZ. 1998.
The CHAIRMAN. The time has expired but you go ahead and see if

you can give him an aiiswer.
Senator HEINZ. I'm sorry, Mr. Chairman. I am all done.
The CHAIRMAN. Do you want to give him a chance for an answer.
Mr. DARMAN. A quick look suggests that that is right.
Senator HEINZ. Thank you very much.
The CHAIRMAN. All right, thank you.
I see our Minority Leader is here, and with the many demands

on his time I am sure that members will agree that we give him a
priority from the early-bird arrival list.

Senator DOLE. Thank you, Mr. Chairman. I am just going to take
a minute or two. I know you have some other outstanding wit-
nesses that have not had an opportunity to be heard.



I want to thank Mr. Darman and thank you, Mr. Chairman, and
ask that my statement be made a part of the record.

The CHAIRMAN. Without objection.
Senator DoLE. The main issue tht I wanted to discuss is every-

body keeps talking 1983. As I recall we did not raise payroll taxes
in 1983, we went back to the 1977 Act and accelerated implementa-
tion of higher rates a year or two. It was a very difficult thing to
do, I think we were finally successful because the Speaker and the
President got together on the telephone and both said yes at the
same time. That, essentially, is how it was worked out-late at
night as I recall-10:00, 11:00 or midnight at the Blair House.-

In any event, I also believe that when you look back at the 1981
tax cut you have to remember Congress added a lot of things too. I
do not know how many billions. I know I added some and I assume
other members of the committee did as well. Eventually, the add-
ons grew into billions and billions of dollars over a several year
period. We offered some change that the Administration later
agreed to in estate taxes and other things, which I am certain were
not originally recommended not because the President disagreed,
but because of the revenue loss. So, we in Congress, may have con-
tributed some-to the increasing deficit.

Mr. Darman, the one problem I have when I go to town meetings
in Kansas is trying to explain to my constituents how buying down
the debt under your plan ought to please them. Maybe you could
give us a 30-second explanation of why everybody should under-
stand the advantages of your plan which we could pass on to our
constituents.

Mr. DARMAN. Senator Dole, I think that we have a very difficult
problem, politically, which is that Senator Moynihan's latest pro-
posal is simply understood and because it is a tax cut or at least in
its first bounce promises to be a tax cut, everybody understands
that.

If you go try to explain to the ordinary people-even I would say
many, many sophisticated people--in this town what is actually
going on in the trust funds, and how the accounting works, and
why you really have to be buying down debt held by the public,
and why the trust funds are not really being looted because, what
is happening to the trust funds is they are getting Treasuries.
There is no better investment than that.

The question really is: What happens when it comes time to
redeem those? And when it comes time to redeem those, if you
have also built up this enormous pile of debt held by the public, it
is going to be harder to redeem them on satisfactory terms. Every
time I start down that path I see everybody's eyes glaze over.

So I am almost inclined to say we have to treat these as two sep-
arate kinds of issues. One of them is Senator Moynihan's proposal
and those like it, which I would call at least in the first bounce the
cut Social Security receipts proposals and the different ways to do
that. And you have to decide, do we or do we not want to cut Social
Security receipts. The flip side of the question is: Do we or do we
not think we should be still building up the reserves? We are not
even at 1 year's benefits at the moment.



If you think we should still be building up the reserves then you
cannot start entertaining what I would call the Senator Moynihan
type proposals. Settle that.

Then a wholly different issue, even though they are related-a
wholly different issue. Now how can we fix up our accounting
system-which is really much more of a local issue-so that we do
not mislead ourselves into believing that we are solving the non-
Social Security deficit problem when in fact as we build up the re-
serves it is masking the true size of that problem under our cur-
rent legal accounting system?

The second one I cannot see as a matter of general national
debate. It is something we ought to straighten out here and figure
out how to do right. We are prepared to work with, as I have said
earlier, all those interested in trying to do that right.

I appreciate that Senator Moynihan believes our proposal is a re-
spectable way to go at that problem.

Senator DOLE. I think there is probably not a lot of support for
the Moynihan proposal. I mean there is support. Senator Moyni-
han s plan has certainly started the debate and may have encour-
aged the Administration to come forward with its own plan-I am
not certain whether you were working on this before the Moynihan
proposal.

In any event, most people in my State do not want to change
Social Security. I said the other day, we have had exactly two
phone calls on the subject. I asked Gwendolyn King, the Social Se-
curity Administrator, how many calls they had had and she said
60. I am not certain how many the President had after his State of
the Union message on Social Security, probably quite a few.

Although I think there may be some confusion, most people say,
let's don't mess with Social Security. It was difficult enough to fix
in 1983. Senator Moynihan should get a lot of credit for stimulat-
ing the debate, even though he may not get a lot of v3tes.

Mr. DARMAN. Thank you, Mr. Leader.
The CHAIRMAN. Senator Symms, would you mind deferring for a

minute? Senator Pryor has an urgent commitment.
Senator SyMMS. I d be happy to.
The CHAIRMAN. Senator Pryor.
Senator PRYOR. Thank you, Senator Symms.
Mr. Chairman, I just have a couple of questions. I would like

first, Mr. Chairman, to insert a Table in the record. I think this
may have been referred to while I was out of the room. It is a CBO
Table on Total Federal Effective Tax Rates for all Families since
1977. One bottom line result or indication of that Table is that we
see about a 16 percent increase in the effective family tax rate for
the lowest percentile of the income of families in this country. In
other words, a major -tax increase creating a greater tax burden.
And on the upper or top 5 percent we see a 9.5 percent decrease.
These are CBO figures.

The second point I would like to bring up, Mr. Chairman, is that
now we find that 74 percent of the American population-this is
including employer's share-74 percent pay more tax under FICA
today than they pay under income ,taxes.

Now we have a situation here, Mr. Darman, where we see a huge
percentage of the population paying more into Social Security than



they are paying income tax. We see a tax structure today that ap-
pears to be leaning definitely toward benefitting upper income indi-
viduals in tax burden. I wonder if that is where you think we
ought to be on this so-called glide path at this point, because I do
not think the Administration's proposal in anyway ameliorates any
of these two concerns that I have.

Mr. DARMAN. Thank you, Senator Pryor.
I wonder, Mr. Chairman, if I could ask to submit to the commit-

tee for your further consideration an analysis of the same issue
that we would prepare to follow up on some of the comments I
made to Senator Packwood about methodological problems that I
s( e here just looking at it quickly, in this CBO Report. I am not
s' tying that it is wrong; it is done one way. But I would like to dem-
nstrate what these numbers would look like if you did it another

Nay.
The CHAIRMAN. I would be delighted to have them. It would be

helpful, I think.
Mr. DARMAN. Two further points, Senator Pryor. I think you

may not have been here when I tried to make this point with Sena-
tor Packwood. I didn't have the right Table in front of me.

[The table follows:]

FEDERAL EFFECTIVE TAX RATES FOR DIFFERENT KINDS OF TAXES FOR ALL FAMILIES-TOTAL
FEDERAL TAXES

~1980-90
Quinhle 1911 1980 1985 1990 (pecentagchange)

Low est........................... .. . .... ........ 9.5 8.4 10.6 9.7 16.1
Secnd....._........................ ....... . 15.6 15.1 16.1 16.7 6.0
Third .... ........... 19.6 200 19.3 20.3 1.2
Fourth ..................................... 21.9 23.0 21.7 22.5 - 2.2
Highest ........................................... .. . ........ 27.1 21.3 24.0 25.8 - 5.5

Top 10% ........................................ . ........ 28.7 28.4 24.4 26.4 - 7.3

Top 5% ..... ........... 30.5 29.5 24.5 26.7 -9.5

Overall .................. ...... ....... 228 233 21.1 23.0 - 1.0

Source Congressional Budget Office Ti Simuialon Mode , as mpn in "Bckground Materials on Federal Budget and Tax Policy for fiscal
Year 1991 ad " - Cormttee on Ways and Means. WWMP I01-21. Februa 6. 1990, p 14

Mr. DARMAN. Do you have that CBO Report there?
Senator PRYOR. I do, yes, sir.
Mr. DARMAN. If you look at page 14, t'at is the Table I--
Senator PRYOR. I only have a summary, Mr. Darman. I do not

have the full report.
Mr. DARMAN. Okay. Let me just tell you one of the points that I

was making. They compare 1980 with 1990 and in 1980 they say
that the lowest quintile for families had an effective tax rate of 8.4
percent, then in 1990, 9.7 percent. Then they take that change and
they take a percent of the small percent-the 8.4 percent-and
that is how you get that big 16.1 percent number.

Now if you look at-I do not know if you have the same Table-
1977, for example, the differences between 9.5 and 9.7 percent. So if
you took that two-tenths of a percentage point as a percent of the
9.5 percent you would reach an entirely different conclusion in



terms of order of magnitude. So because they are taking percent-
ages of percentages, they are rather seriously misleading.

And as I suggested also, I think they do not count people who
have been taken off of the tax rolls, which as you will recall is one
of the main things that tax reform did.

The second general point I would like to make in addition to sug-
gesting methodological problems with the CBO report, I would like
to show you this chart. I could just hold it up, but you may not be
able to see, but I will provide it for the record. If you look at what
has been happening to social insurance taxes, to which you re-
ferred, as a percent of the total budget, you are correct, they have
been rising. That is this dotted line you see here.

[The information appears in the appendix.]
Mr. DARMAN. But if you now look at what has been happening to

social insurance benefits payments as a percent of the budget over
extended time periods, and shorter time periods, you will find that
they are rising more rapidly and they are in all cases higher than
the insurance taxes themselves.

So it is not fair simply to look at what is coming in. You have to
look at where is it going when it heads out the door. And where it
is going when it heads out the door is in the form of social insur-
ance payments on a rather progressive basis back to individuals.

The reason that is relevant is not just to make a debating point,
but also because it is not by chance that our system had these
move together. If we start reducing the flow in on the social insur-
ance side, I think we should expect that the political system at
some point will reduce the flow out on the social insurance side.

Senator PRYOR. Mr. Darman, my time is expired and I took this
tine from Senator Symms, and I apologize. But just to summarize,
the Chairman in his opening statement said that three of five
Americans are paying more taxes today than they paid in 1980. I
believe that was the Chairman's statement.

My conclusion is that that tax burden is falling very unfairly on
the wrong shoulders.

Let me at this point leave. I thank the Chairman and Senator
Symms.

The CHAIRMAN. Thank you.
Senator Symms, I appreciate your cooperation.
Senator SYMMS. No problem, Mr. Chairman.
The CHAIRMAN. I now recognize you for your comments.
Senator SYMMS. Thank you very much.
Mr. Darman, thank you very much. I think if I recall our history

correctly President Jefferson was the first President that started
paying down the public debt. It was finally paid off by President
Madison and then we had to reborrow to keep the British from
trying to undo the Revolutionary War. But we did establish a prin-
ciple of trying to pay down public debt with surpluses. So, you
know, compared with what we do today under current law, I would
like to compliment you on your idea to at least take surpluses to
start paying off public debt.

But I have one question that I would like to ask you about that
and then I have another question to follow up.

How many trillion dollars of public-held bonds do you project or
do your number counters project that we may have if we use all



this surplus to buy bonds in Social Security? Is there a projection?
Do you have those numbers?

Mr. DARMAN. I am not sure I quite understand the question.
Senator SYMMS. Your principle is that you want to pay down the

public debt.
Mr. DARMAN. Right.
Senator SYMMS. Which I do not argue with the idea to try to do

that. It has always been an established principle up until the
1960's.

Mr. DARMAN. I think I understand it now. Let me try this as an
answer. You have two things happening simultaneously-or at
least you can think of it this way. One is that the obligations to the
trust fund would be rising under current law, and we propose to
continue to have that happen. So Treasury obligations to the Gov-
ernment in the trust fund would continue to rise. And those would
rise to very high levels, depending on your estimates, it could be in
the low tens of trillions of dollars before they start to turn down
when you start redeeming and paying the benefits to the baby
boom generation.

That is one set of transactions. That does not change under our
proposal.

A separate set of transactions-or at least you can think of it
this way-is what is going on with the consolidated budget deficit.
If it is running a surplus it will be buying down or retiring debt
held by the public. Now that debt held by the public is on a path
headed toward $3 trillion. It does not ever get as high as this big
mound over here that I first treated.

What happens to it under our proposal is it gradually gets re-
duced. In fact, it rather rapidly gets reduced starting at the rate of
$100 billion a year, rising to about $150 billion a year, to the point
where it is retired altogether, down to zero, in around 2005.

Senator SYMMS. Thank you. Now on the other side of the equa-
tion, as Budget Director, in my opinion, under the current Budget
Act as itnow operates under Gramm-Rudman-Hollings, goinginto
this fiscal year and this budget fight, I think you and the Presi-
dent-you as the President's representative in the budget game-
have the upper hand because of the sequester. If Congress does not
want to cooperate with the President we can take a sequester and I
think we established last year that this Government and this coun-
try will survive under it. So that would work.

However, if this so-called bomb of removing the $55 billion from
the current fix, as the Moynihan proposal suggestions, as Budget
Director, do you ever get the feeling that the-and the reason I say
that is because when the President gave his speech on the floor of
the House, we talked about how everybody cheered and yelled and
hollered when he said, "Don't mess around with Social Security."
But then a few minutes later he said, "We are going to do this
budget with no new taxes." It was only the minority of Republicans
that stood up and cheered and the majority who run the Congress
were silent when he talks about no new taxes.

Do you ever get the feeling, as Budget Director, that this Moyni-
han bombshell could end up really as just a major frontal attack on
the Gramm-Rudman-Hollings and the Budget Act itself?

Senator MOYNIHAN. Be careful. [Laughter.]



Mr. DARMAN. Well first of all, I believe--
Senator SYMMS. If you were a lesser man I would have never

asked you that question.
Mr. DARMAN. I believe that two or three Democratic Senators

may also have stood when the President made his comment about
taxes. So I will--

Senator SYMMS. I hope so. I was looking.
Mr. DARMAN. I was just told that; I didn't actually see it. But I

say that in the spirit of bipartisanship.
As to Senator Moynihan's proposal itself, I really do not see any

way that it could be accommodated within the existing system. So
from that standpoint, I am not sure what expression you used, but
it was relatively strong as to what effect it would have. We are not
going to have a sequester that is, let's say, $37 billion plus $55 bil-
lion. Our political system is never going to accept that.

I do not think financial markets would welcome simply removing
$55 billion in revenue and saying, forget it, let's abandon the
Gramm-Rudman-Hollings targets. But for these and several other
reasons which deal with the budget process and the state of the
economy as well as Social Security, 1 think the political system
might decide that it would prefer to head toward what I would call
Moynihan I, rather than Moynihan II.

The Moynihan I approach is the type that I think the. system
would- welcome for its economics and it actually would strengthen
and improve the budget process.

Senator SYMMS. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Riegle.

OPENING STATEMENT OF HON. DONALD W. RIEGLE, JR., A U.S.
SENATOR FROM MICHIGAN

Senator RIEGLE. Thank you, Mr. Chairman. I passed on the op-
portunity for an opening statement at the beginning. So I want to
make an observation before posing a question.

The CHAIRMAN. Good.
Senator RIEGLE. We have had another hearing on this subject al-

ready as you know, that predates today's session. I think what that
hearing demonstrated clearly is that we are taking money out of
the Social Security fund. We are spending it for other purposes. It
is really not fair and honest the way it is being done. One can say
it is legal, but that I do not think is a sufficient justification for
what is happening here.

As it relates to what is going on with the shift of the tax burden,
I thought Senator Moynihan's reference to David Stockman's book
was important. And it was important in terms of looking back over
what has happened over a decade's period of time. I do not say this
is your sole responsibility. You have been part of the team over
that period of time, but so have others.

If you look at this chart that has been prepared by the Senate
Budget Committee-and I know you don't much like this chart and
I can understand why because I think it is a very revealing chart.
This chart takes into account all Federal taxes as they come down
on working people in the country. What it shows is it comes across
by decile in 10 percentage point segments across the income scale
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is that the people at the very lowest income levels have in fact had
a very substantial increase in terms of the Federal tax as a percent
of their total family income.

Now you are a family man as most of us are in this room. We
belong to families. And you understand as well as anybody what
the impact is if you have family income being diminished by a
larger share of Federal tax. And very interestingly as you come
across all 10 income segments, roughly about the middle you reach
a cross over point, and as you come all the way out to the high
income people at the far end, you will find that their Federal tax
as a percentage of family income has actually gone down quite sub-
stantially.

There are a lot of ways to do this. I found your PAC MAN termi-
nology interesting with respect to the budget. But using that kind
of thought process one might say here that the low income people
who are out working, paying a higher share of their family income
in taxes-a man or woman who is working down at the Burger
King or somewhere today at something close or slightly above the
minimum wage-is actually paying in a larger percentage of
income over the last decade now in terms of these tax changes, ac-
cumulative tax changes, of which Social Security is a major part;
and the people at the far end are paying less.

It is as if the person who is down at the low end, in effect, is
chipping in for Don Trump's new boat or things of that kind for
people who are out at the high end of the income scale and who
are paying less in Federal taxes.

Now I do not know whether this was the intention or not. I do
not know whether the plan back in the early 1980's was to carry
out this tax shift in this fashion or whether it is an accident. Per-
haps it is an accident of a pile up of a lot of tax changes. But the
cold fact of the matter is that you and the Government are using
Social Security receipts, to pay for tax cuts in other areas and also
at the same time to hide, and I think cover up the size of the Fed-
eral budget deficit.

I think it is wrong. We can talk about different ways to do it. But
one of the great ironies of this is the working people in the country
who are paying into Social Security now in many cases are going to
be asked to pay twice. They are putting their money into the fund,
the money is being taken out and spent for things in other areas of
the Government, totally separate from Social Security, replaced
with an I.O.U., which, increasingly, these same low-income people
will have to redeem when the I.O.U. has to be paid off.

So in effect they are paying now for their Social Security. Their
money is being used for a different purpose. An I.O.U. is going in
in its place and they are going to be asked to pay off the I.O.U.
later on down the line. I do not think it is fair. People, frankly do
not understand it. If they understood it, they would be greatly out-
raged by it.

And that is why when anybody says, don't mess with Social Secu-
rity, we are messing with Social Security. That is exactly what we
are doing today. We are taking the money through this series of
transfers and we are ,pending i' on other things and replacing it
with I.O.U.'s that are going to have to be paid off increasingly in



terms of a percentage of family income by people who are at the
low end of the income scale.

I do not think that is good economics, frankly. I mean this is sort
of trickle down economics. The notion is that if you have tax cuts
at the high end that somehow or another it works, its way eventual-
ly down to people at the lower income levels. But the numbers are
not showing that. The numbers are showing that the total Federal
tax burden has gone up for the people who are out there working
each day and who are paid the least for their work.

So I am troubled about it and I would hope that we can find a
way to change that. I think Senator Moynihan has made a very
good suggestion in that regard.

But having made that comment I want to make a suggestion and
ask a direct question of you. When the President wanted to get the
savings and loan reform legislation package through he called sev-
eral of us, as you know, into the Cabinet-and you were there-
and there were good bipartisan discussions. And out of that in
record time we came up with a package that was enacted with bi-
partisan support.

We have 112 days in this legislative session left. Would you be
willing to recommend or do you think the President might be of a
frame of mind to maybe convene the key players on the budget
now, not play the budget showdown game, and see if we cannot
come up with-if not a grand compromise-something that repre-
sents a serious effort to do this. I think it is important to have the
President involved in face-to-face discussions.. It worked on the sav-
ings and loan package in record time; I th.:-,k it could work here.

Would you be willing to suggest that to him and do you think he
is of a mind to do that?

Mr. DARMAN. Senator Riegle, I think at some stage that might be
very useful. If we were fortunate enough to have events develop in
a way that made it look as though it would be constructive, I would
certainly recommend that to the President and I would hope that
events would develop that way.

At this moment, the climate each day is getting a little bit better
I would say. You may have seen the television version of the re-
sponse to my initial testimony before the House Budget Committee.
I do not think it would have been constructive on that particular
day to get the group together.

But, frankly, the reception has been a good deal more cordial
and constructive in other committees as we have gone along in the
last week and a half. If the mood continues to get better, then we
will have a context in which it makes sense to get together.

I would note that we have never said we did not want to get to-
gether. There are a couple of very important people, key to any
such negotiation, who have said that they do not think that it
would be desirable to have such a negotiation. But I am hopeful
that the mood will get a little bit better and confidence will get a
little bit better, and we will get past the early partisan-what I
call partisan-posturing stage and get down to serious work on a
bipartisan basis.

Could I make one comment on your introductory points?
Senator RIEGLE. Sure.



Mr. DARMAN. On the statistics you referred to I have asked, and
Senator Bentsen has agreed, I am going to provide an alternative
way of looking at the same issue. And, of course, you know there
are limitless ways you can look at it. But I think those statistics as
presented are in fact misleading and I will just provide you an al-
ternative set and rationale for looking at those.

Senator RIEGLE. If I may ask you, will it be a set that is designed
to show or prove that low income people actually spend a lower
percentage of their income on taxes?

Mr. DARMAN. Actually, our set will not be designed to prove any-
thing, as distinguished from this. It will just be the facts as fairly
presented in my opinion. We will let things fall where they may.

A second point is, when you talk about what we are doing with
the present accounting system you use the second person you--that
turns out to be me.

Senator RIEGLE. That is in the large inclusive sense.
Mr. DARMAN. Well the "you" is very inclusive, if I may say. It is

all the way around this half horseshoe here-or half circle.
The Gramm-Rudman-Hollings Act prescribes the way we do the

accounting now. It is prescribed by law. It was originally set in
1985. The Congress had 2 years of experience with it. By that time
in 1987 when the targets were adjusted, everyone knew what the
effects of the Social Security mounting surpluses were and those
who participated in the negotiations of that redrafting say-I was
not in Government at the time-they say that the issue was specifi-
cally and consciously addressed, and as you know, the Act treats
Social Security as off budget for every purpose but the Gramm-
Rudman-Hollings calculation.

So it is evident that it was extremely conscious what was going
on there and it is; not only the law, but it is the law that was decid-
ed upon, not by some wayward Administration, but by the Con-
gress. Now it was signed by President Reagan. We agree with you
and Senator Moynihan and other Senators that that accounting
procedure is flawed and so we wish to work with you on changing
it.

But there is a bit larger group in the "you" than just the people
on this side of the table.

Senator RIEGLE. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
Senator Roth?
Senator ROTH. Thank you, Mr. Chairman.
I want to go back to the question first raised by Senator Pack-

wood. Because I think we have witnessed today this charge that
the Reagan tax reforms have resulted in less taxes being paid by
the rich and more taxes by those on the low end. I look forward to
your report as to how CBO made its calculation.

But I think it is important that this morning we try to answer
that charge, which is not, as I understand it, accurate. Now my un-
derstanding, Mr. Darman, is that according to the Treasury De-
partment the share of personal taxes paid by the top 5 percent of
the taxpayers-and that would be the richer in this Nation-has
jumped from 35.4 percent in 1981 to 42.6 in 1986; and then on up to
43.2 percent.



Now does that bear out as far as the income taxes are concerned
that the rich are paying less and the poor are paying more?

Mr. DARMAN. I think your statistics would suggest that by that
way of looking at it the rich are paying more. They are not only
paying more, they're paying more and more.

Senator ROTH. So isn't it true that in the 1970's and early 1980's
that there were tax shelters that enabled the rich to escape taxes
and what happened with the Kemp-Roth Act and other reforms,
that the rich are no longer "ducking" taxes that way and are
paying more?

Mr. DARMAN. Yes. In fact, the Ways and Means Committee itself
has put out a study which argues just that. They actually put it out
yesterday.

Senator ROTH. Furthermore, Mr. Darman, as you have already
pointed out, these income tax reforms have actually dropped rough-
ly 6 million people from the income tax. So that is a very signifi-
cant factor that is not given any recognition in CBO. Is that cor-
rect?

Mr. DARMAN. I am not sure that-it is correct that there has
been something like 6 million people dropped from the rolls. I have
been sitting here, when I have had a moment, paging through to
try to see whether in fact those people are or are not counted. In
an earlier draft I read of this they were not counted. I have not
found the point in this final version to -see whether they are or are
not. But I think they are not.

Senator ROTH. Now let me ask you this, Mr. Darman, the basis of
the CBO proposal is to include Social Security taxes together with
income taxes. But isn't it a fact that the increase in rates of the
Social Security taxes were not during the Reagan years but during
the Carter years? That is when those rates were increased.

Now it is true that in the bipartisan 1983 proposal that they
were accelerated. But the original rates were established back in
the 1970's.

Mr. DARMAN. Right. The current rates I believe were set in the
1977 Act and then they were accelerated in the 1983 Act.

Senator ROTH. Now is it also true that one of the reasons for
adopting the earned income tax-which is giving a cash allowance
to the poor-wasn't one of its purposes intended to offset the
higher Social Security taxes being paid?

Mr. DARMAN. Yes, definitely. And it was also to provide greater
incentive for work. Both of those are worthy objectives. It does
have the effect that you suggest. In fact, I think it reimburses more
than the amount of the Social Security tax while you are still on
the 14 percent credit line.

Senator ROTH. Then let me ask you this question: The benefits of
Social Security, are they progressive in nature?

Mr. DARMAN. Yes, I think they are universally agreed to be pro-
gressive in nature.

Senator ROTH. Which means that those on the lower economic
scale get greater benefits than the more affluent?

Mr. DARMAN. Yes.
Senator ROTH. And finally-my time is running up-as I under-

stand the testimony of Mr. Schultze he foresees that adopting the
Moynihan plan could cause an increased deficit-I believe as much



as $95 billion-because of higher interest payments on the public
debt.

There are those that feel that this kind of situation means no al-
ternative but to increase taxes. So that really when you say that
the so-called Moynihan plan is going to cut taxes, many people
would argue that it is a Machiavellian scheme to actually raise
other taxes.

Mr. DARMAN. Well I would never wish to attribute to Senator
Moynihan Machiavellian scheming. I prefer, as I have done several
times here, to simply note the distinction between what I have
called Moynihan I and Moynihan II. I do believe that Moynihan I
represents very sound thinking about what needs to be done to
build up-savings and continue to be concerned about deficit reduc-
tion; and that Moynihan II is interesting, but not viable.

Senator ROTH. Thank you, Mr. Chairman.
The CHAIRMAN. Mr. Darman, thank you very much.
Mr. DARMAN. Thank you very mdch, Mr. Chairman.
The CHAIRMAN. We appreciate your testimony.
Mr. DARMAN. It is nice to be here.
[The prepared statement of Mr. Darman appears in the appen-

dix.]
The CHAIRMAN. Let me state for those in attendance that we are

going to try to end these hearings at 1:00 if we can, so if we keep
that in mind as we progress.

Our next witness is Dr. Robert Reischauer, who is the Director of
the Congressional Budget Office.

Dr. Reischauer, we are very pleased to have you.

STATEMENT OF DR. ROBERT D. REISCHAUER, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE

Dr. REISCHAUER. Mr. Chairman and members of the committee,
it is a pleasure to be here today.

I am going to focus my summary remarks on three areas.
First, the ways in which current budget policy can enhance the

nation's ability and its willingness to support Social Security bene-
fits.

Second, the likely economic effects of S. 2016.
Third, the impacts that payroll tax deductions would have on the

distribution of tax burdens and after-tax incomes.
In that vital discussion, I am going to have to take issue with

several of the characterizations that Mr. Darman visited upon
CBO's numbers.

As a number of your witnesses have already told you, tomorrow's
Social Security benefits will have to paid out of the resources that
are available at that time, irrespective of how we choose to finance
Social Security today. The government will have to pay for the
baby boomers' retirement either by raising taxes or by reducing
spending. The nation will be better able to bear these increased
taxes or reduced programs if overall GNP is as large as possible.

The primary way that the Government can augment the size of
the economy in the future is to take actions that add to national
saving. Reducing the Federal deficit is the most straightforward
way to do this. Increased national saving will increase the econo-



my's productivity and the amount of income that will become
available to be shared between future workers and the retirees.
These improvements should make the reallocation of resources to
retirees less of a strain on the working population.

The reason for this is not that the share of GNP required for
Social Security benefits will be smaller if growth is faster and the
economy is larger. The share of GNP that goes to retirees increases
about as fast as GNP when growth is faster because the higher
wages associated with the faster growth beget increased benefits.
But presumably a society with more income is better able to devote
a fixed share of that income to retirees than one that is not so well
off.

If deficit reduction is the primary way in which the Government
can ease the burden imposed by future increases in Social Security
expenditures, the question becomes one of whether the increases in
the Social Security surpluses that have occurred over the last few
years and will occur over the coming years will reduce the overall
deficit. This question is basically unanswerable.

Nevertheless, most commentators have assumed that the Social
Security surpluses have encouraged larger deficits in the non-
Social Security portion of the budget. They argue that sharper re-
ductions in the Federal deficit would have been made had the
Social Security surpluses not helped obscure the fact that the defi-
cit in all the other Federal accounts combined has changed little
since 1983.

There are several reasons to be skeptical about this line of argu-
ment. First, when the Balanced Budget Act's deficit targets were
set in 1985, and then reset again in 1987, it was well known that
Social Security would generate large surpluses. Had those surplus-
es not been anticipated, the targets in all likelihood would have
been set higher. If they had not been set higher, the gap between
the targets and the actual deficits probably would have been com-
mensurably larger.

The reason the deficit has not been cut by more is not that the
deficit targets were insufficiently ambitious or that the size of the
problem as measured by the total deficit was not large enough to
frighten the American public into demanding action. Rather, it was
that the steps needed to bring about deficit reduction were too
painful and could be avoided by various kinds of budgetary gim-
mickry.

Second, it is difficult to make a case that Social Security surplus-
es have hidden or masked the deficit in the remainder of the
budget from the view of policymakers or the American people. The
Balanced Budget Act took Social Security off-budget precisely to
highlight its importance in the overall deficit. Since early 1986,
CBO, OMB, and the budget resolutions passed by the Congress
have explicitly shown Social Security surpluses and the deficit in
the rest of the budget.

Let me turn now and say a few words about the likely economic
repercussions of S. 2016. If the measure were enacted without off-
setting actions, the baseline deficit would increase by about $40 bil-
lion in 1991 and by larger amounts in later years. Because the
economy is operating close to full capacity now, a significant pay-



roll tax cut of this sort could increase total demand for goods
beyond the economy's capacity to produce them.

Potentially, this excess of demand over capacity could lead to in-
creases in both inflation and the trade deficit. The Federal Reserve
would be likely to try to head off the extra inflation by raising in-
terest rates. Higher interest rates could reduce investment and
complicate the problems faced by the heavily indebted domestic
corporations that we have in the thrift industry.

Over the longer term, significant increases in the Federal deficit
could exacerbate such current economic problems as slow growth
in productivity and our Nation's faltering international competi-
tiveness.

Let me now say something about fairness and efficiency in the
Federal tax system, which, of course, has been a major impetus
behind the move to reduce the payroll tax. As Mr. Darman men-
tioned in discussing the tables, a great deal of attention has been
paid to CBO data indicating that the tax system is less progressive
than it was in 1980 or in 1977.

Mr. Darman took issue with that conclusion and suggested the
conclusion was b'ised on "traditional statistical tricks and displays
intended to support a conclusion." This is not the case at all. We
have provided to this committee and to other committees a broad
array of numbers. How those numbers are displayed by the com-
mittees is up to them.

I think if you refer to the handout I have provided, and the
tables and figures in my testimony, you will agree vrith the basic
conclusion. On the last page of the handout, we have shown total
effective tax rates for 4 years-1977, 1980, 1985, and 1990-and the
percentage changes. Those percentage changes indicate the
changes in effective tax rates for various subperiods. As you can
see, for the most recent period-1985 to 1990-they show an in-
creased progressivity of the tax system. They also clearly indicate
the level of effective tax rates. You can draw your own conclusions
there.

Over the 1980-1990 period, the lowest quintile had a 1.3 percent-
age point increase in its effective tax rate. The highest quintile had
a 1.5 percentage point decrease. The first three figures provide the
information that I am about to talk about in three different me-
trics, clearly indicating that there is no attempt to display the in-
formation in a way that tilts the conclusion.

On this score, I would also say that Mr. Darman was wrong
when he said that the CBO numbers exclude individuals with zero
tax liability-that is, the people who have been taken off the tax
rolls. Those people are included in these figures. We exclude people
with negative incomes. Anyone with an income of $1 or more,
whether or not that individual or family has a tax liability, is in-
cluded in these tables.

The figures show that there has been a reduction in the progrc3-
sivity of the tax system over the decade, although the tax system is
marginally more progressive than it was in 1985. The major expla-
nation for this trend over the entire decade is our increased reli-
ance on payroll taxes.

The CHAIRMAN. What about 1985? I did not understand that.



Dr. REISCHAUER. The progressivity of the overall tax system is
slightly greater in 1990 than it was in 1985.

The CHAIRMAN. Right.
Dr. REISCHAUER. Although in 1990, it is still less progressive than

it was in 1980 or 1977.
The CHAIRMAN. Yes.
Dr. REISCHAUER. Lowering payroll tax rates without taking any

other kind of offsetting actions obviously would ameliorate the in-
creased regressivity of the tax system. On the other hand, if the
Balanced Budget Act target deficits are adhered to, offsetting
changes will have to be made in other taxes or in spending pro-
grams. The nature of those changes would determine whether the
end result was more or less progressivity.

If payroll taxes were reduced by $50 billion, tax burdens on the
fifth of families with the lowest incomes would fall by 10.5 percent
while those among families in the top quintile would be reduced by
3.4 percent. You can see these patterns in the middle panel of
Figure 1, which is in the handout that I provided.

Although low income families would receive the largest percent-
age decreases in their taxes, the effect of these reductions on their
disposable income would be considerably smaller because they pay
relatively little of their incomes in taxes. The average tax reduc-
tion among the one-fifth of families with the lowest incomes would
be $81, while that received by the one-fifth of families with the
highest incomes would be $974. This can be seen in the top panel of
Figure 1.

If the $50 billion in lost revenue from the payroll tax were re-
placed with a 10-percent surcharge on individual income taxes, the
tax system would be made slightly more progressive, as Figure 2
indicates. About four-fifths of all taxpayers would receive a net tax
cut. This cut would average $75 among the one-fifth of families
with the lowest incomes and $239 for the fifth with middle in-
comes. The top fifth of households would pay added net taxes that
would average $703.

If the revenue loss from lowering payroll taxes were made up by
imposing a value-added tax, the tax system would become less pro-
gressive. This is shown in Figure 3 of the handout. The net taxes
paid by the two-fifths of families with the lowest incomes would be
raised by between $22 and $147, while the remaining families
would receive net tax deductions that amounted to between $43
and $106.

Let me close by making a few summary points. The large Feder-
al deficits are combining with our relatively low saving rate to
threaten the future growth in the stand.,:rd of living of all Ameri-
cans. Without significant economic growth, future taxpayers may
be both less willing and less able to support existing Federal com-
mitments, including those for Social Security. Therefore, S. 2016
raises two issues for the American people.

Senator MOYNIHAN. Dr. Reischauer, I have to say that I am sorry
that your time is up.

Dr. REISCHAUER. I was on my last sentence.
Senator MOYNIHAN. All right. Because we have other economists

just aa learned and even more patient and we have a problem with
our time this morning.
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Go right ahead.
Dr. REISCHAUER. That is Qkay.
Senator MOYNIHAN. We thank you very much. Finish your sen-

tence.
Dr. REISCHAUER. Excuse me?
Senator MOYNIHAN. You said you were about to finish.
Dr. REISCHAUER. I said I was in the middle of my last sentence,

and I will swallow it and you can ask a question.
Senator MOYNIHAN. I urge you to finish it.
Dr. REISCHAUER. I was saying that your proposal had raised two

important issues. The first is how we structure our taxes to finance
Social Security; the second issue, which should not be overlooked,
is what our overall commitment should be to saving, investment,
and economic growth.

Senator MOYNIHAN. Right you are and thank you very much, Dr.
Reischauer.

[The prepared testimony of Dr. Reischauer appears in the appen-
dix.]

Senator MOYNIHAN. I wonder if we could have a panel now of our
remaining witnesses, all who are distinguished economists.

Charles Schultze should be here, which is a tribute to this com-
mittee's capacity to engage learned men and women; Carolyn
Weaver who is an authority on Social Security and is head of the
Social Security and Pension Project of the American Enterprise In-
stitute; Eugene Steuerle who is the senior fellow of the Urban In-
stitute; Alice Rivlin, formerly our Director of the Congressional
Budget Office, now Senior Fellow at the Brookings Institution; and
Gary Hufbauer, who is the Wallenberg Professor of International
Finance at the Georgetown University School of Finance.

We welcome you all and thank you for your great patience in
hearing and listening to the previous speakers. Now we will listen
to you.

Dr. Rivlin.

STATEMENT OF ALICE M. RIVLIN, SENIOR FELLOW. BROOKINGS
INSTITUTION, WASHINGTON, DC

Ms. RIVLIN. Thank you. I have a short statement but I think I
will not even read that in the interest of time.

Senator MOYNIHAN. We will put all your statements in the
record as if read.

Ms. RIVLIN. Fine.
The burden of it is as follows, very quickly summarized.
Senator MOYNIHAN. Do-not be too quick. You have been very pa-

tient and we should show a little respect for that.
Ms. RIVLIN. I believe it is very important for the U.S. Govern-

ment in 1990's to run a surplus in the unified budget. The Govern-
ment should be adding to national saving, not using it up. A sur-
plus would reduce interest rates. It would encourage investment. It
would reduce our dependence on foreigners for capital.

The best way to run that surplus, I believe, would be to leave
Social Security alone. Building up a reserve in Social Security is a
good idea; it is not the only way to finance the system, but it is a
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good one. It preserves the contributory principle of the baby boom
generation of paying for their benefits.

I think the best way to run a surplus in the unified budget is to
reduce the deficit in the general fund. I agree then, really, with
Mr. Darman: I like Moynihan I better than Moynihan II. The cur-
rent proposal which you are floating would, in my opinion, make
things worse. It would add to the deficit. It would raise interest
rates and it would give us a bigger problem than we had before.
And I would urge this committee and the Congress to commend
Senator Moynihan strongly for having focused attention on the
issue and helped us all understand it, bu' I do not think the pro-
posal is a good one.

Thank you.
Senator MOYNIHAN. Thank you.
Could I just say as I commented to Mr. Darman as he was leav-

ing that what he chose to call Moynihan I and Moynihan II, Moy-
nihan II always followed Moynihan I. They were always together.
That is, if you will not save this money you cannot keep it. But
these are not suddenly out of nowhere proposals. For one long year
we said, if you dc not--

Ms. RIVLIN. I understand that. But I am not ready to give up on
reducing the general fund deficit.

Senator MOYNIHAN. Oh, no, you never are ready to give up. Alice
Rivlin, you are not a giver upper.

[The prepared statement of Ms. Rivlin appears in the appendix.]
Senator MOYNIHAN. Nor is Carolyn Weaver who has been work-

ing at these subjects for a very long while and was indispensable to
the National Commission on Social Security Reform.

Dr. Weaver.

STATEMENT OF CAROLYN L. WEAVER, PI.D., DIRECTOR, SOCIAL
SECURITY AND PENSION PROJECT, AMERICAN ENTERPRISE IN-
STITUTE FOR PUBLIC POLICY RESEARCH, WASltIN(;TON, DC
Dr. WEAVER. Thank--5 a. I appreciate being here today. My

bottom line conclusion is very similar to Dr. Rivlin's. You have
commenced a debate that is extremely important and also overdue,
but I do not support the Moynihan bill.

A return to pay-as-you-go financing at this point would be a big
mistake. Social Security faces an enormous liability in the years
ahead and every effort should be made to increase saving in antici-
pation of that liability.

I am sure you have heard from other witnesses on the economic
advantages of advanced funding and I know you have addressed
yourself to that topic, so I will not repeat these agreements. And
certainly there are very serious political perils in advanced funding
which you have helped bring to light-not only that savings
through the trust funds can be offset through actions in the rest of
the budget, but also that subsequent expansions in Social Security
can undermine effective saving. I would include in the latter both
outright benefit increases and transfers monies to Medicare, which
are two equally effective means of frittering away those savings. So
while advanced funding offers a potential of increasing national
savings, it also poses great risks.
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Evidently, you are to the point of concluding that these risks are
not worth taking. I agree under present fiscal arrangements. But I
think the answer lies in trying harder to make advanced funding
work, not simply in abandoning it.

I will come back to this, but first I would like to clarify a few
points about the likely impact of your bill on future payroll tax
rates. First of all, a cut in the payroll tax cannot be sustained in-
definitely. As you know, in switching to pay-as-you-go financing we
will lose considerable interest earnings that, under your bill, will
be met through subsequent increases in the payroll tax. In addition
your bill goes one step further to close a long-range deficit in the
retirement program, which forces another set of tax increases.

As spelled out in the bill, in the span of just 15 years-2010 to
2025-the overall FICA tax would rise 40 percent, climbing to 18.3
percent of taxable earnings. That is the total FICA rate, including
Social Security and Medicare, for the employee and employer com-
bined. Twenty years later the tax bounces to 19.1 percent, which is
fully 25 percent higher than the maximum rate scheduled in the
law since 1977. And unfortunately, that is before dealing with Med-
icare.

There are those who argue-Robert Myers among them-that
the ultimate rate under your bill is the same as it would have to be
under present arrangements. But that ignores the fact that one of
the options available in the long range is benefit-side adjustments.
Scaling back long-range benefit growth makes a lot of sense, given
the strong demographic trends we face in the decades ahead.

Senator MOYNIHAN. You mean cuts?
Dr WEAVER. Cuts in long-range benefit growth, yes.
Senator MOYNIHAN. Benefit-side adjustments. Very elegant.
Dr. WEAVER. Second, the Moynihan bill raises the prospect of re-

newed financing problems periodically in the future. Obviously,
apart from the implications of having to modify Social Security any
more frequently than necessary, this opens the door for additional
tax increases. In the 1977 and the 1983 financing bills there were
hefty increases in payroll taxes-on the order of $450 billion in the
1980's alone.

Finally, moving back to pay-as-you-go financing, while retaining
a reserve fund equal to a year's worth of benefits, your bill leaves
uncorrected the central problem we are trying to grapple with now.
The trust funds will still accumulate several hundred billion dol-
lars in Government I.O.U.'s and there is no plan to ensure they are
meaningfully saved.

In the end I think we have to own up to the very large liability
that is coming due in the decades ahead, concentrated particularly
in the period when the baby boom retires, between 2010 and 2030.
The proportion of people on the benefit rolls is projected to rise by
50 percent while the labor force effectively remains flat. Without
any program modifications, benefit costs will have to increase 50
percent as well. We need to structure our Government policies to
it- grease savings in light of this.

One option for trying to make advanced funding work is in the
area of budget reform. Require balance in the overall budget in
1993 and establish goals requiring surpluses thereafter equal to the
surpluses in Social Security. The President has offered one such
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proposal. Obviously, meeting these goals is the critical problem, not
setting them.

If this is not possible, other more major reforms should be consid-
ered to get the surplus monies back into the private sector. Con-
gressman Porter described one such proposal this morning. Options
such as these require some restructuring of benefits to more closely
align taxes paid and benefits received. On the other hand, they
create direct mechanisms for controlling the Government's misuse
of monies in the long term.

Failing this, I am with you. It we cannot or will not make ad-
vanced funding work, we must cut taxes and move back to pay-as-
you-go financing. However, this should be coupled with restraints
on long-range benefits that bring spending back into line with
available resources.

Senator MOYNIHAN. I think we are so much more in agreement
than disagreement here. The question becomes one of the practical,
almost political, as against an economical question. You know,
what is likely actually to happen.

[The prepared statement of Dr. Weaver appears in the appendix.]
Senator MOYNIHAN. Dr. Steuerle, what do you think exactly hap-

pened or should happen?

STATEMENT OF EUGENE STEUERLE. PH.D., DIRECTOR, ECONOM-
IC STUDIES PROGRAM, BROOKINGS INSTITUTION, WASHING-
TON, DC
Dr. STEUERLE. Senator Moynihan, I will repeat the efforts of my

colleagues to save time. I will summarize my testimony by just
pointing out three basic themes.

The first is that throughout most of the post-war era this nation
financed its major changes in both expenditures and taxes through
increased taxes on workers and on households with dependents.
Moderate to low-income workers saw their burdens increased from
almost nothing to over one-fifth of their income. I believe this era
is over.

Second, recent proposals to reduce Social Security tax rates
should be considered analogous to proposals to increase the person-
al exemption in the early to mid-1980's, rather than to the tax re-
ductions in 1981. As you well know, Senator, because you were part
of a coalition-a liberal conservative coalition to increase the per-
sonal exemption-it was possible in the context of tax reform to
create a fairer and more efficient system without increasing the
deficit.

And third, some package of changes in Social Security is both de-
sirable and to some extent inevitable. Not only is the system insol-
vent over the long run but individuals with equal incomes pay very
different taxes. The system discriminates against working women
and minorities who are likely to receive their compensation in the
form of cash. It discriminates against secondary workers, again pri-
marily women, by often giving them zero benefits for their tax con-
tributions. It discriminates against those who work most of their
adult years by giving them absolutely no benefits for several years
of work. The system is becoming more regressive as the number of
years in retirement increase. And I could go on.
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In summary, Social Security tax rate reduction is a logical conse-
quence of moving away from an era where most Federal policy
changes were required to be paid for by workers and those who
care for dependents. Social Security rate reduction should be made
part of a package that takes into account deficit concerns in the
short run and the structure of Social Security and Medicare in the
long run.

Rate reduction is a reasonable and essential component of a
broad-based attempt to come to grips with some of the clearly re-
gressive, inefficient and inequitable aspects of the combined Social
Security tax and benefit structure.

Senator MOYNIHAN. That is very powerful. That work that you
and Wilson did is really quite striking,-that the direct tax burden
of a family that earns cash wages at one-half the median income
has gone from almost nothing in 1948 to about one-fifth of income
today. That is kind of striking.

The other striking thing is that ycu all know, but I think it
keeps getting missed. It was not until 1988-we just have the num-
bers-that median family income in the United States got back to
a level of 1973-15 years below the 1973 level. The total loss was
about $20,000. If it had been flat for 15 years you would have had
$20,000 more.

Dr. STEUERLE. Senator, I would like also to point out that work-
ers at about $20,000 of income are the ones who face this tax in-
crease. There are other individuals with about similar income who
did not face that tax increase.

So when you see an income distribution table or hear the type of
debate that went on earlier today, be careful when it does not dis-
tinguish between different people within the same income category.

Senator MOYNIHAN. Different kinds of income, yes.
[The prepared statement of Dr. Steuerle appears in the appen-

dix.]
Senator MOYNIHAN. Charles Schultze-Dr. Schultze, it is an

honor to have you back for the fourth generation before !:his com-
mittee-the fourth decade before this committee.

STATEMENT OF CHARLES L. SCHULTZE, PH.D., DIRECTOR, ECO-
NOMIC STUDIES PROGRAM, BROOKINGS INSTITUTION, WASH-
INGTON, DC
Dr. SCHULTZE. I was thinking, Senator, it is a heck of a lot easier

to do it now than to sit there in Dick Darman's place.
Senator MOYNIHAN. The record should show that Dr. Schultze

was in Mr. Darman's position in years past.
Dr. SCHULTZE. Mr. Chairman, painful as it is to cut out some of

the pearls of my wisdom, I will try to shorten this also.
Obviously, and you know it as well as and probably better than

anybody else, the whole purpose of building reserves in the Social
Security trust fund is defeated if the surplus is not accompanied by
something approaching balance in the rest of the budget. And
when under unified budget accounting the mounting surplus in the
Social Security trust fund masks and in effect helps justify a large
deficit in the remainder of the budget, the inequity imposed on the
next generation who will be paying retirement benefits to a large
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retired generation which has not saved for it, will be compounded
by an inequity to the current generation.

The topping of the payroll tax at about $50,000 of wage income is
justified, I think, when it is a payment to a retirement systems
whose benefits are progressive and similarly capped. But it is an
inequitable way to levy a tax for the general operating expenses of
government.

The Moynihan proposal rightly calls attention to this double in-
equity of current budget policy. But it would deal with the one in-
equity in a way that I think sharply worsens the other. In the proc-
ess, it would greatly exacerbate America's already serious problem
of under-saving, under-investing, and under-competing. S. 2016
would increase the overall shortfall of Federal revenues below ex-
penditurec,. and that is what counts when determining how much
the nation saves. And in a few years it would be adding substan-
tially to the overall Federal budget deficit, in an amount that I
want to show in a moment is much greater than the $55 billion to
$60 billion loss of payroll tax revenues.

National saving in the United States, which is equal to private
saving, less the amount absorbed in financing the overall budget
deficit, would fall still further below the abysmal level to which it
sunk under the policies of the past decade, far below its historical -

level in this country and the lowest saving rate of any modern, in-
dustrial nation-in most cases by a wide margin.

My Brookings colleague, Ralph Bryant, has employed a variety
of econometric models to project the consequences of reducing pay-
roll taxes by the amounts suggested in your bill. If enactment of S.
2016 were accompanied by unchanged monetary policy, prices
would rise substantially in the United States as the higher deficit
generated inflationary pressure. And so Bryant also examined the
more realistic scenario in which the additional budget deficits gen-
erated by the bill-the payroll tax cut-induced the Federal Re-
serve to tighten monetary policy sufficiently to offset the inflation-
ary potential of the added budget deficits.

His estimates of the economic consequences of that scenario--
lower payroll taxes accompanied by offsetting monetary policy--
are summarized in the table in my testimony. The table reports the
average results from all the models. They obviously range around
that average. I do not pretend they are precise, but they give you a
flavor.

As the effect of higher deficits and tighter money work their way
through the economy, interest rates would rise substantially above
the path they would otherwise have taken. Short term interest
rates by perhaps 2 percentage points and long term rates by one
and half percentage points-without not really pretending the
answer is that precise.

The budget deficit would increase by much more than the loss of
payroll tax revenues. By 1992 something like $35 billion in extra
interest payments would be added to the almost $60 billion loss of
payroll taxes, increasing the overall budget deficit by a average
figure, on the different estimates, of $95 billion. And with the CBO
estimate of the 1992 budget deficit as a base, the total unified
budget deficit in that year would soar to $230 billion.
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The higher interest rates would boost the value of the dollar and
increase the U.S. balance of payments deficits in 1992-the models'
average effect is a $20 billion worsening. Much more importantly,
the nation's net saving rate-public and private combined, which is
already at an appallingly low 3.5 percent of national income-
would fall to under 2.5 percent.

Senator, I agree with you that our current budget policies are
atrocious, but they are atrocious not only-indeed in my view not
principally, because they use regressive payroll taxes to mask large
deficits elsewhere in the Federal Government. They are especially
obnoxious because they lower national savings, reduce national in-
vestment, productivity, and income growth, and leave the next gen-
eration with the worst of both worlds-a bulging population of re-
tirees whose benefits have to be paid for, and a national income
whose growth has been depressed by this generation's consumption
binge. But we should not correct that first inequity by perpetrating
an even worse one.

I realize, Senator, that for the moment lip reading has substitut-
ed for real deficit reduction. But as Europe reinvigorates itself by
forming a true common market and opening economic ties with
Eastern Europe, and as Japan continues to grow in productivity,
technological capability and market power, I continue to hope, per-
haps a bit naively, that this country will finally take the painful
steps to end its own decade long consumption binge and restore its
national saving, investment and productivity growth to levels
worthy of a modern industrial power.

One component of that solution will have to be a substantial tax
increase, dedicated, however, not to lowering taxes elsewhere, but
to reducing the budget deficit-eventually to the point where it at
least comes close to balance without reliance on the su-plus in the
Social Security fund.

I think where we fundamentally disagree, Senator, is in our pri-
orities. You place equity at the top. I put equity maybe third or
fourth, and put way up at the top the future of the American econ-
omy. If we add another $60 billion to $90 billion to the budget defi-
cit I suggest we put the key in the envelope and mail it directly to
Tokyo.

In sum, I welcome the renewed debate about budget fundamen-
tals that you have launched by fervidly hoping your proposal never
gets enacted. I recommend to you the sentiments of an old saying,
whether Chinese or Irish or Biblical, I cannot recall, "Be careful,
you might get what you ask for."

Senator MOYNIHAN. It is French. [Laughter.]
[The prepared statement of Dr. Schultze appears in the appen-

dix.]
Senator MOYNIHAN. Why don't we hear from Dr. Hufbauer and

then talk a little bit about what we have said. Dr. Hufbauer, of
course, I said is a Wallenberg Professor of International Finance at
the Foreign Service School of Georgetown.

Dr. Hufbauer.
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STATEMENT OF GARY C. HUFBAUER, PH.D., WALLENBERG PRO-
FESSOR OF INTERNATIONAL FINANCE, SCHOOL OF FOREIGN
SERVICE, GEORGETOWN UNIVERSITY, WASHINGTON, DC
Dr. HUFBAUER. Thank you, Senator. I used to live in New

Mexico. As you know, there are many Indian tribes there. In the
1950's and 1960's those tribes started looking at their treaties and
they decided that they were entitled to various water rights and
land rights and mineral rights. The counter argument was heard,
when I lived in New Mexico, that these rights had so long been
used by non-Indians that the non-Indians simply could not live
without continuing appropriation of the Indian rights. There is a
parallel here.

The Social Security surplus has been appropriated now for a few
years and will be appropriated in the foreseeable future by a Fed-
eral Government that it says it cannot live without. In both cases
there is a violation of trust. In the Indian case, it came to be recog-
nized that the victims were indeed- entitled to their land rights,
their water rights, their mineral rights, however inconvenient it
was to the non-Indian society.

Senator, you have raised the question about the trust owed to
Social Security beneficiaries. Your bill raises the point that they
are entitled to have these surplus monies invested in a more pro-
ductive and prosperous America so that there will not be political
pressure for future Congresses to slash benefits.

In my story, Indians were lucky. They got their rights vindicated
in court. There is no comparable court remedy for the violation of
trust in the instance of Social Security. The only remedy is the
path you have embarked upon: to start the debate and try to grab
the attention of the Congress and the Administration.

We all remember the supply side promises. The supply-siders
told us that a decidedly less progressive tax system coupled with
temporary deficits would pave the way to higher productivity and
greater prosperity in our nation. If these supply side promises had
materialized we would not be having this debate today. Instead,
Japan and Europe would now be cringing over American economic
triumphs, U.S. industrial might and technological superiority. But
when I travel to Tokyo and Brussels I hear far more sympathy
than envy over U.S. economic prospects. So I conclude the time has
come to start afresh.

Since the promise to save the surplus has been broken, since the
trust has been broken, and will be broken so far as the eye can see,
our Nation needs to unmask this hoax and get on a new path. In
my written statement, Figure 1 summarizes everything I have to
say. "Save-the-surplus" would be good policy. "Pay-as-you-go"
would be good policy. This present system of bogus financing really
has put us in the valley of broken promises and is the worst possi-
ble policy.

Senator MOYNIHAN. Well that sounds like a New Mexican site,
the Valley of Broken Promises.

Dr. HUFBAUER. In my statement, I called the Social Security In-
tegrity and Debt Reduction Fund a preposterously named prescrip-
tion for procrastination. Let me say why I regard it as preposter-
ous. One, nothing happens until after 1993 which, as has been ob-
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served, is after the next Presidential election; and secondly, there
is no effective hammer to make anything happen, even in 1993.

Here is my analogy. If I offered to sign a 4-year contract with the
Brookings Institution in which I promised to deliver a book only
after my contract expired, the Brookings Institution would be
rightly skeptical. And further, if I said, well if I do not deliver the
book, you take my contract price and deduct it from Charlie
Schultze's salary--that would be very close to what the Social Se-
curity integrity and Debt Reduction Fund Bill promises.

In this bill, the hammer is an extension of G-R-H. The bill has
nothing on the tax side. As you have said Senator, in the Moyni-
han I proposal, the hammer should be a reduction of the Social Se-
curity taxes. Another possibility, suggested in my statement is an
automatic increase in the tax on rich Americans-the people earn-
ing more than $200,000 a year in this country.

It is not a fair criticism of your resent bill, S. 2016, that it does
not solve all our problems. In 1981, Mr. Stockton and Mr. Darman
appreciated that a journey of 1,000 miles starts with a single step.
They slashed taxes, and they gave especially tender care to the
upper income groups in our Nation, and many consequences fol-
lowed from those first steps.

I submit it is the right time to use that same logic for the benefit
of middle America.

Senator, to conclude, my only problem with my distinguished col-
leagues on this panel-and they are genuinely distinguished-is
that they are ready to give up before they have gotten the Admin-
istration's attention. Your proposal, S. 2016, got Mr. Darman's at-
tention. Mr. Darman has now come close to, but not yet all the
way, to Moynihan I. 1 do not think you will get the Administra-
tion's full attention until S. 2016 is closer to enactment.

Thank you.
[The prepared statement of Dr. Hufbauer appears in the appen-

dix.]
Senator MOYNIHAN. Well I thank you.
Would the panel want to comment on what any of you have said,

sort of have a little conversation here. I think we-from Charlie
Schultze to Dr. Hufbauer-we very much have the same set of
facts in our hands. Everybody is entitled to their own opinion but
not of their own facts. I think we are all working from about the
same fact. Wouldn't you say?

Dr. SCHULTZE. Let me make one comment that I think is rele-
vant. I think fundamentally all of these problems stems from a
premise which runs through this Government, through this town,
through Gramm-Rudman; and the fundamental fact is that we can
do what we have to do as a country by way of our budget deficit
and our saving only with a tax increase. It all stems from that.

Everything else, it seems to me, is a diversion from that. I think
we with or without the Moynihan proposal will continue to face a
major problem until that fact is faced up to.

Senator MOYNIHAN. Here is a point I would like to make, if I
may, to this group of very distinguished economists.

In trying to be rational in your economic thinking here I do be-
lieve we miss the political dimension. The purpose of those events
in 1981 was deliberately to create a protracted crisis-a protracted
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crisis, which would inhibit all manners of behavior which it was
desired to inhibit. And it worked.

There was an initial enthusiasm of the supply-siders and Stock-
man-you know, Stockman's book was a thoughtful book about the
politics of the budgets in those years. I mean you used to have a
conservative coalition which was very much opposed to govern-
ment, expenditure, and a more liberal coalition with a very advo-
cated government.

In the course of the 1980's that conservative coalition essentially
reversed itself. It found that deficits were acceptable, and were po-
litically very powerful. There has been no change in those politics.

Remember in 1984 when Vice President Mondale said "the next
President is going to raise taxes, whoever he is. He will not tell
you. I just did." Well he was wrong and he lost the election and
after that lost the next election.

Dr. SCHULTZE. Can I make a point on that? I agree with your re-
cital of history that it captures what happened and I think it is ex-
actly what happens when people are too clever by half. I just fin-
ished a little bit of work looking at budget numbers over the past
10 years. If you take the Federal civilian operating budget, outside
of Social Security, of course, and exclude net interest, everything
else the Federal Government has done, the share in GNP has come
down noticeably. But almost, not quite, to the tenth of a decimal
point, the decline in Federal cvilian operating spending, for pro-
grams whose benefits might have been a little less than their costs
was exactly replaced by an increase in spending which has no ben-
efits whatsoever-namely interest on the public debt.

Senator MOYNIHAN. Right.
Dr. SCHULTZE. I worry about the success of extremely clever po-

litical devices-like running a large deficit as a way to hold down
spending-then backfire.

Senator MOYNIHAN. Right.
Dr. SCHULTZE. They get enacted and then--
Senator MOYNIHAN. Would you agree with me that even so they

did happen?
Dr. SCHULTZE. Oh, yes.
Senator MOYNIHAN. And would you also agree-I want to ask

you this-and, Carolyn, you speak and Alice. --
The idea of deliberately creating a crisis is a little bit beyond the

reach of the American political imagination. I used to go around in
the early 1980's saying, "Look they have done this deliberately."
And people would blink at you. Stockton wrote this, you know,
huge book. Charlie, have you ever had a $2.5 million advance? No,
you haven't.

You've written some damn good books.
Dr. SCHULTZE. If you move the decimal point.
Senator MOYNIHAN. And he said it and no one believed him. I

found myself saying, hey, you know, Lenin was not a problem
solver and still people blinked at you. I happen to be of the view
that until we understand the political dimension, arguing the eco-
nomic response produces what you get. By golly, we are going to
balance that budget just as soon as-guess what, the next election.

Alice Rivlin, I see skepticism.
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Ms. RIVLIN. I think we have learned a couple of things from
having the deficit which I believe was partly an accident and
partly deliberately created to put downward pressure on govern-
ment spending. We have learned it is very hard to live with a defi-
cit. You get dependent on the rest of the world and you have very
strong downward pressure on domestic government spending.

That is why I am worried about more of the same. I think we
have learned something else. The public cannot get very excited
about a deficit as long as a popular President is saying a deficit is
better than raising taxes. The deficit will just continue and will
have its deleterious effect. That is why I am so worried about your
proposal.

It might pass. We might have a bigger deficit and we night have
more years of struggling with this very difficult situation, of being
dependent on the rest of the world and of having no money we can
spend for good things that people would like to spend money on
both overseas and domestically.

I do not want to add to that problem.
Senator MOYNIHAN. That is what you said the first time.
Dr. Hufbauer?
Dr. HUFBAUER. I would like to comment briefly on a point that

Charles Schultze made, which is that, with the rise of Europe and
with the rise of Japan, eventually America will take more seriously
its competitive position, starting with the budget deficit.

I think there is a lot of truth to that. But I think the time hori-
zon is a long one. Here is what I think will be t he decisive event.
Europe will probably adopt a single currency before the end of this
decade. That will be a very powerful currency in the world picture.
It will begin to supplant the dollar. No longer will the United
States be in the happy position of being able to emit dollars to fi-
nance our domestic imbalances on an indefinite basis, which has
been our national privilege throughout the post-war period.

At that point the crisis bites. The United States will have to get
its fiscal house in order. But in my view that scenario is 10 years
away. I would like to see our Nation act before this decade is up.

Senator MOYNIHAN. I think that is a good note on which to
thank you all and to end this morning's hearings. We very much
appreciate your papers which we request would be part of the
record and would be printed. And we will see. I think Dr. Hufbauer
makes a very nice conclusion. I think you probably all agree on
that, don't you. Can I ask the panel, do you agree?

Charles agrees.
Dr. Weaver?
Dr. WEAVER. Yes.
Senator MOYNIHAN. Dr. Rivlin?
Ms. RIVLIN. I agree.
Senator MOYNIHAN. Unanimity.
Thank you all very much.
[Whereupon, the hearing was recessing to reconvene at 10:00

a.m. on February 27, 1990.]
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OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SENATOR
FROM TEXAS, CHAIRMAN, SENATE FINANCE COMMITTEE

The CHAIRMAN. This hearing will come to order. Today is our
third meeting in a series of meetings as we look into the financing
of Social Security and what its budgetary implications might be.
These hearings were generally occasioned by Senator Moynihan's
very dramatic proposal, which brought sharply into focus the fact
that the Administration and the Congress have been engaged in a
charade in which there is a pretense that we have been increasing
national savings whereas, in actuality, what we have is a surplus
in the Social Security fund masking deficits in the budget.

I think that this series of hearings has borne out the concern
which led Senator Moynihan to make his dramatic proposal. Today
we are continuing to seek the very best advice as to how this com-
mittee and the Congress can address that concern.

Our first witness today is Hon. Alan Greenspan, Chairman of the
Federal Reserve Board. Mr. Greenspan was the Chairman of the
1983 National Commission on Social Security; and in those two ca-
pacities, Mr. Greenspan is particularly well qualified to advise us
as to the need for an increase in national savings and the role that
the Social Security surplus can or should play in meeting that ob-
jective.

We will also be hearing from Hon. Robert Strauss, who was co-
chairman of the National Economic Commission. He, along with
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Senator Moynihan and others, produced the minority report of that
Commission which addressed itself to the topic before us today, and
spoke of both the need for vision and the risks of wishful thinking.
That is a crucial distinction, one which I hope this testimony today
will help us to draw accurately.

In addition, we are going to receive testimony from a number of
other individuals and organizations who have interest and exper-
tise on this subject. These include representatives of labor, business
groups and organizations concerned with our older citizens.

I would like to now defer to my colleague, Senator Moynihan, for
any comments he might have.

Senator MOYNIHAN. None, Mr. Chairman, except to welcome Dr.
Greenspan and say that I look forward to this morning.

The CHAIRMAN. Dr. Greenspan, we look forward to hearing from
you. If you would proceed.

STATEMENT OF ALAN GREENSPAN, CHAIRMAN OF THE BOARD
OF GOVERNORS, FEDERAL RESERVE BOARD

Mr. GREENSPAN. Thank you very much, Mr. Chairman. I am
pleased as always to be here today to discuss the government's role
in providing retirement security to present and future genera-
tions-an issue that has moved to the forefront of the policy
debate. Senator Moynihan has introduced legislation to cut payroll
taxes and return Social Security to a pay-as-you-go basis, and
others would like to move its finances fully off- budget.

I believe that the Senator has raised a very important issue and
I think that very few can appropriately question his diagnosis and
the concerns that he raises with respect to this issue. I regret that
I disagree with his solution; and I do that reluctantly, because I
usually can accept his insights on issues such as this almost with-
out evaluation. I will try, however, to go into detail as to my con-
cerns about the specific proposal.

In large part, I believe, as I think the Senator has implied, such
proposals arise out of frustration with the slow pace of deficit re-
duction and they have helped to dramatize the seriousness of the
current budget situation. But I am concerned that they will ulti-
mately be counterproductive and will hamper the efforts needed to
meet our longer-term fiscal responsibilities. And, as I hope to make
clear, they will increase the difficulty of providing for the needs of
an aging population in a way that is equitable across generations. I
shall address in particular how the Social Security system can con-
tribute to those objectives; this issue was a main focus of the Na-
tional Commission on Social Security Reform in the early 1980's. I
shall also touch on the relationship of Social Security to the rest of
the budget and its role in the setting of overall budget goals.

I have testified often before committees of the Congress about
the corrosive effects that sustained large budget deficits have on
the economy and about the way our economic prospects in coming
years will hinge on our ability to increase national saving and in-
vestment. One factor that argues for running sizable budget sur-
pluses by later this decade is the need to set aside resources to
meet the retirement needs of today's working population. Although
the share of the total population that; is in the labor force has risen
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steadily over the past few decades, that percentage will shrink con-
siderably after the turn of the century as members of the so-called
"baby boom" generation begin to retire. Barring a sharp upturn in
the birth rate, a large influx of immigrants, or a significant in-
crease in the age of retirement, growth of the labor force will slow
appreciably.

The demographics are compelling. In 1960, there were 20 benefi-
ciaries for every 100 workers contributing to Social Security; cur-
rently, as I am sure you have been told many times in the past,
there are 30. The Social Security Administration- under interme-
diate economic and demographic assumptions--expects that
number to approach 50 by about the year 2025 and to remain at
that level at least through the middle of the 21st century.

Assuming their living standards keep pace with those of the
working population, the elderly will of necessity consume a grow-
ing proportion of total output in the future. They will finance their
consumption out of-private and public pensions and by drawing
down their own assets. Nonetheless, the goods and services they
buy can only come from the output of then-active workers. The al-
location of production to meet the needs of retirees necessarily will
cut into what is available for consumption by the rest of the popu-

lation and for investment in new equipment and structures.
We can do little to change the demographic forces. We can, how-

ever, take actions now that will help to lift the size of future
output above that implied by the current pace of capital formation
and the trend in productivity. Such actions will improve the likeli-
hood that future workers can maintain their living standards while
satisfying the retirement expectations of current workers. Your de-
cisions will also influence how much of the burden of its retirement
the baby boom cohort will shoulder for itself and how much will
fall on its children. Indeed, this is one of the few instances in
which policymakers have had the luxury of being able to foresee a
problem that a thoughtful policy response might ameliorate. Thus
far, I believe, the plan for Social Security, given the conflicting po-
litical pressures, has been reasonable.

One element in the strategy is the accumulation of sizable bal-
ances in the Social Security trust funds over the next few decades.
As you know, before the Social Security Amendments of 1977, the
system operated, in effect, on a pay-as-you-go basis. The 1977
Amendments set in motion an accumulation of trust fund assets
that can be drawn dowif-as required to meet the retirement needs
of today's workers. This shift towards a funded system was given
careful further consideration by the National Commission on Social
Security Reform in the early 1980's.

The deliberations of the commission identified several complex
issues. They included difficult questions of equity within and across
generations and assessments of the effects Social Security has on
incentives to work and save. We recognized, too, the political riski-
ness of accumulating large surpluses. On the whole, however, we
concluded that each cohort of workers and their employers should
make contributions into a fund that, with interest, at least ap-
proached the actuarial value of the benefits the workers will even-
tually receive. Notably, this requirement forces today's workers-
including the baby boomers-to pay more in payroll taxes than is
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needed to cover the benefits of the relatively small group of cur-
rent beneficiaries, so that sizable surpluse, build up in the trust
funds. In essence, the commission reaffirmed the intent of the 1977
Amendments; our recommendations were largely accepted by the
Congress and hence shaped the legislation of 1983. The current
structure of Social Security may not be appropriate in all circum-
stances. But, at present, it is still the best option.

One reason to build surpluses in the trust funds is to set aside
saving, and thus to divert part of the nation's current production
away from consumption-both private and public. Assuming, of
course, that the surpluses are not offset by reductions in the saving
of households and businesses or by larger dissaving, that is deficits,
elsewhere in the Federal budget, they should boost investment and
thus foster the growth of the nation's capital stock. And with more
capital per worker than would otherwise be in place, productive ca-
pacity will be greater, and we will be better able to fulfill our
promises to the retirees, while maintaining the standard of living
of future workers.

The relationships among saving, the aggregate capital stock, and
labor productivity are complex and difficult to pin down quantita-
tively, in part because productivity depends not only on the
amount of physical capital but on factors such as the education and
skill level of the work force and the rate of technological progress.
Nonetheless, I have little doubt that a larger, more modern capital
stock will improve labor productivity and hence overall real income
levels in coming years.

Building surpluses in the trust funds also contributes to fairness
across generations. Given the demographics, the generation after
the baby boomers will have to shoulder a fairly heavy burden to
meet the retirement claims of their parents. This burden can be
ameliorated only if current workers save enough during their
working years to fund, in effect, their own retirement. Saving
today will not reduce the share of GNP that will be transferred to
retirees tomorrow; however, current saving directed toward capital
formation will help to ensure that overall incomes in the future
will be large enough to provide benefits to retirees without denting
the standards of living of their children too deeply, if at all. The
current Social Security system, when used properly, has such a
focus and affords an opportunity for today's workers to lighten the
burden on the workers of the next generation.

Pay-as-you-go financing does not have that focus. Rather, each
year, workers and employers contribute only enough to cover the
cost of providing benefits to current recipients and to maintain a
contingency reserve sufficient to carry the system through periods
of poor economic performance. Thus, returning to pay-as-you-go
now would confer a significant windfall on the baby boomers who,
in effect, would benefit doubly from the size of their age cohort.
Given their numbers, each would make a disproportionately small
contribution during his or her working years to the retirement of
their elders. Yet in retirement, each would expect to receive full
benefits, which could come only at a disproportionately high cost to
their children. At that time, pressures may well emerge to stretch
out benefits by, for example, increasing the retirement age to re-
flect rising life expectancies.
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Linking an individual's benefits to his or her contributions has
generally been considered equitable and desirable. Under the
present system, the current generation of workers and the next
will face the same OASDI tax rate of 12.4 percent, summing the
employee and the employer shares. Assuming that benefits evolve
according to existing laws-and that Social Security revenues are
set aside, rather than used to lower other taxes or raise other out-
lays-the system moves in the direction of actuarial soundness; it
confers no windfall gains or unforeseen losses on any particular
generation. Accordingly, it offers some assurance to current and
future workers that the government will keep its promises.

Senator Moynihan's proposal cuts the OASDI tax rate to 10.2
percent of covered wages in the 1990's. However, as his bill makes
clear, with pay-as-you-go, rates will have to rise sharply once the
baby boomers begin to retire; the proposed rate for the years 2025
through 2044, for example, is 15.4 percent. Support for the system
may erode when the next generation is asked to take on a tax bill
that their parents were unwilling-or too short-sighted-to assume
during their working years.

The choice of financing mechanism can also influence the mix of
Federal taxes. Indeed, the increase in the share of-payroll taxes in
total revenues-and the regressiveness of these taxes-is frequent-
ly cited as a reason to return to pay-as-you-go financing. However,
looking at just the tax side presents an overly narrow view of the
relationship between Social Security and the distribution of income
in the United States. When considered from the perspective of an
individual's life time-and when the formula for benefits as well as
contributions is taken into account-Social Security clearly ap-
pears progressive.

In any event, although the current system assigns them a lead-
ing role in providing retirement incomes in coming decades, the
trust funds are only part of the story. In reality, the Social Securi-
ty reserves are merely a bookkeeping entry within the Federal
sector. Ultimately, their size matters only to the extent that they
lead to smaller overall Federal budget deficits-or larger total sur-
pluses--and thus to higher national saving than would otherwise
be the case, an issue which Senator Moynihan has raised, I think,
very cogently.

At present, the contribution of the trust funds to national saving
is greatly diluted by the large deficits in the rest of the budget. As
long as the non-Social Security deficits remain sizable, Senator
Moynihan and others are correct in pointing out that we are doing
little to solve the future retirement problem. If, however, actions
are taken to bring the rest of the budget into balance, the trust
funds will no longer be financing current government consumption,
but will translate dollar-for-dollar into national saving.

Where in the total unified budget the saving takes place-in
Social Security or elsewhere-is of secondary importance. What
matters in terms of reaching our long-term growth objective is the
government's net contribution to national saving. The important
policy issue in the current context, therefore, is whether any of the
major proposals regarding Social Security will help to achieve that
goal. For example, is the Federal Government more likely to shift
towards a position of positive net saving if Social Security is re-
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turned to pay-as-you-go financing? Given the large revenue loss im-
plied by the plan, I think not.

Another proposal is to move the Social Security system fully "off--
budget," so that the trust funds would be excluded from the official
summary budget figures and from the setting of deficit targets.
Unlike Senator Moynihan's plan, a switch in budget accounting
systems in isolation would not change the government's contribu-
tion to national saving and thus would have no direct effect on the
economy. But the proposal raises other concerns.

First, splitting off Social Security-or any other program-would
highlight a distinction that has little macroeconomic or analytical
significance. Regardless of which numbers are reported, govern-
ment saving or dissaving would continue to be well-approximated
by the surplus or deficit in the total Federal budget as currently
defined in the National Income and Product Accounts, a close vari-
ant of the total unified budget.

Moreover, the way budget numbers are presented can influence
public perceptions of important fiscal issues and thus-for good or
ill-shape the debate among policymakers. As a consequence,
methods of accounting and presentation-ean play a role in deter-
mining the size of the overall deficit or surplus. In particular, I
fear that adopting a system that draws attention to the surpluses
in the trust funds might foster the illusion that we already are put-
ting enough money aside to meet future obligations. Furthermore,
it would tend to remove Social Security from the broader fiscal
policy debate.

In large part, my concerns are grounded in the analytical issues
I discussed earlier. But they are compounded by a technical factor
that affects the interpretation of the commonly cited statistics on
the Social Security trust funds. For example, the Congressional
Budget Office projects that the annual surplus in the OASDI trust
funds will increase from $66 billion in fiscal year 1990 to $128 bil-
lion in fiscal year 1995. But, as CBO points out, fully half of the
difference between those two figures is accounted for by the inter-
est received on the trust fund holdings of government debt, which
is forecast to grow from $16 billion to $50 billion over that period.

That latter figure represents nearly 0.7 percent of the GNP pro-
jected by CBO for that year. Moreover, in their report for 1989, the
Social Security Board of Trustees projects that ratio to rise to 1.3
percent of GNP by the year 2030. Such intragove-mmental interest
payments are both an inflow to the trust funds and an outlay from
the general funds and wash out when the accounts are consolidat--
ed. But, because they result in an overstatement of both saving
taking place in the trust funds and the dissaving elsewhere, they
can contribute to a significant misreading of saving trends when
either part of the budget is considered in isolation.

The figures over longer time horizons are even more dramatic,
magnified by the wonders of compound interest; but the story is
much the same. For example, the trustees project-that net inflows
to the trust funds-apart from interest-will remain at their cur-
rent level of about 1 percent of GNP over the next 20 years, then
turn sharply negative once the baby boomers retire in force.

However, because of the surging interest payments trust funds
assets will continue to grow for a time, reaching a peak of about
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$12 trillion around the year 2030. Excluding interest payments,
those assets will rise to only about $3 trillion around the year 2020
before turning down. Thus, the peak trust fund balance in 2030
will essentially represent interest receipts that are offset elsewhere
in the Federal accounts. While the contribution of Social Security
to national saving is sizable-over both the medium and the long
term-it is clearly much smaller than the conventional calcula-
tions suggest.

More generally, I fear that moving away from the unified budget
concept will impede the achievement of the sizable deficit reduc-
tions that the nation so sorely needs. The arguments are well-
known. Many of them center on Social Security itself and on the
inevitable pressures that would develop to expand benefits or cut
payroll taxes if the system were not subject to the discipline of an
overall deficit constraint. In the absence of offsetting changes else-
where in the budget, such actions would reduce national saving
and over time worsen the burden on the generation after the baby
boomers.

Moreover, responsible budgeting requires a comprehensive
framework for setting priorities and assessing competing claims on
national resources. That function currently is filled by the unified
budget process. If deficit targets are to be set exclusive of Social Se-
curity they could be met-at least in part-by moving related pro-
grams into the Social Security account or by shifting other trust
funds off the books. Such actions would shrink the on-budget defi-
cit but would not reduce Federal demands on private saving or
credit markets.

Most important, we must not allow the choice of a budget ac-
counting system to divert attention from the pressing need for
meaningful deficit reduction. In other words, the Congress must
take actions to set the Federal Government's claim on saving-
however the budget deficit is measured-firmly on a downward
track. Making a serious commitment to eliminating the unified def-
icit within the foreseeable future is an essential first step, and
meeting that commitment will be a formidable challenge. But it is
just a first step. If households and businesses continue to save rela-
tively little, then the Federal Government should compensate by
moving its budget in the direction of greater surplus.

Let me reiterate that the source of our fundamental budget prob-
lem is the persistence of enormous deficits at the time when demo-
graphic trends call for increases in private and government saving.
Undoing a Social Security system that is the result of many years
of careful consideration and compromise, in my judgment, will not
address our fundamental policy needs. Indeed, it -could be counter-
productive.

Thank you very much, Mr. Chairman.
The CHAIRMAN. Thank you very much, Mr. Chairman.
I certainly agree with the comment, Mr. Chairman, that what we

have to get is net savings up. I think the base for future security
for Social Security is increasing productivity of our economy and
eliminating the deficit that we are undergoing at the present time.

But looking at what Robert Ball said earlier this month, the
former Commissioner of Social Security, I think it is a reasonable
summation to say that he thought the present system is ideal inso-
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far as the collecting of the funds for the Social Security fund. He
talked about the taxes being proportional, rising as earnings rise,
with a cap at a level when the earnings no longer contribute to
higher benefits; and levied both on employees and employers. And
he states that the system overall is progressive, once you add in the
benefits and how they are paid out. As I understand it, that is
where you are headed in your testimony.

Mr. GREENSPAN. I think that is analytically correct.
The CHAIRMAN. On the other hand, the tax has been criticized

for being regressive, and I think aptly so where you are spending
the surplus on the general administrative expenses of the country,
and having an overall net deficit in the unified budget, and in that
instance that you ought to be paying for that excess through the
progressive income tax system.

Would you comment on that?
Mr. GREENSPAN. Yes, Mr. Chairman. I think it is essentially a

question of the displacement in time. If one looks at the issue from
the point of view of the full life time of a worker and subsequent
Social Security recipient, it is fairly clear that the present value of
the benefits that that individual receives at the time of retirement
will generally be in excess of the sum of all contributions, plus in-
terest, up to the time of retirement.

But the individuals who are in the below-average income catego-
ries mainly through their life time of work will tend to receive a
disproportionately more amount of benefits than will the higher
income groups.

The difficulty that we see at this issue is that the monies are
coming in before the benefits are going out; and as a consequence,
as we build the trust funds it does indeed look as though we are
using a regressive tax to fund-as we are doing now-the rest of
the budget. And that-I would agree with Senator Moynihan-is
most improper.

However, if you view the Social Security contributions that are
comi ng in now against the benefits that will be received by those
same individuals in the future, then it is a progressive system.

The CHAIRMAN. I agree with that. Let me get on with this point
of net savings for the country to increase its productivity. Because
in the international competition today I look at real interest rates,
where many other countries have a substantial advantage over us.
If we had equal management, equal labor, and the cost of capital is
much less in some of our competing countries, the cost of whatever
product they produce puts them at an enormous advantage over us.

My concern for the balance of trade is raised to an even higher
level by what I see from Commerce News, talking about the new
orders for defense capital goods dropping $3.5 billion or 36 percent.
The lowest one-month volume of order since January of 1987. That
does not give us much comfort.

Would you give me some further comment on that? Because I
had understood earlier in the month you had been a bit more opti-
mistic in what you were anticipating.

Mr. GREENSPAN. We expected a decline in those orders because
they had gone up sharply in December. A substantial part of the
decline is in automobiles, which are measured on a shipments basis
and assemblies were down very sharply, and in aircraft, which
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went up fairly significantly earlier. It is true that those orders are
lower than I would have expected. But that is a highly unstable
series and, in addition to looking at those very detailed numbers,
we keep a fairly continuous evaluation of the underlying orders
patterns. On that basis, our judgment is that orders are essentially
flat. They are not, at this stage, undergoing in any measurable way
the type of weakness which those data show.

The CHAIRMAN. But this is lower than you had anticipated?
Mr. GREENSPAN. Oh, it is, yes. But that is a highly unstable

series. I must say to you that while the orders figures are quite im-
portant, other data that we have suggest that the orders pattern is
soft, but by no means accumulating on the downside.

The CHAIRMAN. Thank you. I see my time has expired.
Senator Moynihan?
Senator MOYNIHAN. First, thanks for your usual, which is clear,

thoughtful and altogether appropriate for the Chairman of the Fed-
eral Reserve.

Now may I just say first on this question of progressive/regres-
sive Social Security. There is no real study. We have looked high
and low. The Social Security Administration has never inquired
much into its own work. If you start asking who gets benefits, who
lives longer, who dies before-that kind of expectation-you find
there's just no work. So there is an item when you get back to
the--

Mr. GREENSPAN. I agree with you, Senator. It is a complex issue.
As you point out, the demographics show there is a relationship be-
tween average age expectancy and income, but there is also a rela-
tionship between the disability part of the OASDI which works in
the other direction.

Senator MOYNIHAN. It could use some inquiring.
Mr. GREENSPAN. I grant you it can. But I would say this, that

from what data one can see, at least on the replacement rates by
income group, the burden of proof that is on those who claim that
it is a nonprogressive system.

Senator MOYNIHAN. And I agree.
Let me ask you at this point, to your essential question as to

whether we will incur a very difficult surge in the next century, to
provide retirement benefits for the people then retiring, if we do
not increase our savings now. Can I ask you, if we continue to use
the Social Security surplus as if it were general revenue and spend
it on current consumption of government, or if we just took away
that surplus by cutting back the tax rate, would there be any real
economic difference to our situation in the year 2030?

Mr. GREENSPAN. None.
Senator MOYNIHAl;. None, sir. That is all I mean. None. That is

why you are a National Treasurer, you can say what has to be said,
none. And if we do what we do now or do what I have proposed-I
am sorry about the "I"-it makes no difference since we are not
saving.

Mr. Chairman, that is my point. The difference between what we
are now doing and what would happen if we rolled back the rates
would be none in the year 2030 says the Chairman of the Federal
Reserve.
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Mr.-GREENSPAN. No. However, what that merely stipulates is
that that is not an acceptable solution either.

Senator MOYNIHAN. That is clear from your testimony. It was
clear from the National Economic Commission Report; clear from
the GAO report which we commissioned a year and a half ago.

But could I just then offer you the thought to which I do not ask
a one-word reply. You speak about reaching meaningful deficit re-
duction in the foreseeable future. Can I ask you, has any President
in the last 15 years sent a balanced budget to the Congress? I think
the answer there is none.

Mr. GREENSPAN. It depends on what year you had in mind subse-
quent to the year in which it was initiated.

Senator MOYNIHAN. Well I was trying to be nonpartisan. Shall
we say the last 8 years?

Mr. GREENSPAN. I would say every President has introduced a
balanced budget somewhere out there in the future.

Senator MOYNIHAN. Five years from now. Statistics prove that 5
years from now the budget is always in balance, but never now. My
point is this: Would you accept that some of us are thinking that
we do not have a balanced budget because there is a basic struc-
ture, political force, that does not want one, that sees the deficit as
an instrument of social control and is prepared to see it persist in-
definitely?

Mr. GREENSPAN. No, I would not agree with that, Senator. I
think that--

Senator MOYNIHAN. You would hope that is not true.
Mr. GREENSPAN. No. I think that there is a very general desire

within the Congress to bring the deficit down, and I think there is
a desire to find a means where enough compromise can be made to
do so. I fear the problem is that we have so- much complexity with
respect to the various different trade offs involved, that we have
not as yet found the appropriate formula, which is a critical mass
within this government, to resolve this question.

Senator MOYNIHAN. Thank you.
Mr. GREENSPAN. But I think the desire frankly, as best I can

read it from all parties concerned, is to get that deficit down.
Senator MOYNIHAN. Thank you very much.
The CHAIRMAN. Thank you.
Senator Riegle?
Senator RIEGLE. Thank you, Mr. Chairman.
Chairman Greenspan, as I went over your testimony, I noticed

on page 5, I believe, that you really set out the philosophy that we
say we want to follow-namely, that we have the rates in place
today to collect funds in an amount sufficient to build a surplus
that is available in the future to meet future retirement needs that
anticipates changes in demographic patterns.

Very specifically you say here on page 5, "This burden can be
amelioratd"-this means the future payments-"only if current
workers save enough during their working years to fund in effect
their own retirement." And then you drop down and say, "The cur-
rent Social Security system when used properly has such a focus."
You then go from that to state at this point, you say, "Pay-as-you-
go financing does not have that focus."
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I would agree that pay-as-you-go financing seems to cut against
this. But there is a contradiction, I think-I would say unintended,
I presume-in your presentation here. In that, I think if we stay on
the track we are now on we are going to have pay-as-you-go in the
future. You do not like pay-as-you-go and I can understand why.
But I do not see why pay-as-you-go 20 or 30 years from now is not
just as bad, in fact, if not worse, than pay-as-you-go today. And I
think staying on the track we are on now gives us pay-as-you-go in
the future because we are squandering the trust fund reserves.
They are being spent on other things; they are not going to be
available in the future in line with the philosophy that you have
laid out here.

But if we do not find some way to change that now-and I am
talking about a specific definite concrete workable plan, what is
going to happen to those people who are working now and retiring
later? The money is not going to be in the fund. It is just not going
to be there.

Now what is our answer to that? If we stay with the strategy we
have now, doesn't that give us pay-as-you-go later?

Mr. GREENSPAN. Well I think, Senator, the crucial issue here is
that we keep Social Security as a system which will be, if not ex-
actly fully actuarially funded as a private system, nonetheless an
approximation of that, so that what each individual gets as a bene-
fit is related to what he puts in.

Pay-as-you-go essentially breaks that link and that concerns me.
Senator RIEGLE. Yes. But shouldn't it concern you 30 years from

now? I mean that is the problem. People are putting the money in
now as savings to be drawn out later. The money is being spent for
a different purpose. It is not going to be there in the future.

Mr. GREENSPAN. No, no. I was going to say there were two issues.
One is this and the other is the issue that you raised. Obviously, if
those funds are not used to increase national savings, then they
have, in fact, been squandered and that defeats the purpose of put-
ting aside real resources-which really is what is involved here. Es-
sentially what has to happen when people retire is that they con-
sume real resources to live. And those real resources are either
going to come out of the standard of living of the next generation
or from an increase in goods production because the savings of the
baby boomers were put into net capital investment that boosted
productivity.

Senator RIEGLE. Yes, but that is not what is happening.
Mr. GREENSPAN. Well that is the reason Senator Moynihan asked

me, you know, if we stay with exactly what we are doing does that
solve the problem and the answer is, it does not. I said in my open-
ing remarks that I think that the Senator has appropriately diag-
nosed the problem. It is just that I think the solution of pay-as-you-
go does not solve that.

Senator RIEGLE. No, I know. But what I want to draw your atten-
tion to is the failure to offer a solution today that does work. I do
not ask you to produceit all by yourself. It gives you exactly what
you don't like, and that is, pay-as-you-go in the future. We are
going to be asking the future retirees, in effect, to pay twice. They
are paying now. They are putting their money, they think, into a
fund, but the fund is being drained; and then later on down the
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line they are going to be asked in effect to pay additional taxes to
restore the money that was taken out for other purposes. They are
actually going to be asked to pay twice.

Mr. GREENSPAN. No, I think that is right. It depends on the way
you handle this. I think the answer is not either/or, but the answer
is, in my judgment, to do both-namely, to keep the current
system, fund it appropriately as it is currently structured under
law, but then solve the other problem, which essentially is the fact
that we are not using those moneys to add to national saving.

I do not see how going to pay-as-you-go now does anything other
than throw in the towel on an issue which will inevitably confront
us. It does not solve anything. All it does is say, "That is what we
are doing, so let's continue to do it." I am saying that we are con-
fronted with an inevitable demographic shift as we get into the
early part of the next century; and if we do not prepare ourselves
for that demographic shift, we are going to find that the average
standard of living of the children of the baby boomers could very
well go down.

Senator RIEGLE. My time is up, Mr. Chairman.
The CHAIRMAN. Thank you.
Senator HEINZ?
Senator Heinz. Mr. Chairman, thank you. Chairman Bentsen,

you said something at the beginning of this hearing that was not
only accurate but one of the most profound and useful statements I
have heard; and Chairman Greenspan agreed with you. It was this:
That the Social Security system as a whole-the revenues and the
expenditures-is a progressive system when the benefits are paid
to beneficiaries and not used for some other system, that the struc-
ture of the benefits is such that it helps the less fortunate most.
But that when the system is used for other purposes, such as fi-
nancing the current operating deficit and the general expenditures
of the government, the system becomes regressive because the pay-
roll tax is flat. And, therefore, depending on how you use the
system it is either progressive or regressive.

Chairman Greenspan, you have said that if we use the system
properly, we get another benefit-we increase national savings at a
time when we need to. That increased savings is good for every-
body in this country-working people, people who want to enter
the work force, retirees of the future-because we will have a
healthier economy-and will-thus be in a better position to fund
our needs, whatever our national priorities may be 10, 20 and 30
years from now.

You have said that the key to doing that is to get the operating
budget in balance. How would you recommend that we do that?
What mechanism should we impose or retain or modify so that we
do in fact build up national savings and prevent ourselves from
squandering-that is your word and I endorse it wholeheartedly,
squandering-those savings financing the general operations of the
Federal budget?

Mr. GREENSPAN. Ideally, it would be the historic process by
which the -President offered a budget and the Congress deliberated
and we came out with a budget which was in financial terms ap-
propriate. Short of that, I have found myself defending Gramm-
Rudman-Hollings as a procedure even though I am fully cognizant
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of the fact that in Public Finance 101 one would look at that proc-
ess and say it is absurd. But it is the only operation that we have
which seems to have the capability of eventually, if necessary,
wrenching the budget deficit down to negligible proportions.

So I would say I hope we can avoid the Gramm-Rudman process,
including the sequester process. But if nothing else is on the
agenda to resolve the budget problem, I would say that is the only
choice that we have. Because all other alternatives, in my judg-
ment, are worse.

Senator HEINZ. If we could not agree on some method of budget
discipline or of building up savings and insuring a substantial kitty
for the retirees of the future, and all we could agree upon-at least
on a very short term, and in my judgment, short-sighted basis-
was simply to slash the revenues by $55 billion or more a year as
proposed by Senator Moynihan's bill, what would be the conse-
quences?

Mr. GREENSPAN. Well if we start with the proposition that when
we go beyond the immediate Gramm-Rudman-Hollings law which
brings us down to zero and recognize that to get the savings from
the Social Security system we have to go to a surplus on the uni-
fied budget account, clearly if we start off $55 billion in the hole, it
is going to be extremely difficult to get there.

I am fearful that if we endeavor to use the Gramm-Rudman se-
quester process to try to do that, the wrench would be so horren-
dous that the Congress would not allow that process to continue. I
acknowledge and I agree with the many problems about the way
we are financing that Senator Moynihan is raising, but continuing
to do it strikes me as not a solution.

Senator HEINZ. It didn't-I'm sorry.
Mr. GREENSPAN. Continuing the budget deficits merely because

we have allowed the surplus on the Social Security account to go
through to the regular budget is not a solution to the problem. It
makes it worse if anything.

Senator HEINZ. You mean by using the surpluses to finance the
current operation of the government?

Mr. GREENSPAN. Yes.
Senator HEINZ. And whether it is intended or not, to make the

deficit look smaller than it is, that that is an unhealthy proposi-
tion?

Mr. GREENSPAN. Well that is a different question. All I am
saying is that we need to solve this problem. Cutting Social Securi-
ty taxes at this stage without anything else happening in the proc-
ess is going in the wrong direction.

Senator HEINZ. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
Senator Symms?

OPENING STATEMENT OF HON. STEVE SYMMS, A U.S. SENATOR

FROM IDAHO

Senator SYMMS. Thank you, Mr. Chairman; and thank you,
Chairman Greenspan, for your testimony here this morning.

Chairman Greenspan, I would like to commend you and my col-
leagues here on the committee's attention to some testimony that

32-393 0 - 90 - 5
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will be heard later this morning by Stuart Sweet and Anne Can-
field. Anne used to work for me and Stu Sweet worked for Senator
Heinz on this committee. I think they were the first two people, to
my knowledge, that starting bringing to the public's attention this
proposed surplus in the Social Security trust fund, even prior to
the passage of the 1983 Amendments.

Now they did a significant amount of analysis on this proposal in
1983 which is described in their testimony. Since they have both
left the Senate to better, higher paying, private endeavors, they
have continued their work, just as an interest in good sound public
policy. So I would hope that we could all look at that.

I would ask, Mr. Chairman, that the remaining part of my open-
ing remarks be inserted in the record.

The CHAIRMAN. Without objection, it will be done.
[The prepared statement of Senator Symms appears in the ap-

pendix.]
Senator SYMMS. I have done a considerable amount of work on

this proposal myself. I appreciate your comments this morning. I
have come to the conclusion that we now have a proposition. You
made, what I think was a very, very good point, when you said that
much of the accumulated surplus is really just interest-if I under-
stood what you said correctly in your statement.

But isn't there actually a real excess of payroll taxes over the
monthly benefit payments for the next 20 years? Isn't that actually
a fact?

Mr. GREENSPAN. It depends on the time frame. If you are saying
that the payroll taxes are contributed by the baby boomers, and
are higher than the benefits being paid to the earlier generation,
the answer is correct. If you are saying that the payroll taxes paid
by the baby boomers are higher than the benefits that they will re-
ceive subsequently as a consequence of those payments, then the
answer is, in fact, the reverse.

Senator SYMMS. Well that, I think, makes my point that when
the 74th Congress passed Social Security then President Roosevelt
made the statement that the promise to Americans was to create a
nest egg for every American's retirement. And the Social Security
program as it now operates is a defined benefit program, and the
benefits based on a formula.

Now I have offered a proposition to the Congress of a defined
contribution program where the benefits are contributions, plus
compound interest. I can just show you here, if we actually would
do this--now I happen to like the idea-philosophically, I like the
idea of denying Congress access to this huge pool of money. In
other words, protect the American people from the politicians get-
ting this money and spending it on the regular operations of gov-
ernment.

But if we would take the surplus Tunds and actually put it in a
savings account for their people as a second tier benefit, they
would end up, if they got 7 percent on it, as much as $175,000. It
just seems to me like if we took the Moynihan plan to deny Con-
gress the money and then slipped the targets on Gramm-Rudman
out of Bob Kasten's plan, and then take this money and put it into
a savings, then America would truly have a real savings base for
each American and Social Security would then-the Congress of
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say the 112th Congress would have to relook at, as Senator Moyni-
han is suggesting, they would have to relook at where they are on
the first tier payments and benefits.

Let me just show that second chart. All this money in here is
what I am saying, if you took the Moynihan plan you are going to
stretch out balancing the budget over here to 1996 or the Kasten
plan. I am saying, take all that money, stretch out balancing the
budget over here, but start putting it in individual accounts for
each American for savings.

Wouldn't that strengthen the-this sounds like something Alan
Greenspan would say here. I don't think it was him. "In our view
an acceptable course of action would be to make a few layers of the
Social Security trust fund to reserve an economic meaningful proc-
ess, one that represents a net addition to national savings.'" Be-
cause if the politicians spend all this money it won't be saved. Isn't
that correct?

Mr. GREENSPAN. You are essentially bringing the private sector
more into the savings process. The problem that exists is not that;
the problem is simultaneously finding a means of funding the obli-
gations for the current retirees. And in order to bring forward a
plan that affects the structure of Social Security, I think it is im-
portant to make certain that we look not only at the individual
program, but also whether or not we are diverting funds that are
now going into the trust funds and paying existing retirees, and
make certain that we find a means of financing the obligations
that are already there.

Senator SYMMS. Thank you, Mr. Chairman.
The CHAIRMAN. Surely.
Senator Daschle?
Senator DASCHLE. Thank you, Mr. Chairman.
Chairman Greenspan, I would just like to follow up on some

questions that Senator Heinz had asked with regard to the alterna-
tive. I think we all share your view that using Social Security trust
fund surpluses to enhance savings in a macroecononmic sense is
important.

I understood you to say that, of all the options we have, you find
the Gramm-Rudman-Hollings concept of deficit reduction the most
palatable. Is that your view?

Mr. GREENSPAN. I would rephrase it. I would say it is the least
worst.

Senator DASCHLE. It is the least worst. That is probably as appro-
priate a term as one can attribute to it. But given our record in the
last 10 years-the fact that the national debt has increased to $3.1
trillion, and that interest on the debt has increased in the last 10
years from $74 billion to $241 billion-do you really believe that it
is the least worst? If you could design something that would work
better, what would it be?

Mr. GREENSPAN. You mean as a budgetary process?
Senator DASCHLE. Not necessarily a process, but a set of prior-

ities that would bring about some other outcome, I cannot believe
that the "least worst' concept would provide us with a $241 billion
interest payment today.

Mr. GREENSPAN. That is the figure including interest to the trust
funds.
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Senator DASCHLE. That is correct?
Mr. GREENSPAN. It is still huge. It is $175 billion when trust fund

interest is subtracted out, or thereabouts.
But the issue really gets down to: How does one judge the vari-

ous priorities to resolve the particular budget deficit problem that
confronts us?

I can give you my own personal views.
Senator DASCHLE. That is what I would like.
Mr. GREENSPAN. But I think it -is inappropriate in a sense. I am

one citizen. I have my own views. But I have my representatives in
the Congress for the basic purpose of making the choices and the
compromises which I hope will reflect my particular point of view.
Anyone can tell you arithmetically how to resolve the budget.

But I think what the crucial problem that confronts us at the
moment is to make choices, to make tradeoffs, to make compro-
mises which reflects as best we can the national will-if there is
such a concept.

Senator DASCHLE. But you are denying us the value of your ex-
pertise and your thinking by saying that that is somebody else's re-
sponsibility. I do not want to put you on the spot here, but I must
say, you are the Chairman of the Federal Reserve and we have
here a rare opportunity to ask you what you would do in a situa-
tion like this. We are looking for alternatives. Frankly, for the
Chairman of the Federal Reserve to sa, to us, "Well the least
worst option is the one I subscribe to,' but then, beneath his
breath to say, "You know, if I could really say what I wanted to do,
it might be different than that" really denies us an opportunity to
make the most out of this hearing.

Mr. GREENSPAN. No, Senator. I appreciate that, but let me just
say that what I was talking about with respect to Gramm-Rudman
is a process. I mean I can give you my views on whether or not I
think there are enough F-16 wings in the U.S. Air Force and,
frankly, that should not be worth very much.

Senator DASCHLE. Well give us your views with regard to reve-
nue. Have they changed at all in the last 24 months, given our ap-
parent inability to reduce the deficit through Gramm-Rudman-Hol-
lings? Have your views about the need to increase revenue- from
whatever source, changed at all?

Mr. GREENSPAN. I have said,-Senator, that over the longer run,
in my judgment, permanent reductions in the budget deficit and
the creation-of surpluses are probably more sustainable from the
expenditure side because I am concerned, as a-number of my col-
leagues are, that an increase in taxes, while it may reduce the defi-
cit in the short term, probably in the long term gradually fritters
away as expenditures rise to meet the level of receipts.

So my priorities are very strongly on reducing the growth on the
expenditure side to come to grips with this problem. The sole area
of taxation that I think is useful to raise is, as I have said over a
number of years, including before this committee many times, an
increase in the gasoline tax. I say that, however, not so much as a
revenue raiser but because it has other extraordinary capabilities
with respect to energy conservation, the environment and a variety
of other things. It is nonetheless a significant revenue raiser and it
has that advantage.
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Senator DASCHLE. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
Senator Roth?
Senator ROTH. Thank you, Mr. Chairman.
Today much of the focus has been on the Social Security trust

funds. But I think it is also important that we do not forget about
the Medicare trust fund. It is my understanding that under the so-
called II-B assumptions, the Medicare trust fund would begin to
run annual deficits beginning in 1993. Now I understand that the
Administration's estimates are more optimistic. But if II-B turns
out to be more accurate, I wonder what recommendations you
might have for us to ensure the solvency of this trust fund.

Mr. GREENSPAN. When the Social Security Commission first met,
precisely this question was on the agenda. Two of the members of
the Commission-Senators Moynihan and Heinz-and the rest of
us in appraising this decided that the issue was very complex,
beyond our ability to deal with at that time, and therefore we
stayed with only the old-age and disability fund analysis.

The concerns that we had back then as-to the difficulty of resolv-
ing the problem of medical costs and the proper financing of medi-
cal expenditures I do not think have changed very much. We are
confronted with a remarkable technological advance. The growth
in medical infrastructure is really beyond anything any of us
would have imagined 20, 30 years ago and certainly even at the be-
ginnings of the Medicare fund.

This country, I think, is extremely disinclined to ration medical
care, for very understandable reasons. And hence we find that as
the technology moves forward, while a good part of the technology
reduces costs, nonetheless the amount of medical care that is being
offered in our system is really extraordinary and growing. My sus-
picion is that we will not resolve this issue strictly from the financ-
ing side, but we have to look at what it is that our total medical
system should be providing, especially since there is no evidence
which suggests that either morbidity or life expectancy is superior
in this country relative to other countries whose application of re-
sources is in fact far less both in absolute terms and as a percent of
GNP.

Senator ROTH. Would it be advisable to try to create some kind of
a national commission much like we did in Social Security?

Mr. GREENSPAN. It might well be. Because I think that it is a
type of problem which probably does not lend itself readily to hear-
ings of this nature. Because it requires much more of a research
project and a type of information development which probably a
commission would more readily approach in an effective manner.

Senator ROTH. Mr. Greenspan, you have said on numerous occa-
sions that our individual savings rates is one of our most serious
problems-economic domestic problems. Last year we held a
number of hearings at which there were economists who came
before us and testified that upon careful study the IRAs had result-
ed in significant new savings. A-number of these economists were
doubting Thomases prior to their study-in fact, had taken an op-
posite position.

There seems to be some consensus beginning to develop that we
ought to do more in that area. Both the Chairman and I have made
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specific proposals, somewhat different, but to encourage individual
savings. The President has urged that a new plan-a family sav-
ings plan. I wonder if you would care to comment at this time gen-
erally on the need to provide some kind of incentive such as an
IRA or family savings plan to increase individual savings, the im-
portance of individual savings, and finally whether-particularly
under the Gramm-Rudman legislation, there are not certain advan-
tages to an IRA or family savings plan where the tax advantage
comes up a conclusion rather than the beginning.

Mr. GREENSPAN. Senator, I think you state quite correctly that
there is no more urgent economic problem in this country for the
years ahead than to bring our savings rates up. I think the Chair-
man raised the crucial issue with respect to savings, namely our
competitive disadvantage with respect to the cost of capital inter-
nationally. But that also reflects itself here in the United States as
well in creating a much lower rate of productivity growth than I
think we are capable of producing.

When the IRAs originally came out and the early evaluations
were made, the general conclusion was that they were very largely
a transfer of assets from one account to the other; they created tax
benefits, but had zero effect on savings. Some of the more recent
studies that have had access to the Statistics of Income-that is,
the income tax returns of individuals since IRAs went into place-
have concluded that there is a net benefit to savings.

In my judgment, the conclusions are not definitive. But I do
think they change somewhat the wholly negative view that existed
in an earlier period. We probably need additional information to
make judgments as to whether or not IRA's actually did increase
savings, in part because some analysts say that what actually cre-
ated the increase in saving from IRAs was not so much the tax in-
centive but the publicity associated with them and the advertising
that a number of financial service institutions undertook in order
to get those accounts.

I, frankly, do not know the extent to which either argument is
valid. But I do think that something of the type that you are sug-
gesting, Senator, does require thoughtful evaluation; and anything
which can be demonstrated to increase national saving, meaning
that the private saving increase exceeds the loss of tax revenues, is
something which we should very seriously consider.

Senator ROTH. My time is up, Mr. Chairman. But just let me
make the observation that it was my understanding that if we had
moved forward with an IRA-and frankly I would like to move for-
ward with a combination of the Chairman and mine, because I
think the more incentives we have the better off we are. But it was
my understanding that the private sector was willing to move for-
ward with a very strong advertising campaign. I hate to see us wait
forever and a day on studies when in the meantime we are suffer-
ing in our competitive position because of the high cost of capital to
American business compared with the Japanese.

So that it is my hope that we can move significantly in this area
during the current year.

Thank you, Mr. Chairman.
The CHAIRMAN. Senator Pryor?
Senator PRYOR. I have no questions, Mr. Chairman.
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Senator DASCHLE. Senator Bradley.
Senator BRADLEY. Thank you very much, Mr. Chairman.
Mr. Greenspan, it is good to see you. If we took the surpluses

that are projected for the trust fund and essentially left them in
the trust fund as is anticipated, and took those funds and essential-
ly bought down the government debt, and on the regular operating
budget side balanced the budget-take the trust fund out of the
budget, balanced the operating budget, used the surpluses in the
trust fund to buy down government debt-what would be the
impact on interest rates?

Mr. GREENSPAN. They would go down.
Senator BRADLEY. What would be your best judgment? How

much would they go down if we retired, say, $191 billion worth of
the Federal debt, which is what the projected surplus in the fund
would be in 1996?

Mr. GREENSPAN. It is very difficult to judge. But we know that
the minimum level of nominal interest rates would be real interest
rates-in other words, those interest rates that would exist if there
was no expectation of any meaningful price change in the future.
Under a noninflationary environment U.S. Treasuries would prob.
ably be in the 2.5 to 3 percent area on long-term rates versus the 8,
8.5 percent that we have seen recently.

Senator BRADLEY. So that if we took the money that is in the
trust fund and used it to buy down the debt, it is your judgment as
the Chairman of the Federal Reserve that interest rates would be
in th,', 2 to 3 percent range?

Mr. GREENSPAN. No, the answer is no, I don't, because I think
there are other factors involved.

Senator BRADLEY. If you were able to balance the budget.
Mr. GREENSPAN. If we were able to balance the budget over the

longer term, and in fact create a surplus equal to the Social Securi-
ty surplus, and there were not adverse other policies involved, then
I think we could at a minimum expect the rates to fall, certainly to
4 percent and very likely they could fall lower.

Senator BRADLEY. Now I think that that point is not understood.
From 1950 to 1980 real interest rates-not nominal-real interest
rates in the country were about 35/100ths of a point. Real interest
rates from 1980 to 1989 have been 4.5 percent. That means you
cannot buy a home; that means you cannot float money to invest;
that means essentially that you cannot be competitive in interna-
tional markets because the cost of money is so expensive.

You are saying-and I think that this is enormously important-
that if you were able to take Social Security out of the budget, bal-
ance the budget, which means closing it by expenditure cuts or rev-
enue increases, and then take-what is in that trust fund to reduce
the national debt by that amount, that interest rates would be 2 to
3 percent.

When was the last time that we had 2 to 3 percent interest rates
in this country?

Mr. GREENSPAN. We had it earlier in the post World War period.
Senator BRADLEY. Like in the 1950's?
Mr. GREENSPAN. In the 1950's, yes. In the early 1960's.
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Senator BRADLEY. What would be your thought as to what that
would mean for economic growth, and job creation, and investment
in the country?

Mr. GREENSPAN. It would all be quite positive.
Senator BRADLEY. Yes, but can you give us a little more sense?
Mr. GREENSPAN. Senator, I hesitate to get into that type of fore-

casting game because it implies that we can fine tune an amount.
Let me say what we can say about that.

Senator BRADLEY. But chances are that just as interest rates
were 20 percent or 19 percent in 1980, and they would be 2 to 3
percent--

Mr. GREENSPAN. Well I wouldn't go down to 2, but I would say
certainly close to 3 percent.

Senator BRADLEY. Three percent.
Mr. GREENSPAN. Long term.
Senator BRADLEY. I mean there would be a lot of homes people

could buy; there would be a lot of investments people could make.
Mr. GREENSPAN. Yes.
Senator BRADLEY. Let me thank you very much for your point.
Now let me ask you one other question. The Social Security tax

does burden wage earners significantly. Let us assume that you
I ave an income tax credit to wage earners for a portion of their

ocial Security tax, which would mean basically a tax cut for wage
earners; and you increased revenues on the other side by your fa-
vorite tax, the gasoline tax. Wouldn't that be positive?

Mr. GREENSPAN. Well it--
Senator BRADLEY. You would not be increasing the deficit, you

would just be giving wage earners a tax cut.
Mr. GREENSPAN. If you tie it to their Social Security contribu-

tions, I think you are beginning to break the relationship between
contributions and benefits.

Senator BRADLEY. Let's just say that wage earners, between
income level X to Y, would get a tax credit equal to a specific
number. Your income tax revenues would go down, but your Social
Security trust fund contributions would be unchanged. So there
would be no connection there. It would be like a tax cut for people
between up to $40,000 to $50,000 in income.

Mr. GREENSPAN. What you are basically doing is you are substi-
tuting one tax for another. And the question is: What are the con-
sequences of those different types of taxes on the economy? They
have rather significantly different effects, both positive and nega-
tive. I would hesitate to give you an off the top of my head----

Senator BRADLEY. You would be paying less income taxes if you
were a wage earned uzder this proposal?

Mr. GREENSPAN. You would be paying less income taxes, but you
would be paying more other taxes. True.

Senator BRADLEY. More other taxes?
Mr. GREENSPAN. Well you said that you would put a gasoline tax

on.
Senator BRADLEY. Well that is just your favorite. I might have

another favorite.
Mr. GREENSPAN. Oh, okay.
Senator BRADLEY. So the wage earners might not have to be

taxed.
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Mr. GREENSPAN. Oh. Are you asking me whether I would ap-
prove of that? Once I start to get involved in the various prior-
ities--

Senator BRADLEY. No, no.
Mr. GREENSPAN [continuing]. In the budget, then as I said to Sen-

ator Daschle, I get involved in an area where I don't think the Fed-
eral Reserve Chairman really ought to be, because I'm then talking
as a citizen, as an economist, and not in my institutional position.

Senator BRADLEY. I appreciate that. But I do appreciate also your
projection on interest rates if we use the trust fund in a responsible
way.

Mr. GREENSPAN. Yes. Mr. Chairman, may I just take one second
to respond to an element that I think requires something to be said
here.

We have to be very careful about balancing the non-Social Secu-
rity part of the Federal budget because we are going to be confront-
ed with very large and rising of intra-governmental interest pay-
ments from the general fund into the Social Security trust fund.
These interest payments are one of the major reasons the Social
Security surplus rises.

They also show through in a corresponding deterioration in the
non-Social Security budget. I think we talk very blithely about bal-
ancing the non-Social Security part of the budget without recogniz-
ing what we are dealing with. There is a very large intra-govern-
mental interest payment there.

Senator BRADLEY. But if you reduced the overall government
debt, wouldn't you also decrease the non-Social Security interest
payments?

Mr. GREENSPAN. Only to the extent that interest payments come
down because so long---

Senator BRADLEY. Which is a budgetary expense?
Mr. GREENSPAN. Sure. Yes.
Senator BRADLEY. Right?
Mr. GREENSPAN. Agreed. But so long as the trust fund builds up

and is invested in U.S. Treasury securities the interest has to be
paid.

The CHAIRMAN. Senator Moynihan.
Senator MOYNIHAN. Mr. Chairman, two points at the end of an

extraordinary testimony as usual from Dr. Greenspan.
You go to the question of what will happen to interest rates if we

were to save the surplus and such like. And Senator Bradley raised
that. You will recall, sir, that this committee began to address this
subject 2 years ago. We asked the General Accounting Office in
1988 would they give us a study of the effect of these Social Securi-
ty trust fund reserve accumulation.

They gave it to us January a year ago. It is called "Social Securi-
ty-The Trust Fund Reserve Accumulation, The Economy and the
Federal Budget." And they said, now if you will save this money
interest rates will go down, the savings rate will go up, markets
will respond. It was all very clear. But they said if you are not
going to save it, give it back.

Then we had the National Economic Commission. We are going
to hear from a distinguished member very shortly-and you testi-
fied before us about the deficit. If you recall, we asked, could we
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expect to grow out of the deficit, and you said no. And in the
report, both Majority and Minority, they said save those Social Se-
curity trust funds. But in the Democratic report we added, if you
are not going save them, give them back.

May I just say to you, or for the record really, not to you, we
never had 5 minutes conversation with anybody in the Administra-
tion about either of those proposals. No one ever said to us, all
right, you're talking about that, let's think about it; here is what
we want to say. We never heard a word, which led us to conclude
that they were not going to save, as they are not saving, and there-
fore we went to option number two.

I do not ask you to comment. But I mean it was after a long
year's waiting in silence. But then could I just say to your point
about whether we ought to mix up the Social Security contribu-
tions with the income tax. We were looking to see what Franklin
D. Roosevelt thought about this. And sure enough we found some-
thing. In the summer of 1941, Luther Gulick, who I am sure you
probably knew, a professor at Columbia, a great public administra-
tor, he was an assistant to the Secretary of the Treasury and he
called on President Roosevelt and in a kind of neat government
manner at the time said, you know, isn't it perhaps time to get rid
of that payroll tax and put it back into the general revenue stream
and finance Social Security that way.

And then he records a memorandum of conversation. He has
President Roosevelt saying, "I guess you are right on the econom-
ics. But those taxes were never a problem of economics. We put
those payroll contributions there so as to give the contributors a
legal, moral and political right to collect their pension and their
unemployment benefits. With those taxes in there no damn politi-
cian can ever scrap my Social Security program." So he was think-
ing ahead, Mr. Chairman. Thank you, Mr. Chairman.

The CHAIRMAN. Mr. Chairman, you have done your usual great
job. We are most appreciative of your contribution this morning,
your answers to the questions; and we thank you very much for
your attendance.

Mr. GREENSPAN. Thank you very much, Mr. Chairman and the
committee.

[The prepared statement of Mr. Greenspan appears in the appen-
dix.]

The CHAIRMAN. Well we have another gentlemen before us this
morning who was a co-chairman of the National Economic Com-
mission, helped develop that minority report, along with Senator
Moynihan; and I would say if he wasn't so young he would be ap-
proaching the status of a senior statesman for this country of ours,
a man whose candor has sometimes bordered on the outrageous.
But we are very pleased to have you, Mr. Strauss. We look forward
to your statement.

STATEMENT OF ROBERT S. STRAUSS, SENIOR PARTNER, AKIN,
GUMP, STRAUSS, HAUER & FELD, WASHINGTON, DC

Mr. STRAUSS. Thank you, Mr. Chairman. May I respond by
saying it is always a source of pleasure and a great deal of pride
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for me to be before this committee; and as you well know, it is a
committee in which I feel very much at home.

Testifying today after Chairman Greenspan and prior to this dis-
tinguished panel, I have decided to devote my opportunity to a sub-
ject I do know pretty well, and that is the political process in this
country-and its relationship to the Moynihan proposal and to our
current budget dilemma.

Let me commence by saying that as my absolute conviction with
regard to the subject matter of today's hearing, that the political
process has failed this Nation. Those of us who live in the public
arena from the Executive and the Legislative branches to the so-
called public spokes people must all take a major part of the
blame. Simply put, we have all, without so intending-without so
intending-become a part of a conspiracy of silence and partici-
pants in the politics of fear in my judgment.

On a personal note, I well recall the failure of the National Eco-
nomic Commission which you mentioned earlier, and which I co-
chaired, our failure to stand firm and speak out. We Democrats
have concluded and with some justifiable reason that if we mention
the word "tax" our Republican friends will-destroy us with a tax
and spend label. And contrary wise, our Republican friends has
concluded also with good reason that if they mention entitlements
or Social Security we Democrats will use it to destroy them. And
believe me, as much as any of you, I understand the realities of
such fear on both sides.

I know the power of negative advertising and the risks of being
down wind of a well orchestrated attack of half truths aimed at
raising constituents insecurities. Conventional wisdom tells us that
Walter Mondale lost his presidential election because he kicked off
his campaign by saying he would raise taxes. Conventional wisdom
further tells us that George B.Rush won the Presidency because he
said he wouldn't.

Now you can take it from one who has been at this game a long
time, Mr. Chairman, that is baloney. Mondale was going to lose
anyway; and Bush was going to win anyway. Yes, we have all been
colivinced that we had better be silent on these issues or we will be
hung out to dry. It is simply amazing to me that we seem to be
able to talk openly about sex and violence and war and condoms
and deviant behavior on television, in the newspapers, and on the
floor of the Congress, yet we can't seem to talk honestly and openly
about whether or not we need more or less taxes, more or less
spending or what, if anyf'" ing, we should do about the rising cost of
entitlements.

We all recall George Bush of being accused in the press of boring
us to death. I never thought in those days that President Bush
would be guilty of scaring us to silence. So what are we going to
do?

My first answer is that whatever we decide to do, we must do it
together-Republicans and Democrats alike. My second answer is
that we can start by telling the American people the facts as they
really are. And with that as a predicate, let's look at the problem.
To do so, let me offer a few propositions that I think are reasonably
well accepted givens.
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First, we haven't had an honest examination of the issue con-
fronting us in the budget and Social Security areas for many years.
Senator Moynihan's proposal gives us a clear opportunity to do so.
Maybe it has forced a crack in our own Berlin Wall of indifference.
Whatever happens to this proposal in the Congress, this country
should be grateful to Senator Moynihan for getting this issue out
on the table.

Second, we do not collect enough money to run our government
at its current level of activity. The unified budget deficit has
dropped from the $221 billion high in 1986 to around $150 billion
where it seems to be stuck. But as Senator Moynihan's proposal
has demonstrated, if you take out the Social Security surplus, there
has not really been any improvement. And on this basis, CBO
projects a $249 billion deficit in 1993, a very disheartening number.

Third, a peace dividend, when and if it happens, will come slowly
as we reorder our military priorities and as our economy adjusts to
a slow down in defense spending. We cannot spend what we do not
have, particularly when we have demonstrated an inability to deal
with those constituents who are adversely affected.

Fourth, even with this huge persistent deficit the $249 billion
figure does not include the major unmet needs of the nation, to pay
for our real environmental demands, and fund a proper drug pro-
gram, clean up nuclear production facilities, called for in the Ad-
ministration's budget, meet the full cost of the S&L crisis, improve
our educational standards of our poor citizens, repair infrastruc-
ture. All of this costs more money than we are currently spending.

Fifth, by any measure the rate of private savings in this country
is low as we have been talking about earlier today-low by interna-
tional standards, and low by our own historical experience. We
need savings to sustain the level of investment upon which long-
term growth depends.

Now despite the above, most say well we have certainly done all
right over the last few years. I disagree. In fact, we. have borrowed
and consumed, and borrowed and consumed, until we appear to
have fashioned our fiscal policy out of May West's personal philoso-
phy that there is just no such thing as too much of a good thing.
By 1990 the trends of the last decade are obvious. We were building
up our net asset position in the world until 1982. We reversed that
trend, and in 3 years, by 1985, we became a net debtor nation. Few
realize it, but we ,vere also losing market share in almost every in-
dustry today. A startling fact.

If the rest of the world were to let us continue this level of bor-
rowing for the next 20 years, when the baby boom retirement
begins, as we are concerned about, we would be in hock to the rest
of the world to the tune of well over $5 trillion. I would remind you
of the British experience. They once operated as we are now oper-
ating and they finally had to pay for it by selling off, in a few short
years, a British empire that had taken them 300 years to build.

This may seem either foolish or alarmish, Mr. Chairman, but as
we all know the gross public debt of this country, including that
held by Social Security and other trust funds, has grown from $900
billion in 1980 to $3 trillion today. Today gross interest on the debt
alone represents 22 cents of every dollar we spend.
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It has beei my long held political belief that if the American
people are given clear alternatives by their leaders, with an expla-
nation of the costs, the benefits of each, they will make the right
choice. This is not the same thing as saying they will respond ra-
tionally to every question put to them in public opinion polls. The
voter has plenty to do without becoming an expert on how fast we
can decrease our military commitments in Europe or why Medicare
costs are rising so fast. Poll takers are not the answer; it is the re-
sponsibility of the political system to articulate options in a way
that provides responsible, meaningful and understandable choices.

Sometimes events make that easy-high inflation, high unem-
ployment, fighting wars-can focus elections around key issues. At
other times it may be far more difficult. Civil rights legislation and
the Marshall Plan are examples of the very complex issues that
were settled by the political process in ways we can all look to with
pride today.

However, when it comes to dealing with this budget, the political
process has become somewhere between timid and irrelevant. The
last presidential election was a perfect example. One candidate
said, better enforcement; the other said, read my lips. The choice
offered up to the electorate was a public relations gimmick on the
one hand and a speech maker's phrase on the other. No wonder the
public has lost confidence in us individually and institutionally.

Instead of hearing answers that even approximate common
sense, they are confronted with budgetary doublespeak and ques-
tionable numbers. I am told that over 60 percent of the votes of the
U.S. Congress in every given year are budget related and still we
seem to make no headway.

Why did Senator Moynihan's proposal cause such an uproar? Be-
cause by focusing our attention on the way we are using the Social
Security surplus, he has demonstrated that the cost of our govern-
ment falls squarely on the large middle class who earn between
$20,000 and $58,000 per year. This is patently unfair.

We all know that taken alone the Social Security tax is propor-
tional, not progressive. But the American people are comfortable
with that because the Social Security benefit structure, as a whole,
is progressive. But as has been so clearly annunciated earlier here
today, that holds good only as long as the costs are tied to benefits.
When that is no longer the case, when it becomes a question of the
general cost of government, the entire issue is opened up with far
reaching ramifications for the political and economic lives of our
nation.

In my opinion, the Moynihan proposal standing alone is not the
answer. The only thing worse than using the Social Security sur-
plus to run our government is to continue to borrow the money
from the Japanese and Germans to run it. But the questions asked
by Senator Moynihan that led him to make this proposal are very
valid. How can we maintain a real budget deficit of a quarter of a
trillion dollars indefinitely?

Did anyone ever contemplate that the Social Security trust fund
was to be used for general government expenses? When was a con-
scious decision made that the cost of government were to be born
substantially by our middle income earners? These are the type of
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questions that this committee must ask if we are to collectively
find the answers.

My expectation is that these questions are profound enough that
this debate can finally go forward and every legitimate means of
governmental solution, including reduced spending and/or addi-
tional taxes should be explored. I would then urge that this com-
mittee, and the other leaders of the Senate, call upon their coun-
terparts in the House, together with the Executive Branch, to join
in a bipartisan effort to deal with the issues we are talking about.

It cannot be conducted as just another charade. I must say I
think the President who won the last election and proposed the
Federal budget we are now considering bears the most responsibil-
ity to lead and work with the members from both sides of the aisle
to begin a meaningful process. Indeed, to take the lead in the creat-
ing of this Executive/Legislative summit, to address these problems
in 1990. This Executive/Legislative summit should have everything
on the table, including, but not limited to (1) our overall budget
problem; (2) the savings issue, so that middle America can again
participate; and (3) the inequities in our tax structure, specifically
that pointed out by the Moynihan proposal.

I understand and fully sympathize with the difficulty our politi-
cal parties and our elected officials face in dealing with the sub-
jects I have discussed. They are political mine fields waiting to ex-
plode. But together, Mr. Chairman, Democrats and Republicans,
Legislative and Executive leadership, can move forward to give the
public the kind of choices they are entitled to. Good politics is
about hard choices and the wise use of power by elected officials.

I submit to you that we had better address where we are heading
for the rest of this century now when the economy appears to be
doing well. Later, if we are faced with a less prosperous time, we
may not have the luxury of choice.

Now I do not want to conclude by sounding overly dramatic, but
when one looks around the world, from the young people on Tiene-
man Square to the clerk in Mandela in South Africa, to Howell
who spoke so movingly before you last week, to the election process
in Nicaragua just yesterday, I say we are selling the American
public and indeed ourselves short if we do not think our political
process can face and indeed solve these budgetary problems if we
give the effort bipartisan leadership.

Someone recently said that President Bush had it upside down in
his inaugural address when he said, "We in the United States have
more will than wallet." I say to you, Mr. Chairman, the fact is,
"We have more wallet than will." We are still the richest country
in the world, but seem to lack the will to take the steps to stay
that way.

Mr. Chairman, the final question must be, why should this effort
that I am describe succeed now when others have failed before?
And my answer, I guess, is that we have a popular President in the
White House, with an 80 percent approval rating. We have strong
leadership in the House and Senate on both sides of the aisle, and
in the committees deciding these issues, and in particular, in this
committee. Every individual involved gives a damn, Mr. Chairman,
about what is going on, even if we have different approaches.
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So with this solid political base, and with the climate of positive
change that seems to be sweeping the world, this effort simply
cannot afford the luxury of failure; it would have to succeed.

Thank you.
The CHAIRMAN. Mr. Strauss, that is a fine statement. We are the

richest nation in the world-the largest economy in the world. But
when you see an increasing deficit in trade, when you see Ameri.-
can creativity invent the products and now they are all made out-
side of this country, when you see the color TV invented in this
country, now over 90 percent of them made outside of this country,
and the VCR right there beside it, it has to be of concern to us.
When we see productivity half of that of our major competitors-
the increase in productivity-when we see the national debt triple
in the last dozen years, it means some tough choices have to be
made to turn this thing around-tough choices that have not been
made by either the Congress or the past Administrations.

I think there are many that are ready to walk that plank togeth-
er and make those difficult political choices. It is going to take
some leadership on both sides to accomplish that. So I share that
concern and that call to that kind of responsibility that you have
made today.

Let me ask you a question as to what you think would happen.
Do you think we could maintain the kind of Social Security surplus
that you call for in your report on the National Economic Commis-
sion-you, and Senator Moynihan, and others-to move from a def-
icit to a surplus in the overall budget, and then have Social Securi-
ty surplus that would climb to $180 billion in the year 2015 without
an invasion of that surplus for the general expenses of the govern-
ment; do you think we can muster that kind of will?

Mr. STRAUSS. Yes, Mr. Chairman; I think we can muster that
kind of will. I certainly do. As a matter of fact, we have never
given a real examination that I have seen in recent years of what
we might do on the spending side. I look and see what is taking
place in entitlements. I look at a fellow like me. I get a Social Secu-
rity check and a big part of that check isn't even subject to income
tax. That is kind of crazy.

We have heard the Chairman of the Federal Reserve speak about
what we could accomplish with a gasoline tax or maybe a broad-
based energy tax. There are so many things that we could look at
and tackle if we did it together.

I think the American people, as I said, if you could give them
clear alternatives-we tell them what the cost is and what the ben-
efit is, if we talk about what it does for interest rates in this coun-
try, if we talk with leadership clearly about what it does for pro-
ductivity and for the standard of living, my answer is, yes, our
people would support it.

The CHAIRMAN. Thank you.
Senator Moynihan?
Senator MOYNIHAN. I would just like to say again how much we

admire and approve what Ambassador Strauss has said. You got
the whole world together on the Tokyo round. I don't know wheth-
er you can get this country together. I don't know.

You mentioned, just an item again, in our sense here of what
doesn't happen. You referred to the Presidential campaign in
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which one campaign said better tax collection enforcement and the
other said read my lips. Well the one that said read my lips won;
and then he also came out for better enforcement. If you look at
the President's budget you will find in the next fiscal year we are
going to pick up $2.5 billion through better tax collection enforce-
ment.

Mr. STRAUSS. I saw that, Mr. Chairman.
Senator MOYNIHAN. So that is something to look forward to.
Two points, one about your call for a summit-a real effort to

reach an agreement. May I say that since the Social Security issue
has been raised, if anybody on our side of the aisle has heard from
the President, we do not know it. There has been silence.

But more importantly, a year ago we produced that National
Economic summit. There was never any discussion of it from the
Executive Branch and now, if I could say this, sir, you probably
know this, the kind of summit you are talking about was in fact
not just hinted at but promised in conversation after conversation
that came from the Executive Branch to the Congress at this time
last year. They said, give us a year to get through this clinker of a
budget, and then we will sit down. Last summer, last fall-nothing
ever happened, sir.

Mr. STRAUSS. That was one of the reasons the Economic Commis-
sion was supposed to silently go away, Senator, because we were
going to sit down in a bipartisan way and we haven't.

Senator MOYNIHAN. Yes, sir.
Would you say that again so it gets clear in the record. The Eco-

nomic Commission did not have to be responded to because there
was going to be a more or less formal mechanism working at this.
Isn't that right?

Mr. STRAUSS. Well I would say to you that while it was never for-
mally stated, it was a general understanding that I had that it was
the intention that we would sit down and bipartisan-not we, but
elected officials would sit down--

Senator MOYNIHAN. Yes, sir. Yes, sir.
Mr. STRAUSS [continuing]. In a bipartisan climate and deal with

these issues. And it is my judgment that if elected officials, leader-
ship, sat down from the Executive and Legislative in a bipartisan
climate today and looked not just to get us through the next budget
cycle or get us through the next election year, but get us through
where we are going for the rest of this century, my answer to you
is, I think we would be successful.

Senator MOYNIHAN Right, and I share that. You have to believe
that. But you will confirm-because, you know, you are in the
center of most things going on in this city-that a year ago there
was an understanding that there would be such an effort and that
effort never cEme about?

Mr. STRAUSS. Senator, let me say that I am vain enough to enjoy
your characterization of me, and foolish enough to enjoy, but I am
sensible enough not to pay too much attention to it. But I would
say to you, while there was no formal understanding, it was my-I
thought there was an informal understanding that it was going to
be dealt with my elected officials on a bipartisan basis in the leave
us a year to get started to settle down and we will get to this.
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Senator MOYNIHAN. Sir, you are, in my understanding, exactly
right; and that did not then thereupon happen.

Mr. STRAUSS. No, sir; it did not happen and has not happened.
Senator MOYNIHAN. And that is why this bill went in on the first

day of this session of Congress.
Mr. STRAUSS. Well I commend you for entering the bill. I was de-

lighted to see it.
Senator MOYNIHAN. Thank you very much, sir.
I think the next Senator is Senator Symms.
Senator SYMMS. Thank you very much, Mr. Chairman.
Thank you, Mr. Strauss, for your what I consider excellent testi-

mony. Just to give you a little update on the past, one time in 1988
or 1987-I believe it was maybe early 1988 during the primary
process-you and William F. Buckley were hosting a program in
Houston of Democratic presidential candidates and I happened to
watch the program and I enjoyed it a great deal. So I sent William
F. Buckley a letter and suggested that the only chance they had
was to take the moderator, Strauss, and put him in as a candidate.

Mr. STRAUSS. I will tell you, I had a copy of that and I endorsed
it wholeheartedly, but no one else seemed to, but the two of us,
Senator. [Laughter.]

Senator SYMMS. Your problem may be that when you get en-
dorsements from people like me it doesn't help you in your party.
But anyway, I wanted to say that I really appreciate your testimo-
ny- and I totally agree with you about your viewpoint of saying
people should be able to tell it like it is. I think you have a quote
here about "Good politics is about hard choices and wise use of
power." I like to say that principal politics make the best pragmat-
ics.

I have always said that I am willing to tell it like it is from my
point of view. And if the voters want the person who tells it like it
isn't, they are welcome to him. I think it is true what you say and
what you outline here, that we could make responsible choices and
still people might be surprised at how many of them would get re-
elected.

Mr. STRAUSS. That is right.
Senator SYMMS. But I wanted to ask you two points. Number one

is, on this National savings rate, would you agree that there is
some distortion in our national savings rate with vis-a-vis the Fed-
eral budget, based on the way we do our accounting when we buy
airplanes that will last 30 years and buildings that will last 60
years and highways and bridges and other things, that there is
some distortion in how much is consumed and how much is a long-
term investment?

Mr. STRAUSS. Yes. And a big item you left out of there is homes,
Senator.

Senator SYMMS. And homes.
Mr. STRAUSS. Homes is a big item in that. Yes, I would say there

is some distortion there. But I still would say that it is an outrage
where our national savings rate, when you compare it to Japan
and to Germany and others, and when you try to keep up in pro-
ductivity with them, we cannot do it. We are fighting a battle with
one arm tied behind us.
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Senator SYMMS. Well back to that. That brings you back to my
next question. The plan that I have been proposing Would be that
we would take-it would really literally be a forced savings plan
for Americans, that 2 percent surplus that is now being consumed
by the Congress or spent, I should say, no matter how the account-
ing is. Don t you believe that if we in fact piled this money into
private individualized defined contributions that that would be
great competition to foreign investment in this country?

Mr. STRAUSS. Yes, if we could make that effective, unquestion-
ably that it would be useful and meaningful.

Senator SYMMS. I have to say that your comments about don't
tamper with Social Security, you know, I really totally agree with
you. I do not think the public, if they understand the facts on the
table, are that opposed to it. I mean I am standing here as living
proof, coming from a State that has a record of bipartisan-you
know, a two-party State-very close elections every year.

I suggested some serious-three major amendments to the 1983
bill that would have defined the benefits that people get to a
slower fashion and everybody told me, well, you will never be re-
elected after doing that and it didn't happen. But I do think that
we have an opportunity in 1990 with this surplus in Social Securi-
ty-and I think, Senator Moynihan, that I share your view-that
he has given us a great opportunity.

I frankly think my party is on the wrong side of the issue. I am
one of a few in the party that thinks that. But I do believe that
there is a good argument for having this money in the private
sector. I think my plan is better because it would take care of the
savings question and we would have several trillion dollars, and we
could have money to invest in our own private development with-
out having to sell the farms to the Japanese.

Mr. STRAUSS. Senator, let me respond to that by saying, without
passing judgment on one plan as opposed to another, let me just
say this, that it is so easy for people to demagogue and put fear
into any discussion of Social Security. I think we need a slowed
down, deliberate discussion of the issue you raised with your plan,
certainly of the Moynihan proposal, and take a few months to look
at that and let people understand it.

My recollection is that the AARP came out in opposition to the
Moynihan plan as tampering with Social Security. My judgment
is-and I know nothing about it-but my judgment is that they
were sort of frightened into that. And if you take a bit of time to
educate the American public, they understand any issue, as I said,
if you give them clear choices. And if the members of the AARP
were educated in the fact that what Senator Moynihan's proposal
suggests, there would be no-they might support it; they might not.
But there would be no reason for them to fear that it affected ad-
versely the Social Security plan.

Senator SYMMS. I thank you very much for an excellent state-
ment. And in any event, in the year 2012 I hope we are still going
to have a Congress and they will be able to look at the situation
again to figure out how they are going to get out of the mess that
we have created for them.

Mr. STRAUSS. Senator, I hope to still be here drawing Social Secu-
rity.



141

Senator SYMMS. Okay, thank you.
Thank you very much, Mr. Chairman.
The CHAIRMAN. Senator Pryor?
Senator PRYOR. Mr. Chairman, thank you.
I apologize to Mr. Strauss, I had to be out of the room and I was

not here to hear a great deal of his statement. I always enjoy hear-
ing Mr. Strauss come before this and other committees.

Mr. STRAUSS. Thank you. --

Senator PRYOR. My very worthy staff member, Mr. Chairman,
has gone through the list of witnesses today and in a one line defi-
nition has staked out their respective position. I will not-name the
various parties-opposes Moynihan; another one, vague on Moyni-
han; another one, supports Moynihan if two conditions are met;
then supports Moynihan, but does not want to raise other taxes to
offset it. Here is one, opposes Moynihan, but doesn't want to see
corporate taxes increased.

So I would say, Mr. Chairman, that we have folks all over the lot
on this. What is the one political force in our system that can
achieve a budget summit situation? Is this going to be ultimately
the President? Is this a congressional role? What has to happen for
us to get where you are suggesting we should go?

Mr. STRAUSS. I said in my testimony that I would hope this com-
mittee might call for its counterpart in the House, and the leader-
ship in the House and the Senate, to join with the Executive
Branch in calling for it. I also said that I thought the President,
having been elected President with an 80 percent popularity rating
and obviously with the same concerns we all have about this
budget, should take the lead in it.

I might add that I did not say that I would hope this process
would continue deliberately through the year, that we would not be
rushing into something to come up with some quick answers to get
us through the next budget cycle or the next President campaign. I
think the force could come from here; I think it could come from
the President. It needs to come from someone. We need leadership
so desperately.

Senator PRYOR. As I understand President Bush's program or his
proposal we would do really nothing until about 1993, which is
after the next President election. What happens to us if we wait
that long?

Mr. STRAUSS. The great danger, in my judgment, that we face in
this country is that we try to play it too cute and too close to the
mark. You cannot fine tune and just barely avoid recession by
having just barely enough economic growth in this country. That is
what we are doing right now.

I have no way of assuring anyone that the world is going to come
tumbling down if we do not deal with this deficit this year or next
year or the year after. But what I do know is, when you play it
that close to the line, if we get a bad break or two along the way,
we will be in very, very serious trouble. And the way we are play-
ing it, we cannot have the kind of growth productivity increase
that this Nation needs.

Senator PRYOR. Mr. Chairman, I thank you for the time; and
thank you, Mr. Strauss.
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Senator MOYNIHAN. I think we both thank Mr. Strauss for that
statement.

Senator Bradley?
Senator BRADLEY. Thank you very much, Mr. Chairman.
Mr. Ambassador, it is always a pleasure to see you; and thank

you for your testimony. I think that when it comes to process ques-
tions you are a fountain of wisdom and I think you were again
today.

I would like to ask you just a couple of specific things as to what
your specific recommendations would be. I just take them based
upon how they were raised during the course of the hearing.

On Senator Symms' proposal, are you basically for or against
that?

Mr. STRAUSS. I do not know enough about Senator Symms' pro-
posal to respond to it. What little I heard of it today, it is worthy of
consideration.

Senator BRADLEY. All right.
And then Senator Moynihan's proposal?
Mr. STRAUSS. Senator Moynihan's proposal, if we would be will-

ing-Senator Moynihan has attacked what is patently unfair about
our structure, and that is these dramatic sums of money that are
being taken from the middle class and going to pay for the costs of
government. I think it is going to-as I said in here-this gets into
large questions. But my answer to that is, I think Senator Moyni-
han's proposal is a luxury the country cannot afford as bad as it
needs it unless we are going to supplement the loss of revenue we
would get if we cut that out.

What I would like to do is see the Social Security program ad-
dressed along the general lines that Senator Moynihan has pro-
posed and I would like to see that shortfall in revenue made up in
sensible, responsible ways, and we can do it.

Senator BRADLEY. All right.
On Social Security benefits above a certain level of non-Social Se-

curity income?
Mr. STRAUSS. I would go for that in a minute. I think that it is an

outrage that a fellow like me who earns in very, very large figures,
having getting substantial sums of Social Security money paying
no income tax on it. It is crazy. In fact, I have a devil of a time
getting my wife to let me spend it she thinks it is so outrageous.

Senator BRADLEY. And income tax credit for Social Security wage
earners?

Mr. STRAUSS. I don't know. I have no real opinion on that. I do
think getting-excuse me, go ahead.

Senator BRADLEY. No, that's-
All right. Thank you very much.
Mr. STRAUSS. Thank -you very much, sir.
Senator MOYNIHAN. Mr. Ambassador, I just want to-I do not

know whether we should do this in public, but in the interest of
open government, may I plead with you to pay income tax on one-
half your Social Security benefits.

Mr. STRAUSS. I do it on one.half.
Senator MOYNIHAN. It is the law, sir. [Laughter.]
Mr. STRAUSS. I do it. I am complying with the law you wrote,

Senator Moynihan.
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Senator MOYNIHAN. We want you back here frequently and not
with a Federal Marshall sitting over there.

Mr. STRAUSS. I want you to know that I am marginally comply-
ing with the law you wrote.

Senator MOYNIHAN. And you are supremely helpful to us. Your
proposal that there be a true summit meeting between these com-
mittees-House Ways and Means, Finance and the President-it
seems to me a compelling matter. It has not happened. We are well
into an Administration in which it ought to have done. I see my
friend, Mr. Pryor, agreeing.

We thank you very much for coming, sir.
Mr. STRAUSS. Thank you so much for having me.
[The prepared statement of Mr. Strauss appears in the appendix.]
Senator MOYNIHAN. And now our third guest this morning, Mr.

Calvin Johnson, who is the Legislative Representative of the AFL-
CIO. We welcome you this morning, Mr. Johnson, and you are ac-
companied by--

Mr. JOHNSON. Thank you very much, Senator. I am accompanied
by-and I take great pleasure in introducing to you and the com-
mittee-the new Director of our Department of Employee Benefits,
Ms. Karen Ignani.

Senator MOYNIHAN. Good morning and welcome. We are very
happy to have you and we will see more of you over the years.

Mr. JOHNSON. In an effort to make this hearing, for you, a bit
more pleasant, I think it would be far more proper to have her de-
liver our statement to you this morning rather than myself. So
with your indulgence she will deliver our testimony.

Senator MOYNIHAN. We welcome you to your solo before the Fi-
nance Committee. Please proceed.

STATEMENT OF KAREN IGNANI, DIRECTOR, DEPARTMENT OF
EMPLOYEE BENEFITS, AFL-CIO, WASHINGTON, DC

Ms. IGNANI. Thank you, Mr. Chairman. We have submitted our
written testimony for your review, and with your permission I
would like to take this opportunity to briefly summarize my re-
marks at this time.

On behalf of the AFL-CIO we are indeed pleased to be here to
share our views with you on the important issue of financing the
Social Security fund in the short term as well as in the long term.
We believe this hearing is timely because once again events have
called into question the long term health of the Social Security
trust fund. Although ironically, as many have said, you yourself,
that we are now in a very different situation of course than we
were in the 1980's, when the contingency reserve plunged to a dan-
gerously low level of only 8 weeks of benefits; at present, concern
centers around the program taking in too much money and having
its surpluses used to substitute for general taxes in meeting the
Federal Government's current operating expenses.

Once again, it is time for Congress to take steps necessary to pre-
vent a crisis of confidence in the system. Therefore, Mr. Chairman,
we believe that this committee and the Congress should seriously
consider your proposal to reduce the Social Security payroll tax, re-
turning to a modified pay-as-you-go system, provided two conditions
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are met. I would like to take a moment to describe those two condi-
tions at this time.

Senator MOYNIHAN. Please do. Take all the time you want.
Ms. IGNANI. First, we believe that protections must be added to

ensure that an adequate threshold of assets is maintained in the
system before-and I emphasize before-any changes are made.
Second, measures must be taken to avert massive cuts in Federal
programs once the trust fund surplus revenues are removed from
the deficit calculations under the Gramm-Rudman-Hollings law.

I would like to explain our rationale for this position. Because of
the broad population group the Social Security program serves, we
view Social Security as a safety net for families. And in our view,
the key goal always must be to ensure the financial integrity of the
system. While the bipartisan 1983 legislation to put Social Security
back on firm financial footing was prudent at the time, it is time,
we believe, to evaluate whether the current financing method is
adequate for the long term.

In the 1983 report, as you know well, Mr. Chairman, the mem-
bers of the Commission made it clear that they favored a fund
build up that would increase the national savings rate and through
investment would produce a larger po,)l of goods and services in
the future. Unfortunately, as previous witnesses have indicated
today and in other hearings, this has not happened, nor in our
view is it likely to happen in the near term, because Social Securi-
ty surpluses are being used to offset the deficit in non-Social Secu-
rity programs.

In our view we should not continue to rob Peter to pay Paul by
borrowing from Social Security to cover the Federal government's
operating expenses. On the other hand, removing Social Security
surpluses from deficit calculations without addressing the underly-
ing budget issues could produce higher interest rates and/or crip-
pling cuts in essential Federal programs.

Mr. Chairman, there has been much discussion this morning
about two key issues that I would also like to address. The first is
the relative progressivity of the Social Security system; the second
is the question of using Social Security to finance non-Social Secu-
rity expenses in the government.

On the first question, we believe the system is sound and fair. On
the second question, we resoundingly say that we do not believe
that it is appropriate to finance the Federal government's non-
Social Security expenses from the Social Security trust fund. Many
witnesses have commented on the percent of the population that
has income which exceeds Social Security's maximum level of tax-
able earnings, capital is not taxed, et cetera.

So, therefore, while we believe Social Security is an appropriate
system-social insurance program-compared to general taxes it is
a regressive way to finance government operating expenses.

However, I would be remiss if I concluded my remarks at that
point. I do think, and I hope the Congress will also look in addition
to the macro issue of financing the system, the whole question of
whether or not the system is working appropriately for benefici-
aries, which brings up some micro issues that I think we need to
put on the table.

Senator MOYNIHAN. Let's hear them.
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Ms. IGNANI. We are very concerned about whether or not the
Social Security Administration has the necessary staff resources to
do the job. At present, SSA is working with a staff that has-been
reduced by almost 30 percent over a 5-year period. This down-sizing
has led to serious problems in a number of key areas, including the
following: posting of earnings, beneficiary appeals, disability appli-
cations, service provided by field office, and needless to say, em-
ployee moral.

We believe Congress must take steps immediately to assure that
enough money Ls being allocated to- obtain the staff necessary to
provide high quality services to beneficiaries.

Finally, as part of the process of protecting Social Security, we
would recommend establishing a separate Social Security agency
administered by an independent board.

To summarize, the Federation would like to offer-a six point plan
for your consideration. First, continue the present financing system
until the Social Security trust fund surplus reaches 125-150 per-
cent. Once this cushion is reached, and only then, reduce the pay-
roll tax to a level that would return to a modified pay-as-you-go fi-
nancing system maintaining the 125-150 percent contingency re-
serve. Remove the Social Security trust fund surplus from deficit
calculations under the Gramm-Rudman-Hollings legislation.
Lengthen the time period over which deficit reduction would occur
or raise revenue by making the income tax system more progres-

-siveCreate a separate Social Security agency administered by an
independent three person board. Finally, provide a level of staffing
necessary to assure that beneficiaries review high quality services.

Thank you very much.
Senator MOYNIHAN. Well thank you very much. May I ask, do

you pronounce the name Ignani?
Ms. IGNANI. Yes.
Senator MOYNIHAN. That is very clear and very concise and very

much in keeping with the long tradition of the AFL and then AFL-
CIO in being knowledgeable about this system which is central to
the economic well-being of the retired workers and is paid for by
people in their working years.

I would like to respond, if I can, just quickly before colleagues
have a chance to say, to your proposal that the Social Security Ad-
ministration be reestablished as a independent agency-with a three
person board. May I just, for the record, say that that is the way it
was established in the first place by President Roosevelt, who earli-
er you heard me quote as saying, lie didn't want any damn politi-
cian getting his hands on that money-a bipartisan board.

And you do know, but again for the record, let me just say that
last year this committee approved a proposal to establish an inde-
pendent agency. It was with a one person head, but it is obviously
a matter of judgment. You could argue it either way.

It was intended for the budget reconciliation legislation. Then we
stripped that legislation and, in fact, did not do any legislating in
the last session of Congress. But that has come out of this commit-
tee. We agree with you.

Ms. IGNANI. I might say, Mr. Chairman, that while you are again
looking at Social Security and putting the issues of financing on
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the table, we raise it now because we do think it is an integral part
of those questions.

Senator- MOYNIHAN. Yes, raise it now and raise it again, and
raise it yet again. I think you and I and our fellow members in the
room here are about the only people who know it even happened.

The second thing to say to you is, just for the record, that your
proposal that we get to about 125-150 percent reserve, a very sensi-
ble one, that is about 18 months out. I mean we are not far away
from that. The reserves are rising a billion dollars a week.

Your third point about the reduction of staff at the Social Securi-
ty Administration is very real; and it is the major argument for
having it an independent agency in my view. They cut that staff by
20 percent in the 1980's and nobody in Social Security said a word,
as if it did not matter. The agency is out in Baltimore. I think if
you look up the Department of Health and Human Services in the
Congressional Directory you go through six pages of officials before
you get to the head of the Social Security Administration, with a
very able, attractive head now, Mrs. Gwendolyn King.

We are trying to restore this agency. We did pass a law last year
which will require the Social Security Administration to send out
to each worker who is paying into the system a personal earnings
and benefit statement. But we had to fight the Social Security Ad-
ministration to get them to do it. You know, if you put $3500 a
year into a bank-I wonder if I could ask Senator Pryor, down in
Arkansas, if you put $3500 into a bank every year for 25 years, you
would expect to hear from them once in awhile, wouldn't you?

Senator PRYOR. I would at least expect a toaster for Christmas.
Senator MOYNIHAN. A toaster for Christmas. [Laughter.]
Exactly. Well I know my personal experience. I joined the Social

Security system in January 1943. That is very close-disturbingly
close-to half a century ago, but what are you going to do? And I
have not heard from them since. (Laughter.]

I d'5 not know if I spelled my name right in that first encounter.
I was nervous, I was in a government office. I do not know if they
got it right. We have now an arrangement that every other year,
starting in the higher age groups, you are going to get a statement
that says this is what you have contributed; if you were to die, your
spouse and children would receive these benefits; if you were dis-
abled, you would get that; and if you keep on about the way you're
gqing, you can expect about this much in the way of retirement
benefits.

But they ought to come every year, you know. The largest cost
involved is the postage stamp. And yet somebody out in Baltimore
does not want you to know. I mean I can imagine, you know, if I
got those statements, in my twenties I would not even open them;
in my thirties I would lose them; but by -the time I was forty, I
would find a drawer where those things would go every year.

But that is one of the reasons a majority of non-retired adults do
not think they are going to get Social Security, because they never
hear from it. They do not know that the Social Security Adminis-
tration knows your name and has a record.

But we take your proposals as very positive. I mean, not that the
committee agrees with your position on returning to pay-as-you-go,
but I think we do -agree on an independent agency. We have so
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committed ourselves. And I, for one, am very much of your view
that we should attend to the way that system works out there.

Ms. IGNANI. Mr. Chairman, I would like to take this opportunity
to make a couple of quick comments.

Senator MOYNIHAN. Please.
Ms. IGNANI. First, we do applaud the start on getting more infor-

mation out to beneficiaries about what they have paid in and their
entitlement, so they can begin to get a better sense of what they
will be getting at the end of their income stream.

However, it would be remiss of me not to make a point at this
juncture that we really need to do a better job; and this really
deals directly with the whole question of staffing. The issue of ben-
eficiary appeals, the whole question of the 800 numbers.

Senator MOYNIHAN. Right.
Ms. IGNANI. As you know, 50 percent of those who call the 800

numbers are given the busy signal. I do not think we can allow
that to continue.

Senator MOYNIHAN. No, I don't either.
Ms. IGNANI. Disability applications, there is lots-of trouble in

that area; and overall service provided by field offices. So although
we think that Congress has made a very good start in improving
the infrastructure of the system, we think that more needs to be
done.

Finally, I would also say in a way that is a bit tongue in cheek
that, of course, we will continue to weigh in on the three person
versus the one person board for obvious reasons.

Senator MOYNIHAN. Sure. You can make an argument either
way. May I say to you that the Subcommittee will be happy to hold
hearings on the whole administrative question; and we want to
hear you out on this. If those 800 numbers are busy half the time,
the argument would be more 800 numbers. -

Mr. Johnson?
Mr. JOHNSON. I would like to add just one thing. Although the

trust funds are no longer considered in Gramm-Rudman in the se-
questration situation, the Agency, because of sequestration, suf-
fered some massive cuts in income out there. At the same time, the
Administration in providing increases to Federal workers has made
the determination that those increases have to be borne totally
within the current budget, which means that you lose even more
people.

So, you know, those kinds of situations really need to have a
hard look taken at them.

Senator MOYNIHAN. Sir, we will-we have oversight responsibil-
ity, not just to the funds, but to the administration of the program;
and we will have that hearing, and we will look forward to seeing
both of you again soon.

My time is up and I want to ask Senator Symms.
Senator SYMMS. Mr. Chairman, I know the hour is late and we

have a long witness list. I want to thank the witnesses and maybe
just ask you one question. And first say that in your conclusions
and recommendations, one point that I wanted you to know is that
my plan calls for 150 percent surplus to be carried indefinitely in
the Social Security fund. Now I do not know whether you have had
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the opportunity to look at this plan or not, but if you have I would
be happy to hear your comments on it.

If you haven't, I would really appreciate having you take a check
with some of your membership across the country and ask them if
they had-and the way I'd pose the question is, if they had to chose
between not having this money returned and leaving it in the
hands of the Congress and Social Security Administration to accu-
mulate or have a defined contribution second tier that would not
interfere with their current benefit contributions that they now
have, based under the benefit plan, how they would feel about the
potential that if they could get 7 percent interest, starting out at
age 18 earning $20,000 a year, what their attitude would be about
the opportunity that they might be able to have $176,000 at retire-
ment age. And whether they would rather have that as a choice or
put their confidence in Congress and Social Security.

Do you see what I am getting at? Maybe you want to comment
on it now.

Ms. IGNANI. Senator, we have not had time to appropriately
study your proposal in the way it deserves serious study. However,
I would say, as you know, the AFL-CIO has long been concerned
about proposals to vitiate the notion of the social insurance nature
of Social Security and substitute a defined contribution plan in lieu
of a defined benefit plan.

We have some very grave concerns in that area, as we do in the
private pension system where that is being done.

Senator SYMMS. Right.
Ms. IGNANI. Unfortunately, with increased frequency. So I will

say to you that we do need to look at your proposal and consider it;
and we have some folks that are in the process of doing that now.
So I do not want to give-It would be presumptuous to give you an
off-the-cuff remark. But I would raise the spectra of general con-
cern about the overall defined contribution nature and the inabil-
ity with a defined contribution nature to spread risk over a large
population group to equalize benefits in a broader way, to raise en-
titlement for the relatively lower wage earner versus the higher, to
deal with the whole question of disability income when an individ-
ual perhaps has not worked a significant amount of time to earn a
disability income that would be reasonable and decent for them to
live on.

So those are the concerns with which we would approach your
proposal.

Senator SYMMS. Well I appreciate that a lot. I might just say to
ou, that is one of the reasons we crafted this, so that the defined
enefit portion of the current Social Security would not be tam-

pered with and would be fully funded so that everyone would be
able to get what they anticipate getting now.

It is very difficult when you write a piece of legislation like this
to try to get all of the answers. The answer to one part of the bill
that I have said publicly that I am not married to is how the
second tier defined contribution benefit plan would be set up. We
have it set up patterned after the President's family savings plan.
But I am certainly not married to that. If the committee in its
wisdom decided they would prefer just to have it in a permanent
secure investment and not be touched by that person until either
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they became disabled or- reached retirement age, I really would not
have any objection to that personally.

Thank you very much, Mr. Chairman.
Senator MOYNIHAN. Thank you, Senator.
Senator Pryor, I believe is next on our list.
Senator PRYOR. Mr. Chairman, I just want to make a comment.
Senator MOYNIHAN. Waits--Forgive me, it is Senator Riegle. For-

give me.
Senator RIEGLE. Mr. Chairman, you are kind. I am not going to

pose any questions at this point. I know we have others to hear
from. But thank you for calling on me.

Senator MOYNIHAN. Excuse me.
Senator Pryor?
Senator PRYOR. Mr. Chairman, I apologize. I just want to make a

comment on our distinguished witness's effort to, as she said, talk
about some of the micro issues of SSA.

Senator Moynihan has been on the cutting edge of a lot of this
for a number of years. One of the fascinating things about this
whole debate, Mr. Chairman, is the fact that even though there is a
lot of opposition, some of it is relevant to the so-called Moynihan
proposal, no one is attacking Senator Moynihan. That is unique.

And usually in emotionally charged debate like this they would
have his picture on dart boards. They would be sending out mil-
lions of letters saying public enemy number one. This is not hap-
pening. The reason it is not happening is because of his extremely
high degree of credibility on this issue, and the knowledge of all
the members of the House and the Senate, and especially on this
committee, of his past record in the area of Social Security.

I would also advise any group-or -organization who is thinking
about chastising him personally for his position that they would re-
ceive, I think, only the wrath of the kSenate and the House because
he is our hero on this point.

Finally, Mr. Chairman, on SSA, I think we are dehumanizing the
Social Security Administration. I have stated this on more than
one occasion. I think you have brought up the 800 number. We
have cut out about 25 or 30 percent of the employees. Those who
are remaining, we are tryifig--6tYurn them into telephone opera-
tors.

If you are in Little Rock and you have a question on Social Secu-
rity you pick up the line and about after the sixth or seventh day
you finally get a response. Usually--that person that you speak to is
either in Albuquerque or Birmingham or Buffalo. And today you
can go to the local telephone book and look up the name of the
Social Security office and it is not there. You cannot call your local
Social Security office any longer.

I have just introduced a bill to make that optional, to give that
individual who wants information the opportunity to Call the 800
number, but to-put that phone number back in the book so that
they can talk locally to those people that they know.

Senator MOYNIHAN. Perhaps we can have a hearing on that bill
in the context of this oversight.

Senator PRYOR. I want to compliment you, Mr. Chairman.
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Senator MOYNIHAN. You who have worked so hard on the inter-
nal Revenue Service and with such success. We want to thank you,
sir.

Well then thank you very much. And again, Ms. Ignani, welcome
to the Hill.

Ms. IGNANI. Thank you, Senator.
Senator MOYNIHAN. Thank you,-Mr. Johnson.
Mr. JOHNSON. Thank you, Mr. Chairman.
[The prepared statement of the AFL-CIO appears in the appen-

dix.]
Senator MOYNIHAN. Now we have a panel consisting of some im-

minent representatives of the business community. It is to be re-
membered at all times that half the contributions to Social Securi-
ty come from employers. That has been the plan for 55 years, that
people know the investment and contributions are equal and that
they are so recorded.

We have Mr. Frank Mason who is representing the Chamber of
Commerce; Michael Roush, representing the National Federation

-of Independent Business; and Paul Huard, representing the Nation-
al Association of Manufacturers. I think we will just follow our
normal pattern in looking at the listing; and that means you, Mr.
Mason, are first.

We welcome you, sir.

STATEMENT OF FRANK MASON, CHAIRMAN OF THE BOARD,
MASON CORP., AND FORMER BOARD MEMBER, U.S. CHAMBER
OF COMMERCE, TESTIFYING ON BEHALF OF THE U.S. CHAM-
BER OF COMMERCE, BIRMINGHAM, AL
Mr. MASON. Thank you, sir. Good morning, Mr. Chairman and

members of the committee. My name is Frank Mason. I am testify-
ing on behalf of the U.S. Chamber of Commerce. I am a member of
the Chamber's Health and Employee Benefits Committee, a former
member of the Board of the U.S. Chamber, and Chairman of the
Board of the Mason Corporation of Birmingham, a small business
located in Birmingham.

The Chamber wishes to thank the committee for the opportunity
to present its views on what has become a hotly debated question-
and whether it is appropriate at this time to reduce the Social Se-
curity taxes.

In 1986 I chaired the Alabama delegation to the White House
conference on small business and I worked with a group that
looked into the area of payroll taxes. One of our recommendations
which emerged as the number 8 priority out of some 60 priorities
of the entire conference concerned Social Security. We called for a
freeze on the tax rate and the wage base at 1986 levels, and also
recommended the exploration of long-range alternatives to the
present Social Security system.

The Chamber did endorse our recommendations. As we are all
aware, no freeze occurred. FICA taxes have risen twice since then.
The Social Security system is taking in more taxes than it needs to
pay current benefits, as- has been pointed out. The excess taies,
originally defended as a means of building a reserve which can be
drawn upon in order to lighten the tax burden on active workers
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when the huge baby boom generation retires, are instead being
used to finance current spending and not incidentally to mask a
significant portion of the Federal deficit.

But the day will come when the millions of baby boomers need
their Social Security checks. Beyond the taxes collected from their
working children, what will the trust fund have to offer?

Figuratively speaking, a stack of Treasury bonds that amounts to
a stack of I.O.U.'s. Congress will need cash to redeem those bonds,
and will have four choices. They can raise taxes, cut benefits, cut
Federal spending or borrow.

Interestingly, these same four choices will present themselves at
about the same time if there is no accumulated "surplus." In either
case, cash must be raised to provide the benefits. Tomorrow's retir-
ees, workers and indeed the Congress confront essentially the same
situation either way. In the meantime, unnecessarily high taxes
are burdensome. The burden falls especially heavily on small busi-
nesses which generally are more labor intensive and pay lower av-
erage wages than large firms.

With the FICA taxable wage base at $51,300, it is likely that vir-
tually every dollar paid out in wages by the small employer carries
the automatic surcharge of 7.65 cents. Unlike income taxes, the
payroll taxes have no relation to a company's profitability. They
must be paid from day one, whether the business is doing well or
doing very poorly. Consequently, high payroll taxes constrain not
only employment, but the overall financial capacity and competi-
tiveness in the global market.

For small business the employer's contribution to Social Security
may constitute the bulk of the contribution he can afford to make
to a national retirement protection. However, that portion of tax
money spent to finance current spending protects no one. The busi-
ness owner quite reasonably feels that his dollars would be more
properly invested in his operation and his employees, rather than
paying the government's current bills.

It should be remembered that Social Security is but one of three
legs in the classic three-legged stool of retirement income-the
others being the employer-sponsored retirement plans and personal
savings. Social Security never was intended to be a full scale retire-
ment plan. While all three legs of the stool appear to be in need of
strengthening, and one might cite the increasingly complex and
burdensome regulation of retirement plans, the Chamber believes
that the personal savings element should be buttressed by the ex-
pansion of savings vehicles, such as the IRAs available to workers.

Senator Moynihan, your tax cut proposal has raised a lively
debate about its impact on the Federal deficit. The Chamber shares
the belief that the need to reduce the deficit is critical. To the
extent that surplus receipts permit Congress to defer applying
fiscal discipline to the government as a whole, they do the country
a disservice.

Hard choices need to be made and they should be addressed now.
It may be that our budget process cannot digest a $55 billion tax
cut in 1 year; and we are willing to consider a gradual approach,
keeping in mind that structuring a framework for continued eco-
nomic growth is the most crucial step in preparing to meet the
funding needs of the nextcentury.
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The Chamber urges Congress to reduce the Social Security pay-
roll tax, matched by a reduction in expenditures necessary to meet
Gramm-Rudman-Hollings deficit reduction targets, without increas-
ing other taxes. In addition, the Chamber recommends this com-
mittee and Congress as a whole be vigilant in controlling the
future Social Security benefit increases.

As a final note, let me urge the Congress to join the Chamber in
taking a serious look at privatization alternatives to the Social Se-
curity system. The Chamber thanks the committee for its attention
and particularly wishes to thank you, Mr. Chairman, for focusing
public attention on this issue. The Chamber stands ready and will-
ing to work for solutions to the benefit of all co- .cerned.

Thank you very much.
Senator MOYNIHAN. We thank you. That was very clear; very

straightforward. I note that you agreed with Chairman Greenspan
of the Federal Reserve Board, if we go on doing what we are now
doing, which is spending the surplus, then the difference between
that and going back to pay-as-you-go as he said, is none, in the real
world of economics.

Mr. MASON. Right.
[The prepared statement of Mr. Mason appears in the appendix.]
Senator MOYNIHAN. Mr. Roush, on behalf of the National Federa-

tion of Independent Business.

STATEMENT OF MICHAEL ROUSH, ASSISTANT DIRECTOR FOR
SENATE, FEDERAL GOVERNMENT RELATIONS, NATIONAL FED-
ERATION OF INDEPENDENT BUSINESS, WASHINGTON, DC
Mr. ROUSH. Thank you, Mr. Chairman. My name is Michael

Roush and I represent the National Federation of Independent
Business, which represents some 550,000 small businesses in this
country.

Before I actually begin my statement I would like to introduce
into the record a number of documents which I hope the committee
will find of some interest. First is my written statement, of course.

Senator MOYNIHAN. That will be placed in the record, as all will
be.

Mr. ROUSH. Second, I would like to place into the record a paper
that was done by Michael Boskin for NFIB before the 1983 Social
Security Amendments, in which he says, among other things, that
"one drawback of this system, Social Security, is that while people
accumulate future claims against the system, no corresponding
wealth accumulation occurs for the system as a whole." And he
concludes that paper by saying, "It is time for fundamental refo-
cusing of Social Security to rationalize the benefit structure, roll
back and indeed eventually decrease the long-run burden of payroll
taxes, and provide not only a strengthened earned entitlement
social insurance program, but a more cost effective and sensible
transfer payment mechanism."

[The information appears in the appendix.]
Mr. ROUSH. The third document, I would like to introduce, if I

may, is a statement which NFIB made to the Advisory Council on
Social Security on July 19, 1983 in which we argue that "payroll
tax increases cannot always be passed forward to consumers or
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forced by onto employees by small firms. That is, they must be
borne by the small business directly."

[The information appears in the appendix.]
Mr. ROUSH. The fourth statement I would like to put into the

record is an article from the February 10, 1990 Economist that
argues that "the FICA tax is a bad tax; and that the Social Securi-
ty system should be on a pay-as-you-go basis within balanced over-
all budget."

[The information appears in the appendix.]
Senator MOYNIHAN. Indeed, that will be placed in the record too.

I note that Dr. Boskin is now Chairman of the President's Council
of Economic Advisers. Did you have that in mind?

Mr. ROUSH. Yes, I did.
Mr. Chairman, I am for all records this morning on brevity of

my comments. First of all, I would like to say that this hearing on
this issue is for NFIB short of like dejavue all over again. We have
been screaming in the wilderness to some extent about payroll
taxes and how they should be reduced for at least a decade.

Consequently, on behalf of the small business owners that I rep-
resent and the people who work for them now and would like to
work for them in the future, my statement is simply-cut the pay-
roll tax, cut it now, and cut it deeply. And I will answer any ques-
tions. Thank you.

[The prepared statement of Mr. Roush appears in the appendix.]
Senator MOYNIHAN. Well we are breaking records all over the

place.
Mr. Huard, you are at a certain disadvantage here. What are you

going to do?
Mr. HUARD. Well I doubt that I can beat that.
Senator MOYNIHAN. Do you have a paper that the present Chair-

man of the Council of Economic Advisers prepared for you 6 years
ago or 7 years ago?

Mr. HUARD. No, I cannot match any of that, so I won't try.
Senator MOYNIHAN. Well we welcome you anyway.

STATEMENT OF PAUL R. HUARD, VICE PRESIDENT, TAXATION
AND FISCAL POLICY DEPARTMENT, NATIONAL ASSOCIATION
OF MANUFACTURERS, WASHINGTON, DC

Mr. HUARD. Thank you, Senator. I am Paul Huard, Vice Presi-
dent of the Taxation and Fiscal Policy Department of the NAM. I
certainly appreciate the opportunity to present the Association's
views on this matter.

NAM opposes the reduction of Social Security taxes from current
levels. As you know the rates currently in effect were adopted in
1983 as part of a bipartisan compromise intended to ensure the
adequacy of Social Security retirement benefit financing well into
the next century. NAM was a strong supporter of the 1983 Social
Security financing reforms and we do not believe those reforms
should be dismantled.

You may recall that our then President, Mr. Trowbridge, was a
member of the Commission.

Senator MOYNIHAN. Yes, indeed; he surely was.
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Mr. HUARD. In our view, the large payroll tax reductions being
considered would inevitably lead to one or more of the following re-
sults: subsequent reduction of benefits; large increases in the Fed-
eral budget deficit; or large increases in other Federal taxes. NAM
believes all of the foregoing outcomes are undesirable. Given politi-
cal realities, benefit reductions seem highly unlikely for the fore-
seeable future.

I will therefore address the balance of my remarks to the deficit
and tax issues. NAM believes that further reductions in the Feder-
al budget deficit, leading eventually to a balanced budget, should
rank-among our highest national policy priorities. Deficit reduction
is essential if we are to bring interest rates down, lessen our de-
pendence on foreign capital and increase net U.S. savings.

In our view, this can best be achieved by gradual restraint in the
growth rate of Federal expenditures without tax increases. If, on
the other hand, Social Security taxes are reduced in the manner
proposed, there will be a significant increase in the size of the Fed-
eral deficit in 1991 and later years. Unless offset by spending cuts
or increases in other taxes the higher deficits would make the pro-
posed Social Security tax cuts self-defeating. This is because we be-
lieve the resulting increases in the deficit would trigger higher in-
terest rates and renewed inflation which would soon wipe out the
$3 or $4 weekly increase in most worker's take-home pay.

We do not, however, believe Congress is very likely to tolerate
increases in the Federal budget deficit of the magnitude of $55 bik
lion or more annually. For this reason, we believe the likeliest out-
come of the proposed reduction in Social Security taxes would be
immediate pressure for offsetting increases in other Federal taxes,
most notably income taxes.

The history of the past decade clearly suggests to us that when
seeking additional tax revenues, the current preference of the Con-
gress is to turn first to U.S. business corporations. NAM believes
this is totally unjustified since corporations are already heavily
overtaxed relative to individuals, paying Federal corporation
income taxes, for example, at effective rates roughly triple the ef-
fective rates of individuals.

Further increases in corporate taxation furthermore will only
worsen the already difficult situation faced by our members in
trying to compete in a global economy where most of our trading
partners maintain tax systms that are much more hospitable to
their domestic companies. -

Finally, we believe retention of the present Social Security tax
structure is desirable for another reason. In the past decade, Con-
gress and the Administration have made significant changes in
U.S. tax laws on a nearly annual basis. What U.S. taxpayers, and
in particular business taxpayers, desperately need at this point is
stability in the Federal tax system, enabling them to do rational
business planning on a long-term basis.

Dismantling a tax structure that is barely 7 years old, and which
when adopted in 1983 was supposed to be good for at least 50 years
or more, would further reinforce the perception of many taxpayers
that the period of time any major segment of U.S. tax law can be
counted on to remain in effect is often measured in months or at
best, a few short years.
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That concludes my prepared remarks, Senator. I certainly would
like to add my congratulations and commendations to those of ev-
erybody else and to endorse the remarks of the Senator from Ar-
kansas. While we oppose your bill, we indeed feel that the nation is
in your debt for having raised this issue. There are serious prob-
lems here dealing with the way the Federal budget is being han-
dled and you certainly are to be congratulated for having brought
them into the national public focus.

[The prepared statement of Mr. Huard appears in the appendix.]
Senator MOYNIHAN. We do thank you, Mr. Huard. I count two to

one as the vote goes.
I would like to note that Mr. Huard, on behalf of the National

Association of Manufacturers, makes a point that this committee is
sensitive to, which is that changing the tax code ought to be a de-
liberative process that does not happen just routinely. And yet it
did happen routinely.

The rate schedule we are talking about today on Social Security
was put in place in 1977, which is 14 years ago and what happens
remains to be seen. The fact is that in the 1980's we were constant-
ly changing the tax system.

Senator Symms, I am sure agrees. There wasn't a year went by
that we didn't have a new tax rate for something or other, simply
because we were short of revenue.

Senator-SYMms. I used to say we should make all the members of
the committee watch that movie Rollerball, Mr. Chairman, so they
would see what it is like when they change the rules every week.

Senator MOYNIHAN. Well that is what we did and I think that is
a fair and sensitive point. I would, on the other hand, say that
there is an issue of a system put in place with one purpose and
then being diverted to another.

I mean I think all of you as business representatives-and Mr.
Mason is a businessman-ought to be very sensitive to your own
pension fund responsibilities. You have pension systems and you
are, I am sure, very careful about what you do with that money,
are you not, Mr. Mason?

Mr. MASON. Well as a matter of fact, we have had in our compa-
ny a great deal of concern about the point you make in the
changes. I forget now how many thousands of changes have been
made in the fairly recent years regarding just the handling of the
pension funds and so forth in our own company.

Senator MOYNIHAN. Under ERISA, is that it?
Mr. MASON. Well starting with ERISA and then subsequent.

Almost every tax bill includes changes which require a complete
redoing of the plan. In our own case, we have had a pension plan
and a profit-sharing plan. The profit-sharing plan has provided a
much better benefit to the retirees.

Senator MOYNIHAN. Tell that to Senat'. r Symms here.
Mr. MASON. I was interested in Senator Symms' proposal. But in

our case, we have recently reached the point where we have elect-
ed to discontinue the pension plan and go completely with the
profit-sharing. In fact, the big reason is not only the increased cost
of maintaining the plan itself but the actual administration cost
due to the constant changes that we have had to contend with. So
we are in the process of terminating the pension plan-and we

32-393 0 - 90 - 6
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were considerably overfunded and elected to allocate those funds to
the employees. None of the money comes back into the company.

But we felt that if we allocate those funds to the employee, we
could go with a single plan that p rovided the best benefit, which in
our case was the profit-sharing plan.

Senator MOYNIHAN. Senator ynms?
Senator SYMMS. Thank you very much, Mr. Chairman.
Gentlemen, I would just like to ask all of you to have a look and

have you Association's take a careful look at my plan and get back
to me if you would. I will not ask you to comment on it now.

And then just in passing say that so many people talk about the
employer's share of this-and coming from a small business back-
ground myself-I recognize that the employers do pay half of it,
but don't you all agree with me that basically it is the working
people that are paying this because it is allocated out of the ex-
penses of a company as costs of labor to employers and to employ-
ees, and it is really the working people that have to pay this 15
percent?

I have heard Senator Dole say many times that in 1983 they did
not raise taxes, they had already been raised in 1977. But the Con-
gress just accelerated when they started kicking in those higher
payments and overshot the mark basically is what happened.

SoI will just yield back the time and thank you all very much.
Mr. ROUSH. Senator, if I could just respond to that question as to

who pays this tax?
Senator SYMMS. Yes.
Mr. ROUSH. I think that the economic literature is mixed, al-

though I think that the consensus generally is that the employees
bear in the long run almost the entire burden of this tax, that in a
shorter run I think that CBO and others agree that there is some
passing forward of this incidence, this burden to consumers.

We, however, just to throw our 2 cents into the economic
debate-and one of the reasons I introduced some of this materi-
al-is that we believe that there is convincing and strong evidence
that small business firms, during certain periods in the business
cycle, have to bear the burden of this tax directly, entirely, them-
selves. That they cannot pass it back to employees, nor can they
pass it forward to consumers. That is not all the time and in all
cases. But in a significant enough part of the business cycle, that is
one of our self-interested purposes, actually, of supporting this. I
mean, that we believe that we bear the burden of this tax our-
selves.

Senator SYMMS. I quite agree with you, that if you are in a com-
petitive market, like in my background, where you are in the
produce business, you sell the produce for whatever the market is
and you do not dictate it. It is set somewhere else and you cannot
just pass forward your costs. But still, there is an allocation there
and the working people are bearing this. You know, they are
paying for it eventually out of their wages. They could have higher
wages is what I am saying without it. They will get part of this in
higher wages.

Mr. MASON. If I might comment on that same point, in our case,
being familiar with our own operation of our profit sharing plan, if
you took the 15 percent and put it into a plan where it could com-
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pound and ba a deferred payout, I think you would find over a
career, an individual would have considerably more available to
them-considerably more than in the--

Senator SYMMS. You can see from the chart I have, if you have 7
percent compounded and only had 2 percent of it, or even less than
2 percent, depending on how it would work out, you would end up
with that much money. If you had the whole 15 percent, you would
have a million dollars.

Mr. MASON. That is right.
Senator SYMMS. But we are not proposing to go that far at this

juncture.
But thank you very much, gentleman; and thank you, Mr. Chair-

man.
Mr. HUARD. I would like to reinforce Mr. Roush's remarks. I

have always been troubled by the nearly universal acceptance of
the argument that both sides of the FICA tax are paid by the em-
ployee.

Senator MOYNIHAN. Yes, that is the literature.
Mr. HUARD. Yes, but we have 9,000 small business members and

the feedback that I get is exactly the same as Mr. Roush gets. I
think in many cases you are not able to pass this back to the labor
force; indeed, the employer is bearing his half of the tax.

Senator MOYNIHAN. That is certainly a credible proposition.
I wonder if I could ask that the responses that you provide on

Senator Symms' proposal, if we could have them in time to include
them as part of this hearing.

Mr. HUARD. Certainly. We will try to do that.
Mr. ROUSH. Is the record open for 2 weeks?
Senator MOYNIHAN. Sure. Sure. Of course, yes. You will have to

consult with your Boards, of course.
Senator SYMMS. And if you have some recommendations of how

it could be improved, I would appreciate that also.
Mr. ROUSH. Good.
Senator MOYNIHAN. Gentlemen, thank you very much. We do ap-

preciate it and we learned something here.
[The information appears in the appendix.]
Senator MOYNIHAN. Now we are going to have a panel of persons

representing the retired community. All of us hope one day to be in
that role. Let's see, first of all, Judith Brown, who is a member of
the board of directors of the American Association of Retired Per-
sons; and that most eminent of Washingtonians and Rochestarians,
if I may presume to say, the Honorable Arthur S. Flemming, who
is Chair of the Save Our Social Security Coalition, who has been so
helpful to this committee; Mrs. Martha McSteen, the former Acting
Commissioner of Social Security, now president of the National
Committee to Preserve Social Security and Medicare; and Mr. Law-
rence Smedley, who is executive director of the National Council of
Senior Citizens.

Welcome all. I see Mrs. Brown has not been able to be here. So
you, sir, are representing the AARP?

Mr. MULVANEY. Yes, sir.
Senator MOYNIHAN. I am sorry, sir, we do not have your name.
Mr. MULVANEY. My name is Ronald Mulvaney.
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Senator MOYNIHAN. Good morning and welcome; and you are
first.

Mr. MULVANEY. Thank you, Mr. Chairman. Judith Brown was
originally scheduled- to testify but she was unable to come this
morning because of illness.

Senator MOYNIHAN. She is quite a long way off, isn't she? She is
from Edina, Minnesota. Give her our best regards.

Mr. MULVANEY. Yes, we will. Thank you, Senator.

STATEMENT OF RON MULVANEY, WISCONSIN AARP VOTE
COORDINATOR

Mr. MULVANEY. As I said, my name is Ron Mulvaney, and I am
the State coordinator from Wisconsin for AARP Vote, which is the
voter education arm of the American Association of Retired Per-
sons.

The Moynihan proposal to return Social Security to pay-as-you-
go financing has sparked a debate on the Federal deficit and the
future of Social Security. Senator Moynihan has correctly and dra-
matically defined the problem. His proposal to reduce the growth
in Social Security funds reserves underscores that the build up in
the reserves is not being properly saved for the baby boom genera-
tion's retirement, but instead is masking an increasing portion of
the Federal deficit.

AARP has sounded the alarm for the past several years on the
use of Social Security to mask the deficit. Unfortunately, the alarm
has been muted. Now the proposal to reduce payroll taxes has fo-
cused the nation's attention. However, after careful consideration
the Association's first preference remains retaining existing Social
Security policy to continue to build the reserves for the future gen-
erations. This is not fear; this is considered and careful judgment.

But as this debate has dramatically pointed out, continued build
up of the reserves must be accompanied by a change in fiscal policy
to move the rest of the Federal budget towards balance.

AARP calls upon Congress to enact legislation this year to sepa-
rate Social Security's financing from the calculation of the Federal
deficit.

AARP believes that legislation is necessary for the following rea-
sons: (1) including the trust funds in the deficit figures mask the
true extent of the deficit in the rest of the Federal budget; (2) in-
cluding Social Security in the deficit calculation completely ob-
scures the economic necessity of treating the growing trust funds
reserves in a manner that promotes long-term economic growth; (3)
Social Security has long-term obligations.

In fact, the program is measured over a 75-year time frame. It is
not appropriate to look at Social Security in the context of the 1 to
3-year framework of the Gramm-Rudman-Hollings calculation.

AARP believes that the nation must manage the Social Security
program in ways that best assures three goals: (1) strengthening
the public confidence in the integrity and safety of the Social Secu-
rity system, now and in the future, particularly on the part of
younger Americans; (2) ensuring higher national savings and in-
vestment in order to promote long-term economic growth so that
the Social Security benefits promised to today's workers caii be
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honored; and (3) protecting current benefits from year to year fluc-
tuations in the economic cycle.

To do this, the-Association believes that the trust fund reserves
should continue to build to a level at least equal to 18 to 24
months' worth of outlays. AARP recognizes and shares the frustra-
tion of many in Congress on the lack of progress on meaningful
deficit reduction. The Association, however, is not prepared to give
up on deficit reduction.

In the final analysis there are three choices with respect to the
Social Security trust fund build up. First, we can make the re-
serves economically productive by dealing with the deficit in a re-
sponsible way. Second, we can return Social Security to pay- as-
you-go financing to limit the accumulation of the reserve. Or third,
we can continue current policy, allowing the trust fund build up to
mask the deficit.

AARP prefers the first choice-to make the reserves economical-
ly productive by dealing with the deficit in a responsible way. If
that does not prove successful, then we can consider option two-
pay-as-you-go financing. However, the Association rejects the third
choice to do nothing.

I would welcome and be happy to answer questions at this time.
[The prepared statement of the AARP appears in the appendix.]
Senator MOYNIHAN. Mr. Mulvaney, we thank you. We are going

to hear the whole panel.
Next, of course, the person honored in his own time and legend-

ary in the years to come, in my view, Hon. Arthur S. Flemming.
Sir, we welcome you back to the committee.

STATEMENT OF ARTHUR S. FLEMMING, CHAIRMAN, SAVE OUR
SECURITY COALITION, WASHINGTON, DC

Mr. FLEMMING. Senator Moynihan, thank you very, very much. I
appreciate the opportunity of appearing before you in connection
with the proposal that you have pending before this committee.

First of all, I would like to say that all of us are deeply involved
in the program, the Social Security program, are deeply indebted
to you for the leadership that you have provided us down through
the years. I certainly want to say that I know I am representing a
great many persons when I say that.

We feel that you have raised a valid and important point about
the fiscal imbalance of the Federal Government's operating budget
and the fact that the Federal deficit is being masked by including
the Social Security reserves when determining the deficit.

Our comments on the proposal follow: First, we feel there should
be no immediate cut in the OASDI tax rates. Old-age survivors and
disability insurance does not yet have sufficiently large contingen-
cy reserves. Most experts believe at a minimum a 1 to 12-year con-
tingency reserve is necessary to protect the system in times of eco-
nomic downturns. Currently, the contingency reserve is at three-
fourths of a year. A one and a half year's reserve will not be
reached until approximately sometime between 1993 and 1995, de-
pending on economic performance.

The Social Security trust funds, we feel, should be removed from
the Gramm-Rudman-Hollings deficit calculation. You have a bill
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pending, along with Senator Heinz, S. 219, which would achieve
that particular objective. If the trust funds were removed from the
Gramm-Rudman-Hollings calculation, the Social Security trust
funds would cease to mask the deficit, thereby encouraging action
to reduce the rion-Social Security deficit.

However, when the Social Security trust funds are no longer
counted in determining the size of the deficit, action should be
taken immediately to prevent serious reductions in vital domestic
programs by diverting funds for military to nonmilitary purposes,
by increasing taxes to provide additional revenues, by revising the
Gramm-Rudman-Hollings law or by some combination of these
three approaches.

In your bill, of course, you have elected to propose a revision in
the Gramm-Rudman-Hollings bill. That is S. 219.

Next, we feel that we should avoid eroding the renewed confi-
dence in the Social Security system of both the beneficiary and the
worker populations that has been established as a result of the
1983 Amendments to the Social Security Act. We deeply appreciate
the contributions that you made to bring it to the work of the Com-
mission and to the enactment of those Amendments.

We feel a significant reserve should be preserved in the Social
Security trust funds in order to avoid in the -future sudden deci-
sions either to make major benefit cuts or increase payroll taxes.

However, the specific level of surplusiand the payroll taxes nec-
essary to support that level is a subject of legitimate debate and
discussion.

I would like to proceed next to the point that is of concern to
some of us, and a concern to me personally. Allegations that have
been made in the dialogue resulting from the proposal that you
have advanced, that the Government is stealing from the trust
funds result in serious misunderstandings that contribute to an un-
dermining of confidence in the Social Security system.

The Treasury, as it has been doing since the beginning of Social
Security, over 50 years ago, is investing the Social Security re-
serves in government securities and when it does so is issuing
demand notes with the same legal standing as a government bond
and is making regular interest payments on these notes. The un-
sound fiscal policy now being followed by the Federal Government
results in the money borrowed from the trust funds being used for
current operations, rather than for debt reduction or investment.
That means, it is not-as the Chairman of the Federal Reserve so
effectively pointed out-an honest to goodness savings program.

A sound fiscal policy would result in the money borrowed from
trust funds being used, for example, to help retire the Federal debt.
I was interested in Senator Bradley's question along this line. This
in turn would mean that the Federal Government's financial
burden of redeeming the demand notes in the trust fund would be
much easier to meet when the payment of benefits begins to exceed
income in approximately 2020.

Listening to the dialogue between you, the Chairman of the com-
mittee, and the Chairman of the Federal Reserve, I summarized it
in just this way-Social Security as it now stands is a fiscally
sound progressive system, considering both the taxes and the bene-
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fits, which is being undermined because of our unsound fiscal
policy.

Let us substitute sound for unsound fiscal policies and maintain
the present Social Security system, a fiscally sound progressive
system.

Thank you.
Senator MOYNIHAN. Why can't you ever make up your mind?

[Laughter.]
Thank you, Mr. Secretary. That was very clear.
[The prepared statement of Mr. Flemming appears in the appen-

dix.]
Senator MOYNIHAN. Mr. Smedley, you are next, sir.

STATEMENT OF LAWRENCE T. SMEDLEY, EXECUTIVE DIRECTOR,
NATIONAL COUNCIL OF SENIOR CITIZENS, WASHINGTON, DC
Mr. SMEDLEY. Mr. Chairman, my name is Lawrence Smedley. I

am the Executive Director of the National Council of Senior Citi-
zens. NCSC is a 4.5 million member organization with over 4500
local clubs, area councils and State affiliates throughout the coun-
try. Founded in 1961 in the fight for Medicare and Medicaid, we
continue our strong interest in seeing that our nation's seniors are
able to live their retirement years in dignity and security.

The old-age survivors and disability insurance is an indispensa-
ble part of the provision of that security. During the last session of
Congress, NCSC, along with Senators Moynihan, Heinz and others-
called for the separation of the Social Security trust fund from the
Gramm-Rudman-Hollings calculation of the Federal budget deficit,
with a commensurate extension of these targets.

We have also long supported an independent Social Security
agency in order to insulate the program as much as possible from
politics and misuse in the budget process. The continued masking
of the Federal budget deficit by the Social Security trust fund sur-
plus presents a danger to the preservation, of and confidence in,
Social Security.

The current system creates the illusion that the surplus can be
used to pay for general government expenditures; it creates the il-
lusion that Congress and the President are making actual progress
in lessening the deficit; and it creates the illusion that a painlessly
redeemable surplus exists for the retirement needs of the baby
boomers. In a word, the current budget system is dishonest.

For these reasons, the National Council of Senior Citizens ap-
plauds you, Senator Moynihan, for initiating a national discussion
of the long-term status of the Social Security system. Since the
prospects of significant deficit reduction in the near future are not
good, consideration must be given to suspending partial prefund-
ing.

However, in the interest of protecting the Social Security system
against short-term economic problems, we do believe that a sub-
stantial cushion must be maintained. NCSC feels the cushion
should be between 125 and 150 percent of 1 year's outgo. In a
sense, the existence of this cushion will mean that some degree of
deficit masking will continue. We urge the moving of the trust
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funds out of the Gramm-Rudman-Hollings calculations, even under
a return to pay-as-you-go financing.

Once the necessary cushion level is reached and assuming the
deficit has not been brought under control, NCSC supports reduc-
tion in FICA payroll taxes and placing the Social Security program
on a pay-as-you-go basis.

However, we do hold that given the demographic changes that
will occur in the next 30 years, some measure of prefunding for the
program is both important and justifiable. Important in terms of
preserving competence in the system; and justifiable because such
funding enhances the prospects for future economic growth which
is essential to the long-run soundness of the Social Security system
and the economic security of workers and retirees.

In other words, Congress and the President should be put on pro-
bation. If they can bring the budget deficit under control by the
time a sufficient cushion has been built up, the current FICA tax
rate should stay the same. However, if this goal is not achieved,
pay-as-you-go financing as proposed by Senator Moynihan is then
the sensible course.

Thank you.
[Ie prepared statement of Mr. Smedley appears in the appen-

dix.]
Senator MOYNIHAN. Thank you.
May I say to our panel, I unavoidably have to be in the back

room for a bit and Senator Symms has very generously agreed to
chair the panel for a bit. I will return.

Senator SYMMS. Thank you very much, Senator Moynihan. And
thank you members of the panel for your statements. I wanted to
say that I certainly agree with those of you who have stated that
you think we should carry 125 to 150 percent surplus in the ac-
count. In my plan it is the only new suggestion on the table that
does institutionalize a 150 percent asset ratio to the annual bene-
fits.

I want you all to understand that because if there is any concern
that I think that Americans get concerned about is, they do not
want someone as the President says, messing around with Social
Security. My proposal which would establish a nest egg savings ac-
count in addition to the benefits that we now have in Social Securi-
ty by paying thp surplus tax collections to a protected account
where Congress cannot touch it is really a new twist on this.

I think that it does have some merit. But I think that it is impor-
tant that we recognize that the 150 percent in that plan is consid-
ered not compromised. I mean I would not want to compromise
that particular point. I think that is important that that is protect-
ed.

Mrs. McSteen, you have not given your testimony?
Mrs. MCSTEEN. No, not yet.
Senator SYMMS. I apologize.
Mrs. MCSTEEN. That is quite all right.
Senator SYMMS. I apologize. I thought you had testified. I will

stop my question for now and then go ahead with your testimony. I
apologize. I thought you all four had testified.
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STATEMENT OF MARTHA A. McSTEEN, PRESIDENT, NATIONAL
COMMITTEE TO PRESERVE SOCIAL SECURITY AND MEDICARE,
WASHINGTON, DC
Ms. MCSTEEN. Thank you. Mr. Chairman, members of the Na-

tional Committee welcome the debate on Social Security, its financ-
ing and its future. To be sure, Senator Moynihan deserves the
praise he has received for focusing national attention on the way
the Social Security surplus is being used to disguise the true size of
the budget deficit. It is a debate that is long overdue.

In a just-completed poll of National Committee members, they
said they believe tax rates should be adjusted and the Social Secu-
rity system should be returned to a pay-as-you-go method of financ-
ing. Our members also believe that Social Security trust funds
should not be included in deficit calculations. The trust funds did
not create the budget imbalance. They should not be a part of the
solution.

Removing Social Security trust funds from the budget calcula-
tions is an essential step to maintain the integrity of the Social Se-
curity system. Our members overwhelmingly believe that the
Social Security surplus should be used exclusively for Social Securi-
ty benefits. In fact, it is so important that our members indicated
they would accept higher deficit or the sacrifices necessary to bal-
ance the budget exclusive of Social Security.

As we see it, there are only two ways to prevent the use of trust
funds for current government expenses. One way is to balance the
budget without the-help of trust funds. The other option is to elimi-
nate the unneeded surplus. This approach is a lot like getting rid of
the ice cream and donuts before you go on a diet. You remove the
temptation and force yourself to make tough decisions.

By removing the surplus and eliminating the temptation, the
country would return to a pay-as-you-go financing system under
which Social Security was funded for its first five decades.

One point about Social Security is clear. That is, the cost will
permanently increase when the baby boom generation begins to
retire. Some say a pay-as-you-go plan will be unaffordable. But
Social Security experts like Alicia Munnell, of the Federal Reserve
Bank of Boston, say the burden will "be completely manageable."

By more than a two-to-one margin, National Committee mem-
bers polled believe that pay-as-you-go plan makes more sense than
the current law. Even with a pay-as-you-go system, a reserve of
some fashion will be needed to cushion Social Security against an
economic slump. Whatever the size of that reserve, the National
Committee believes that it should be accompanied by an automatic
rate stabilizer of some fashion, to ensure the stability as well as the
soundness of the trust fund.

Such a stabilizer would remove tax increases and decreases from
the political process and trigger automatic annual adjustments to
the payroll tax rates to keep the reserves at mandated levels. This
automatic rate stabilizer that tax rates are as low as possible for
workers and employers, and-large enough to ensure beneficiaries
that the program is financially solid.

Before concluding, Mr. Chairman, I want to mention one other
important issue related to Social Security, and that is the need for
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an independent agency with a strong governing board. The cabinet
secretaries who are Social Security trustees are faced with an unre-
solvable conflict of interest. They must balance the needs of Social
Security with the other legitimate needs of the nation, such as re-
ducing the deficit. But in so doing, these decisions may not always
be made in the best interests of Social Security.

The trustees must insist on and stand up for what is right for
Social Security first and not leave this burden of conscience to
members of Congress alone. It is for that reason, Mr. Chairman,
that the National Committee urges the Finance Committee to sup-
port legislation that would create an independent Social Security
agency with a strong governing board.

The National Commission on Social Security Reform deserves
our thanks for rescuing Social Security from the brink of bankrupt-
cy back in 1983. But as successful as its work was, the Commission
did not systematically examine long-term financing issues or con-
scientiously recommend a long-term financing strategy.

Well, Mr. Chairman, now is the time to begin the debate about
long-term financing issues. Now is the time to come up with neces-
sary strategies. Senator Moynihan has focused national attention
on this issue. And we know that you, and other conscientious mem-
bers of Congress will give it your closest attention.

Thank you.
[The prepared statement of Mrs. McSteen appears in the appen-

dix.]
Senator SYMms. Thank you very much for your statement. I

quite agree with you about the automatic stabilization and we have
that built into my plan. I think that is an important facet if we are
going to really have a long-term look at this.

I want to thank all of you on the committee and I call your at-
tention to the next witness that will testify. I had mentioned it ear-
lier, and I would love to have the input, not only on my plan, but
comments on Stu Sweet and Anne Canfield's proposal that will be
made next if you have time to stick around and if you could give us
a comment on that. Direct it to the committee and to me specifical-
ly. I would appreciate it.

Thank you all very much for your contribution to the committee.
The next witness is Mr. Stu Sweet, vice president of Black, Man-

fort, Stone and Kelly, and a Social Security economist from Alex-
andria, VA. Stu Sweet was a former staff member of Capitol Hill,
working for Senator Heinz on this committee, as well as, I think,
Senator Hawkins.

Ms. Canfield, would you like to join Mr. Sweet at the witness
table in case there are any questions come up. Anne Canfield, for-
merly was a member of my staff, who was instrumental in the
Sweet/Canfield plan.

Please go ahead, Mr. Sweet.

STATEMENT OF STUART J. SWEET, VICE PRESIDENT, BLACK,
MANAFORT, STONE & KELLY, AND SOCIAL SECURITY ECONO-
MIST, ALEXANDRIA, VA, ACCOMPANIED BY ANNE CANFIELD
Mr. SwEET. Thank you, Senator.
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Mr. Chairman and Members of the committee, thank you very
much for allowing me the opportunity to testify here today. It is
indeed a great honor. I would like to request that my entire writ-
ten statement be made a part of the official record.

Senator SYMMS. It shall be, without objection.
[The prepared statement of Mr. Sweet and Ms. Canfield appear

in the appendix.]
Mr. SWEErr. Before I begin, I wish to recognize my colleague,

Anne Canfield, who is equally responsible in every way for the
plan we have developed and this written statement as well.

Finally, the remarks made here today are to be attributed to us
alone and not to our employers. Furthermore, neither of us has a
client interest in this issue. Instead, we believe we have built a
better mousetrap and wish to share our discovery.

In preparing this plan we have been guided by four essential
principles. They are: (a) OASDI revenues should be dedicated solely
for the purpose of paying benefits; (b) the current system of skew-
ing benefits to lower income wage earners is correct and should be
maintained; (c) beneficiaries should have a contractual right to
their benefits; (d) all beneficiaries, no matter what their income
brackets, should have the benefit of professional money manage-
ment.

Mr. Chairman, as you have so eloquently pointed out, along with
Senator Moynihan, the Social Security surplus cannot be spent
twice. It can either be invested to provide enhanced retirement
benefits or it can be used to reduce the deficit, but not both.

Right now we have chosen option two. However, option one,
funding retirement security, is the better choice. It is also the
choice that most Americans assume is being done when they see
the acronym FICA on their pay stubs. If retirement security is
chosen, then two major steps must be -taken to make the choice
meaningful.

First, Social Security must be taken off budget so that it is insu-
lated from unrelated budget pressures. Second, the Social Security
surplus must be professionally managed. The importance of earn-
ing attractive rates of return safely through professional manage-
ment cannot be overstated. One dollar that earns a 2 percent rate
of return after inflation will double in real value in 36 years. That
same dollar invested at 7 percent will be worth $11 in 36 years.

The same math applies when we are talking about the $2.5 tril-
lion of surplus Social Security contributions that will be collected
by 2015. At 2 percent the Social Security Administration says the
surplus will grow to $12 trillion. But at 7 percent the surplus will
eventually reach $75 trillion. As you may imagine, workers every-
where hope that the investment rate is 7 percent and that they get
their share.

We believe this can be done in the following way: Starting on
January 1, 1991 workers who chose to do so would have 2 percent
of their paychecks sent to mutual funds. At the same time their
Social Security taxes will be reduced by 2 percent as well. Thus,
the take-home pay of workers is unaffected by this change. To ac-
complish the transfer into mutual funds, employers will be re-
quired to provide all employees with a menu of mutual funds of
varied investment aggressiveness for them to chose from. To guar-
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antee safety all funds would have to meet ERISA standards and
also be subject to Labor Department and SEC oversight. Workers
would then get monthly account statements from their funds.

At retirement, workers will receive two benefit checks instead of
one. Their tier one benefit will come from the Social Security Ad-
ministration; and their two tier benefit will come from their
mutual funds investments. For all but higher paid workers the tier
one benefit would equal their current law Social Security benefits.
Higher paid workers, however, would have a tier one benefit that
is worth less than their current law benefits would be. However,
their tier two benefits would more than make up the difference.

Our plan offers the following advantages: First, total retirement
benefits received by all Americans will rise significantly, but espe-
cially for low and moderate income workers who need the help the
most. Second, workers will have a more secure overall retirement
program and will not have to worry that unrelated budget pres-
sures will force Congress to cut their benefits. Third, ownership of
stocks and bonds will be far more widely distributed across all
social and economic classes. Fourth, this program will be popular.

A respected polling firm, Market Opinion Research recently
asked the following question during the last week of January: "A
proposal has been made to give people the choice to divert some of
their Social Security taxes they pay into savings plans. Under this
proposal the Social Security system will continue to meet its obliga-
tions. Would you favor such a plan?" In reply , 68 percent of the
American people polled said, yes, they would favor such a proposal;
10 percent had no opinion; but only 22 percent were opposed.

To conclude, Mr. Chairman, real progress towards enhancing re-
tirement security can be made in a popular fashion by (a) placing 2
percent of worker's paychecks in mutual funds made available to
them by their employers; (b) guaranteeing all but higher paid
workers that their basic Social Security benefits will remain un-
changed under this program; and (c) providing all Americans with
a second benefit resulting from professional financial management
as well from the private sector.

Thank you.
Senator SYMMS. Thank you very much for an excellent state-

ment. I see that you have in your written statement some critiques
of the President's proposal. Would you care to comment on that
briefly?

Mr. SWEET. Well this may sound extraordinary, but actually the
President's plan does not look far enough into the future. His plan
says we should use the Social Security surplus to buy down the na-
tional debt until the year 2000. Which, indeed, if it actually hap-
pened would reduce the national debt held by the public to about
$1.7 trillion.

The problem is if we continue this policy, we literally will elimi-
nate the entire national debt by 2005. And yet the Social Security
surpluses will continue to roll on. What will then emerge will be a
national surplus. I think we ought to address that issue as well.
This is an issue that is going to go on literally for decades and I
think it is a mistake not to debate it sooner rather than later.



167

Senator SYMMS. Is your concern about that the fact that then
eventually it would end up that the Federal Government would
own most of the savings in the country?

Mr. SWEET. If the Federal Government actually controlled a na-
tional surplus as large as would be theoretically possible, if we con-
tinued the Bush Administration plan until 2015, this would give
the Government more control over the U.S. economy than the Po-
litburo has over the Soviet economy. -

Senator SYMMS. To go back to your plan as opposed to my plan,
how does your plan differ between the Symms plan and the Porter
plan and the Canfield-Sweet plan?

Mr. SWEET. Well, Senator, I would first like to commend you for
introducing you bill. I know that you have been active in this area
for several years. I believe in many ways we are all sitting in the
same church, reading from the same Bible, but we are sitting in
different pews, and so we have a slightly different view of the pro-
ceedings.

There are two major difference between the Symms plan and the
Sweet-Canfield plan. Under your proposal it would be possible for
taxpayers to take funds out of their mutual fund investments
before they reach retirement. Ms. Canfield and I believe that Social
Security should remain solely a retirement vehicle and that, al-
though your objectives are laudatory, they should be financed in
another fashion.

In addition, we have bit the bullet and proposed a specific
method for financing Tier 2 benefits. Specifically, if we are going to
take 2 percent of the payroll taxes now going to finance a large in-
crease in future Tier 1 benefits and divert them into mutual fund
investments, something has to be done on the benefit side as well
so that the overall Social Security system remains sound.

We are proposing that the growth of real benefits to higher paid
workers not increase as fast as it would otherwise. Under current
law, average real benefits after inflation would more than double
over 75 years. We are saying that perhaps higher paid workers who
have other retirement vehicles can get by with having their bene-
fits only grow by say 50 percent rather than 250.

Senator SYMMS. So in that respect your plan is closer to the
Porter Plan?

Mr. SWEET. Yes, that is correct. We propose a specific solution on
how to finance a Tier 2 benefit. Our perspective with the Porter
Plan is that it makes the system less progressive. The Porter Plan
proposes that everyone's benefits get cut proportionately across the
board.

Senator SyMms. Well first off on your first critique of my plan, I
am about to come to the conclusion that I agree with you on the
first portion of the first part of the question about whether or not
these funds should be available for downpayments on houses, col-
lege educations and so forth. I tend to think it might be better and
more saleable to the public if it were.

We did that strictly because it dovetailed with the President's
family saving plan. But it provided a way to actually get money in
the President's family savings plan. But I think that would require
a lot of considerable in depth thought by Congress before they step
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forward with that, to be sure that the money would still be there.
In other words, for the retirement.

But I appreciate very much the contribution you both have made
to this entire subject. I do think that the point about the Federal
Government owning all the debt could be very dangerous to the
future of a market economy in the United States. Ultimately, you
could end up having to go to the Federal Government to borrow
money if this all works out.

I also have said that one of the reasons that I would not want to
put in the Moynihan proposal today, the future tax increases, it
seems to me it would just be premature, because we do not know
what immigration will be. That could have a tremendous impact on
where the Social Security funds go. If there is more immigration of
workers coming into the country, the Social Security fund may be
funded even higher than we anticipate today.

Mr. SWEET. Well, Senator, I agree with that. One thing I would
like to suggest the committee consider, in fact, is holding a hearing
with the Social Security Actuaries. That may be perhaps consid-
ered a dull proceeding. But, if the devil is in the details, it turns
out that many of the assumptions the Actuaries make are quite
speculative.

Senator SYMMS. Didn't they change by $8 trillion from 1 year to
the next?

Mr. SWEET. Senator, I had an occasion to look at the 1983 so-
called alternative II-B forecast recently which is widely cited by all
analysts. In 1983 they were projecting that the Social Security
trust funds would have a combined balance of $20 trillion in 2046.
The 1989 report, written 6 years later, has the funds going broke in
the year 2046. It is quite an extraordinary change at a time when
the economy out performed the alternative II-B assumptions which
all agree should strengthen the funds.

So one has to question what was going on with the Actuaries. I
really think it is important to look into this issue deeply as well as
the immigration issue that you have raised, Senator.

Senator SYMMS. Thank you very much.
Thank you, Mr. Chairman.
Senator MOYNIHAN. Thank you, sir. We thank Ms. Canfield and

Mr. Sweet for being the anchor persons in a very long hearing full
of fascinating matters. Do we still have another witness?

Senator SYMMS. Mr. Glover.
Senator MOYNIHAN. First of all, thank you Ms. Canfield and Mr.

Sweet. I find it fascinating how much it is we agree on in these
things and how many things, like the problem with the Actuar-
ies-I wouldn't want to know what the birthrate and the immigra-
tion rate, and so forth, is going to be in the year 2047. I mean, that
is a hard call.

Senator SYmMS. I am going to be here to see that.
Senator MOYNIHAN. Indeed you are, and that is why it is impor-

tant we get it right At least if we get it wrong, you will let us
know.

Thank you both very much.
Mr. SWEET. Thank you, Senators.
Senator MOYNIHAN. And now our final witness this morning. Is

it Jere?
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Mr. GLOVER. Jere, yes, sir.
Senator MOYNIHAN. Yes, sir.
Mr. Jere Glover, who is the Washington Representative of the

National Association for the Self-Employed.
Please go right ahead, Mr. Glover.

STATEMENT OF JERE W. GLOVER, WASHINGTON REPRESENTA-
TIVE, NATIONAL ASSOCIATION FOR THE SELF-EMPLOYED,
WASHINGTON, DC
Mr. GLOVER. I am Jere Glover, here on behalf of the National As-

sociation for the Self-Employed, one of the largest and fastest grow-
ing business organizations in the United States. Founded in 1981,
today we have over 200,000 members.

I would like to address some basic misperceptions about the self-
employed. Number one, there are a lot more of us than most
people think-14 million by the last count, 10.5 million of those
working full-time. Secondly, we make a lot less money than most
people think. Using the 1982 data which is the most recent avail-
able from the Internal Revenue Service, the average self- employed
individual, proprietorship, earned less than $10,000.

Senator SYMMS. And there is no debate in the self- employed of
who pays the tax.

Mr. GLOVER. No, sir, there is absolutely no debate. The issue of
does somebody else pay or does the worker pay, unfortunately, we
pay 100 percent. We would like to find somebody else to pay half of
it, but we don't.

The average wage that a self-employed individual makes, using
again the IRS numbers, comes down to $4.80 per hour if we assume
a 40-hour week. So we are not talking about very wealthy people.
And often in Congress people say, well let's pass this on to the busi-
ness community. Be very careful who you pass on burdens like
mandatory health insurance and child care and other things, be-
cause in the case of the self-employed, we simply do not have
enough money to bear those burdens.

That is why the regressive nature of payroll taxes hit our mem-
bers and the self-employed the hardest. For example, in 1980 the
self-employed paid tax was 8.1 percent. Today it is 15.3. If we look
at the situation for the maximum self-employed tax, that went
from $2,097 in 1980 to $7,484 in 1990. And if we look at the spousal
situation where you have husband and wffe working in the busi-
ness together, the situation gets even worse. If we again assume
that the spouse makes only the minimum wage of $3.35, then the
Social Security tax that has resulted from the 1988 elimination of
the spousal deduction is $1,000. That is $1,000 less the business has
and less the family has to live on.

So what we have seen is a rather dramatic-a roughly 90 percent
increase, plus if it happens to be a family-owned business where
both people work, then we see it even hit more heavily. In the case
of the better off self-employed, which are paying the maximum,
that is a 400 percent increase in just 10 years.

So, obviously, we get very concerned when we see the regressive
nature. We also get concerned when we see the rate of increase of
the number of proprietorships declining, and we see the rate of
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earnings for the self-employed declining. In 1983, before this latest
round of tax increases came into place, the earnings for the self-
employed or sole proprietorships were growing at 18.4 percent. Last
year, if we assume inflation, there was no growth at all in the
earnings of the self-employed.

So we see a situation that indicates there is a problem. If we look
at the amount of penalties that are being assessed from payroll tax
deficiencies or late payments, we get even more alarmed-9 million
penalties were assessed.

Senator MOYNIHAN. Nine million?
Mr. GLOVER. Nine million. I checked the table four times. Now

granted some of those penalties may be repeat offenders where
they do not pay three-quarters. But the total number of penalties-
and I have the table here for you.

Senator MOYNIHAN. Would you submit that for the record, Mr.
Glover? You do not have to drag it out of your briefcase, but see
that we get it within the 2 weeks.

Mr. GLOVER. Yes, I will be happy to.
[The information appears in the appendix.]
Mr. GLOVER. $2.5 billion-that is in a release we got from the In-

ternal Revenue Service, as a matter of fact, just yesterday. So it is
quite an impressive number.

Senator MOYNIHAN. A depressive number.
Mr. GLOVER. When we consider that the Internal Revenue Serv-

ice tells us that that is virtually all from the small business and
the self-employed, it is quite an alarming number. What it says is,
that we have reached a tax burden level on employment taxes
where many millions of businesses each year simply are not able to
pay it in a timely manner.

In the old days, those penalties were not very severe. So it was a
cheap way to finance and borrow money. Today, those penalties are
very severe and no business knowingly stiffs employment taxes.

We have seen such a dramatic increase in the past decade, that
more and more businesses are not paying it. You do not hear from
the self- employed very often. You do not hear from the very small
businesses.

Senator MOYNIHAN. No, we do not.
Mr. GLOVER. The reason you do not is we do not have the time.

We are too busy just trying to survive and pay the taxes. When it
hurts this bad, then the pain really sets in and we have a serious
problem.

We thank you very much for your attention to this issue. The
spousal Social Security elimination and the rapid increase have
really made it difficult for the family-owned business and self-em-
ployed and there are 14 million out there to survive.

Thank you for your proposal. We appreciate anything you can do
to reduce this burden. Thank you.

Senator MOYNIHAN. Thank you, Mr. Glover.
May I say that you are the second one today who brought off the

feat of finishing right in the 5 minutes.
Yes, this is a group from which do not hear often. And more

then do we welcome you, because there are a very great many self-
employed and they range from the simplest of business activities to
individual contractors who do engineering-engineers who do com-
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puter work, to actors and to writers, and to musicians. It is a very
rich part of our life, and it is not organized almost by definition,

So we thank you for coming in with this. Of course, I will agree
with you, but we will see how the whole thing works out.

But again, sir, we appreciate it. You will get us that IRS report.
You do not have to dig it out now. But by the next 2 weeks you get
it, we will have it part of the record. It ought to be.

Mr. GLOVER. Yes.
[The prepared statement of Mr. Glover appears in the appendix.]
Senator MOYNIHAN. Thank you very much, Mr. Glover. We

thank our audience. We thank the staff who very patiently has
been through a very long hearing, a very helpful hearing in my
view. With that we will conclude, perhaps not the last of the hear-
ings on this matter, but certainly the latest. And we will see
whether it is necessary to return to the subject before we com-
mence to work on legislation.

Thank you all.
[Whereupon, the hearing was recessed, to be resumed at the call

of the Chair.]





APPENDIX

ADDITIONAL MATERIAL SUBMI D

PREPARED STATEMENT OF ROBERT E. BALL

Mr. Chairman and members of the Committee: My name is Robert Ball. I was
Commissioner of Social Security from 1962 to 1973. Prior to my appointment by
President Kennedy, I was a civil servant at the Social Security Administration for
some twenty years. Since leaving the government I have continued to write and
speak about Social Security and related programs. I was a member of the 1978-79
Advisory Council on Social Security and more recently was a member of the Nation-
al Commission on Social Security Reform, the Greenspan Commission, whose recom-
mendations were included in the 1983 amendments. I am currently-a member of the
Quadrennial Advisory Council on Social Security established by statute and appoint-
ed by Secretary Sullivan.

DEFINIONS AND INTRODUCTON

It may be of some use to the Committee-as reserve financing and pay-as-you-go
are discussed over the period ahead to have in mind some definitions of terms. I
believe the following definitions would, in general, be agreed to by those working in
the field of Social Security.

Pay-as-you-go (or current cost financing) is a financing method providing annual
income to the system close to the annual payout but with a contingency reserve suf-
ficient to carry the system through unexpected periods of poor economic perform-
ance. Opinions differ, but for pay-as-you-go most experts favor a contingency reserve
at the beginning of the year which is equal to 100 to 150 of the next year's outgo.
Since benefits and administrative costs under the system are expected to grow, ordi-
narily, annual income to the fund should exceed outgo to the extent necessary to
keep the reserves at the chosen level.

Full Reserve Financing is a necessary requirement for full safety under private
insurance. Since private plans are voluntary it would not be proper to count future
income against current liabilities. A full reserve meets the test of liquidation-that
is, to be sound the reserve must be sufficient to cover all accrued liabilities without
counting on future income. It has never been contemplated that. the American social
insurance system needed to, or should, meet such a test. The continuation of the
government is assumed in the financing plan, and since the coverage is compulsory,
the system has been considered in balance if reserves plus estimated future income
approximates future estimated obligations.

Partial Reserve Financing is any reserve which goes beyond the requirements of
safety as defined for contingency purposes and is short of a full reserve. It is a re-
serve designed to earn interest income and reduce the size of future contribution
rates.

What is the current plan? The plan in present law would gradually move the
system to a partial reserve basis. However the funds have not yet reached a level
t at most experts would consider adequate for a contingency reserve under pay-as-
you-go. The reserve is currently 75% of the next year's estimated outgo. -

Sometime in the next few years, depending on economic performance and one's
definition of adequacy, the trust funds will reach a sufficient contingency level, and
under present law the annual surpluses will then begin to build a partial earnings
reserve. If one is satisfied with a contingency level for a pay-as-you-go system equal
to only a year's outgo that level might well be reached next year if the economy
performs well. But the 150% level, which I believe is needed for pay-as-you-go, will
not be reached until sometime between 1993 and 1996 the exact date depending on

(173)
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economic performance. Once an adequate contingency reserve is reached, under
present law Social Security would move toward partial reserve financing.

The interest on the growing reserves when combined with the present contribu-
tion rate of 6.2% of earnings, and the income from the taxation of Social Security
benefits of higher income people is estimated to be sufficient to pay all benefits and
administrative costs for the next 55 to 60 years. Under present projections, the trust
funds would then be exhausted. If we wait until the reserves are used up it would
then be necessary to raise the rates to the pay-as-you-go level, which at that time is
estimated to be 8.1%. If we were to raise the rates sooner, the increase could be
smaller since the reserves would continue to earn interest.

S. 2016 would return the system to pay-as-you-go financing, reducing the old-age,
survivors and disability (OASDI) rate fn)m 6.2% to 6.06% for 1990, to 5.1% for 1991-
2011, then go to 5.6% for three years (2012-2014) and back to the present rate of
6.2% for five years (2015-2019), to 7% for the next five years (2020-2024), to 7.7%
from 2025-2044 and finally to 8.1% for 2045 and later.

PARTIAL RESERVE FINANCING VERSUS PAY-AS-YOU-GO

In my view, there is a case for partial reserve financing of Social Security only if
the fund buildup is handled in such a way as to increase the national saving rate
and through investment produces a larger pool of goods and services in the future.
Since the retirees of the future have to be supported out of the goods and services
produced in the future, the only present actions that make it easier to meet their
needs are those that improve our capacity to produce. If a buildup of reserves re-
sults in a greater surplus in the total accounts of the government (or a lower defi-
cit), 'then the Social Security reserves increase national saving and the capacity to
produce goods and services. Or, if somehow the buildup in the reserves were used to
provide directly for government investment beyond the level that would occur
anyway, then that too would increase future production.

On the other hand, if Treasury borrowing from the reserve merely substitutes for
general taxes as a way of paying for the current operating expenses of government,
the Social Security buildup does not contribute to economic growth and paying
future Social Security claims will be as much of a burden under reserve financing
as under pay-as-you-go. They will not be any more of a burden, but the reserve will
not have made it any easier.

A Social Security buildup that increases our capacity to produce is possible but
not easy to accomplish. We have to exercise enough restraint to finance programs
other than Social Security (with the exception of increases in government invest-
ment) without relying on borrowing from the trust funds. If, as the Social Security
funds lend money to the Treasury (receiving in return bonds and interest earnings)
the money is used for current operating expenses, the result is that we have recog-
nized the obligation of the government to pay Social Security benefits in the future,
but we have not increased its ability to do so any more than under a pay-a'3-you-go
system. Instead we have substituted borrowing from Social Security for general
taxes as a way of meeting the current operating costs of government. This result is
undesirable.

Deductions from workers' earnings (with matching contributions by employers)
which rise proportionately as earnings rise and with a cap at the point earnings are
no longer counted toward benefits seem to me the ideal way to finance a social in-
surance program. And it is the way we finance OASDI. The contributory nature of
the program helps establish an earned right to the benefit and at the same time
imposes a discipline on the system; higher benefits require increased contributions.

In the United States this contributory system is progressive. Because of the
weighted benefit formula lower-paid workers get more protection in relation to their
contributions than higher-paid workers do. Moreover the earned income tax credit
relieves the lowest-paid wage earners with children from, in effect, making any
Social Securiy contributions; they get a refund approximately equal to the com-
bined employer/employee Social Security tax. You cannot correctly call a system
like that regressive.

On the other hand, separated from the benefits, the Social Security tax alone
would be mildly regressive. For most workers the tax is proportional to earnings,
but the 7% or so of earners who are above the Social Security maximum pay the
same as those at the maximum, and income from capital is not subject to the Social
Security tax. This is appropriate for a social insurance program but it would not be
a good way to finance the general operating expenses of government.

Therefore, Mr. Chairman, I would argue that partial reserve financing is desira-
ble only if we have the political will to bring the non-Social Security budget into
relatively close balance. Then the buildup in the Social Security funds is not bor-



175

rowed to pay for the current consumption of government but is used to buy the na-
tional debt now held in private hands and thus contributes to national savings. If
the fund buildup is not handled in this way, it would be better once we reached an
adequate contingency level for a pay-as-you-go system to stop the buildup aiid con-
tinue on pay-as-you-go.

Pay-as-you-go is a reasonable enough way to finance Social Security, although
there are disadvantages. One is that in return for lower rates now you later have to
have higher rates. The more fundamental disadvantage is that the Nation would
forego the increase in the future pool of goods and services that reserve accumula-
tion combined with the prudent management of other government finances makes
possible. How important this is and how much difference such savings would make
in future production is more of an economic question than a Social Security ques-
tion. The benefits of increased wage growth go well beyond the Social Security
system, but there is a Social Security interest. Future Social Security benefit levels
may be somewhat better protected to the extent future wage earners have more
income; the easier it is to pay for Social Security benefits, the more likely it is that
benefit levels will be maintained.

Either pay-as-you-go or partial reserve financing will worn for Social Security, but
from an overall pei-spective, the worst outcome would be a policy which built re-
serves beyond a safe contingency level and used such a buildup merely to finance
the current operating expenses of government.

PLANNING FOR PAY-AS-YOU-GO

If a decision were made that the OASDI system should be kept on a pay-as-you-go
basis, how can the transition from the tax rates in present law to pay-as-you-go
rates best be handled:

1. The OASDI reserve should be at a fully safe level before OASDI contribution
rates are reduced. Despite all the talk about huge reserves accumulating in the trust
funds, the buildup lies mostly in the future. Given the wrenching experience the
country went through with two Social Security financial crises-one in the mid-
1970's and-one in the early 1980's-before making any changes we ought to lean over
backwards to provide a contingency reserve with a substantial cushion. I would
favor a reserve equal to 150% of the next year's outgo. As stated before, this level
will not be reached until sometime between 1993 and 1996 depending on economic
performance. In my view it is not desirable to lower rates now because it is estimat-
ed that the desired ratio would be reached sometime in the future. The sooner we
get to a fully safe level the better. Moreover, we have in the past too often relied on
estimates that later turned out to be overly optimistic.

2. Even if OASDI is but on a pay-as-you-go basis. the overall Social Security contri-
bution ,ate should not be reduced. The 1.45% of covered earnings allocated to the
hospital insurance program under Medicare out of the overall Social Security con-
tribution rate of 7.65% is clearly inadequate. If the economy performs less wellthan
it has in the recent past, payments from hospital insurance could start to exceed
income as early as 1995, with all the bonds held in the hospital insurance fund liqui-
dat d by the end of the decade.

If we decide to adopt pay-as-you-go for Social Security, the safe way to do it is to
transfer part of the OASDI rate over to Medicare, just as in the past the tax rate
has been reallocated between old-age and survivors insurance and disability insur-
ance. Otherwise we will cut the combined rate now with great fanfare and just have
to raise it again very soon for Medicare-unless- of course, it. is decided to cut bene-
fits instead. That is always a possibility if programs get close to the financial cliff,
as old age and survivors insurance did in 1982. That financing crisis was resolved by
benefit cuts in the 1983 amendments along with a speedup in the contribution rates.
The best protection for benefit levels in both OASDI and Medicare is adequate fi-
nancing. A good pay-as-you-go plan, therefore, would be to wait until about 1995,
when an adequate contingency reserve is ensured, and then transfer part of the
OASDI rate to Medicare.

If instead of getting to pay-as-you-go this way the overall Social Security rate
were cut, there are t'iree possible outcomes:

(1) Social Security or Medicare benefits or other public spending might be cut to
offset the reductions in income; (2) other taxes might be increased to offset the effect
of the cut; or, (3) the deficit in the unified budget might be allowed to increase as a
result of the drop in income, or some combination of the three might be possible.

The amounts involved are very large. In 1991 under S.2016 the annual reduction
in income is $53.6 billion, and by 1995 the annual reduction is $72.1 billion, by 1998
$86.7 billion. Last week Federal Reserve Board Chairman Greenspan testified that
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increases in the deficit in the unified budget of such substantial amounts would
raise interest rates and require the government to pay more for its borrowing. This
would add still further to the deficit.

I assume that alternative three is unacceptable and that the Congress would not
propose and the President would not sign an action that so greatly increased the
deficit. I assume, instead, if overall Social Security rates were cut-an action I
oppose-other taxes would be substituted to make up for both the employer and em-
ployee Social Security tax cuts or that some program cuts beyond those already

in considered for Gramm/Rudman would be adopted. Obviously these matters
need to be considered together. If the overall Social Security rates are cut, what
combination of tax increases and program cuts should be adopted at the same time?

Transferring part of the OASDI rate to Medicare later on puts OASDI on a pay-
as-you-go basis but does not require tax increases or benefit: cuts elsewhere in the
budget just to offset an overall Social Security tax cut. Instead tax increases or ex-
penditure cuts would produce real progress on deficit reduction.

Further Consideration of Partial Reserve Financing
It is also possible, though difficult, as stated before, to actually save the Social

Security annual surpluses which would develop under present law. You may well
not want to give up this option without extensive consideration.

For example, last year's proposal by Senators Moynihan and Heinz is designed to
accomplish this purpose and deserves examination, and the Administration has
made a proposal in the budget to save the amount of the Social Security buildup.

There are other possibilities for modifying the present long-range financing plan
for OASDI that should be considered. Present law provides for a very large accumu-
lation of trust fund investments with tax income estimated to exceed outgo until
about 2020. Because of interest earnings the fund continues to build for another 10
years before it will oegin to be necessary to sell the bonds held by the funds in order
to make full benefit payments. This pattern of a big fund buildup and its later dissi-
pation might be sensible if the cost of financing the retirement of the baby-boom
generation were a one-time cost-a rabbit through the Python phenomenon-with
power costs expected later, but such is not the case. The retirement cost of the baby-

boom generation establishes a new plateau of cost that is more or less flat thereaf-
ter. This is so on the assumption that fertility rates will continue at their present
low levels and that mortality rates will continue to improve so that the ratio of
those of working age to those of retirement age remains relatively constant. Given
these assumptions, a more sensible partial reserve plan than present law might be
to keep the current 6.2% rate to 2020, say, and then put in a rate increase to avoid
having to cash in the bonds beginning in 2030. If the 6.2% rate were raised to 7.0%
in 2020, as provided by S. 2016 for that year, the 7.0% rate would be sufficient to
carry the system past 2065, the end of the 75 years over which the estimates are
usually made.

You have time to consider all these alternatives and to consider whether for not
y-as-you-go or a partial reserve is better public policy. In my view, nothing should
done to reduce the OASDI buildup until between 1993 and 1996 in any event.

RESPONSES TO QUESTIONS SUBMIT'FED BY SENATOR DOLE

Question 1. The 1982 Social Security Commission worked not only fix the short-
term crisis in Social Security, but to actuarially balance the system over a 75 year
period-the very long run. Do you think this is a worthy goal?

Answer 1. Yes, I believe it is important to public confidence in the OASDI pro-
gram to keep it in approximate actuarial balance over the whole 75 years for which
estimates are usually made. It is, of course, of primary importance that the program
be closely balanced over the near term. Since the estimates are less accurate the
further out they go and since in the very long range there is time for later adjust-
ment in financing, I believe it is permissible to allow somewhat more leeway in the
test of actuarial balance for 75 years than for 50, and for 50 as compared to 25.

At present the system shows a surplus for the next 50 years according to the
middle range II-B estimates, but a deficit over 75 years, all concentrated 50 to 75
ears from now. Like the trustees, I do not consider this a major cause for concern,
ut I do believe that when the program is next amended it would be desirable to

eliminate the long-range deficit.
Question 2. You have indicated that you might support a return to pay-as-you-go

financing, but not yet. You're concerned that we first build up a more adequate re-
serve fund.

Do you think it's reasonable to build and maintain a reserve fund of 100 percent
or 150 percent of annual outgo and not do anything to alter our investment policies?
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It seems to me that if you agree with the concerns raised by Senator Moynihan,
that the reserves are not being saved, we have to face that issue even with pay-as-
you-go financing.

Answer 2. My position is that I prefer to continue partial reserve financing for the
reasons stated below. However, even if a decision is made to return to pay-as-you-go
financing, I believe it would be unwise to do so before the OASDI reserve reaches
150% of the next year's outgo. I realize that this level of reserve is likely to be more
than is needed under a pay-as-you-go system, but given the crises of the late 70's
and early 80's I would lean over backwards on this pint.

Alicia Munnell, Director of Research and Senior Vice President of the Federal Re-
serve Bank of Boston and a leading Social Security expert, found in a study of this
question done in 1984 (Munnell, Alicia H. and Lynn E. Blais, "Do We Want Large
Social Security Surpluses?" New England Economic Review, September-October
1984, pp. 5-21), that a range from 85 to 145% of the next year's outgo would be a
reasonable test of adequacy-for a pay-as-you-go contingency reserve.

I see nothing wrong with the present Social Security investment policy. Putting
the excess of Social Security income over outgo into treasury bonds that earn the
average interest on all longer term debt of the United States seems to me both safe
and fair. To the extent there is a problem, it is in the size of the deficit in the cur-
rent,. operating budget excluding SocialSecurity. Insofar as borrowing from Social
Security trust funds to pay the general operating costs of government substitutes for
tax increases or expenditure cuts that would otherwise have taken place, the build-
up of the Social Security funds does not contribute to national saving and future
productivity and does not make it easier to support the retirees of the future. How-
ever, if you believe that in the absence of the Social Security annual surpluses, the
budget deficit would be larger than it is, then the Social Security build-up is already
contributing to savings.

I believe it is desirable for several reasons to gradually reduce the size of the non-
Social Security operating deficit (as distinct from government investment that con-
tributes to future productivity just as private investment does). This deficit is where
the problem lies, not in the Social Security build-up or its investment or in the al-
leged "misuse" of that build-up.

Any tendency for annual Social Security surpluses to inhibit the reduction of the
non- ial Security operating deficit through increases in more progressive taxes or
cuts in unnecessary expenditures is undesirable. Such a tendency may exist under a
pay-as-you-go system with an adequate contingency reserve, although to a lesser
extent than under a partial reserve system.

I disagree with the proposal to cut the Social Security tax rate for the following
four reasons:

1. Cutting Back on the OASDI Contribution Rate Now Makes It Necessary to
Schedule a Large Increase in the Tax Rate Early in the Next Century.

Under a pay-as-you-go approach for OASDI, the present contribution rate of 6.2%
of earnings would be cut back to 5.1% of earnings. Then under the Moynihan bill
the rate would rise from 5.1% at the end of 2011 to 7.7% at the beginning of 2025,
just thirteen years later. This is nearly a 50% increase in a very short period of
time.

I am concerned that at the time such a large increase is scheduled, conflict could
develop between the workers paying in and those receiving the benefits. Proposals
to reduce benefits instead of having such a large tax increase would certainly be
considered, particularly since the people receiving benefits would have been paying,
on average, at rates considerably below the actuarial value of the benefits. In fact,
those coming on the rolls in, say, 2010 would have been paying at only a 5.1% rate
for the last twenty years for benefits valued, on average, at about 7% plus matching
contributions from their employers. Promised benefit levels would be more secure if
workers paid from now on at rates close to the value of the benefits and if large and
steep increases in future contribution rates were avoided.

2. Under Partial Reserve Financing, If the Rest of Government Financing Is Han-
ded Responsibly, the Build-Up in the Reserves Will Contribute to Future Wade
Growth.

If Social Security surpluses result in surpluses in total government accounts (or a
lower deficit than would otherwise be the case) then the surpluses result in net ad-
dition3 to the United States savings rate and by increasing investment increase the
future productive capacity of the country. Although future Social Security benefici-
aries must be supported out of the goods and services produced at approximately
the time they are receiving benefits, the burden of their support and the willingness
of workers to make the Social Security contributions necessary is affected by the
total volume of goods and services available at that time.
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Savings are only one determinant of future productive capacity (the skill level of
the labor force, for example, is another) and Social Security surpluses are only one
part of savings. It is difficult to say how much Social Security surpluses could add to
future levels of production, but the contribution could be important. Again, the ben-
efit level that has been promised is more secure if the incomes of contributing work-
ers are increasing so that the cost of Social Security is easier to bear.

3. If Social Security Taxes Are Cut, It Will Be Even More Difficult to Bring the
Overall Federal Deficit into Balance.

We have not done very well in reducing the total Federal deficit; it will just make
it that much harder if income to Social Security is reduced. The desirable goal is to
greatly reduce the non-Social Security deficit and then to have at least part of the
Social Security surpluses represent surpluses in the total government accounts.

Continuing to run up the size of the debt ield in private hands creates a large
and unnecessary burden on the Federal tax system. Interest payments from govern-
ment to the private sector, including persons abroad, is making it difficult to en-
large Federal programs that should be enlarged and to create new programs that
are needed. It is true that if Social Security buys back the debt now held in private
hands, as would be the case if Social Security surpluses resulted in overall surpluses
in the government accounts, interest would have to be paid to the Social Security
funds. However, from the standpoint of overall government finance, it will be much
easier to meet future Social Security commitments through future Social Security
taxes plus interest on reserves if at the same time government does not also have to
pay large amounts of interest on debt held privately.

4. Even If the Congress and the President Were to Agree that the OASDI System
Should Be Returned to a Pay-As-You-Go- Plan, the overall Social Security Rate
Should Not Be Reduced.

First of all, the overall trust fund size for OASDI is not yet at what most would
consider a fully safe level. I think we should lean over backwards to have a major
margin of safety even under a pay-as-you-go system, given the devastating financial
crises of the mid'70s and the early '80s. Public confidence in the system has not yet
completely recovered from these two faith-shaking experiences.

More important than the difference of opinion about the size of the reserve for a
pay-as-you-go system in determining whether or not the overall Social Security rate
should be reduced, however, is the clear inadequacy of the financing of hospital in-
surance under Medicare.

Hospital insurance is supported by 1.45% of earnings out of the total current
Social Security contribution rate of 7.65%. No further increases for either OASDI or
Medicare are scheduled under present law. The latest trustees' report for the hospi-
tal insurance program shows that the outgo for the hospital program could exceed
income as early as 1995 under relatively pessimistic assumptions and by 1997 under
the middle-range estimates. With no hope in the near term of hospital cost increases
being reduced below wage growth, it is unwise to cash in the bonds held by the trust
fund during the last half of the 1990s and end up with no reserve at all right after
the turn of the century. Income to the hospital insurance fund needs to go up in the
next five or six years, even under a pay-as-you-go approach. Therefore, should the
OASDI system be shifted to a pay-as-you-go plan, which I think is a bad idea, the
overall Social Security contribution rate ought not be reduced, but rather a part of
the OASDI rate should be shifted to hospital insurance.

A PROPOSAL TO MODIFY PRESENT LAW FINANCING

Aithough I believe partial reserve financing should be maintained, I favor a
change in the present financing plan. Under present law, it is expected that the
large build-up in the trust funds extending to about the year 2020 will be followed
by a depletion of those trust funds and their exhaustion about the middle of the
next century. This build-up and then dissipation might be good policy if the costs
arising from the retirement of the baby-boom generation were a one-time phenome-
non-a kind of rabbit through the python-but such is not the case. Instead, if we
assume continued low levels of fertility and continued improvements in mortality,
as seems reasonable, the retirement of the baby-boom generation raises the costs of
the system to a new plateau which remains relatively stable into the future. Given
these assumptions, the more reasonable course would be to leave the present 6.2%
of earnings rate in effect until about 2020 and then raise it to about 7.1%, rates
which would carry the system throughout the whole 75 years f ;r which estimates
are usually made, and still end up in 2065 with a sizable reserve. Under this plan, it
is estimated that for the next 70- years the trust funds would remain at peak levels.
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Question . Some have suggested that one way to "protect" the trust funds to use
private investment instruments rather than treasury securities. What do you think
of such a proposal?

Answer 3. I believe it would be unwise to invest Social Security annual surpluses
in private investment instruments. On average, over a period of many years, the
returns may be somewhat greater from private investments, but such investments
are riskier, not only because individual private enterprises may fail but because the
timing of investments and their redemption greatly affect returns. Also very funda-
mentally, investments in equity would put the government in a position where it
could influence or control the decisions of private industry, and even bondholders
may become involved in decisions to protect their loans.

The practical political problems involved are also daunting. How would the deci-
sion-makers deal with pressures to put funds into industries favored by powerful in-
terests or, on the other hand, with pressures to avoid putting funds into industries
thought by some to discriminate, for example, against women, minorities or unions?
The facts are that the trust funds are well protected by present procedures. The
fault lies elsewhere-in the continuing size of the non-Social Security operating defi-
cit.

Question 4. We know Medicare faces a financing crisis in the near future. Would
you support a reallocation rather than reduction in the payroll tax to address this
impending problem?

Answer 4. As I have stated, I prefer retaining partial reserve financing for
OASDI, but if a decision were made, nevertheless, to return to pay-as-you-go, I
would certainly think it preferable to reallocate a part of the OASDI tax rate to
Medicare rather than to reduce the overall Social Security tax rate. It seems unwise
to reduce the overall rate when it is quite clear that the 1.45% allocated to Medi-
care will soon be insufficient to cover the cost of that part of the program, even on a
pay-as-you-go basis.
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TABLE 2

TAXABLE EARNINGS BASES, 1937-90

Calendar Taxable
Year earnings

base

1937-50 $ 3,000
1951-54 3,600
1955-58 4,000
1959-65 4,800
1966-67 6,600
1968-71 7,800
1972 9,000
1973 10,800
1974 13,200
1976 14,100
1976 15,300
1977 16,500
1978 17,700
1979 22,900
1980 25,900
1981 29,700
1982 32,400
1983 35,700
1984 37,800
1985 39,600
1986 42,000
1987 43,800
1988 45,000
1989 48,000
1990 51,300

Source: Table compiled
Service

by the Congressional Research
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40540
46*i00
631.60
772.20

W.S5
395.05
95.25

1,070.5
1.403.77

2,70.1

2,791 .90

3.003.00
1.13 2.?0
3.379 50
3,W0 so
3,924.45

435.00
155.0

2,415.60
9.02..04

7.763.10
1,723.35
9,799.20

I21.202.97

12.M.064
14.765.9
16.936 49
19.321639
21,974.39

24,746.19
27.749.19
30,900.1
34.210.39
37,635.19

530-00
45.00
$4.00
72.00
6400
64+00

20600

2)2.00
138.00
1462.00
311.00

234)0

290.55

214.70
315.90

46440
577.50

616975
60.37S
721.175
754.67
"1.57

2,170.41I.iM.W1,393.90
1.48220
1.704.675
1,93.40

2,059.20
2,164.00

2,41M3
2.6m5.40
2,872.80

415.00
32000

2,05.90
6.641!,35

6309.45
7.031.325
7.7U8.00

9A950.25
211.3"o5
12Wa 45
14.533.123
16.496.725

18.5.92$
210.741.923
23.019.525
2363.023
U8.162.42 5

510 s0
3200

12O0
12.00
12.00
23.10
23.10
31.10
37.05

42.90
A M
42 49W
49.50
59.40
75.10

81.075
17.97$5
94.175

137.173
171.75

145.04
193 05
267.30
1239.0

296.00
210.0
219.00
21350
234.40
307.80

4500"
22320
943.59

6649
759.12
397.00

1,068.75

12123.79
1.406 .64
1,674 14
1.197,265
2,096.26S

2.214.265
2.494.265
2.723.265
2.951.765
3.2 .265

33.00
4410
4410
4630D
46.10

5400
10600
I 11.610

12490
237.70
248.50
177.00

2723.953,10

421.20

491.40

6040
635.10
612 50

743.85

51200 I01.00
206.00 106.00
12600 12600
141.73 22600
10.00 - 16200

216OO 21.00
22360 207.60
239.20 241.0
405.90 348.15
42240 354.73
49 20 39625
532.20 435.2 3

53120 427.05
$1500 473125
6700 3.675
864.00 670.24

1,042.30 136.42

2.113 9 972.0653
I.N0470 946305
1.30) 50 1.020.525
2,413.70 1,03.7fl
1,854.90 2,37. 9

2.097.90 1,624.538
2.762 10 2.06 43
1,029.40 2.207.25
3,)7.9 2.539.162
5.292.00 3,931.20

5,50340 4,118.40
6.00600 4,56800
6,23.40 4.555.20
6.75900 4,9C7.00
7.29.60 5,306.10

7.641.90 5,745.60

i . 50 .21S.00
1 5 3.62.10 3.091.0

1.430.10 122.79.40 9.410.715

7U8.70 10395.00 3,632.35
937.20 1169.50 9,652175

1.11420 23.12.20 10.716,645
1.354.03 14,97.10 122092.935

1.626.40 17.065.00 13,717.515
2,012.70 19.647.10 15.104.945
2,41.90 22.76 so [8.011.195
2.191 00 26.21445 20.550.35s5
31. .40 31,06 45 24,481.5575

3.924 O0 37,09005 21.591 9375
4,533 00 41.094 05 32%97.9573
5.168 10 49.159 45 37.523.1575
5.32040 6.11145 42.5002 573
63216 60 43,321.05 47,0W.9575

S125.7'5"
23.00

1130

24.65
34 65
$5.575
55.575

64 31
64.35
74+23

107.56

114.915
124.69
234 473
192.93
2.36

201.37
289.57
40095

37100

396.00
420.00
438 OD471.00

615.60

6711.510

1.338.581
913.95

1.101 425
1.302.355
2,539.515

1.740135
2.030 455
2.431.405
2.76 0925
3,14 109235

.540 0925
3,94 0925
4,39 0925
4.75 092.5
5.363.6925

Foot note for table 4

1/ Includes tax credit under 1983 amendments for employees in 1984 and for

self-employed in 1984-1989.

Source: Social Security Bulletin; Annual Statistical Supplement, 1988.

(1990 data added by Committee staff)

44.01so

5400D
206.00
226.10

122490
237.70141.50
277 00
240.45

272.95
194 20421.10
464.10

91210
M.0o

1.049.20
1.21800
2.270.20
2."0500
1.39200
117.70

19650
21.43010

1, 70

937 20
1.124-20
2.354 65

2,012 70
,.43390

2.89100
3.180.SO

4.95000
6.2680OD
7.418 20
6.743 20

10.2520
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TABLE 5

ON- AND OFF-BUDGET TOTALS, FY 1990-95
CBO Projections, January 1990

($'s in billions)

1990 1991 1992 1998 1994 1998

(eclude Socia Scurity and Postal Srvice)

Ravenuas 779 828 874 924 978 1,03
Outlays 984 1,041 1,095 1,163 1,220 1,288
Deftt 204 212 221 239 242 246

Off-Budget
(Social Security)a

Revenues 288 809 830 852 876 401
Outlaw 222 234 244 254 264 278
Burplus 66 74 85 98 112 128

Total@

avenues 1,067 1,137-- 1,204 1,277 1,38 1,438
Outla 1,9205 1,275 1,889 1,418 1,484 1,555
Deflect 188 138 138 141 180 118

BOUIR C Iiaiuu taff

a m --w eoeablty wil the Dakmmd Bud&*t Am% Wroa, the pi~ct~m eadude ft ft~ Bo0%
whms &6wsor.bdgL
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TABLE 6

COMPARISON OF FINANCIAL IMPACT OF MAJOR FEDERAL
TRUST FUND PROGRAMS, 1988

($'. In billions)

Table A shows the "traditional* display of trust fund transactions, with income representing
both receipts from the public and "credits from the Government' (i.e., interest, governmental
contributions to a program, governmental shares or taxes or pension contributions made as
an employer, etc.). Table B shows only the receipts received from the public and payments
to the public (i.e., it excludes the credits from the Government to the various trust funds).

TABLE A. Total Income Credited to Trust Funds and
Trust Fund Outgo for the Largest Trust Fund Programs, FY 1988

Income Outgo Difference

Social security $259.1 $220.3 $38.8
Unemployment insurance 27.0 18.6 8.4
Federal employees' retirement 47.0 28.4 18.6
Medicare 103.0 87.7 15.3
Military retirement 33.1 19.0 14.1
Highway 15.3 14.7 .6
All others 6.8 4.7 2.0

Total 491.3 393.5 97.8

TABLE B. Receipts from the PubUc and Expenditures
for the Largest Trust Fund Programs, FY 1988

Receipts Expenditures Difference

Social security $244.9 $219.3 $25.5
Unemployment insurance 24.4 16.3 8.1
Federal employees' retirement 4.7 28.4 - 23.8
Medicare 59.9 78.9 - 19.0
Military retirement 0 19.0 - 19.0
Highway 14.1 14.7 . 0.6
All other 9.2 11.1 1.5

Total 357.1 387.8 .30.6

Note: Receipts from the public represent social insurance or excise tax receipts.
Payments to-the public represent expenditures for trust fund programs minus proprietary
receipts (such as medicare Part B premiums) and other bookkeeping adjustments.

Source: Table prepared by CRS based on data from OMB, Special Analysis C, Budget
of the United States Goovernnewn, Fiscal Year 1990. Jan. 1989.

32-393 0 - 90 - 7
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TABLE 7

OASDI INCOME AND COST RATES, 1950-88

(in percent of taxable payroll)

OAS1 Trut Fund 01 Trust Fund Total

Income coat k~oe cost ~ w cost
CalndM yew vMe rabe Slance rate rose Saacn e raw ra Salance

Past experience
1950.-- 3.00 1.17 1.83 - - - 3.00 1.17 1.63
loss__ 400 3.34 .66 - - - 400 3.34 .66
1960-- 550 S5$ -. 09 0.50 0.30 0.20 6.00 5.89 .11

196. -. 6.75 7.23 -. 48 .50 .70 -. 20 7.25 7.93 -.68
1970. 7.30 7.32 -. 02 1.10 .51 .29 640 812 .26
1975 --- GIS 9.29 -.54 1.15 1.36 -21 990 1065 -. 75
190....._ 9.04 9.36 -. 32 1.12 1.36 -. 26 1016 10.74 -58
191 . 0...- 9.40 9.97 -57 130 1.39 -. 09 1070 11.36 -. 66
1962.--. 9.15 10-59 -1,44 1.6S 1.34 .31 10.80 11.94 -1.14

1M _...-- '9.91 10.27 -. 36 '1.33 1.22 .10 '11.24 11.50 -.26
194'.. 10.56 10.06 .50 1.01 1.16 -. 14 11.59 11.24 .35
I 5 .- '10.72 9.99 .72 '1.07 1.14 -. 07 '11.79 11.13 .66
196... 10.59 9.86 .73 1.01 1.12 -. 11 11.60 10.96 .62
1967'..... 10.57 9.63 .94 1.00 1.10 -. 10 11.57 10.72 .64
l98'...... 11.22 9.46 1.76 1.06 1,06 (') 12.28 10.53 1.76

'acom ram for 1913. 1S. amd 1990 are adjusted to ahde 'be lump-sum paymrts from 'he general ( wd of The
Traewry (or adJuazmeaw so such psymeet) or the cOst Of mocontnbutory wage credits for omldrwy Smice m 1940-56

'FreM sw me pretmmay.
'income ran differ (rm com rae by less tim 000 percent of tAable paYroll.

Now. Toah do not mecemwwdy equal the sums of roumded components

* ThL income rate is defined as the sum of the OASDI

combined employee-employer contribution rate (or the
payroll-tax rate) and the rate of income from taxation of
benefits. It excludes reimbursements from the general fuiid
of the Treasury for the costs associated with special monthly
payments to certain uninsured persons who attained age 72
before 1968 and who have fewer than 3 quarters of coverage,
transfers under the interfund borrowing provisions, and net
investment income.

The cost rate is the ratio of the cost (or outgo or
disbursements) of the program to the taxable payroll. The
outgo is defined to include benefit payments, special monthly
payments to certain uninsured persons who have 3 or more
quarters of coverage (and whose'payments are therefore not
reimbursable from the general fund of the Treasury),
administrative expenses, net transfers from the trust funds
to the Railroad Retirement program under the financial
interchange provisions, and payments for vocational
rehabilitation services for disabled beneficiaries; it
excludes special monthly payments to certain uninsured
persons whose payments are reimbursable from the gelieral fund
of the Treasury, and transfers under the interfund borrowing
provisions. For any year, the income rate minus the cost
rate is referred to as the "balance" for the year.
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CART 8

PROJECTED OASDI INCOME AND COST RATES, 1989-2065,
1989 trustees' report, intermediate 11-B projections *

(in percent of taxable payroll)

20%

1980 2020 2040 2060

* The income rate is defined as the sum of the OASDI"combined employee-employer contribution rate (or thepayroll-tax rate) and the rate of income from taxation ofbenefits. It excludes reimbursements from the general fundof the Treasury for the costs associated with special monthlypayments to certain uninsured persons who attained age 72before 1968 and who have fewer than 3 quarters of coverage,transfers under the interfund borrowing provisions, and netinvestment income.
The cost rate is the ratio of the cost (or outgo ordisbursements) of the program to the taxable payroll. Theoutgo is defined to include benefit payments, special monthlypayments to certain uninsured persons who have 3 or morequarters of coverage (and whose payments are therefore notreimbursable from the general fund of the Treasury),administrative expenses, net transfers from the trust fundsto the Railroad Retirement program under the financialinterchange provisions, and payments for vocationalrehabilitation services for disabled beneficiaries; itexcludes special monthly payments to certain uninsuredpersons whose payments are reimbursable from the general fundof the Treasury, and transfers under the interfund borrowingprovisions. For any year, the income rate minus the costrate is referred to as the "balance" for the year.
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TABLE 8

PROJECTED OASDI INCOME AND COST RATES, 1989.2065 *
1989 trustees' report

(in percent of taxable payroll)

- -6-1 low
Income CAW kxe C05l 1icome Col

Cahidw yw rw rol e alorte 'at. ,at Salmnca raw rato sawnc

Altfak* I-
1906 ....... 1123 027 19 107 102
190 . . 1136 926 212 121 100
109 1136 914 224 12' 96
1992............. 36 903 236 1 21 96
!13 1126 39 248 121
194 .. 1130 179 260 121 0S

S 1136 366 273 121 34
1996 1138 3 SS 263 '21 95
17 ...... ..... 1136 34S 293 12? 95
19 .... ... .. 11.34 636 302 1.21 ,96

2000 ..... 1110 1 300 1 43 96
200 .. 1124 7 35 340 1 44 106
2010 ... . .. 1120 303 326 144 122
2 015 ...... 1135 393 242 14S 131
2020 .... 11 42 10 17 1 24 1 45 1 35
202S ............ 11 47 I ls 32 1 45 % 42
2030 ... .. 1151 1166 -is 145 138
2035 ... 11 52 11 64 - 12 1 45 1 34
2040 .1151 11 25 26 1 45 ' 32
204S . 1 so 103 61 1 45 13S
2050 . 11 49 1072 '7 1 As 1 6
2015 . . 11 49 1067 32 1 45 1 36
2060 ... ... .... 11 49 1061 8 14S 1 34
2065 ............. I149 1052 97 14S 134

Agrnla.lo It-A.
1989 ............ 1123 932 191 107 104
l090 1139 933 207 121 103
191 ... 1130 932 207 121 102
192.......... 1130 026 213 121 102
1993 .... I 119 920 219 121 102
1994 . . 1140 913 227 121 103
1995 ...... 1139 906 234 1-21 104
1996 ...... 1139 89" 241 1.21 101
1097 ...... I 1139 894 246 121 107
109I .... 119 T 88 251 121 109
200 .. 1121 37S 244 144 113
2005 ....... 1127 6S4 2 73 144 127
2010 ...... 1133 833 250 145 147201 S ..... 1140 Sol 146 14S 161

2020 ...... 11 44 11 44 04 146 168
2021 1156 1273 -122 1 46 173
2030 ....... 1141 1372 -211 146 1 77
20S............... 1164 1407 -244 1 46 1 73
2040 ........ 1164 1401 -236 1 46 1 74
2045 i........ 116S 1393 -228 146 10
20.0 ....... 1166 1407 -241 146 164
201S . . !1167 1433 -265 146 164
2060 ......- 1169 1423 -264 146 132
206....... 1169 1461 -232 146 182

00S 1230 t029 200
21 1250 1026 233
23 1259 1012 248
25 1260 9" 261
26 1280 9g 273
27 1260 974 236
27 1260 960 299
27 1260 950 310
26 1259 040 3 19
21 12 59 92 3.27

45 1262 917 345
36 1268 393 3 76
22 12 73 92 346
13 12 79 1024 255
09 1286 1153 134
04 1292 1256 36
07 1206 1301 -09
11 1297 1296 -01
13 1296 12 57 36
10 1295 1224 71
09 1294 1209 6
09 129S 1203 92
11 1294 1105 9S
11 1294 1136 106

03 1230 1036 194
Is 1261 1036 22S
19 1260 1034 225
19 12 60 1028 232
19 1260 1022 236
Is 1261 1016 245
17 1260 10 10 251
16 1261 1004 257
14 1261 1001 260
12 1261 97 264

031 1264 969 275
1? 1271 102 20

-03 1270 1030 248
-18 123S 11 52 133
-23 1294 1313 -19
-32 1301 14S6 -155
-31 1307 1S46 -241
-27 1310 1530 -271
-26 1310 1575 -264
-34 1311 1573 -262
-38 1312 1590 -278
-38 1314 1617 -303
-36 13 15 1635 -320
-36 1316 1643 -328
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TABLE 8 (continued)

PROJECTED OASDI INCOME AND COST RATES, 1989-2065 I

1989 trustees' report

(in percent of taxable payroll)

(Continued)

co cots 3Wruis cow4 lcW00 Cots
C&%wvrw rw rI'm raw Saw" rits rats 8*&X roa t" SWAMM

Io - . 1172 632 191 107 104 0 230 1036 94
1900 - 1142 64 14 121 105 17 1263 10.2 21
"6I -.... 1126 65t 1"6 121 04 17 1260 10" 20s

I ... ---- 1130 I2 187 121 105 17 1241 1057 204
1903 . 1140 610 190 121 10D 16 1261 1056 205
1994 1140 044 106 121 106 lS 1261 050 211
'061 . . 1144' 627 203 1 2 1 07 I 1261 1044 217
1096 _ 1140 93 1 0 121 106 10 126' 102 222
1667 . !110 62 215 121 106 ;2 1261 102 227
1 6 ....... . 1140 220 2 121 111 0 1261 1031 Z30

-= 122 312 210 144 1S 20 1176 027 210
200M . 1120 94 221 '44 121 4 12 100 2'6
2010 .. . 116 624 211 14 1 152 .01 1201 1076 205
201S .... 1142 10 ' 1 1- 12 1203 16
20 . .. .... ,I 1,' -4 146 16 -27 1 27 127 -72
t 11 11 1 9 -I 146 102 -31 1306 122 -217
200 - 1165 1441 -216 144 102 -26 1311 13 .311
2025 ....... 160 4 3 -214 146 170 -32 1314 1:G1 -247
2040.... ... 106 476 -310 144 179 -.32 1215 18 -343
2041 ....... . 1166 1471 -:102 146 106 -26 l3l 1614 -241

1 170 14 -211 4 -43 1316 1674 -34
. . . 1 1 -2 1 0 .42 1218 1700 -262

21160! 17 32 *59 14 $ 146 167 -4! 1219 171 .-400

2065...... 117 142 -"6 t6 17 .41 1320 17.2I -410

AAerr 3644
1 Sol 11 1 I3 1o 107 106 -02 1230 1065 1IS
1990 .144 96 14 122 11] 06 1261 1101 1 S6

61 -. . 1140 1005 2 121 11I 07 1261 1120 41
11 2 . 1... .. 0141 1013 22 121 11 04 262 1137 1 20
1it.r . 142 t014 121 12S -03 1264 161 6
104 12 1051 .2 122 127 -05 264 1170 06

m...... 142 104 14 !22 30 -06 1264 1S 05
1994, 142 t0 90 6 1 22 134 - 2 1264 11769
1"? ....... 1143 1041 102 122 1 4 - 3 264 1160 A5
1It" - 1142 0,21 104d 1.22 4" -22 1264 1623 At2

2 ...... 12 1012 62 164 46 -04 206 1101
... 1134 016 117 41 64 -10 1279 162 37

2010 .. ... 1 10 It 1 60 -44 1267 1241 46
201 ... . 150 11..2 -2 44 2It -64 126 123 -t?
2020 . . . 1110 731 -218 147 222 -76 1307 1602 -264
2025 . .. .. 1171 IS 7 -403 147 226 -62 $If 1 12 -414
202 100 1742 -S42 147 241 -*3 132 16J2S .4S
2025 ...... 110 13M -66 144 24,1 -3 1334 2096 -762
2W 1160 22 -732 247 - 3 21 1
2040 ,114 1 -732 1 40 261 ;1 322 2247 -
2050 . . 1106 2060 461 46 20 -121 34 246 -1002
2055.. .. . 1205 2101 -667 144 271 - 22 135 243 -1110
2060 .. 1210 260 -106 46 267 -1 354 1 S 7 -110
2065. 1212 2362 -1148 1 46 267 -1Is 262 2629 - 261

m.e To" d n asonama to47 6901 su of006 ni w cmeaf

• I'he incoo rate is defined as the sum of the OASUI
combined employee-employer contribution rate (or the

payroll-tax rate) and the rate of income from taxation of
benefits. It excludes reimbursements from the general fund

of the Treasury for the costs associated with special monthly
payments to eertuTf-hiinsured persons who attained age 72
before 1968 and who have fewer than 3 quarters of coverage,

transfers under the interfund borrowing provisions, and net
investment income.

The cost rate is the ratio of the cost (or o tgo or

disbursements) of the program to the taxable payroll. The

outgo is defined to include benefit payments, special monthly
payments to certain uninsured persons who have 3 or more
quarters of coverage (and whose payments are therefore not

reimbursable from the general fund of the Treasury),
administrative expenses, net transfers from the trust funds
to the Railroad Retirement program under the financial
interchange provisions, and payments for vocational
rehabilitation services for disabled beneficiaries: it
excludes special monthly payments to certain uninsured

persons whose payments are reimbursable from the general fund

of the Treasury, and transfers under the interfund borrowing

provisions. For any year, the income rate minus the cost

rate is referred to as the "balance" for the year.
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TABLE 9

PROJECTED OASDI INCOME AND COST RATES, 1989-2065,
IN 25-YEAR SEGMENTS *

1989 trustees' report

(in percent of taxable payroll)

OA_% 0I T"

bNoWe Cow W cow WCWN Cos
caeno row raw fm 66WX. raw rM 1w" emes Foo saw 5r

I666.012 1130 a41 2 133 106 027 12163 647 31
2014 . 11S 1080 6S 14S 137 0 1260 12t7 73

"d63 . 114 106 6 1 45 I 3 10 1264 1217 76
Va.wlwl rpi9e8

2S m = 2013 1153 641 312 134 106 . 1387 647 340
4rs 11141*036 1146 6S3 6 136 120 .11 128 1073 21

7$e*wloo -63 , 114 661 ISO 141 1.2 Ia 1260 111 174

Abmagog" I-A

19-3013 ... . !!32 66s 23 133 120 12 12 i01s 250
2014303 ... ... 1153 1250 .67 1 6 12 -.27 26 1423 -124
206 2 63 ...... 1165 1421 -236 144 141 -X 1211 1803 -261

2S Yv"S 1 W-013 I116 65 00 134 1420 14 1290 1016 274
So Y-r116 62m 115.4 10Io So 13# 144 *04 1264 1200 14
Is yewsI 3 . .. 11S7 1154 03 141 104 .13 132 1206 -10

192866013 1134 629 20S 134 123 09 1261 1062 214
2014 2028... 11657 13 .116 148 1 77 .32 '303 146p -166
20362063 .. " I.. 116 100 -2231 144 1 V -4t 1315 I1? .3 72

Vojbw~ relO
"245 yw=166013 1161? 626 226 134 123 11 1261 1052 236
50 Y*WS I -2036 1167 1104 62 140 14I -06 126 1222 44
7$ roiI 4 

0 3  
1160 1213 -53 141 1$6 -17 1302 1372 -70

AftmaIe M

19 2013 ?...... 113 10 01 132 151 -16 12 0 1187 53
30143036 ........ 1166 1663 -364 147 232 -IS 1315 1?6a -476
2036" 063 ....... II6 21.04 -606 148 264 .1 1$ 134 t3 G -1022

S iet 1 -2013 1163 1036 127 134 1$1 -1i 126a7 116m 110
S0 yews I "203t6- 116 t267 -102 140 16I -47 130S 1454 .144
?5 ere 1WIM 1173 1473 -299 142 206 .64 131S 1676 -363

boo.. ro " do w wd, hrewog irv fund .

qw04 roftdo inchIe 6aJi Ig flud babo..

Now. TocaS, do so SmtcmoW~y aQ"a Lhe WIN Of MOWdo nCMOfttL

Tho income rote is defined as the sum of tho OASL)'
combined employee-employer contribution rate (or the
payroll-tax rate) and the rate of income from taxation of
benefits. It excludes reimbursements from the general fund
of the Treasury for the costs associated with special monthly
payments to certain uninsured persons who attained age 72
before 1969 and who have fewer than 3 quarters of coverage,
transfers under the interfund borrowing provisions, and net
investment Income.

The cost rate is the ratio of the cost (or outgo or
disbursements) of the program to the taxable payroll. The
outgo is defined to include benefit payments, special monthly
payments to certain uninsured persons who have 3 or more
quarters of coverage (and whose payments are therefore not
reimbursable from the general fund of the Treasury),
administrative expenses, net transfers from tha trust funds
to the Railroad Retirement program under the financial
interchange provisions, and payments for vocational
rehabilitation services for disabled beneficiaries: it
excludes special monthly payments to certain uninsured
persons whose payments are reimbursable from the general fund
of the Treasury, and transfers under the interfund borrowing
provisions. For any year, the income rate minus the cost
rate is referred to as the "balance" for the year.
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TABLE 10 A

PROJECTED OASDI AND HI INCOME AND COST RATES, 1989-2060*

1989 trustees' report

(in percent of taxable payroll)

TOTAL'

Inc oef CO I vIcOen Lo,1 low E01w. (j.ust
Catetsdl yea' Ile salc Balance vale talc Balance talc talc Balance

alIve I
290 251
290 259
290 262
290 267
290 271
290 274
290 277
290 280
290 282
290 264

290 288
290 269
290 292
290 292
290 302
290 319
290 335
290 347
290 355
290 360
290 364
290 367
2.90 372

290 252
290 264
290 271
290 279
290 287
290 296
290 304
290 312
290 320
290 32?

290 342
290 3 70
290 405
290 442
290 496
290 560
290 615
290 652
2'J 6 71
290 680
290 667
290 695
290 704

039 1520 1260
31 1549 1265
26 1549 1274
23 t550 1266
19 1550 1257
16 1550 1246
13 1550 1237
10 1550 1230
08 15 49 1223
06 1549 12 17

02 1552 1206
01 1556 11 62

-02 1563 1217
-02 1569 13 16
- 11 15 76 1454
-29 1582 1575
-45 1586 1640
-57 1587 1644
-65 1586 1613
-70 1585 1584
-74 1584 1572
-7? 1565 1570
-82 1584 1568

38 1520 1289
26 1551 1300
19 1550 1305
I1 1550 1307
03 1550 1310

-06 1551 1312
- 14 1550 13 14
-22 1551 13 16
-30 1551 1320
- 37 1551 1324

-52 1554 1339
-w0 1561 1352

-1 15 1568 1435
-152 1575 1594
-206 1564 1609
-270 1591 2016
-325 1597 2164
-362 Of O0 2232
-3M1 1600 2245
-390 1601 2253
-397 1602 22 76
-405 1604 2392
-4 14 1605 2338

223
210
1 33
- 19

-226
-425
-567
-633
-645
-652
-676
-706
-7 33

" See note on Table 9 for definition of income and cost rates.

Allewe'

OASDI

1989
1990
1991
1992
1993
1194
1995
1996
1997
1998

2000
2005
2010
2015
2020
2025
2030
2035
2040
2045
2050
2055
2060.. .

1230 1029
1259 1026
1259 10 12
1260 999
1260 986
1260 9 74
1260 960
1?60 950
1259 940
1259 932

1262 9 17
1261 893
12 73 925
12 79 1024
1266 11 53
1292 1256
1296 1305
1297 1296
1296 1257
9295 1224
1294 1209
1295 1203
1294 1195

1230 1036
1261 1036
1260 1034
1260 1026
1260 1022
1261 1016
1260 1010
1261 1004
1261 1001
1261 997

1264 909
1271 962
1278 1030
1205 11 52
9294 13 13
1301 1456
1307 9546
13 10 1500
13 10 15 75
13 11 15 73
13 12 1590
13 14 16 17
13 15 1635

3 45
3 76
3 48
2 55
1 34

36
-09
-01

38
71
86
92
99

2 75
290
248
1 33
- 19

-I 55
-241
-2 71
-264
-262
-2 78
-303
-320

Allernalrve II-A
1989 .. .... .... .
1990
1991

1994
1995
1996
1'9971997

2100
2005
2010
2015
2020
2025
2030
2035
2040
2'045
2050
25.
2060
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TABLE 10 A

PROJECTED OASDI AND III INCOME AND COST RATES, 1989-2060

1989 trustees' report

(in percent or taxable payroll)

(continued)
OASUI IiI, IOIAL'

InlCome7 Col lrCOfc e Cost In one ComI

Calendar year rile rate Balance rale tale Balance tale tale Bilance

AllorrAlive II 6
1989 1230 1)1.16 I n4 290 253 37 15 17019 231
1990 1263 1052 211 290 2b6 24 1553 1319 2 J5
199t 1260 1055 205 290 274 16 1550 132 221
1992 1261 1057 204 290 284 06 1551 1341 210
1993 1261 1056 205 290 293 -03 1551 1349 202
1994 121 1050 211 290 302 -12 1551 1352 199
11n5 1261 1044 217 290 311 -21 1551 1355 197
IllN; 1261 $1Q39 222 29') 320 -30 1551 1359 192
1* ). 1 oil 

1
0) Jj 227 2 ' .371 - 3l 1551 1363 186

1998 1261 l031 23J 2 0U 33l -4G 551 1361 1 R4

2000 1265 1027 238 290 354 -64 1555 1381 1 74
2005 1274 1025 249 290 387 -97 1564 1412 152
2010 1281 1076 205 290 d27 -137 1571 1503 68
2015 1286 1203 86 290 469 -1 78 1578 1671 -93
2'020 1297 13 70 - 73 290 526 -236 1587 1896 -309
2025 1306 1523 -2 17 290 593 -303 1596 21 16 -520
2030 1311 1623 -311 290 650 -360 1601 2273 -672
2035 1314 1661 -347 290 687 -397 1604 2341 -744
2040 . 3 15 1658 -343 290 706 -4 16 1605 2364 -759
2045 1315 1656 -341 290 715 -425 1605 2372 -766
2050 1316 1674 -358 290 722 -432 1606 2396 -790
2055 13 18 1700 -382 290 730 -440 1606 2431 -823
2060 1319 1719 -400 290 740 -450 1609 2459 -850

Alleonalve III
1989 1230 1065 165 290 259 31 15210 1324 197
1990 1265 11 09 1 56 290 279 11 1555 138 167
1991 1261 11 20 14A 290 291 -01 1551 1411 140
1992 1262 11 37 126 290 305 -15 1552 1442 1 11
1993 1264 11 81 83 290 324 - 34 1554 1505 49
1994 1264 1 78 86 290 338 -48 1554 1516 38
1995 1264 11 79 85 290 . 355 -65 1554 1534 20
1996 1264 11 79 86 290 371 -81 1554 1550 05
1997 1264 1180 65 290 387 -97 1554 1567 - 13
1998 1264 1183 82 290 404 -I 14 1554 1587 -32

2CX)0 1269 t181 88 290 440 -150 1559 1621 -E2
2005 1279 1102 97 290 529 -239 1569 1711 -141
2010 1287 1241 46 290 640 -350 1577 1881 -303
2015 1296 1393 -97 290 7 72 -482 1586 2164 -5 78
2020 1307 1602 -294 290 942 -652 1597 2544 -947
2025 1318 18 12 -494 290 11 30 -840 1608 2942 -134
2030 1328 1983 -655 290 1292 -1002 1618 3275 -1651
2035 1334 2096 -762 290 1395 -1105 1624 3491 -1867
2040 1338 2169 -831 290 1437 -1147 19128 3606 -1978
2045 1342 2247 -905 290 1456 -1166 1632 3702 -2070
2050 1347 2349 -1002 290 1470 -11 80 1637 3819 -2182
2155 1353 2463 -11 10 290 1486 -1196 1643 3949 -2306
2060 1358 2557 -11 99 290 1505 -12 15 1648 4062 -2414

'Com raic, for Hit cm-ludc aninOIrli requirri for iw%t luri nJnltni'rcmJ e

'The liable pa)roll for HI ii untewhat larger IhAn lhC tlaalnC pa-iroll fir OASDI, tnC.jund III onvern all Fecderal
civil,-- cnrrni -m. mluJmig thone hired Wefore 191.4, all Sle and Itxnl g nerirnmcl cinplo)eei hired ftier April I 19 6.
arid rjAIrCi.UI e.rrpIy 1 lrn 1 tIrf ,r:,nti I hiimelv ) mzll rid Jtc .i i irk JlIln aflt., the ton parr n'

I.I t( 116( I ClK Mt alk ' aIJnr I1 hK L i.. i aeuij An I if 1411S are ,svi r,:ng-, le

Noc iivai Lo rit rnenruI fau l li he %umn Ur rionded L.,,vrielll,

See note on Table 9 for definition of income and cost rates.
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TABLE 10 B

PROJECTED OASDJ AND HI INCOME AND COST RATES, 1989-2060~
Summarized by 25-year periods

1989 trustees' report

(in percent or taxable payroll)

OAS1> HI' TOTAL'

Incoffe Cost Inowe Cost Inoorne Cost
Calendar yew role rate Balance rate rale Balance rate rate Balance

Altenatve V
25-ywa ubApenoda.

1989-2013 -... 1263 947 3 17 290 282 009 1554 1228 325
2014-2030--_...... 1290 1217 .73 290 321 -30 1580 1538 43
2039-2063...._..__... 12.94 1217 .76 290 3644 -174 1584 1582 .0?

Valubon ranges'.
25yeriars 1969-2013 1287 9 4; 340 305 282 .23 1592 1226 363
S0 years:.198-2038 1288 1073 215 298 300 -.02 1586 1373 213
75 yea's 1961-206,3 12.90 11.16 1.74 296 3.19 -23 1566 14.35 1.51

Altorawie 1l-A
25 iyea sAnods-

1989-2013 ...... .. 1265 1016 250 290 340 -50 1556 1358 200
2014-2038 ._ 1299 1423 -124 290 558 -268 15 89 1980 -391
2039-2063 .....- 13. 11 1603 -291 290 688 -3.919 1602 2291 -689

Veati'aon ranges:
25 Years.196-2013 1290 1016G 274 305 340 -35 1595 '13 56 239
S0oyews. 1989-20M8 1294 1200 .94 299 439 -141 1592 1639 -47
75 yews: 1969-2063 12.95 1308 -.10 2.96 506 -2.10 1595 18.14 -2-20

Alternative It-8
25-yea aeOpriofts

19819-203 .. .... - 1267 1052 214 291 353 -62 1557 1405 152
2014.2038..---.. 1303 1491 -1.88 290 591 -300 1593 2081 -488
2039-2063--.-..... 13.15 1687 -3.72 290 724 -433 1606 .24.11 -sos

Vkaluabn ra1010es':
25 years i989-2013 12.91 1052 239 306 353 -47 1597 1405 192
50 years* 198%.2038 1296 1252 .44 299 461 -103 1595 1714 -1 19
75 years 1989-2063 1302 13.72 ..70 296 534 -237 1596 190D6 -308

AJhen~0ve Ill-
25-year subpeod~s':

1989.2001..... 1270 1187 83 291 45 -163 156) 1641 -80
2014-2038 ...- 1315s 1795 -479 290 11 16 -826 1606 2911 -1305
2039-2063..... 1346 2368 -10.22 290 1472 -11.82 1637 3840 -2203

Valato ranges'.
25Syears 1989-2013 1297 1187Y 110 307 454 -147 1604 1641 -36
SO Yomr:1909-2038 1305 1454 -148 300 744 -.445 1605 2198 -593
75 s-ers $989-2063 1315 1676 -363 298 923 -626 1613 2601 -989

'Cou rates for Hi tactude amnowau required ior trws funsd mantenace.
'The asable payrcoB for HIisa somewhat larger than the stable payroll ror OASDI. because HI coven atl Federal

civilian employees including those hired before 1914. alt State arid local govemnsesni employees hired after April 1. 1956.
anod railroad employee. Thi dd~erence is relatively small and does not signiticanity affect the comparisons,

IEJeu of the M'5icare Catastrophic Coverage Act of 1919 are no reflected
'Income rates -. ot wrictude beginniag trust fund balancs
'Income rates include begminn trust fund balances.

Nowe Totals do not aeceaaanly equal the sums of rounded components

0 See note on Table 9 for definition of income and cost rates.
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TABLE 11

PROJECTED OASDI FINANCIAL OPERATIONS, 1989-2065
1989 trustees' report

(Constant dollars in billions)

IaIv.....

,mllw

I1663......

9667l....

*4W

2005-

I05 VIVO--

200 -. -

2020--z0M ...... . . .

2030--

203S. ....

2035 . . ....

2040

2045 ... ... ...

2010t........ ..

2M ............
2000.....

161

1962~o..... . .

966...... .

96619-1912 ....193 ......

1667 .....

It"
2000
2010.
20i0
2020
2029..
2030
2032
2040
2045
2044

Alter""c III
169

1 190.
1991
1092

1994
1696

19946

2000
2005

2020

2020

203
__.__ 29461

307S
2151
3236
3301
332
3447

13566
401 1
440I
4746

174

6175

2746
270 5
2760
277'- 2975

S940
2926

30.36

- 3135
3346
3610

-_ 36951
-(.

"Mi comed OAI aid DI TrW Fesn aai d No becow eiLae dur4w the low

eIwoar

307.3
3161

3726
36371

40247t S
S510I

7107 2
7663
WS5I

10300
1.171 3
1.331 2
1.5145
1.72 1
1.971 4
2.2501

211
2633
301 6
3103
3166
3275

3S28

312

3356445
35de

94A I

9S4 ?
1.040 6MI

b*V"

$130
163
237
260
341
3,1
43-3
475
53

I5?
1646

2262 I
31

4713
5495#
6009
7769
on9I

1.1120

130
lII
234

23
1635
113

6S3

1341
1 1

202 S
Ills
l156
2016

1203

T3,53

213 3
2145
3306
33

4100

4416

7965692
7166
656 7

$.00
11509
1,313 7
15013
I 721 0
1 6621
2291 I
26556

3.5421

2941
3113

3367
3520

3771

M S
"3t3
4168

444

"is137 5

6164

.U 4

7021

7.094

1, 1666

342 1
2474
IS31

MY3 92565
2667
2710
2646

I"60
3361407

502 S

777S
6130

1.032 6
1.136 6I'M s

1.4146
1I07 3!1941
2.0462

2357
141 4
244
2541
256 4
21446

266
2746

us6
2660

4790
5507

61;

1.0632
1.1646
12364

M7

3064

3161

3406
3529

3765

.4226

4556

6G" 0

7219
721 0
7140

(.7

2947
292 3
296
303 

43M5
312320 7
3200

3413

3.3 2362 7
415 I
4331
430 3

-i

3S T
2423
247 7
2526

263 2

2726
2775

3226
270 7
4442

26237904

7323,led

64679

216
2dl II
24622SI 9

2644
2696
2766I21911

292 73140

3491
4064
17I0

I,1

AIIM I

SimS9

Z37.6
3144

Im7165

1401
914

1.144

1,4100
2.3S03
3.536

4.546 7

09026
116700
13.5706a
16.2010
Is63767T
23.1912
27.3l

1661
232
301 4
37734se t
S46

1o544.2
a362735S3

6423

1.10 1
I*0 I
2.50106
3.o 0

1.03633 765 1
3.3727
2.6146
21664
1 AM0t

1603
27 2

3SISl

4200
492 SS175 S
6S34

0271
$1.0129

1.5223
2062 t
2 551 5
2 76 3
27 S
22SS2
I 7s7 7
1.01t2

(1)

1610
2025
2406275 I3203

343S
37 3
413 8
441 3

7296
M ?

6233
(.7
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TABLE 12

PROJECTED OASDI FINANCIAL OPEIIATIONS, 1980-2005
1989 trustees' report

.(Current dollars in billions)

W came
-a-o(uq ~0111I Tol Asset Mo

Canfar yew w4e4159 rKome ncome Oto o of year
Aernv I

I59 ... 5202 3 1130 I2M53 %2352 sil9
1090 306 1s 3244 2495 2446

9I .. ....... .... 32SS 2S 1 )50 2623 3331
t1 2 ..-.. 3455 315 376 2749 43,51
193 . 365 7 379 4035 2971 S16
1394 - .- 3061 441 4302 2991 6527
1995 4069 So0 4546 3107 8, 6
1t" 4276 540 4835 3225 0953
1"?9 4465 6.6 5611 3356 1,16S5
1596 Yo... 4709 710 541, 3 43 13S77
2000 ... W5 224 5901 16126 s. 4 11.901 3
20 ............ 6759 1546 6305 479 ? 33130
2010 5569 2552 1.111 5252 55038
20 15 i..rs 3955 14720 5634 600
2020 . . . 13416 556 1 13977 1,2044 11,6321
2025 167159 7370 24069 ,623S IS351 3
230 . ......- 20931 9450 30362 21115 156.4w s
2035 ...... 26295 1 2034 35333 2636S 25 029
204C . 33016 15495 45s7 33103 322791
2045 4,143 3 2025 4169 3 39223 42 23? 7
2050 $2046 25697 7374) 4 05 7 $56164
205 65515S 3525 2 00763 6"961 735166$
2060 62543 4 658 12165 641 0 67 1465
2065 . 10.4070 61334 1657C 55562 124.5413

Aftmalw v I-A
192 291 1 130 2941 2357 I68I
1990 . . . 3042 167 3229 2504 2*07
1"1 3228 250 3478 2659 3226
15 2 3421 3; 3 373 4 290 415
1993 3621 376 993 2946 5;S1
1994 383 1 44 1 4271 3095 3 8
1595 ...... 4046 SOS 4551 32S0 760
t996 42774 572 4646 3411 5123
Is7 4503 646 5154 354 1 0690
1996 4759 727 t4s7 3773 1.2403

2000 5324 ItI e214 4176 16341
2005 .... ?02 1 1520 IS41 S433 a913 0
2010 .. .. ... 1101 2525 1.192 S 73,54 40177 2
2015 . .. . .. 1.1s9 7 3708 O 1,5310 t.042 3 7.24 6
2020 . .. . .. 1.4652 $133 !.0I05 1,49101 #J234 4
202 .... .... 1 8456 9 359 2I 401 S 25 069 ? 11 ,971 ?
2030 2.. .. 3222. m 9I 30601 2776S0 136823
2035 . ...... 29143t' 13 3 7374 35600 1& 7972

.. . ... 3 7119 $202 45361 44701 is M64 g)
2045 . ....... 4 662#1 M 20 54892 54$1S t 1Is 1let
2050 .. . ... .. .6g 3 736 1 5 WS 3 7,129 9 13 ASS
2055 . .... 7.3as5 503 6 7.8.9 3 1.109 4 0,870 6

1M 9 . . ... 2012 1) 1 2"J 2 M Y 16,83
1 m 3033 1 49 3222 2 532? 237 3
1 "1! 32; 2O 25 4 3472 2 70 3 3142?
199g2 . . .. .34? 322 3 ,4 4 2079) 400 1
1993 - . .. .. M64 II .39 404 1 306 4964
1994 _. 3090 465 7 435 5 324 W9 I9
1995 . .... 4141 5.42 466 3 3431 733 6
1 996 ..... .. .4 7 $20 5026 3639 $723
1"g? .. . .. 4582 ?a 2 S364 38S2 1.02S$
1I9" .... 57? M: S769 40161 1.194 3

2000 . ........... 5621 " 3 640 4 457 7 1,361O
2005 ....... ?62 0 1612 on 2lJ 6149 2 ,812 $
2010 . . . .. 1 0174 2701 1.2," 2' 0570 4615 62'015 . . .. 1.3348 am 2K 1.743 ? 12?494 7 196 !
20 .... . .. 1 73,4 $428 2294 1,93414 W 5 6Ir
2026 . .. 2.2s53 0 6"> 2 910 3 ?5326 11 355 I
2030I ..... 2924 G99 3 3624 7 3 on0 119296l
203S .. 3 WS5 6437 4 4491 4131 1 10932 42040.. .. 4936S 46? 2 5 4m 7 $416 7,|41 l
2 04S .. . .... 393 3 1204 G.W1 ? 4071 6 1,4,461
2046 . . . . .4 ' ' ) )

Aiter"Wlel!1
1902 2.. a3 120 29? 7 $ rm 10
: 990 . . .. 6 138 3093 ?S>60 2$,43

"1Pl . 3109 23J4 34 3 27'7 4 271)3
1992 . . .. 3337 295 32 3016 302 9
I 993 Us$...34 3S 1 363 6 3266 I 3c
1994 .. .. 1 PC A S414 3 S3499 1$4
IS5 ., 40UJ 45) $ 4456I 314 S us S
Im 4206 50SO4 479 0 am0 9 W3 i
1993 is3? 7 S 54 S13 1 42 1 6 f.
It"1 4"M 5 w1 3 548l 451 6 ?4

2000 .SS5 1 03 6M 2 silo 9434
2001 76660 O 5 "5 1M 71o6 1 51 7
2010 .. . 0425 1564 1 190 1l0002 2 5"4 5
2o5 ... I A "SQ 9' 1 596 4 1 4" a 33125
2020 .. .. A.33 6 19<01 2024 4 2.253 3 21321

-'T'la Co. 0AS] "4 01 Trws Fww% all cw~44aa 40 be-I elhaumod f"mg tn,..t.
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TABLE 13

PROJECTED OASDI TRUST FUND CONTINGENCY RATIOS,
1983-2060

1983 trustees' report

(Balance at beginning of year as % of outgo during the year)

Ahemgvvo I AgMe ve 1-A A.UMste 1-9 Atenmr" M

C W do VM OAS1 [> Total OASJ Of Total OAS$ 0t Total AS DI 1tol

63..-. 15 15 15 15 15 15 15 1 15 1s Is IS
144...... 21 38 22 20 39 22 20 38 22 19 37 21
l5es ...... 22 3S 23 21 33 22 20 32 21 I7 29 Is

26 35 27 24 31 2S 22 29 23 Is 25 to
in .? . 29 40 29 25 32 25 23 28 23 21 24 21

96 ........ 37 50 38 26 36 27 23 30 24 Is 24 1i
189.... 53 94 67 39 48 40 26 38 29 29 30 27
10...-..... 72 113 77 51 4 54 3S 69 38 34 54 36

. . 152 104 69 109 72 47 69 5I 42 TO 45
12............ 126 18 131 68 135 92 59 111 64 4 93 51
1993. ...... .. 162 237 169 110 165 115 75 136 60 54 87 60
I994-......- 201 28? 209 135 19t 140 91 161 go 64 111 68
199........... 244 340 253 161 226 168 110 18 117 73 124 76
1929........... 20 394 300 191 258 197 130 213 137 83 136 6
1997. ..... 340 450 350 222 291 229 152 240 160 93 149 91
1999........... 3 495 402 256 317 262 175 262 163 105 154 110
1999"a........... 448 35 457 291 340 296 200 2M0 206 118 164 122
2000-......... 506 574 513 329 360 332 227 297 234 132 169 136
2001 . w.. 564 631 571 364 397 370 253 329 261 145 187 140
2002..... 624 663 630 405 49 406 281 357 269 151 202 163
2003...... .... 665 25 689 445 454 446 309 379 317 172 212 17"
2004......... 746 761 748 485 475 404 338 39 345 187 218 190
2005 ............. 807 792 0S 525 491 521 367 409 372 201 220 203
2006... ....... 0... 67 819 861 $55 503 55? 397 419 399 215 220 216
2007 ... ......... 92' 842 915 603 512 591 425 425 425 229 217 227

2010 ....... ..... 1,079 B97 1.05S 704 526 680 01 431 491 26 13 251
2015 ........... 1.227 983 1.195 792 $32 757 563 421 544 263 127 24S

2020...- ... 1.286 1.068 1.262 800 535 767 556 '05 538 204 36 184
2025-..-...- 1.31 L 1,216 1.305 756 544 741 $07 390 494 99 () a 1

2030- .......- 1-363 1.400 1.364 723 577 706 442 393 437 (1) ('1
203........... 1.448 1.542 1.458 664 595 675 372 368 374 () ('1 ) '
2040.......-.. 1.594 1.652 1.601 662 596 655 "a. 369 314 ('1 (' ()
204......... 1.761 1.743 1.759 642 5O? 636 245 339 255 (1) ('1
205 ..........- 1.913 1.853 1.90 615 s S 611 176 311 192 MI (1 ) '
2055 ............. 2.050 1,965 2.040 5W0 SO 50 106 264 125 (1) (9 1)
200 .................. 1 .93 2.066 2.180 S44 590 549 31 260 5 ( (1 (-

Twit,.st a
projected to
be "sI sx.

howsled .A......2....J m ' M 1 m ' C' m ' m 2029 2021 2027
,Tbe fund . proCid to be cxhausted aW s to recover before t end of tbe ptoj~uon pernd
Vhe fwnd a not projected to be e.hamald whia Le projpmo penod.

Note The defituuons of mliatiuva I. 11-A. 11-8. ad Il. sad nw hd rti s preMsted to the weit The OASDI
rat*$ show naft* th year a given (mad a proected to be eLs*d anme ohow cal and wte %bows fur forms osal
prpows only.
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CHART 14

PROJECTED OASDI TRUST FUND CONTINGENCY RATIOS,
1988-2065

1989 trustee' report, intermediate H-B projections

(Balance at beginning of year as % of outgo during the year)

sO%

6w0

400

200

SLONG-RANGE CONTINGENCY FUND RATIO 1

BASED ON ALTERNATIVE II-B

00........ .. 2..6....0....... .. . ....... .... .. . . ... . .. .... ..... 0.... ............

200 2M2W2

TABLE 14

PROJECTED OASDI TRUST FUND CONTINGENCY RATIOS,
1988-2065

1989 trustees' report

(Balance at beginning of year as % of outgo during the year)

Altermavwe I AJeI*atrvo [1-A Altemabtve 11.8 AflerralW* III

Callnda ytw OASl D4 Total OASI 04 Total OASI DI Total OASI 01 Total

1989 59 39 57 59 38 57 59 38 57 59 37 57

1990 82 47 79 82 44 78 SI 43 77 77 37 73

1991 106 69 104 105 62 101 102 60 98 92 43 87

1992 136 96 132 131 82 126 124 76 120 106 48 00

1993 167 124 163 157 101 152 146 93 141 118 s0 Ill

1994 200 154 196 186 12'0 179 170 106 164 130 48 121

1995 236 85 231 215 13.8 207 !145 123 188 142 43 131

1996 274 214 268 246 155 236 221 137 212 154 36 140

1997 314 242 307 277 168 265 247 149 237 67 27 150

1918 _ 354 268 345 308 I80 294 274 159 262 179 14 159

20 ......... 438 315 425 373 198 353 330 73 312 206 -) 176

2005 . . 655 477 633 533 276 499 459 240 431 262 (i) 220

2010 s55 544 813 674 271 616 571 225 522 309 (, 245

2015 952 587 905 727 229 657 605 172 546 303 (, 222

2020. 957 627 916 896 171 629 563 102 505 234 I, 147

2025 ......... 937 643 904 632 93 566 485 13 428 121 () 32

2030 . 920 684 895 554 {, 491 390 (1) 336 (1) ) ()

2035 ......... 931 753 912 479 (, 418 291 il) 239 1) () (')
2040 ......... .. 960 Il1s 963 413 ,) 3A9 19s ill 143 (1) (') ill

2045 ........ , 1.050 857 1.028 348 (,) 280 96 (') 44 v) 11) (1)

2050 ............ 1.116 896 1.091 276 I 203 (1)') ) () ( (1) (1)

2055 ........ .... 1.175 148 1.150 194 ) 118 (' (} ) C) V) (C)

2060 - .. -....... . 1,237 1.008 1.212 104 (') 25 C) (C) (1) () () (1)

2065 ............... 1.309 1,061 1.291 7 () ( N () () I) (1) I') (1)
Trusl Ikrid ,

estw aed I0
be euxhocus
i ..... .. 1 532065 2029 2Q00 2049 202S 2048 2029 1996 202S

'The hwid a estwed to be eahasled m te yew showm he le hae of the sable.

rThe fund a o elimated to be cshsiwtd with= the project erd.
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TABLE 15

PROJECTED OASDI PAYROLL TAXES & INCOME FROM TAXING
BENEFITS, 1989-2063
1989 trustees' report

(in percent of taxable payroll)

TCTlg Tow

Tauw Taalmon
P~yfO 04 bens- PwC4O 04 ben.- polona 01 ben.-

Celndw yew la. Its tO. e Is Tow la TOW

2S yew% 1969-?013 1107 0 23 11307 131 002 133 1236 025 1263
50yeo eI W 236. 1102 35 1137 136 02 138 1232 37 1276
7A" sw 018-2063.. 1101 40 1141 138 .02 140 1239 42 12S1

2S yea 19-2013.. 1107 21 1132 131 02 133 1236 27 1265
sSews -I-203 11 02 39 1142 136 03 139 1236 42 1200
71y=8it 1968-2063 1101 47 1144 136 03 141 1238 s0 1269

n yew a 189 2013 1107 27 11 34- 131 02 133 1Z34 29 1267
,0 yewm 11692036 1102 42 1144 136 03 139 1238 4S 1263
7S ye' .19 2063 I101 50 1151 136 03 141 1236 54 1292

21 ve1 119 201t 1107 30 113? 130 02 13) 1227 33 1270
sO t 11" 203 1102 49 111! 135 04 139 1230 02 f2 90
Is w 1 20 3 1101 6? 116) 137 04 141 1236 s 1204

TABLE 16

PROJECTED OASDI AND III SHARES OF GNP, 1989-2063
1989 trustees' report

Pwwc&a o# GNP

OASOI . TOTAL'

Icorme InCOmeIno
6%c.,4 ". alcng Sal- emcs," 915- GNP -

CO400,e m oul g e Il WOg 004 4fl 11t11 Oo e W9 nce 00ao

AJl IW I
169 5" 449 090 132 14 016 671 $63 109 152n4
I9 547 44 100 - 132 1is 14 679 564 114 1164,
1991 547 441 108 132 119 13 679 561 119 51146
1992 54 '36 112 132 121 11 690 509 123 6301
1993 549 431 116 132 123 09 662 SSS 1 27 66S
194 550 426 124 132 125 07 663 552 131 7015
IM9S 551 421 130 133 127 06 653 547 136 7364
1996 551 416 135 133 126 O 6 & 5 44 139 7 ?15
1"7 S5i 412 139 133 129 03 663 5.41 142 6146
1996 551 409 142 133 130 03 663 3 145 6,S$44

2000 5 53 403 10 1 33 1 32 01 6 " S35 151 9445
2005 556 393 164 134 1 33 00 60S. 127 161 12 114
2010 561 409 163 134 135 .01 66 S44 152 i1s9
2011 56S 453 1 12 134 1 35 -01 699 56 1 I1 1901
2020 564 510 So 134 1 39 -05 702 649 S3 23621
2021 571 556 Is 134 147 -13 701 703 02 29302
2030 572 577 -05 134 155 -21 706 732 -26 365S7
2035 572 S74 -01 134 160 -26 707 734 -29 45943
2040 572 59 16 134 164 .30 706 720 -14 57729
2041 571 141 30 134 166 -32 106 ?0 -02 72101
20S0 571 134 37 t34 168 .34 705 702 03 91093
205 5 571 132 40 134 1 70 -36 701 702 04 114663
2060 571 529 43 134 1 12 -30 705 701 O1 144 $3

Surtimanwzed r1les
25 year 199 2013 565 416 149 140 129 11 705 140 160 -**
0 year 116 92036 S6 473 91 137 136 -01 ?05 o11 04 --
71-ea 19112063 569 492 77 136 14 - 11 701 639 64 --

SAO9 . 140 4S3 67 132 1 1 17 6 72 564 104 0204
1990 4 1 97 132 120 12 679 571 109 551
1991 146 411 67 132 1 23 .0 690 574 101 1694
1092 548 449 99 32 t27 01 690 576 104 6236
1993 . S49 446 102 132 131 01 6o 577 104 6601
194 149 443 11 132 13S -03 661 076 103 6162
19 ... 46 441 106 132 136 -06 680 176 102 7.371
19 ......... 549 436 Ill 132 142 -10 $0 590 101 7793
19? . 46 426 112 132 145 .13 679 $01 1 62U3
1996 .. Ad.. 54 434 113 132 149 -17 679 53 97 9So9

2000 0. $0 431 its 132 155 -24 fi1 6 S u167
2005 . -. 552 427 121 132 164 -37 64 S96 84 12 711
2010 . 194 44? 106 132 164 -12 $6 631 $4 16431
2015 .. 515 49 16 131 200 -69 616 696 -12 20900
2020 SS S5 -09 130 223 -93 616 769 -102 26353
202$ - - 51 624 -64O I -' 2 51 .121 616 671s -11 33115IS
2030 159 690 .104 12n 274 .145 66 935 -249 4S65
2031 . . 555 671 .119 129 269 -190 663 960 -271 13060
2040 55 61 -113 128 29" -166 690 661 -281 67167
20,45 S SO 661 -1 I 127 2) -1 1 677 960 -263 64,90
2 .....-. 548 6$ -1 1 127 300 .1 74 675 96S -211 107.143
205 ...... 46 673 -127 129 302 -176 672 97S -303 131306
2060.... 544 677 .134 124 304 1179 669 662 -313 171.113

Surmerawzt raw$ I
2S-yqr O196 2013 562 442 116 139 115 .16 100 19' 103 ---
SO-w II o I1- $ 56 19 40 131 I1 -63 694 71? -22 ---7
5-reaw 19K 2063 $5 5G0 -04 133 229 .94 Gel ?7 -1 6 --
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TABLE 16 (continued)

PROJECTED OASDI ANIIIl SIJAJIES OF GNP, 1989-2W03
1989 trustees' report

(continued)

e40v" 60
Cas~ndw 764 kv747 Owwo &fX

63110 - . -- 544 404 67?

1I" . 04 440 4

1644 -04 46 454 40
lo5.s 148 4 53 92
1444. S. 4 46 S1 95
197... 148 449 6,
19t4 SO 4 47 IS

2000 . 548 440 I101
2001 S47 44 1846
x:70 54 44 0 84
200 S 546 10 Is
2070 54 75 -2
2021 541 32 -02
20W0 . Go4 65 -30
2031 5235 477 642
2040 5230 464 -10
2045 5 21 44 -3
70M 520 64 -'42r

M04 5 57 666 -707

25,44r ';W201; 054 454 103
50610: 194-2036 550 531 14
75ir W N 74 S74 5417 .7 -29

146 - 4 67 76
11110 . 44 4T6 GO

6903 6. 52 5 06 34
6944 $.. 36 503 34
I94 $3 52 S02 34

199 S 36 1 04 305
147 S36 S0S 34

S31 :86 33

2Sa0 . 4 S04 36

2060 536 16W 64
2015 '3 "2 51 -7

200 .- 523 762 -2460202 - - 114 46 -2 w
2040 $1 572 62 J-O
2040 Soo2 644 -42
20s0 601 a7 -275 I
201 ss ~ 444 ON -40-0 440 426 -436

14uwovww me6
25-vew 64642062 557 504 47
SO-~~ Im~ Sao 66 -46
myea47 744404. 520 46 -648a

122 12 115 7
132 126 77
132 02" 02
1 31 123 -01
13 1 627 -8
131 141 -06131 640 -12
137 648 -1

1 31 16GO -25
1230 1 74 -44
7201 1 11 -4711 26 207 -79
727 27 -7 04
6 217 -72

121 24 -75
772) 203 -6
122 2 " -11127 26 -14
120 2" -,'1
11 294 -140
I764 300 -162

130 I5* -27
U2 204 .-72
"* 232 -03

4 ffu of .14 M44o..4 Camiopba Cupooa Awo of96 III$ we amho69 .76.6446w4hoI

TABLE 17

PROJECTED OASDI BENEFIT AMOUNTS
& REPLACEMENT RATES, 1989-2065

1989 trustees' report1 intermediate U-B, projections

(Benefits as a % of pre-retirement earnings)

CUW4460 006.79.47 CONS I ANY7 0OLLAAS PSRPC(14 OF EANOO4GS

,w Low- Aoagi w~o Lo04 47Avoo WIL19 IM0 hoeom a"9

144 014 6022 147795 5ol$ 4022 to0711 s 51 64 240
19110 254 4657 1712 5031 48 11 4 2 41445 4640 1121l 1132 122 644 1150 55 46 146
am0 0643 '4a. 304 7042 154 4162 624 a5, 46M " 5 2142M0 106IQ 17902 247SS 10 M 4422 1.062 536 401 2S4
2060 125$50 a?34.2 54440 64 9662 146 5.1 37 22
2015 175S42 21900 40400 n727 10204 Is6an 5.21, 16 25 1
220 2z2436 27064 564 M 4557 60632 17Z6 5t14 362 5202S 272304 457 7N?10609 6554 10823 17071 '62 3511 40
2020 3525.4 434 92 070 4~ 660.21a I 16 443 25o 24
20" 457M64 756 16141 7427 12 264 1 334' 48 259 240
204 59 254 67847? 65427?1 7903 1300.2 20574 483 259 240a
2040 74 720 1 go710 1" 744 6470 134#90 21 194 48 25"4 2450705 "9220 164034 21A601 3944 147110 723200 46 I24S 4
704 144444 r 24365 334 6019 22 1672 24.7 464 204 24
706s 215504 206640 540374 I07Q W 17?607 24060 46 59 2420

41*47g64.itw"p74 0rcc~tofI Selt

'LO"% otW tolo hoe IA co40otw &%d b,.f. b.w

7076 646-GN.I

~@V 14 0 6*m 01mr

473 59" 104 SUN
6 ?0 57 102 s1"

46 184 84 I244

47 544 63 1451
478 5S 62 : 66

4? 54 79 6046
47 4 77 6124

477 o04 7 3 10261
477 4is 42 12,636
a6Y5 4s4 21 16640
173 1 1? .44 24111s
6 70 goo -1 35 2161467 6so -22 3 154466 048 -264 S4.3%6

So4 90 .2 12 71Its
452 67 -1 23

V4 6 .115 12162"
640 162 -122 31545
42 3 64 -222 2074639
424 46of -339 27 1.544

4 95 463 42
46 2 725 -5S3
47?0 102 -132 --

4 75 59 4 0 5 066
470 603 72 S.254

46 10 16 57
610 42Z1 a 6. 41'*47F2 453 65, tags

toy 654 62 6 5a
48 6ot 04 1,44

06 64 6 7.900

684 760 -31 WM24
67 733 -14 142
662 767 .12 16 456
S57 880 .24 26604

6 050o -34 3462
442 626 43 60.14

s25 6262 -46 7 4574S

62 6407 -77 " 041141
62 1424 4002 13? .206

663 14 4y -624 1640IS
g0o 64 74 -467 r 223

649 y4On -213 - -
as5 to064 -40 ...



TABLE 18

FINANCIAL OPERATIONS OF OASDI TRUST FUNDS, 1960-88

I In rntllsonsj

Income itrel

Payments
InW40114e from the Tranasers

from taxa. geneal fund Adriss to Radroad bterl"n NeW Funds ad
Net contor- bon of of the Net Bentsit traetive Retirement borrowing kiresese mww of

FisAl yew, Total butions' benefits Tregaaoryi interest* Total payments expenrses program finals m hWs Paed

F-86i expel inme
1960..........
1965..........
1970 ..........
1975 ..........
19.60 .......
1961.......

1 962 ..........1963 .....1.....
1964 - ........
1905..........
1966.........
1987 .....-..
196-........

S 11.394
17,661
36.127
66,677

11 7.427
134.565
1U8.027
1 70260
178.461
197.665
215.461
226,893
258.09

S10.030
17,032
34.096
63,374

114.413
131.606
145,113
155,163
172.946
192.161
205,146
2 16.676
248.145

S2.275
3.368
3.586
3.307
3.390

5456
499
675
670
643

7.391
125
105

3.3 10
69
55

5564
646

1.572
2.504
2.339
2.269
2,072
7,725
3.114o
2,211
3.447
4.63
6.500

$11.606
17.456
30.275
64,656

116.546
139.564
155.963
170.058
176.199
166.504
1011.730
207.323
219290

S10.796
16.616
29,063
62.547

115,624
136.267
152.097
165.569
173.603
183.959
193.669
202.430
213,907

S234
379
623

1.101
1.494
1.703
2,046
2.210
2.170
2.192
2.209
2,279
2.532

S574
459
569

1.010
1.430
1.614
1,620
2,279
2.426
2,353
2.653
2.614
2.851

$12.437

-1624
-10.613

-S212
224

5.651
2.018

-1.121
-5.013
-7.03M

262
7.5311
6,117

19.570
36.600

S22.3911
22.157
37.720
40.130
32.246
27.2n
19.29
31.950
32.212
39.750
45,067
65.437

104.237

o~nijr the Congretssal Budget Act of 1974 (Public Law 93-344). r.isto years 1977 an;,
lat Conuso of ite 22 r.,%iks sending em Sstenert 30 of cash year The 4%1 futiher provide

:tai she ciJ.diil* qurte July.!Wporilef 1976i 9% a prsoixt of trginbituin fromso ftcat year 2976.
wlii endikil n Juuie 30. 2970. it) fiscal year 1977. wht..h tiegas un October 1. 1976

iM-Stioinig in 19153. onis uds governniettl coitritsuiinns on deemend wage credit ftw military
servosoe on 2957 and later The simount shown (Lor 1913 tsioliides. in addition go [loe annual
conirbuiioiis on 1913 wage credits, a aet amount Of 55.790 MnIllin representing (1) trtroative
citnirthutiois on deemioed wage credits frsr military service in 1957.32. less (2) all reimbursement%
recuoeJ ruir to 1953 far she costs uf buia csistits An aJustmen t itheve attilunta total1ing
$523 nittluti wis lratossrrej to tive trust futsh fr-t the gencel fund of the I rcasty in 1954

ilisolutles paysnettts (1) in 1947-S2 and in 1967 andJ later. for ciets of nonconatrtbuiory waeo
Credit& for military service pirtfornoi before 2957. (2) in 1972.3, for costls or deemed wage
credits for military service perrformed afier 2956, And (3) in 1969 and later. for coatw of benefits
io certain uninsured prison who attlained age 72 before 11

"Net interest includes net profits or losses on marketable investments Beginntng in t%67.
atininisiratiov eapeWS ar- chsarged currently to the trust funtids i an estnated bas. withl a
fi.&Il adjustmennt. including oiterest. n&Ale wi the fiilkswiwtowefscl year 'the amonts. of 1theser
inteest alinostis are included in net interest For years peasm to 2967. a description of the

method of accounting for adinuniwsite expenses is contgained in, the 1970 Annual Report
fkaginning is 2951. these figures ref., paynments fron a borowing trut funds to a lending ocust
fund for interest tort anisonts tuwd uiider the utterfuA tal hortaostng provtesis Akos. hergoaniag
in 1933. interest paid frittt t1he flu%$ funds i4. the general fun di the 1 Froasy on Wdvaa.e $at
traisfiri iot rctlccio:J 110 lie611 aotijiown fior 2I3 insclores $7.337 MitUtun is interest on (1)
reir.u.itve goFvment contributions on deemeLd walger credits fur rnli.-y arrvsL in 1957-32.
andJ (2) unneggoteted benefit checks issued before 1933 The antoniw shows kmr 2934 includes ano
intees adjustment of $1.901 millin (in Sovernmoet cointroiutionms on deemewd wae creits ftw
military service .n 1957 33 1 ho anionis shiiiw" fur 29515 and 1036 ausluef iterest Wailooint
of $91 ) nutliiin1 and1 111 5 niilliii4n. respeitIVely. tINN uiitteituaie checUS Moioed before April
195

'Beginning in 1967. includes, paymonts fur vocatasnial rehabilitation serrvices lamishled to
disshle. persons receiving benerfits becawlie of their dmbssttes Beginning in 213]. baounts are
reduced by anmnt of reuoibursemnrt f-r unnegottatled benefits chec-ks 1 he &amut slstwa fur
29813 go reduced by 136 million for all usisnegottaied checks issed battie 198). rfeductionoss ins

subsequent years are relatively sall
1111ovtive figure represents amnouints teaf loi the OASI I rumi fIun fritni the III Trusm Flond

Negative figseos repwrst alomunts repaid from the (IASI 1 rest 1end lto the IIl I tet I ant



TABLE 19

Estimated operations of the OASI, 0, and H! Trust Funds under prenent law on the basis of the

198) Trustees Report alternative 114- assumptions, calendAr years 1982-92

(Avounts in billions)

Interfund borrowing

Calendar Income Outgo transfers I/

Xear 0AS1 01 0ASDI H1 Total OASI 01 0ASO[ HI Total 0AS! 01 "I1

1982 $125.7 $22.7 $147.9 $38.0 $185.9 $182.1 $18.0 $160.1 $36.1 $196.3 $17.5 -$5.1 -$12.4

1983 151.4 20.9 172.2 "A.7 216.9 151.6 17.9 169.5 81.2 2&0.7 ... .. ..

1984 163.9 17.1 180.9 45.6 226.5 162.3 18.0 180.3 66.6 226.8 -.5 -- .5

1985 180.4 18.3 198.7 51.3 250.0 175.2 18.6 193.8 52.3 246.1 --.. ..

1986 194.9 19.6 214.5 58.& 273.0 190.2 19.6 209.9 58.0 267.9 -1.1 -- 1.1

1987 210.2 21.0 231.2 62.5 293.7 208.6 20.6 225.2 64.1 289.2 -2.4 -- 2.4

1988 239.7 23.8 263.4 66.0 329.5 219.2 21.7 240.8 71.0 311.8 -8.4 -- 8.4

1989 259.5 25.5 285.1 70.0 355.0 233.6 22.9 256.5 78.4 338.8 -5.1 5.1 ---

1990 283.1 30.7 313.8 73.9 387.7 248.8 24.3- 272.7 06.6 359.3 .. -. .

1991 305.2 33.4 338.6 77.8 416.4 263.9 25.9 289.8 95.1 384.9 .. . ..

1992 329.5 36.1 365.6 81.8 "7.4 280.0 27.7 307.7 108.5 412.1 . .

Net increase Funds at end Assets at beginning of Year as a

in funds of year percentage of outgo during year/

5 D OASI HI Tot al 0 A 450i HI Total OAS DI 0*50!1 I lotal

1982 $0.6 -50.4 $0.2 -$10.6 -$10.3 $22.1 $2.7 $24.8 $8.2 $32.9 155- 17% 15% 525 225

1983 -.3 3.0 2.7 3.5 6.3 21.8 5.7 27.5 11.7 iq.2 15 15 15 20 16

1984 1.0 -.9 .1 -.5 -.4 22.8 4.8 27.6 11.2 38.9 20 58 22 25 23

1985 5.2 -.4 4.9 -1.0 3.9 28.1 4.4 32.5 10.2 82.7 70 32 21 21 21

1986 3.6 (3/) 3.6 1.5 5.1 31.7 4.4 36.1 11.8 47.9 22 29 23 18 22

1987 3.2 .4 3.6 .8 4.5 34.9 4.8 ]9.7 12.6 52.3 23 28 23 18 22

1988 12.1 2.1 14.2 3.5 17.7 "6.9 6.9 53.9 16.1 70.0 23 30 24 18 23

1989 20.9 7.7 28.6 -8.4 20.2 67.8 14.6 82.4 7.8 90.2 28 38 29 21 27

1990 34.8 6.3 41.1 -12.6 28.5 102.6 21.0 123.5 -4.9 118.7 35 69 38 9 31

1991 41.8 7.4 48.8 -17.3 31.5 143.9 28.4 172.3 -22.2 150.1 87 89 51 -5 37

1992 49.5 8.4 57.9 -22.7 35.2 193.5 36.8 230.2 -88.9 185.4 59 111 64 -21 42

1/ Positive figures represent seounts borrowed by the trust fund or recoveries of prior loans to other trust funds

- negative figures represent amounts loaned by the trust fund or repsymants of prior loane from other trust funds.

2/ Assets at beginning of year are defined for the 0AS1 and D Trust Funds as assets at and of prior year pls the

respective 0A51 and D advance tax transfers for Jauary.

3/ Between $0 and -$50 million.

Note: The estimated operations for HI and for 0ASD[ and HI combined in 1990 and later are theoretical because the

HI Trust fund would be depleted in that year under this set of assuoptions.

Social Security Administration
Office of the Actuary
June 24. 1983



TABLE 20

Estimated operations of the OASI, 01, and HI Trust Funds under present low on the basis of the
1983 Trustees Report alternative III assumptions, calendar years 1982-92

(Amounts in billions)

Income
OAS 1 I 01 ASO I N I total

0utqo
OASIS DI 0AS0 HI Total

Interund borrovng
transfers I/

0ASI DI "I

1982 $125.2 $22.7 $147.9 $38*0 $185.9 $142.1 $18.0 $160.1 $36.1 $196.3 $17.5 -$5.1 -$12.4

169.6
180.5
193.2
206.8
227.4

41.246.8
54.1
61.9
70.5

210.8227.4
247.2
268.7
297.9

247.0 80.4 327.4
267.0 91.2 358.1
287.6 103.3 390.9
324.6 116.3 441.0
348.0 130.7 478.7

-12.4 12.4

-5.1 5.1 --

Net increase Funds at end
in funds o year

OASI DI 0AS0I HI Total 0AS1 DI 0A501 HI Total

Assets at beginning of year as a
perrentaqe ot outgo during yearZ/
OASI 01 OASC HI Total

1982 $0.6 -$0.4 $0.2 -$10.6 -$10.3 $22.1 $2.7 $24.8 $8.2 $32.9 15% 17% 15% 52% 22.

-1.4 2.8 1.4 3.2 4.6 20.6 5.5
-2.9 -1.4 -4.3 -2.3 -6.6 17.7 4.2

3.0 -.7 2.3 -3.6 -1.3 20.7 3.5

7.9 .1 8.0 -3.7 4.3 28.6 3.6

-5.2 .2 -5.0 4.5 -.5 23.4 3.8

22.2
21.9
35.2
26.2
31.0

23.9 -13.9 10.0
29.0 -20.9 8.0
40.7 -29.6 11.1

31.8 .3.7 -7.9

37.1 -51.2 -k..0

45.5 5.5
67.4 12.6

102.6 18.2
128.7 23.8
159.7 30.0

26.2 11.4
21.9 9.1
24.2 5.5
32.2 1.8
27,2 6.3

51.1 -7.5
80.0 -28.5

120.8 -58.1
152.6 -97.7
189.7 -148.9

37.6
31.0
29.7
34.0
33.6

43.5
51.6
62.7
54.8
40.8

1/ Positive figures represent mounts borrowed by the trust fund or recoveries of prior loans to other trust funds;

negative figures represent amunta loaned by the trust fund or repayments of prior loaem from other trust funds.

2/ Ameto at beginning of year are defined for the OASI and 01 Trust Funds as assets at end ot prior year plum the

respective OASI and 01 advance tax transfer$ for Januiy.

Notes The estimated Operations for HI and for OASI and HI combined in 1988 and later are theoretical becaLms the

hI Trust fund mould be depleted in thot year under this eat o assumptions.

Social Security Administration
Ofice Of the Actuary

June 24, 1983

Calendar
ye or

1983
1984
1985
1986
1987

1988
1989
1990
1991
1992

150.3 20.7
159.6 16.7
177.5 18.0
195.2 19.6
213.5 21.3

246.5 24.4
269.5 26.4
296.3 32.0
321.4 35.0
347.2 37.9

171.0 44.4
176.3 44.5
195.5 50.5
214.8 58.2
234.8 62.6

270.9 66.5
295.9 70.2
328.3 73.7
356.4 76.7
385.1 79.5

215.4
220.8
246.0
273.0
297.5

337.4
366.2
402.0
433.1
464.6

151.7 17.9
162.5 18.0
174.5 18.6
187.3 19.5
206.3 21.1

224.4 22.7
242.6 24.4
261.2 26.4
295.3 29.4
316.2 31.8
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Table 21.--Estimated operations of the OASI and DI Trust Funds under present law
on the basis of the alternative II-B assumptions from the 1989 Trustees Report.

fiscal years 1988-98

(Amounts in billions)

Income
OASI DI OASDI

$235.7 $22.4 $258.1

262.4
284.2
308.6
330..9
359.2

387.7
416.4
447.4
479.4
513.8

24.7
28.7
31.8
34.0
36.9

39.7
42.6
45.6
48.7
52.0

287.1
312.8
340.4
365.0
396.1

427.4
458.9
493.0
528.1
565.8

Outgo _
OASI DI OASDI

$197.0 $22.3 $219.3

208.9
223.9
239.9
255.5
271.8

288.1
304.6
321.9
340.0
359.2

23.3
24.8
26.3
28.0
30.1

32.2
34.5
37.1
39.9
43.2

232.2
248.7
266.2
283.5
301.8

320.3
339.1
359.0
379.9
402.4

Net increase Funds at end
in funds of year

OASI DI OASDI OASI DI OASDI

1988 $38.7 $0.1 $38.8

53.5
60.2
68.6
75.4
87.5

99.6
111.8
125.5
139.4
154.6

1.4
3.9
5.6
6.0
6.8

7.5
8.0
8.5
8.8
8.9

54.9
64.1
74.2
81.4
94.3

107.1
119.8
134.1
148.2
163.5

$97.0

150.5
210.7
279.4
354.8
442.3

541.9
653.7
779.2
918.6
1073.2

$7.3 $104.2

8.7
12.5
18.1
24.1
30.9

38.4
46.5
55.0
63.8
72.7

159.2
223.3
297.5
378.9
473.2

580.3
700.1
834.2
982.5
1145.9

Assets at beginning of
year as a percentage
of outgo during yearlZ
OASI DI OASDI

37%

54
75
96

117
139

161
186
211
237
264

39% 37%

38
42
55
72
88

104
119
133
145
155

1/ Assets at beginning of year are defined for the OASI and DI Trust Funds as
assets at end'of prior year plus the respective OASI and DI advance tax
transfers for October,

Social Security Administration
Office of the Actuary
May 19. 1989

Fiscal
year

1988

1989
1990
1991
1992
1993

1994
1995
1996
1997
1998

1989
1990
1991
1992
1993

1994
1995
1996
1997
1998
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Table 22.--Estimated operations of the OASI and DI Trust Funds under present low
on the basis of the alternative III assumptions from the 1989 Trustees Report,

fiscal years 1988-98

(Amounts in billions)

Income
OASI DI OASDI

$235.7 $22.4 $258.1 ' $197.0

258.5
273.3
297.3
322.4
342.7

370.0
399.4
428.3
460.0
492.8

24.3
27.5
30.5
32.8
34.5

36.9
39.4
41.9
44.3
46.7

282.8
300.7
327.8
355.1
377.3

406.9
437.S
470.2
504.3
539.6

Outgo
OASI DI OASDI

$22.3 $219.3

209.0
225.4
244.4
265.1

.286.9

307.3
327.9
349.7
372.5
396.7

23.7
25.7
27.8
30.5
33.6

36.9
40.5
44.6
49.2
54.4

232.7
251.0
272.2
295.5
320.6

344.2
368.4
394.3
421.7
451.1

Net increase
in funds

OASI DI OASDI

Funds at end
of year

OASI DI OASD1

Assets at beginning of
year as a percentage
of outgo during yearl/
OASI DI OASDI

1988 $38.7 $0.1 $38.8 $97.0 $7.3 $104.2 37%

1989
1990
1991
1992
1993

1994
1995
1996
1997
1998

49.5
47.9
52.9
57.3
55.8

62.7
70.5
78.6
87.5
96.2

.6
1.8
2.7
2.3

.9

(W1)
-1.1
-2.7
-4.9
-7.7

50.1
49.7
55.6
59.6
56.7

62.7
69.4
75.9
82.6
88.5

146.4
194.4
247.3
304.6
360.4

423.1
493.6
572.2
659.7
755.9

7.9
9.7

12.4
14.7
15.6

15.6
14.5
11.8
6.9
-. 7

154.3
204.1
259.7
319.3
376.0

438.7
508.1
584.0
666.7
755.1

j/Assets at beginning of year
assets at end of prior year
transfers for October.

are defined for the OASI and DI Trust Funds as
plus the respective OASI and DI advance tax

2./ DI income and outgo differ in this year by less than $50 million.

Note: The estimated operations for DI, and for OASI and DI combined, in
1998 and later are theoretical because the DI Trust Fund would be
depleted in that year.

Social Security Administration
Office of the Actuary
may 19. 1989

Fiscal
year

1988

1989
1990
1991
1992
1993

1994
1995
1996
1991
1998

39% 37%



Table 23.-Estimted operations of the OASI, DI, and HI Trust Funds under preat
law on the basis of the President's Fisal Year 1991 Budget assmmptions,

fiscal years 1988-95

(Amounts in billions)

OASI DI
Income
OSDI

$235.7 $22.14 $258.1

260.5
281.7
310.3
335.8

366.0
3914.8
421.4

24.5 284.9
28.5 310.2
32.2 342.5
314.7 370.4

37.8 ,403.8
40.7 435.5
43.4 464.8

HI Total

$68.0 $326.1

75.1 360.1
80.4 390.6
86.9 429.4
93.9 464.14

101.6
108.9
115.3

505.5
544.4
580.1

--Out)o
OA.SI DI OASDII

$197.0 $22.3 $219.3 $52.7 $272.0

209.1
223.5
238.4
252.9

267.9
282.8
297.6

23.14 232.5
24.8 248.3
26.3 264.7
28.0 280.9

29.9 297.7
31.9 314.7
34.0 331.6

Net Increase
in funds

OASI DI OASDI HI Total

1988 $38.7 $0.1 $38.8 $15.3 $54.1

Funds at end
of year

OASI DI OASDI HI Total

Assets at beginning
Deroentrae of outto

of year as a
during veerl/

OAS1 DI OASDI HI Total

$97.0 $7.3 $104.2 $65.9 $170.1 37% 390 37% 96% 49%

1989 51.4 1.1
1990 58.2 3.7
1991 71.9 5.8
192 82.8 6.7

1993 98.1
1994 112.0
1995 123.8

7.9
8.9
9.4

52.4 16.9 69.3
61.9 16.8 78.7
77.8 20.3 98.1
89.5 19.8 109.3

106.1
120.8
133.2

20.8 126.9
20.8 141.6
19.6 152.8

1/ Assets at beginning of year are defined for the OASI and DI Trust Fund3 as assets at end of prior year, plus
tle respective OASI and DI advance tax transfers for October.

Social Security Administration
Office of the Actuary
January 11, 1990

1988

1990

1993
199"4
1995

HT -Total

58.2 290.7
63.6 311.9
66.6 331.3
74.1 355.0

80.8 378.6
88.1 402.8
95.7 427.3

1148.3
206.5
278.4
361.2

459.14
571.3
695.1

8.14 156.7
12.1 218.6
17.9 296.3
24.6 385.8

32.5 491.9
*1.4 612.7
50.8 745.9

82.8
99.6
119.9
139.7

160.5
181.3
200.9

239.4
318.1
416.2
525.5

652.4
794.0
946.8

54
74
94

118

143
171
200
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TABLE 24

CtR RNT LAW PROJECTIONS OF TH! OLD-AGZ AND SWJ!VORS INSURANCE
AND DISABILITY INURANCZ TRUST FUND OUTLAYS, INCOKE8, AD
SAIANCLS UNDER CEO'S BASELINZ SET 0 ZCOXOKIC JSUMPTIONS

(By fiscal year, in billions of dollars)

FISCAL YEARS 1989 1990 1991 1992 1993 1994 1995

----

TOTAL OUTLAYS
INCOME a/

'YEAR-END-BALANCE
START OF YEAR BALANCE
AS PERCENT OF OUTLAYS b/

TOTAL OUTLAYS
INCOME a/
YEAR-END-BALANCE
START OP YEAR BALANCE

AS PERCENT OF OUTLAYS b/

TOTAL OUTLAY6
INCOME a/
YEAR-END-BALANCE
START OF YEAR BALANCE

AS PERCENT OF OUTLAYS b/

210.1 224.8 240.2 255.5 271.6 237.9 305.0
261.5 286.8 309.3 334.6 362.2 392.0 423.4
148.3 210.3 279.3 353.4 449.0 553.0 671.4

54 74 96 117 140 164 190

23.5 24.9 26.5 28.1 29.9 31.6 33.8
24.6 29.0 31.9 34.5 37.2 40.2 43.4
8.4 12.4 17.9 24.2 31.5 40.0 49.6

35 42 55 72 90 10 127

OASI AND DI

233.6 249.7 266.3 283.7 301.5 319.7 338.5
286.1 315.8 341.2 369.1 399.4 432.2 466.6
156.7 222.7 297.2 382.6 480.6 593.0 721.0

53 71 92 114 136 159 184

SOURCE: Congressional budget Office estimates based on January 1990 baselinesmption.

Income to the trust funds is budget authority, and includes payroll tax
receipts, interest on investments, and certain general fund transfers.

b/ Start of year balances are computed as the balances at the end of the
previous year plus the advanced tax transfers on October 1.



TABLE 25

ECONOMIC ASSUMPTIONS, 1960-2065
1989 trustees' report

Avera* atvsi peecifUslaie n"116 d-

Cowindw yom

1965-W_.

INS.

I66...
1993_.

MAllrshv t

11103....

1661

1692

2000.. --

2010 a leaw'
Aflemibe N-8:

M26.... ..

19 . .....

199.3....

1 99A..._199...

2010 & late'

3'
'.4

249
41

5.3
2.5
._2
1.9

-2S
3.6
6.6
3.4
2.6
3.4

3'
3.7
36
36
34
3.3
32
32
30
29
2.6
3.1
2.6

1'
32
3.2
31
29
2.6
27
26
26
26
25
26
2.1

36
26
26
26
25
2S
24
23
23
23
22
22
1.6

36
-6
9

24
1.2
.7
27?
19
I16
1.6
is
1.7
12

Average

34
&'
63
67?
6.7
73
97
t6
'71
9.1
6ll

'411
46$
'4'
'4,1
'56

34
61
#.2
57
'.S
7.6

114
135
103
s0
3.0
34
3.5
1.6
36

21
20

-2.5
30
.6

2.1
-16
46.7

13.0

#2 S
022

37?

1
1

11.0
12A

10.6
so
64

57
36
5'
6.5
7.7
7.1
6.1
so
7.1
7.6
9.7
of
7.5
7.2
7.0
6.2

-The real GNP (groue iauosal proiduc) a the Value ofumoal ostpoai of goods and sece cwesesed i 1912 dollam
'The Container Prie Wt s t he averge of the 12 monthly valunt of the Contaier Price lmdci for Urban Wait

Emr and Clerical Workers (CIPI.W).
'The sral-wage dMfireassal a the dsiffenea~ betweeam she percentage increuej. before rounding. si (1) the average

aarnaal wage so cover ed emsployine'sl. and 42) she average ainaa Conmr Price mndel
*The average msamul mnierem raut a the average o( she asiisaml oaslefrms which, os practice. are coonpounded

tnamally. foe apeesal pubs iebt obligationasuable so she ora. funds ms each of she 12 mosh of the year
'Though 996 se raits show amw crude civiin aamempioyasseni mc After 1991. she rasers aee total rates (uacJudan

asiary personnel) adjuaced by age aad wa basd ons she natisased mora Labor Fomc on JMy 1. 968
oPrelamisary.
'T1his value a for 2010 The annual percteaag increse as real ON? is asumed to conssau to ckange after 2010 for

each alternative to rftlecs the dependence of Labor force growth on she site and ageawit dssrim~n of the populinsn
Thcwe aseui Foe NO6 are 2 7. 19. L.S. and 035 percn for asteraiesves 1. Il-A. 11-3. and 1ll. cespseciovely

'nTs vaine a birraseca 003 pierce OWd 40 Percent.
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TABLE 26

ECONOMIC ASSUMPTIONS, 1989-2065
1989 trustees' report

(GNP & taxable payroll in billions)

0'oss Cof o~
AduSled SSA avwsg Tkisbt natoa o uterel-rate

Caedyarw CAl wage roe,, peyr'o prOucl facwt

AM1m.r, t:
1 10000O $20.703 92,214 $5.234 1 DOW0

I90. .............. 10304 21,807 2.431 5,564 10685
10594 22,933 2.593 5,946 1 1752

1992 ............ 10660 24,030 2.752 6.301 12502
193_111 O? 25.125 2,911 6.657 t 3373

11337 26.174 3,072 7.015 14120
195 ............ .. 11564 27.20)7 3.2m6 7.354 1.46

1996 .. 1179S 28.246 3400 7.758 1 5527
1997......... . 12031 29.342 3,569 8.146 1e291
1996...... 122.71 30.475 3,746 $.48 1.7114

2000 ............. 12767 33.068 4.148 9.445 1.8890
14096 40.646 5.341 12.114 2.4171

2510 .1563 49,929 6.759 15.296 3 094
2015. 17183 61,332 8.431 19.059 3 909
2020 ...... ......... ....... 16 71 75.341 10.449 23.621 $0697
226 ...................... 209 46 92.46 12.961 29.302 6 4889
230....... 23126 113.666 16.162 36.587 8303
2035 ....................... 25533 139.651 20.319 45.943 10 6302
2040 - 28190 171.547 25.531 57,729 - 13 060
2045 ......... 31125 210,728 32.063 72,501 174147
2050 . . .......... 34364 256.858 40,284 91,093 22 2617
205............... 37941 317.960 50.707 114,663 28 5293
2060 ...... ........ 41890 390.605 63916 144.539 365156
2065................... 46249 479.616 SC,562 162,179 46.7375

Nltemae R-&
199 . ............. ... 10000 20,480 2.275 5,204 10000
19.) ...................... 103 72 21.585 2.417 5,555 10916
1991 ......................... ... 10703 22.650 2.571 5.694 1 1631
192 . ... .... ..... . 1102S 23.739 2724 6,238 1.2730
1993 ...................... 11356 24,68 2681 6601 1 3594

. ........ 11696 26,057 3.046 6.962 14455
199......................... 12047 27.242 3,219 7.378 1.5304
199 ................ 12406 20.460 3.396 7.793 1.6177
1997 ..... . 12781 29.756 3.585 0.232 1 7100

131.64 31.060 3.764 6.669 1 076

13966 34.070 4.222 9.687 20147
2005..................... 16190 4266 5.535 12.711 26425
2010.................... 187.69 53.932 7,139 16,435 34660
2015 ..... 217 56 67.654 9.048 20,900 4 540
2220 25223 6S.371 11.351 26,3S3 5962
202.29241 107.410 14.212 33 155 7620
2030...... ............. 338 9 135.136 17.656 41.065 102576
2035 39297 170.024 22.524 53.060 3 4541
2040. .45556 213.116 28.309 67.197 17 6465
2045".................. 5212 269.139 35.697 84.905 23 1454
2050..... .................. 61224 338.618 44.630 107,143 303577
2055.......... 709 75 426,033 56.342 135,306 39 8176

2060.- . 62260 536.015 70.910 171,113 522252
2065. ........ 953.65 074.389 89.272 216.456 66.4992

AJmatve 4-4.

1969 10000 20.522 2.274 5200 10000
1990 ..................... 10448 21.583 2.405 5.530 1 0965

991. 10916 22.717 2.563 5.884 1.1969
192 11319 23.933 2.724 6.264 1.3037
1993.. .. ... 116.65 2S.275 2.903 6.684 I 4102
1994-...... 12343 26.645 3.093 7.123 1.5167
1995 . ........ 128 37 21,066 3.294 7.561 1.9225
1996. ........... 13350 29.5S4 3.502 6.066 1.l0
1997...................... 13664 31.144 3.723 6.541 1 6424
1996 _ 144.39 32.777 3.9s7 6.124 1.9582

2000 156.17 36.343 4.455 10.291 22035
205. .... . 190101 47.051 6.000 13.936 29600
2010....... 231.10 60.913 7.965 16.640 36761
2015 . ... 211.26 78.9SO 10.389 24.515 53410
2020-... 342.20 102.092 13,419 31.971 7.1744
2025... 41634 132.1710 17.211 41.596 9 6373
2030-... . ........ 50654 171.110 22.362 S4.316 129456
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TABLE 26 (continued)

ECONOMIC ASSUMPTIONS, 1989-2065
1989 trustees' report

(GNP & taxable payroll in billions)

(Continued)

Gosn Compon
AdoplaI SSA avisagel Taxae nr~ationa wiwan"1elO

Caleeni year CPI wge ori' Payrol' product leclo-

Anroitte, I-8 (Cont 
2035 ................................... 61626 1221 522 529.02 $71.165 173896
20 ............ .......... 74980 2686767 37653 93233 233592
2045 ....... 9..12. .......... -1

2
24 371.290 48732 121.632 313760

205 ........... . ......... .... 110989 460665 62.9 5 15 .215 421496
205 1,35034 622.278 ei.474 207.639 $66168
20.0 ............ 164290 805.613 105533 271,546 76 0551
2015 .............................. 1998 84 1,042.962 136,739 355.237 102.1635

AMr"4w* ill
1989 ................... I................. 10000 20.026 2220 5066 10000
1990 ............................... 10584 21.073 2,307 5356 1 1030
1991 11265 22 355 2476 5.779 1 2217
1992 11973 23615 2653 6.176 13513
1993 ................... 12568 24685 2.768 6435 1 4642
1994 - 13231 26,261 2970 6954 11172
1995- . ...... .... 13892 27.762 3.176 7,444 1 7473
199 ........ ... ..... ..... . 14507 29339 3401 7,960 18613
1997 ......... .................. 153 16 31,022 3633 6494 20186
1998 16062 32.160 3877 9.057 21514

2M0 ............ 177 30 36670 4395 10295 24516
2005 ...... ................ 22629 48611 6,013 14229 33708
2010 .... ......... ..... 2861 e 64.442 8.124 19,456 46345
2015 .......... ..... ...... 36a 60 65427 10.761 26,108 63721
2020 .............................. 47044 113.246 14.068 34620 87611
2025 . 0......... ................. G 41 150.125 16293 45680 120458
2030 ... 7..............................2.. 76629 199012 23765 60.256 165819
2035 ................. .......... 97001 263820 30965 79579 227713
2040 . .......... .... 1.. 1.24821 349.733 40,189 104.761 3 13087
2045 ......................... 1 59307 463623 51.914 137.306 430468
2050 ................... 203321 614.601 66 70 179.160 591658
2055 ............. .................... 2.59494 614.745 8560.4 233.552 61 3757
2040 .... ......................... ... 3.3118 1.080.066 110.415 304,82 1118 48
2065 ... 4.22669 1.431.787 142.168 396234 1536324

'The C|i used to adjism OASDI hen' lsa is she Cnn uw t Price index fr Urban Wise Earnees and Clerical Wolf'ls
(CPI.W. an cefinred by the Burea& of Labor Satsoics. Department of Labot The values shuwn ate adiunsed by dividing
the average of the 12 monthly values of she CPI by the analogous value roe 19i9, and multiplying the r t by 100,
thcety atiamdsngtj the CPI as 100 lor 199

Te -SSA avere wage mnde- is defined in aec soa 21(iXIXG) of the Social Socunsy Act. it s used in the
calculatos of initial benefits and she automatic adjustiseat of the costrslblison and beefit base and oher wage-ndie- ed
program amoutn s.

rTiaable payroll consists of swial earnings hibject so OASDI contribution rales. adjusted 1o include deemed wagei
based on military service sad to relec the lower efTective COnlribuslon rates (compared to he coib'ned employee-
employer rate) whih apply to multiple-employer e aceas wages "

iThe comnpound-ntertst.rate fctot is based on she average of she asumed annual smeren rates lo0 spec al public -ebt
obligaltons issuable so the trust funds in she 12 months of she year. under each alternative
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TABLE 27

DEMOGRAPHIC ASSUMPTIONS, 194G-2065
1989 trustees' report

LAO aspect~~
Age-atmapld At bm ~ Al a"e 65

Total death rat _________ ________
Callenda year IINVM raw (pe 100.000) Mmiae Female Male Femal

Paateene
19 ....... 2223 1.5326 614 657 I16 134

242 1,3684 129 SO64 126 144
302 1.2253 656 711 126 151
350 1,1342 667 728 131 156l
361 1.1296 667 732 126 I5O

16....2 IS 1.1036 666 736 12.9 163
243 1.0418 67' 749 131 171
177 924 0 66 766 137 160

196-1.74 922 2 691 766 137 111
17.160 I960 694 772 139 162

196 .......-..... 116 692 4 696 773 136 163
19 9 16..........2 6642 700 77 7 142 16

16 5 a760 699 775 140 164
163 6534 704 779 142 16

192... ___163 6276 706 762 145 166
161 6350 709 76 1 143 16
160 6262 71.1 762 144 16?
164 6300 711 762 144 16

196. ~164 6216 71.2 783 145 16
1967. IS...... 166 605 715 764 149 167
16'1.91 601.1 71.6 766 14.9 13.0

192 7976 71? 76 6 149 Is$
193 794.3 7 16 767 ISO Ise

199.5 ........ . ... 1 99 7729 724 769 ISO 169
200 --.-.. 205 7609t 728 79 1 150 ISO
20.211 7496 730 793 151 169

2010 ......... 217 7395 732 795 1 F$2 190
220 7299 724 lo96 153 Its

22. ... 220 720 7 735 79 7 15.3 19.2
22......220 711.7 73 7 7969 154 19.3

2020....-.. 220 702.0 730 So0 15.5 194
205 ... 2.20 604 4 740 602 156 1D5

20.--- - 220 6661 741 603 Is? 196
2045 .......... 220 6760 743 604 Is's 167

200...- -220 670 2 744 6O0 159 196
2055 ..... 2.20 662S 74 a 607 159 199
2060 ....-. - 2.20 655.1 74.7 4069 160 200
2065......... . 2.20 6470 74.9 61.0 16.1 20.1

Aliwnebas "- ~66
9"1.91 601.9 717 767 15.0 16t

1.91 7945S 71.8 76 9 15.1 190
I .11.911 754.3 72 1 79 5 154 163
200----1.91 M2.1 727 60.1 ISIS 1ts
205-111 6All5 73 5 605 1s6 166

2010. 1.90 672 2 74 1 0.6 160 20 1
20115-~..____ 1.90 666.6 74.4 61.1 16.2 203

22.-* 1.90 6.411 749 614 16.4 205
2025..... 190 6263 74. 617 166 207
2030.... 110 6119 75.2 620 166 209

05-1.90 596 1 755 623 16O 211
2040 .... 1.90 5646 757 126 171 214

20S190 57191 760 626 173 21.6
20.....1.90 5595 763 631 175 216

2055.... ...- 1.90 5475S 765 634 17.7 220
200.*'-' -1.90 5260 766 626 176 222

2065 .... 1.90 5246 77.0 629 16.0 224
Memo" Ill.

1969. 190 6069 716 766 151 190
1990. 1ea 7963 719 791 152 191
1995.- '- 162 7546 723 601 ISO6 166*

200--.-- 75 7259 720 607 162 204
2M.0. 1.69 6626 732 61 4 16.6 206

163 6222 750 623 170 212
205 -1.60 $67.6 760 629 174 216
22.---1.60 Se16 765 634 1 r6. 220

160 5292 77.0 640 162 225
23-1.60 5<176 "74 645 to66 229
25-1.60 497.3 "79 65.0 169 233

200- 1600 4776 76 4 655 19.3 227
2045.--** 1.60 4587 766 660 19? 24 1
2050 ... 160 4.407 793 665 201 245
2055S.... ....... 100 4225 796 67 1 205 249
2060.... ** ...-- 1.60 407.2 603 676 209 254
2065 ...... 1.60 391.7 606 S 661 213 256

'The total feruliy mwateb say yew a the aveage amber of charee who woold be bomu to a womem* b et Ideume d
ushe were to espervt" oke he hrhratra by age observ*d on. or amsed for. the elected yea. vandf abe were 0o aurete the
nt chtldi-hearal pevvd- The ultimat total berrty rae a iammed to be meched a.2013

'The &geweA-&d)iated death rest is the crude rte "t-at woulccr.i the eaamerated tota popatatom as of April 1.
1960. if thatpopulioc er to eapeneace the death rame by age and tea r*,erued m. or assumed kwe. the artected yea.

'Thfe life ueectmocy kmi any yeas a she average ciaber of year of Wde renumasg fme a pera if that pencn wer so
eApenestce mite sleat rat. by age obiefeed w4. or aesmed Wc. the elected yeaw.
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PROJECTED WORKERS PER OASDI BENEFICIARY, 1988-2065
1989 trustees' report
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TABLE 28

PROJECTED WORKERS PER OASDI BENEFICIARY, 1988-2065
1989 trustees' report

Covered 801uc*waroe
Coveed S6.4 waes, for; VrusdS) workers pW p 100

woowns, I, OASO4 ovee
Cabonw yew 91ousalds) OASI 04 ToW~ be ~w workVS

Past espenw1o
1945 ....... 46.930 1.106 - 1.106 424 2
1950 .... .. ... ........... 48.280 2930 - 2.90 165 6
1955 ................. 65.200 7.563 - 7.563 86 12
1960 ..... .... 72530 13.740 522 14,262 5 1 20
1965 ........... 80.680 18.509 1.648 20.157 40 25
1970..93.090 22611 2.56 25.16 37 27

. ........ 100 200 26.996 4.125 31.123 32 31
190 ........ 112.212 30.385 4.734 35.119 32 31
I965 .................... 1119.6 3 32,776 3.874 35.650 33 '31
16 . ......... 122.700 33349 3.972 37.321 33 "30

.124.900 33.917 4.034 37.952 33 V30
1961 .... '126.000 34.343 4.077 38.421 33 '30Ailwrtab' I.

1969 . 129.910 34.756 4.112 36.901 33 20
1990 ........................ 131.585 35.438 4.125 39.563 33 30
1995 . ................... 138.987 37.332 4,266 41.596 33 310
2000 .......................... 145.795 36.396 4,794 43.169 34 30
2005 ...................... . 152.450 39.537 5,414 44 951 34 29
2010 9 ........... ....... .... 1 .. 5S 42.306 6,130 48436 32 31
2015 ........................... 159.321 47.620 6.551 54.172 29 34
2020 .. .... 1 460.747 54.348 6.783 61.130 26 38
2025 ........................... 162.331 60.5 2 7.152 67,734 24 42
2030 ..... .. .... .......... 465.(04 65.192 7.151 72.343 23 44
2035 168.673 67,447 7.099 74.546 23 44
2040 .......................... 172.536 67,531 7.192 74.724 23 43
2045 ....................... 176.397 67.393 7.506 74.699 24 42
2050 180 424 67.944 7.753 75696 2 4 42
2055...................... 164.863 69,143 7.937 77064 2 4 42
2060 ............ ..... 169723 7000 6.06 76.5"8 24 41
2065 ................... 194.666 71.622 6.306 80.128 24 41

AjlmratN11 II-A.
1969 ..................... 129.772 34791 4.121 38.913 33 30
1990 ....................... . 131.261 35.452 4.166 39.616 33 30
1995 .................. 137.521 37.536 4.336 42.074 33 31
2000 .... ..... 143.37? 38947 5.270 44.217 32 31
2005 .......................... 149.002 40467 6.104 45.571 32 31
2010 .. ........ . 152.593 43.551 7.034 50.5a 30 33
2015 . ............. 153.595 49.190 7.601 56.791 27 37
2020 .... .. 153.168 56.275 7.692 64.167 24 42
2025 ...... 152.396 62.676 6.300 71.475 2 1 47
2030 152.163 67.956 6.250 76.209 20 so
2035 .................... 152.539 ?0.725 6.136 76.861 1 9 52
2040 ................... 152.776 71.281 6.177 79.458 f 9 52
2045 ..... ... 152.664 71.494 6.45t 71.945 19 52
2050 ...... 152.355 72.272 9.602 90.874 49 53
2055 . 152.162 73.472 6.621 6209 1.9 54
2060 ............. 152.13 74.4?5 6.552 63.027 1.6 55
2065 152.248 75.096 6.567 63,663 1.6 55

AtIernatNe 1t-"
1969 ............ 129.538 34.791 4.121 36.913 33 30

990 ............... 130.706 35.452 4.166 39.61 33 30
1995 .................... 136.765 37.536 4.536 42.074 33 31
2000 ........ ..... ...... 142.124 38.944 52618 44.212 32 31
2005 ........................... 147.400 40.462 6099 46,560 32 32
2040 ....... 150.969 43.542 7.024 50.566 30 33
2015 ........................ 151.997 49.176 7,586 56.762 27 37
2020 .......................... 151.591 58255 7.873 64.129 24 42
2025 . ...................... 1 0626 62649 6.277 71.127 2 1 47
2030 ............ ............. 150613 67.925 6.225 76,151 20 51
2035 .................... 150.950 70.664 6.110 76794 1.9 52
2040 .................. 5.... 11.192 71,232 8.149 79.361 19 53
2045 1...........5............... 1 1.088" 71.438 "8.422 9660 1 9 53
2050 ......................... 150.776 72.206 6572 80780 19 54
2055 ............... 150.592 73.400 6592 54992 48 54
2060 ............ 1........... IS0.60 74.3% 61523 82920 4 a 55
2065 ....................... 150.672 75.016 6.53? 63553 1 8 55

Alletnativ I
1969 ............... 129.049 34.794 4.147 38.941 33 30
1990 ......................... 126.276 35.465 4.244 39 710 32 31
1995 . .. ... 133.604 37.726 5.029 42.756 31 32
2000 .............. 4...... 138 702 39445 5 699 45,344 31 33
2005 . 142.672 41329 ?.01 46 347 30 34
2010 . ...................... 145.190 44 741 6207 52.948 27 36
2015 ................. 144.906 SO,763 0930 59693 24 44
2020 ........................ 142,621 58322 9265 67.53? 2 1 47
202S ....................... 140.001 65.458 9 05 7S.163 19 54
2030 ...................... 137,233 71.275 9589 80.864 1 7 59
2035 ...................... 134.6190 74.911 9409 84.320 16 63
2040 ................. 4 31.77S 76.402 9.394 85.796 Is 65
2045 ....... 129.316 77.486 9.623 67.109 I s 6
2050......-.............. 124.434 79.021 9636 8 659 1 4 71
2055 ... ............ 120.526 80,702 9.420 90.123 1 3 75
2060 .................. 116.916 61.741 9.040 90,781 13 76
2065 ..... .. 113.462 51.923 6.777 90.700 13 80

'Worker who pay OASDI mes a th tme dumig the ye

'Iefm ron with ,oeshly benots , Curtst.psymte, status as of Juac )0

'Preimmary



Table 29. -- Social Security Tax Rates Under Present Law and Under
the Moynihan and Sasser Proposals

Present Law

OASI DI OASDI Hi

5.53
5.60
5.60
5.60
5.60
5.60
5.60
5.60
5.60
5.49
5.49
5.49
5.49
5.49
5.49

0.53
0.60
0.60
0.60
0.60
0.60
0.60
0.60
0.60
0.71
0.71
0.71
0.71
0.71
0.71

6.06
6.20
6.20
6.20
6.20
6.20
6.20
6.20
6.20
6.20
6.20
6.20
6.20
6.20
6.20

1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45

OASDHI

7.51
7.65
7.65
7.65
7.65
7.65
7.65
7.65
7.65
7 .165
7.65
7.65
7.65
7.65
7.65

Moynihan Bill

OASI DI OASDI HI

5.53
5.48
4.52
4.52
4.52
4.52
4.52
4.52
4.52
4.43
4.80
5.38
6.15
6.82
7.19

0.53
0.58
0.58
0.58
0.58
0.58
0.58
0.58
0.58
0.67
0.80
0.82
0.85
0.88
0.91

6.06
6.06
5.10
5.10
5.10
5.10
5.10
5.10
5.10
5.10
5.60
6.20
7.00
7.70
8.10

Sasser Proposal

OASDHI OASDI HI OASDHI

1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45
1.45

7.51
7.51
6.55
6.55
6.55
6.55
6.55
6.55
6.55
6.55
7.05
7.65
8.45
9.15
9.55

6.06 1.45 7.51
6.20 1.45 7.65
5.73 1.45 7.18
5.55 1.45 1 7.00
5.20 1.45 6.65
5.00 1.45 6.45
4.85 1.45 6.30
4.65 1.45 6.10
4.55 1.45 6.00
(rates after 1997
not specified)

Internal Revenue Code, S. 2016, materials from office of Senator Sasser

Year

1989
1990
1991
1992
1993
1994
1995
1996
1997
2000
2012
2015
2020
2025
2045

Sources:



Table 30. -- Annual

$30,000
earner:

$50,000
earner:

Year

1990
1991
1995
2000
2025
2045

1990
1991
1995
2000
2025
2045

Employee Tax Payments Under Alternative Proposals

Tax in dollars
Present Law
2295
2295
2295
2295
2295
2295

3825
3825
3825
3825
3825
3825

Moynihan bill
2253
1965
1965
1965
2745
2865

3755
3275
3275
3275
4575
4775

Sasser proposal
2295
2154
1890

3825
3590
3150

* Sasser proposal does not indicate rates in effect after 1997

Source: Computed on basis of rates shown in Table 29.
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Table 31 .-- Estimated operations of the OASI and DI Trust Funds under a proposal
by Senator Moynihan to lower OASDI tax rates 1/, on the basis of the

alternative 1I.,B assumptions from the 1989 Trustees Report,
calendar years 1988-98

(Amounts in billions)

Income
OASIS DI OASDI

Outgo
OASI DI OASDI

$240.8 $22.7 $263.5 $200.0 $22.5 $222.5

269.1
286.5
259.1
272.6
290.2

308.8
328.0
348.3
369.5
392.2

25.2
29.1
31.2
33.5
36. 1

38.7
41.5
44.3
47.3
50.3

294.3
315.5
290.4
306.1
326.3

347.5
369.5
392.7
416.7
442.5

212.0
228.0
243.7
259.6
276.1

292.3
308.9
326.4
344.8
364.3

23.7
25.2
26.7
28.5
30.6

32.8
35.1
37.8
40.7
44.0

Net increase
in funds

OASI Dl OASDI

Funds at end
of yearOASIS DI O6ASDI

Assets at beginning of
year as a percentage
of outgo during year2/
OASI DI OASDI

1988 $40.7 $0.2 $141.0 $102.9 $6.9 $109.8 41% 38% 41%

1989
1990
1991
1992
1993

1994
1995
1996
1997
1998

57.1
58.5
15.5
13.0
14.1

16.14
19.1
21.9
24.7
27.8

1.5
3.9
4.6
5.0
5.5

5.9
6.3
6.6
6.6
6.3

58.6
62.4
20.0
18.0
19.6

22.4
25.4
28.5
31.2
34.2

i60.0
218.5
233.9
2146.9
261.0

277.5
296.6
318.5
343.2
371.0

8.3
12.2
16.8

.21.8
27.3

33.2
39.5
46.1
52.6
59.0

168.3
230.7
250.7
268.7
288.3

310.7
336.1
364.6
395.8
430.0

59
81
98
99
98

98
98

100
101
103

57
77
94
96
96

97
99

101
103
106

1/ OASDI employee and employer tax'rates would revert to 6.06 percent for 1990.
For 1991-2014, the'OASDI employee and employer tax rate would equal 5.1
percent.

2/ Assets at beginning of year are defined for the OASI and DI Trust Funds as
assets at end of prior year plus the respective OASI and DI advance tax
transfers for January.

Social Security Administration
Office of the Actuary
January 31, 1990

Calendar

1988

1989
1990
1991
1992
1993

1994
1995
1996
1997
1998

235.7
253.2
270.4
288.1
306.7

325.1
344.1
364.2
385.5
408.3
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Table 32 .-- Estimated operations or the UASI aiid 0I Trust Funds under a propo3ai
by Senator hoynihan to lower OASDI tax rates 1/, on the basis of the

alternative III assumptions from the 1989 Trustees Report,
calendar years 1988-98

(Amounts in billions)

Income
OASI DI OASDI

Outgo
CASI DI OASDI

$240.8 $22.7 $263.5 $200.0 $22.5 $222.5

263. 1
275.1
249.3
263.3
273.2

289.6
306.4
324.4
342.7
361.5

24.6
27.8
29.8
32.0
33.4

35.6
37.8
40.1
42.2
44.5

287.7
302.9
279.1
295.4
306.6

325.2
344.2
364.5
384.9
405.9

212.2
229.8
249.0
270.5
292.6

312.4
333.3
355.4
378.4
403.0

24.2
26.1
28.4
31.2
34.5

37.7
41.4
45.7
50.4
55.8

Net increase
in funds

OASIS VI OASDI

Funds at end
oT year

OASI DI OASDI

Assets at beginning of
year as a percentage

of outgo durIng year2/
OASI D1 OASDL

1988 140.7 $0.2 $41.0 $102.9

1989
1990
1991
1992
1993

1994
1995
1996
1997
1998

50.9
45.3

.3
-7.2

-19.4

-22.8
-26.9
-31.0
-35.8
-41.5

.3
1.6
1.4

.8
-1.0

-2.1
-3.6
-5.6
-8.2

-11.3

51.2
46.9

1.7
-6.4
-20.4

-24.9
-30.5
-36.6
-43.9
-52.9

153.8
199.1
199.4
192-.2
172.8

150.0
123.1
92.1
56,3
14.8

$6.9 $109.8 41% 38% 41%

7.2
8.8

10.2
11.1
10.0

7.9
4.3

-1.3
-9.5

-20.8

161.0
207.9
209.6
203.2
182.8

157.9
127.4
90.7
46.8
-6. 1

59 37 - 57
77 36 73
88 40 83
82 42 77
73 40 70

63 35 60
53 27 50
42 17 39
32 5 29
22 -10 18

I/ OASDI employee and employer tax rates would revert o .06 percent for 1990.
For 1991-2014, the OASD! employee and employer tax rate would equal 5.1
percent.

2/ Assets at beginning of year are defined for the OASI and DI Trust Funds as

assets at end of prior year plus the respective OASI and DI advance tax
transfers for January.

Note: The estimated operations for DI, and for OASI and DI combined, In 1996

and later are theoretical because the DI Trust Fund would be depleted
In that year.

Social Security Administration
Office of the Actuary
January 31, 1990

Calendar
year

1988

1989
1990
1991
1992
1993

1994
1995
1996
1997
1998

236.5
256.0
277.4
301.8
327.1

350.1
374.7
401.1
428.8
458.8
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Table 33, -- Estiniatcd operations of the OASI and DI Trust Funds under a proposal
by Senator Sasser to lower OASDI tax rates 1/, on the basis of the

alternative 11-8 assumptions from the 1989 Trustees Report,
calendar years 1988-98

(Amounts in billions)

Income
OASI DI QASI

$240.8 $22.7 $263.5

269. 1
292.2
291.0
301.0
301.9

309.7
320.1
324.7
334.0
351.3

25.2
30.0
32.4
34.9
37.6

39.2
40.0
42.5
45.2
48.0

294.3
322.2
323.4
335.8
339.5

348.9
360. 1
367.1
379.2
399.3

OutRo
OASI DI OASDI

$200.0 $22.5 $222.5

212.0
228.0
2413.7
259.5
276.0

292.3
308.9
326.5
344.9
364.5

23.7
25.2
26.7
28.5
30.6

32.8
35.1
37.8
40.7
44.0

235.7
253.2
270.3
288.0
306.6

325.0344. 1
3611-2
385.6
408.5

Net increase
In funds

OASI DI OASDI

Funds at end
of year

OASI DI OASDI

Assets at beginning of
year as a percentage

of Outgo during year2/
OASI DI OASDI

1988 $40.7 $0.2 $41.0 $102.9 $6.9 $109.8 41% 38% 41%

1989
1990
1991
1992
1993

1994
1995
1996
1997
1938

57.1
641.2
17.3
41.5
26.0

17.4
11.2
-1 .8

-10.8
-13. 1

1.5
4.8
5.7
6.4
7.0

6.4
4.8
4.7
1.5
4.0

58.6
69.0
53.0
47.9
32.9

23.8
16.0
2.9

-6.4
-9.2

160.0
224.2
271.5
313.0
338.9

356.3
367.5
365.7
354.8
341.7

8.3
13.2
18.9
25.3
32.3

38.7
43.5
48.3
5.7
56.7

168.3
237.4
290.4
338.3
371.2

395.0
411.0
1 .0

407.6
398.4

59
81

102
114
122

124
124
120
114
105

57
77
98

110
119

123
123
121
115
108

I./ OASDI employee and employer
See accompanying memorandum

2/ Assets at beginning of year
assets at end of prior year
transfers for January.

tax rates would be lowered starting In 1991.

for the proposed OASD1 tax rate schedule.
are defined for the OASI and DI Trust Funds as
plus the respective OASI and DI advance tax

Social Security Administration
Office of the Actuary
January 29, 1990

NOTE: 1998 projections assume continuation of 1997 tax rates.

32-393 0 - 90 - 8

Calendar
year

1988

1989
1990
1991
1992
1993

1994
1995
1996
1997
1998
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Table 34 .--Estimated operations of the OAS1 and DI Trust Ftmds under a proposAl
by Senator Sasser to lower OASDI tax rates 1/, on the basis of the

alternative III assumptions from the 1919 Trustees Report,
calendar years 1988-98

(Amounts in billions)

Income
OASI DI OASDt

outgo
OASI DI OASD!

$240.8 $22.7 $263.5 $200.0 $22.5 $222.5

263.1
280.6
280.2
291.7
285.7

291.9
300.3
302.7
308.7
320.9

24.6
28.7
30.9
33.4
34.9

36.2
36.5
38.3
40.2
42.1

287.7
309.3
311.t
325.1
320.6

328.1
336.8
341.1
348.9
363.0

212.2
229.8
249.0
270.4
292.5

312.3
333.3
355.5
378.5
403.1

241.2
26. 1
28.4
31.2
34.5

37.7
41.4
45.7
50.4
55.8

236.5
256.0
277.4
301.7
327.0

350.1
374.7
401.2
428.9
458.9

Net increase
in funds

OASI DI OASDI

Funds at end
of year

OASI Dl OA.SDI

Assets at beginning or
year as a percentage

of outgo-during year/
OASI DI OASDI

1988 $40.7 $0.2 $41.0 $102.9 $6.9 $109.8 41% 38% 41%

1989 50.9 .3 51.2 153.8 7.2 161.0 59 37 57
1990 50.8 2.6 53.3 204.6 9.7 214. 77 37 73
1991 31.2 2.6 33.8 235.8 12.3 248.1 91 43 86
1992 21.2 2.1 23.4 257.1 14.5 271.5 96 48 91
1993 -6.8 .5 -6.3 250.3 14.9 265.' 96 50 91

1994

1995
1996
1997
1998

-20.4
-32.9
-52.7
-69.8
-82.2

-1.5
-5.0
-7.4

-10.3
-13.7

-21.9
-37.9
-60.1
-80.0
-95.9

229.9
196.9
144.2
74.4
-7.8

13.4
8.5
1.1

-9.2
-22.9

243.3
205.4
145.3
65.2
-30.7

48
40
26

9
-10

I/ OASDI employee and employer
See accompanying memorandum

Z/ Assets at beginning of year
assets at end of prior year
transfers for January.

tax rates would be lowered starting In 1991.
for the proposed OASDI tax rate schedule.
are defined for the OASI and DI Trust Funds as
plus the respective OASI and DI advance tax

Note: The estimated operations for DI, and for OASI and DI combined In
1997 and later are theoretical because the DI Trust Fund would be
depleted in that year.

Social Security Administration
Office of the Actuary
January 29, 1990

NOTE: 1998 Projections assume continuation of 1997 tax rates.

Calendar
year

1988

1989
1990
1991
1992
1993

1994
1995
1996
1997
1998
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PREPARED STATEMENT OF CHARLES A. BOWSHER

Mr. Chairman and Members of the Committee: I am pleased to be here today to
discuss our views on Senator Moynihan's proposal to return Social Security to a
pay-as-you-go basis. This proposal forces the Congress and the American people to
ace squarely the budget deficit problem and to deal with the blue smoke and mir-

rors that have characterized our budget process for several years now. I would like
to commend you, Mr. Chairman, for promptly scheduling these hearings, which pro-
vide an appropriate forum for airing these issues.

Last year, Senator Moynihan asked us to review the current Social Security fi-
nancing plan. In our report I to him and later in this statement, I present our views
on the potentially desirable economic effects of accumulating reserves as well as the
implications of the current financing plan for Federal budget policy.

I am pleased that a public debate has begun on these important issues. The cali-
ber of the debate is important-it must be grounded in fact, not fiction. And, it must
involve honest discourse. We have difficult financing decisions to make and serious
fiscal problems to solve. We need to disclose fully the real status of our current
fiscal affairs to make informed judgments. We must face the facts.

Senator Moynihan is correct in focusing attention on the extent to which Social
Security reserves have masked the general fund deficit. I believe, in fact, that the
luxury of these reserves has provided a convenient excuse for avoiding the tough
choices needed to cut the general fund deficit. This discouraging story is told in
table 1, which is attached to my statement.

The actual 1989 general fund deficit 2 was $275 billion-$8 billion larger than this
deficit in 1985, the year before Gramm-Rudman-Hollings took effect. Despite the in-
tended pressures of Gramm-Rudman-Hollings, we have failed to reduce the underly-
ingdeficit in government operations.

The value of the Senator s proposal is that it compels us to focus on numbers like
these. Unfortunately, however, attention has been diverted by suggestions that his
proposal would lead to cuts in Social Security benefits. This assertion is not correct.
The Senator merely proposes to return Social Security to pay-as-you-go; which is
how it has operated over most of the last half century.

The administration proposes to deal with the masking of the general fund deficit
by creating the Social Security Integrity and Debt Reduction Fund. But, this propos-
al doesn't even start until fiscal year 1993 and is then phased in over 3 years. Even
if the administration's budget forecast is correct, however, this delay will add over
$1 trillion in new debt, raising our total debt to about $4 trillion-four times the
debt at the beginning of the 19 80s.

Moreover, I fear that the administration has not presented a plan that deals
forthrightly with the fundamental fiscal imbalance. The Congressional Budget
Office projections included in table 1 may represent a more accurate forecast of
where our current policies will take us. They indicate that if we continue on our
current path, the general fund deficit will actually grow to $303 billion by 1995. In
these CBO projections, the national debt rises by over $1.5 trillion, and gross inter-
est payments soar to $334 billion by 1995. At that level, interest could well be the
largest item in the Federal budget, having surpassed defense and Social Security. In
the mid-1970s, interest was only about $30 billion.

ACCUMULATING SOCIAL SECURITY RESERVES-AN OPPORTUNITY TO INCREASE LONG-TERM
ECONOMIC GROWTH

As you know, under the current financing plan for the Social Security cash bene-
fits programs, trust fund revenues are substantially greater than needed to meet
current benefit payments. This situation is likely to continue for about the next 40
years. Over that period, the balance in the Social Security trust fund could increase
from a little more than $160 billion today to something like $12 trillion in 2030.

Last year, Senator Moynihan asked us to review this financing plan and to report
our views about it, focusing particularly on the implications of the plan for Federal
budget policy and the long-run health of the economy. We gave him our analysis
just about 1 year ago.

In our report, we noted that the baby boom generation will begin retiring in
about 2010 and that, beginning then, the burden of supporting this nation's aged-
would increase significantly. Whereas today some 3.3 workers support each Social
Security beneficiary, by 2030 each beneficiary will be supported by only 2 workers.

I Social Security: The Trust Fund Accumulation, the Economy, and the Federal Budget (GAO/
HRD-89-44, Jan. 19, 1989).

2 Technically known as the Federal funds deficit.
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The impact of this higher burden on the welfare of tomorrow's workers depends
largely on the behavior of our economy between now and then. If our economy does
not grow, or grows only very little, higher future burdens can be borne by tomor-
row s workers only if they are willing to accept a lower standard of living than
today's workers enjoy. In contrast, if we adopt policies today that help our economy
experience steady and sustained growth over the next several decades, future work-
ers can bear the heavier burden and still experience rising living standards.

We reported that increasing our national savings rate may be the single most im-
portant step we can take if we want to promote sustained and steady growth in
future living standards. And we emphasized that the single most important step we
can take today to increase national savings is to deal with our Federal budget defi-
cit.

If we were able finally to balance the Federal budget, our savings rate would be
significantly higher than it has been in recent years, but it would still remain low
in comparison to the savings rates of many of our international competitors. In this
regard, the scheduled buildup of large Social Security reserves provides us with a
unique opportunity to further increase our savings rate and reduce the gap between
us and our competitors. But we can take advantage of this opportunity only if we
manage the rest of our budget intelligently.

In particular, the surpluses in the Social Security account will help us deal with
future burdens only if they represent net additions to savings. These surpluses will
not help us deal with the future if they serve merely as an excuse to avoid making
other budget deficit reductions.

In our report to Senator Moynihan, we concluded that the scheduled Social Secu-
rity surpluses represented an appropriate fiscal policy for the 1990s, as long as they
represented a new source of national savings. We cautioned against accumulating
these large Social Security reserves, however, if they merely represented an excuse
for inattention to the deficit problems elsewhere in our Federal budget.

THE ILLUSION OF CURRENT BUDGET POLICY

We share Senator Moynihan's concern that under the current Gramm-Rudman-
Hollings process, the growing Social Security surpluses are serving more as a substi-
tute for other deficit reduction actions than as a net addition to national savings.
Under Gramm-Rudman-Hollings, deficit reduction s focused on the total deficit. As
you know, that measure represents the combination of the Social Security surplus
and the deficit in the rest of the budget. In fact, in the fiscal year just ended, the
reported total deficit of $152 billion represented the combination of a deficit of $275
billion in the general fund, offset by surpluses of $52 billion in Social Security and
$71 billion in all the other trust funds.

By helping us to meet the Gramm-Rudman-Hollings targets, rising, Social Security
surpluses are allowing us to avoid the steps necessary to make substantial progress
in dealing with the general fund deficit. Virtually all of the progress we appear to
have made in dealing with our budget deficit can be traced to increasing surpluses
in Social Security-and, to a lesser extent, in other trust fund accounts.

Last year we proposed restructuring the Federal budget accounts to depict more
clearly the various important fiscal relationships within the budget. Specifically, we
recommended maintaining the unified budget concept but separating the unified
budget into six constituent parts: into general, trust, and enterprise funds, with
each of these subdivided to distinguish between operating and capital activities.3

Such a change would provide full disclosure of the government's financial oper-
ations while retaining the discipline of presenting the combined effect of all govern-
ment activities on the Treasury's cash financing needs. The government's financial
results for fiscal year 1988 are presented using this format in table 2 at the end of
m y s ta t e m e n t . - a t b d e o l i h i h hFrom a budget disclosure standpoint, the six-part budget would highlight the

extent to which deficit reduction activities deal with the deficit in the general fund.
As we proposed to the National Economic Commission, for example, the Gramm-
'PIdman-Hollings targets could then be revised to focus on both the pace at which
.he budget is to be balanced and the extent to which the proper balance is stuck

between current consumption and capital investment. This should help us make the
tough choices necessary to bring the general fund deficit under control.

We are pleased that the Office of Management and Budget acknowledges the
merit of an alternative budget presentation such as this. While not the official pres-

3 Managing the Cost of Government: Proposals for Reforming Federal Budgeting Practices
(GAO/AFMD-90-1, Oct. 1989).
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entation, this year's budget submission shows how the fiscal year 1991 budget esti-
mates look when displayed in our six-part format.

ENDING THE ILLUSION

As long as the rising Social Security surplus allows us to avoid dealing with the
general fund deficit, we are not taking full advantage of the potential to add to na-
tional savings. If we do not use the accumulating Social Security reserves to in-
crease our national savings rate, we will be in no better position to meet our obliga-
tions to future retirees than we would be if we had remained under pay-as-you-go
financing and were forced to reduce the general fund deficit through other means.

The current Social Security financing plan requires workers to pay a higher pay-
roll tax than would be necessary under a pay-as-you-go system. They are left with
the impression that this tax is being used to build reserves to help pay for their
future benefits. We urge the Congress to take the steps necessary to ensure that this
reserve accumulation has real economic meaning.

If such steps are not taken, we are using this revenue to finance other general
fund expenditures-expenditures that we seem to be unwilling to ask taxpayers to
pay for explicitly. In this case, the growing reserve is merely an illusion.

We must end this illusion. We must restore honesty to the budget debate. We
must deal forthrightly with our fiscal imbalances. We must face the facts.

As I noted earlier, the CBO baseline projects an increase of $1.5 trillion in our
national debt by 1995. Simply returning to pay-as-you-go involves potential revenue
losses of about $60 billion a year. We would be very concerned if such a change were
made in the absence of additional and offsetting spending reductions or revenue in-
creases. Without these additional actions, we could add another $300 billion to this
growing debt burden, running the total up close to $5 trillion.

Unless the deficit problem is solved, it will hamstring the government's ability to
achieve vital policy goals; it will make it very difficult to begin addressing the na-
tion's unmet needs; and it could sap our long-run economic vitality.

To solve our fiscal imbalance, our political leadership needs to negotiate a mul-
tiyear, politically sustainable budget strategy. We hope that Senator Moynihan's
proposal will provide the catalyst to compel action.

This concludes my statement, Mr. Chairman. I would be happy to answer any
questions you might have.

ATTACHMENT

Table I.-MASKING THE FEDERAL DEFICITS WITH TRUST FUNDS

Billims of wlars Actual FY Actual FY Actual FY Estimate FY Estimate FY Estimate FY Estimate FY
1985 1986 1989 1990 1991 1993 1995

Revenues ..................................................... 734 769 991 1,067 1,137 1,277 1,438
Outlays ........................................................ 946 990 1,143 1,205 1,275 1,418 1,555

Total Defict ........................................ - 212 - 221 - 152 - 138 - 138 - 141 - 118

Federal Funds Deficit ................................... - 267 - 283 - 275 -270 -273 -297 - 303
Trust Fund Surpluses.

Social Security ........................................ 9 17 52 66 74 98 128
Other ]rust Funds ................................... 45 45 71 66 62 59 57

Subtotal, Trust Fund Surpluses ............... 54 62 123 132 136 157 185

Total Defit ........................................ 212 - 221 - 152 - 138 - 138 -- 141 - 118

Source, FY 1985 and 1986--OMB's Special yalss for FY 1981 and 1988; FY 1989--OMB's Budgt for FY 1991; Oth Yews--C 's
Econoicad Bdpl W ook, *wuary 1990.

Note Tol may nol aW due to roundri.
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ATrACRMEN'r

Table 2.-FISCAL YEAR 1988 BUDGET RESULTS RESTRUCTURED ACCORDING TO GAO PROPOSAL
[Dolan m b4lom)

Tota Gmnera Trust Enterlr'u

Ope ting suW r us/def (- ) ............................................................. - 131 - 248 124 - 7
C t frandng requwierets ....................... 24 -23 2 -3

Unified budgt fmancing requirements ................................................. . - 55 - 271 126 -10

Not Wth the evcepon of the $155 bfho total. ft amounts are aoximaons.
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To understand the deficit crisis facing
the United States, it helps to start by
recounting a little history to put into
perspective the situation in which we
find ourselves today.

As we prepare to enter the last decade
of the 20th century, we can look back
on an often turbulent past. Since 1900,
we have fought four wars, endured
the Great Depression, and suffered
through several recessions. Yet, as
recently as the mid-1970s, the finan-
cial health of the federal government
was in pretty good shape. We had a
public debt of about $500 billion, 25
percent of which was owed to federal'
trust funds and only 12 percent of
which was owed to foreigners. Our
international trade was in reasonable
balance, and the yearly budget deficit
was, in retrospect, a minor economic
distraction.

Since the late 1970s, however, the sit-
uation has deteriorated dramatically.
The trade surpluses of the past have
evaporated, and today we continue to
run massive trade deficits at close to
record levels. Meanwhile, the national
debt has soared to nearly $3 trillion.
Projections indicate that our national
debt will likely hit $4 trillion by the
end of fiscal year 1993.

How, Americans ask, can the debt be
going up so far and so fast? The fed-
eral deficit is supposed to be decreas-
ing. The Gramm-Rudman-Hollings
deficit reduction plan promised to set

Page I
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us on a course toward a balanced
budget by 1993. The official figures
show it is working: the deficit was
reported at $155 billion in 1988 and is
supposed to shrink to $100 billion in
fiscal year 1990, which has just begun.

Furthermore, to enforce discipline, the
Gramm-Rudman process requires
automatic spending cuts-known as a
sequester-whenever the Congress
falls to meet the deficit reduction
targets. In fact, a sequester of $16 bil-
lion was ordered just last month when
the Congress failed to meet the 1990
budget target of $100 billion. If the
Congress and the President ultimately
meet the target and then rescind the
automatic cuts, isn't that proof that
the deficit is coming down? The
answer is no.

The Official
Figures Mask
the Real Deficit
Story

The sad truth is that the official num-
bers do not tell the real deficit story;
the reality is worse-much worse:

First, the official numbers for this
year and beyond have been badly dis-
torted by a combination of rosy eco-
nomic forecasts and accounting
sleight-of-hand. Some of these gim-
micks, such as moving paydays from
one year to another or taking credit in
1990 for the fact that people failed to
cash their food stamps as much as 25
years ago, have become so blatant as
to defy belief.

Page 2
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Second, the official numbers mask the
problem's size by merging the opera-
tions of federal trust funds with
expenditures for the rest of the gov-
emnment. The decision to increase the
payroll tax a few years ago is now
generating Social Security trust fund
surpluses of $54 billion a year, and
they will soon reach more than $100
billion a year. These surpluses were
supposed to be real savings to finance
investments to support the retirement
of the baby boom generation in the
next century. In addition to Social
Security surpluses, we're now running
another $67 billion of surpluses in
other federal trust funds. All of these
surpluses are being spent today to run
the rest of the government. If you
exclude the surpluses in the trust
funds, it is obvious that we haven't
begun to deal with the deficit in the
government's general operations.
Measure the deficit without benefit of
trust fund surpluses and you will find
the deficit was above $250 billion in
1988 and grew to more than $280 bil-
lion in fiscal 1989-about the same
deficit that existed in 1986 when we
began the Gramm-Rudman-Hollings
deficit reduction process.
Third, the official numbers ignore
huge costs, such as those needed to
cover the deposit insurance in the
thrift industry-a staggering $257 bil-
lion over the next 30 years-or to
prop up the ailing Farm Credit System.
We've pretended that the money bor-
rowed to deal with these problems is

Page 3,
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not part of the budget or of the public
debt.
Fourth, the official numbers ignore the
huge burden we face from years of
neglect in such areas as cleaning up
and modernizing the nation's nuclear
weapons complex-possibly as much
as $150 billion. Similarly, the official
numbers largely ignore the costs we
face for such massive programs as
cleaning up environmental contamina-
tion on military bases, rebuilding the
nation's air traffic control system,
upgrading computer systems to make
Social Security payments or collect
taxes, and repairing or rebuilding the
nation's physical infrastructure.

• Fifth, the official numbers ignore the
enormous imbalance between the
money that will be available to oper-
ate our defense establishment and the
weapons systems that the military ser-
vices now have in the pipeline or on
the drawing boards.

None of these facts is a secret. The
press has been reporting them in an
increasingly strident tone as reporters
have begun to understand the ramifi-
cations of what is involved. Mean-
% hile, foreign bankers, on whose good
will we are more and more dependent
for the money to finance our budget
and trade deficits, are beginning to
talk about us in terms previously
reserved for third-world debtors.

None of this saga was supposed to
happen. In the early 1980s, President

Page 4
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Reagan and the supply-siders prom-
ised that we could and would grow our
way out of the deficit. Instead, we
have gone deeper and deeper into
debt.

In the mid-1980s, the proponents of
Gramm-Rudman-ilollings promised
that their statutory targets for the
deficit would force the political leader-
ship to make the "hard choices."
Instead, Gramm-Rudman only intensi-
fied the search for gimmicks and
phony savings to meet the Gramm-
Rudman targets.

Tragically, however, the fiscal side of
the deficit debate tells only a part of
the story. Although the press and the
American public are beginning to
understand that the numbers do not
add up, there remains little compre-
hension of other problems that we are
beginning to suffer as a result of our
refusal to face the true ramifications
of the deficit crisis.

That is why it is instructive to look
beyond the numbers of the deficit
saga.

The Budget
Deficit
Restricts
Flexibility

The deficit is greatly diminishing the
flexibility of those who are elected or
appointed to govern the nation.
Because there are so few financial
resources, both the President and
Members of Congress are forced to
spend much of their time arguing over
how to divide up a shrinking pie

Page 5
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rather than focusing on the long-range
needs of the American public.

The first place this lack of flexibility
manifests itself is in the difficulty
lawmakers have in finding the money
to pay for new initiatives. During the
campaign, President Bush said that he
wanted to be an "education Presi-
dent." Yet, in his first budget submis-
sion, he could find little room for
added federal spending on schools and
training. Thanks to the deficit, the
money is not there.

Lack of flexibility also affects our
competitive position in the world and
thus our trade deficit. In a global econ-
omy, the United States must be able to
respond rapidly to changing conditions
ard to maintain investment in such
things as research and development.
When financial resources are tight,
maintaining, let alone increasing, such
expenditures beomes difficult.

The deficit also has affected interest
rates, which in turn have affected the
value of the dollar. As the United
States is forced to borrow more from
foreign lenders, it must offer rates
that will attract foreign capital. This
hinders the flexibility of policymakers
seeking to hold the value of the dollar
at a low enough rate to keep imports
relatively expensive and thus promote
exports, which is essential if we're
going to reduce the record trade defi-
cits of the past several years.

Page 6
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On issues as diverse as responding to
such tragedies as hurricane Hfugo or
the San Francisco earthquake, provid-
ing long-term nursing care for senior
citizens, fighting the war on drugs,
dealing with global warming, and
meeting new challenges facing our mil-
itary services, Americans look to the
federal government for answers-and
for resources. Yet the budget deficit
increasingly restricts policymakers'
flexibility to respond or it forces them
to respond only by cutting essential
programs in other areas.

The bottom line is that lack of flexibil-
ity caused by limited resources is a
problem that affects, one way or
another, all Americans. Lack of flexi-
bility affects the education of our chil-
dren, our response to environmental
challenges, and our ability to deal with
such corrosive problems as drugs in
our cities and housing for the poor and
homeless. It hinders the ability of
American industry to compete in
world markets. In short, lack of flexi-
bility threatens to paralyze our ability
to meet the myriad challenges of a
changing and complex world.

Budget Plans Earlier, I mentioned that the deficit

Do Not Reflect has prevented us from facing up to the
Unmet costs for such needs as rebuilding ourUrgent Undeteriorating nuclear weapons corn-

Needs plex or modernizing the air traffic-con-
trol system and the nation's run-down
infrastructure. - ,#
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Sadly, I think, few Americans truly
understand the magnitude of these
costs. Only now are many Americans
awakening to the magnitude of what it
will cost just to make good on the gov-
ernment's promises to depositors at
insolvent savings and loan associa-
tions. Our latest estimatesare that we
will spend $257 billion over the next
three decades. Of that amount, $139
billion will be directly borne by the
taxpayers. That amounts to more than
$2,100 for every family in America.

We at GAO also calculate that it could
cost as much as $150 billion to clean
up, modernize, and rebuild the nation's
nuclear weapons complex, which has
been shut down because of environ-
mental and safety concerns. Few
Americans, I suspect, are aware that
we have stopped building nuclear
weapons because this complex has
been allowed to deteriorate. Unless we
find the resources, this has major
implications for our national security.

To take another case, increasing num-
bers of Americans are flying each
year. This has major implications for
our air traffic control system, which is
badly in need of modernization. For
example, the Federal Aviation Admin-
istration (FAA) continues to use radar
equipment that relies upon vacuum
tubes. The FAA is now 6 years into its
modernization program, which was
originally estimated to cost $12 billion.

Page 8
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We now estimate the cost at $25 bil-
lion over the next decade-and that
may be conservative.

As if that were not bad enough, the
Department of Transportation esti-
mates that it will cost $50 billion to
repair or replace the nation's 240,000
deficient bridges and a staggering
$300 billion or more over the next dec-
ade to maintain highways in their
1983 condition. Although these costs
are shared with state and local gov-
ernments, the federal government has
traditionally provided a large share of
the money. The San Francisco earth-
quake offers a very graphic example
of the need to upgrade highways and
other infrastructure systems.

The list goes on-$20 billion to repair
the deteriorating stock of public hous-
ing, $2 billion just to eliminate a back-
log of deferred maintenance of our
national parks, about $5 billion to
build needed prisons, and $14 billion
to clean up hazardous waste dumps at
military installations.

The key point is that few of these
unmet needs are reflected in any
budget planning document. We are
pretending they do not exist-just as
we pretended for years that there was
no crisis in the nation's nuclear weap-
ons plants. But these are real needs,
and there are real costs associated
with each that we will have to face.
Furthermore, the costs of attending to
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them will grow, not diminish, with
each passing year.

But more ominous, I think, are the
blinders we wear to avoid facing
another set of growing costs-the
need to invest in the central operations
of government.

Investment in
Government
Operations
Cannot Be
Postponed

In agency after agency, computer sys-
tems are aging and will require billions
of dollars in new investment. I've
already mentioned the FAA, but it is
not alone. The Internal Revenue Ser-
vice, the Social Security Administra-
tion, the Department of Veterans
Affairs, the military services, and the
General Services Administration all
will have to spend billions of dollars to
upgrade aging computer facilities,
some of them so old they cannot long
be maintained in a functional state.

But investment in the central func-
tions of government means more than
buying new computer systems, as
important as they are. It also involves
people. Throughout the federal gov-
ernment, poor pay and obsolete per-
sonnel systems have created
conditions that are making it impossi-
ble to recruit capable people to gov-
ernment service and to retain them.
This has been documented in our own
studies at GAO, as well as in studies
by such private groups as the National
Commission on the Public Service,
headed by former Federal Reserve
Chairman Paul Volcker.
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Beyond the numbers, failure to invest
in systems and in people to manage
the functions of government undercuts
our ability to offer the American peo-
ple the one thing they have every
right to expect-a government that
works well in providing services.
Because government operations affect
our dealing with other nations in such
areas as trade, diplomacy, law
enforcement, and defense, this failure
has adverse international ramifica-
tions. Finally, because governmental
operations are linked with the smooth
functioning of the private sector, the
nation's business community is inevi-
tably affected when we fail to invest
adequately in the central operations of
government.

Social Security
Surpluses Were
Meant to Be
Invested

One of the least appealing aspects of
the deficit crisis is the emphasis it
forces us to place on short-term expe-
diency at the expense of the long-
range economic well-being of the
nation. By concentrating on immediate
pressures to meet yearly budget
targets through whatever means are
at hand, we are in danger of short-
changing the future.

In purely economic terms, the deficit is
destroying our ability to promote the
savings that are necessary to future
growth and prosperity. Nowhere'is
this more evident than in the mis-
guided use of Social Security trust
fund surpluses to pay for day-to-day
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operating expenses rather than invest-
ing those surpluses as a true reserve
of savings to pay retirement benefits
when the current baby boom genera-
tion begins retiring about 2010.

The situation with respect to Social
Security bears examination because
few Americans are aware of how we
are presently using payroll taxes to
offset the deficit.

In 1983, when the Congress approved
legislation to rescue Social Security
from a precipitous drop in reserves,
the ..ation moved away from tradi-
tiorial pay-as-you-go financing and
toward the accumulation of substan-
tial reserves over the coming genera-
tion. The idea was to accumulate--or
save-the reserves necessary to help
pay retirement benefits for the baby
boom generation. The new law recog-
nized that the United States is entering
a period of fundamental demographic
change: there will be fewer workers to
support a rising percentage of retired
Americans. By accumulating savings
of huge reserves (estimated at $12 tril-
lion by the year 2020), we can sub-
stantially ease the burden of these
retirement benefits on the next gener-
ation of workers.

As these surpluses accumulate, they
are loaned to the Treasury in the form
of special issue U.S. Treasury securi-
ties. If the rest of the budget is in defi-
cit, as is now the case, the Treasury
uses the Social Security money it has
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borrowed to cover current operations
in the rest of the government. This
means, of course, that the Treasury
has to borrow less from the public
than would otherwise be required.

This pattern of using Social Security
surpluses to cover other government
operations has far-reaching implica-
tions. As I have already mentioned, it
masks the true size of the deficit in
government operations. For purposes
of meeting Gramm-Rudman-Hollings
targets, only the "unified" budget
totals are counted. This leads to the
misperception that-we are solving the
budget deficit when, in reality, we are
not.

By using these surpluses to finance
regular government operations, we are
squandering a special opportunity to
increase national savings, which could
lead to higher productivity and more
rapid economic growth.

Such an opportunity, however, would
be present only if the operating budget
were balanced, or close to it. If that
were the case, Social Security and the
other trust fund surpluses could be
used to begin retiring the national
debt. This, in turn, would free money
now loaned by the public to the Trea-
sury to be used for investment in the
private sector to build new plants, to
create new jobs, and to improve the
economic well-being of the nation as a
whole. Such investment would
improve worker productivity, thus
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giving rise to faster economic growth.
It would also reverse our present
growing dependence on foreign capital
and would have a salutary effect on
the trade deficit.

One need only look at Japan to under-
stand how important a high rate of
national savings is to overall economic
prosperity. The American savings rate
has been among the lowest in the
industrialized world for several
decades. In the 1980s, we have made
the situation even worse because the
government has been forced to borrow
so heavily to finance the deficit, thus
draining away the funds that could
have been invested in new factories
and other income-producing assets.

Because we are not taking advantage
of this opportunity to save and invest
the Social Security surplus, a funda-
mental question arises: What happens
when we need the money 20 or 30
years from now to pay for retirement
benefits? The answer is that we must
then either drastically raise taxes to
meet benefits or dramatically curtail
benefits. These are hardly appealing
choices, especially since they can be
avoided by dealing now with the total-
ity of the deficit crisis.

The use of Social Security reserves to
mask the deficit is a prime example of
how the deficit is endangering the eco-
nomic future of the nation.
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A Future
Saddled With
Debt Threatens
Future
Generations

More difficult to measure, but equally
important, are the human costs of fail-
ing to deal with the deficit while it is
still a manageable problem. The his-
tory of the United States has always
been one of generational improvement:
We've always worked and saved to
provide a better life for our children
and grandchildren. The deficit, how-
ever, is reversing that trend. By bor-
rowing so heavily from the future, we
are forcing our children to eventually
pay our bills on a scale never seen in
the past.

If we continue this trend, how will our
children find the resources to meet the
challenges their generation will face?
How will they pay the higher costs of
education, medical care, and environ-
mental protection? How will they be
able to afford the investment in
homes, factories, and technology their
generation will require?

The answer is that if we do not deal
with the deficit, future generations
will find it more difficult to face the
challenges they will encounter.
Already, increasing amounts of money
must be allocated each year to pay
interest on the-national debt. In 1975,
interest on the public debt was about
$33 billion, of which about $8 billion
was paid on borrowings from the vari-
ous trust funds. By 1980, total interest
costs had miore than doubled, to $75
billion, including $12 billion on money
borrowed from the trust funds. In the
1980s, interest costs ballooned to the
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point that, in 1988, they totaled $214
billion, including more than $40 billion
paid to the trust funds. This trend is
irreversible unless we get the general
fund deficit under control.

Servicing the national debt represents
one of the largest transfers of wealth
in American history. It is money that
flows from American workers (who
pay most of the taxes) to institutional
investors and wealthy individuals who
purchase Treasury securities. Increas-
ingly, many of these institutions and
individuals are foreign, attracted by
the premium rates we must pay to
finance the debt. In 1988,for example,
it is estimated that more than $27 bil-
lion of the interest cost, almost 13 per-
cent of the total, was paid to foreign
owners of Treasury securities.

Money spent to service the debt is
money that comes off the top, and the
share of the budget that is tied up in
interest costs has risen dramatically.
In 1975, interest on the public debt
was 13 percent of total general fund
outlays. By 1980, that had risen to 17
percent, and by 1988, it had reached
an astonishing 26 percent of the gen-
eral fund budget. This money cannot
be used to hire air traffic cntrollers,
to fight the war on drugs, to pay for
modern weapons, to improve health
care for Americans, or to buy any of
the other goods and services the gov-
ernment must purchase each year.
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A future saddled with debt is a future
few Americans want for our country.
Yet, it is a future we are inevitably
creating for our children and their
children because we continue to refuse
to face up to the severity of the deficit
problem.

Conclusion The irony is that the deficit is a solva-
ble problem. It will require a biparti-
san approach agreed upon by key
leaders in the Congress and by the
President. To avoid damaging the
economy, such an approach must be
implemented over a number of years.
But within such a framework, it seems
to me that these two ingredients are
essential:

First, we must spend what money we
have more wisely. There are programs
that could be eliminated or run more
efficiently at less cost. Cutting pro-
grams is never easy. Shutting down
old and obsolete military bases is a
prime example. It took a special com-
mission and a carefully crafted legisla-
tive strategy to close or partially
dismantle just a few installations ear-
lier this year. But making these tough
choices is essential to control the
deficit.

Spending money more wisely also
involves demanding greater accounta-
bility. The new scandal at the Depart-
ment of Housing and Urban
Development stems from poor or non-
existent internal controls, as did last
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year's procurement scandal at the
Pentagon. Improved standards of
accountability will not only help pro-
tect taxpayers from fraud and abuse,
they will allow resources to be allo-
cated more efficiently.

Second, we will probably need to raise
taxes. By now we should have learned
an old lesson: There is no free lunch. It
costs money-a lot of money-to run
the government Americans want and
to provide the services Americans
demand. We cannot starve our govern-
ment of tax revenue, as we have done
for the past 8 years, without paying a
steep and growing price in the future.

In the final analysis, we must learn to
think of the deficit as more than a dis-
pute over numbers. The numbers are
real, but it's what they represent-the
economic security and well-being of
the American people-that is truly
important.

If we continue to deprive ourselves of
flexibility, if we pretend unmet needs
do not exist and continue to postpone
needed investment in government
operations, and if we continue to sacri-
fice the future for the pleasures of the
present, the price we will pay will
almost certainly far exceed the minor
inconveniences we need to accept now,
in this generation, to deal with the
consequences of our extravagance.
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REsPONSES TO QuWMnoNs Fiou SENATOR DOLE
Question 1. In your statement, you argue that the luxury of the reserves have pro-

vided a convenient excuse for avoiding tough choices. What tough choice would you
make if the Moynihan plan was implemented and the deficit increased by an esti-
mated $55 billion.

Answer. As I have said frequently, we delude ourselves if we think there are any
easy solutions to putting our economic house in order. I envision a difficult biparti-
san negotiating process to work out a combination of spending cuts and tax in-
creases-the tough policy choices needed to solve our Federal budget problems. On
the spending side, I have noted hard choices regarding defense and entitlement pro-
grams that will likely generate controversial and contentious debate. And, I have
pointed out that the deficit has cut into our ability to deal with increasing demands
to meet unmet needs. Equally tough choices need to be made on the revenue side.
Specifically, we need to decide when and how to increase revenues. I believe the
sooner we admit the revenue base must be restored to bring our budget into approx-
imate balance, the better.

Question 2. GAO seems to take a position of supporting an overall budget surplus
(yet you oppose the president's plan because it takes too long to phase in.) ow
quickly would you propose moving to a surplus?

Do you think this is politically realistic?
Answer. As I testified, the Social Security Integrity and Debt Reduction Fund

would not be implemented until 1993. In its fiscal year 1991 budget, the administra-
tion briefly described the concept of the fund but provided little detail regarding
how the 3-year implementation would actually proceed. We believe that the econom-
ic consequences of inaction for 3 additional years can only exacerbate the grave
problems now facing the American public.

PRzPARED STATEMENr oF RIcHARD DA mi-

Chairman Bentsen, Ranking Republican Senator Packwood, and distinguished
members of the Senate Finance Committee, it is a pleasure to appear before you.
You asked that I be prepared to respond to questions concerning-

-Senator Moynihan's recent proposal to cut Social Security Trust Fund receipts
by $55 billion in fiscal year 1991 and by substantially more thereafter; and

-the Administration's proposal to protect the integrity of the Social Security
Trust Fund, while reducing publicly-held Federal debt-thus assuring that
future Social Security benefits can be fully paid without placing an undue
burden on future workers or on America's capacity to finance its obligations.

I know that members of the Committee will recall rising at the State of the Union
address when the President said:

"To everyAmerican out there on Social Security, to every American sup-
porting that system today, and to everyone counting on it when they retire:

e made a promise to you-and we are going to keep it. We rescued the
system in 1983-and it's sound again. Our budget fully funds today's bene-
fits-and it assures that future benefits will be funded as well. The last
thing we need to do is mess around with Social Security. "[standing ovation]

The President's statement-and the overwhelmingly favorable reaction to it-un-
derline our mutual commitment to protect the structure of benefits and receipts en-
acted in 1983 and known as the "bipartisan Social Security compromise." Many of
the members of this Committee played important roles in the development of that
historic compromise. Indeed, Senator Moynihan himself played a leading role. He
participated as a key member of the core negotiating group-a matter about which
he has spoken and written with justifiable pride.

I, too, was a member of that core negotiating group. I continue 'to feel privileged
to have had an opportunity to participate in what has been widely viewed as one of
the more favorable examples of our political system rising to meet its responsibil-
ities.

The 1983 compromise, aid the related work of the bipartisan National Commis-
sion on Social Security Reform, recognized the need to move away from what had
been intended to be a "current cost financing" system. The compromise, the Com-
mission Report, and the '83 Act consciously, specifically, and explicitly moved away
from the near-bankrupt "pay-as-you-go" system, and moved toward a system with
much higher reserves for the 1990s and the early part of the twenty-first century.
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This shift to build up higher reserves was adopted for two basic reasons that are
as relevant today as they were in 1983:

-For the short term, lower levels of reserves made the Old Age and Survivors
Trust Fund vulnerable to the possibility of economic downturn. (NOTE: Even
now, the OASI Trust Fund has reserves that are less than sufficient to cover a
full year's costs.)

-For the longer term, the disparity between the large "baby boom" generation
and the smaller succeeding generation necessitated the normalization of the
Social Security tax burden across generations-or else a "current cost" tax
burden on future workers might be perceived to be prohibitively high, thus
threatening the ability to pay the expected retirement benefits of the baby
boom generation (today's workers). (NOTE: Since 1983, neither the demographic
nor political facts have changed in a way that should dictate a different conclu-
sion. If Social Security reserves are not built up for today's workers, there
would be more than sufficient reason to question whether their expected bene-
fits would, in fact, be paid.)

The practical reality is that a proposal to switch back to the current cost financ-
ing system that was rejected in 1983 could have one or both of the following unde-
sirable effects:

* It could threaten a return to the days of short-term Trust Fund financing crises.
o It could (and likely would) jeopardize the retirement benefits of today's workers.

Unfortunately, Senator Moynihan's recent proposal runs not only these risks; it
also risks creating fiscal policy havoc. It would either abandon budget discipline al-
together; or it would require offsetting deficit-reduction measures amounting to $55
billion in FY '91 and more thereafter. Since additional spending reduction of this
magnitude is not contemplated, it would seem to suggest a major offsetting tax in-
crease (such as that proposed by Senator Hollings). But this, of course, would hurt
the very workers Senator Moynihan's proposal is ostensibly intended to help.
Indeed, it would hurt them doubly: _

-first, by jeopardizing their future retirement benefits; and
-second, by taking back in new taxes what it pretended to give in the way of a

tax cut.
For all these reasons, it is understandable that not only the Administration and

many distinguished members of Congress, but also the American Association of Re-
tired Persons have concluded that:

"[Tihe first preference remains retaining existing Social Security policy
to continue to build the reserves for future generations." (AARP-February
2, 1990)

For its part, the Administration is unwilling to give up on the 1983 bipartisan
Social Security rescue and compromise; unwilling to give up on funding the retire-
ment benefits of the baby boom generation; and unwilling to give up on the effort to
restore fiscal discipline. Accordingly, we must respectfully reject the recent proposal
of Senator Moynihan. We would urge, instead, a return to consideration of the type
of approach with which Senator Moynihan was previously associated (as late as
1989) when he argued for a combination of a build-up in trust fund reserves (as in
the '83 Act), a reduction in the non-Social Security deficit, and renewed emphasis on
savings and investment.

We do not mean to suggest that there is not a problem to be dealt with. We mean
only to suggest that Senator Moynihan's latest proposal seems to give up on the
problem-just-when the political system is preparing to deal with it.

It is important to be clear about what the problem is and is not. -

-Our problem, at the moment, is not an excess of revenues relative to spending.
(That would seem to be the "problem" that Senator Moynihan's recent propos-
al-would address.)

-Nor is our problem "thievery" or "embezzlement"-if those terms are intended
in any way to suggest something illegal or something of which the Congress was
not fully aware. Social Security taxes are being collected in accordance with the
law. Social Security reserves are being built up in accordance with the law. The
reserves are held in the form of Treasury securities backed by the full faith and
credit of the U.S. government as required by law. Social Security is treated as
"off-budget," as required by law-except with respect to calculations for
Gramm-Rudman-Hollings, which include Social Security as specifically decided
and required by law.
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The problem is a derivative of this set of existing legal requirements. It is simply
this: By including the intended Social Security operating surplus in the Gramm-
Rudman-Hollings deficit calculations-as required by law-the full magnitude of
the non-Social Security deficit is masked. To the extent that this, in turn, causes the
non-Social Security deficit to be higher than it might otherwise be, Federal debt
held by the public is also correspondingly higher. And to the extent that publicly-
held Federal debt continues to rise, it threatens to leave an undue burden for the
future-when the intentionally rising Social Security Trust Fund obligations (the re-
serves) will have to be redeemed.

Our proposal to establish a Social Security Integrity and Debt Reduction Fund is
intended to address this problem. It would:

-allow reserves in the Social Security Trust Fund to be built up exactly as under
current law (and as in the 1983 compromise);

-require the non-Social Security budget to be balanced (after an orderly phase-in)
-extend the G-R-H law beyond 1993, requiring a balanced G-R-H budget in 1993

and permanent balance thereafter; and
-allocate the equivalent of the annual Social Security operating surplus to a

Debt Reduction Fund-requiring that this transaction be charged as outlays in
G-R-H deficit calculations; and requiring that an equivalent amount of publicly-
held Federal debt be retired in the process (after a phase-in period that would
be complete in fiscal year 1994).

This approach effectively leaves Social Security subject to the G-R-H discipline,
while it adjusts the G-R-H deficit calculations to remove the masking effect of the
annual Social Security operating surplus. Among its useful-practical consequences
would be the following:

a The Social Security Trust Fund would be protected and would not be a victim of
raids on the reserves, which would build up exactly as under present law for the
protection of future retirees.

* The national debt held by the public would be reduced by substantial amounts
each year, with favorable effects on interest rates, investment and the future capac-
ity to fund Social Security obligations.

* The total G-R-H budget each year would be balanced without using Social Secu-
rity operating surpluses. There would be no G-R-H "surplus" to create a temptation
for additional spending.

We are aware of several other possible changes in accounting and budgeting sys-
tems that are being considered by various Senators. Some of these could have the
same favorable effects as the Administration's proposal, although they may be
structured somewhat differently. We are not wedded inflexibly to our own proposal,
and are happy to work with any and all Senators who might advance a responsible
way to correct the deficit-masking problem that inheres in current law.

We believe that this can and should be done without giving up on the obligations
of the 1983 Social Security compromise. Indeed, we believe that by correcting the
accounting and budgeting systems in a manner that accomplishes what we recom-
mend, generations of the future will be better able to honor the Social Security com-
mitments that we have made.

Thank you very much, Mr. Chairman, for the opportunity to introduce the Ad-
ministration's position. I look forward to responding to questions.

Attachment.
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PROGRzEVIVrFY: AN ANALYSIS OF THE WAYS AND MEANS/CONGRESSIONAL BUDGET
OFFcE STUDY

[Prepared by the staffs of the Council of Economic Advisers and the Office of Management and Budget,
February 19901

INTRODUCTION

Using tables prepared by the Congressional Budget Office (CBO), thestaff of the
House Ways and Means Committee has prepared a backgroundpaper arguing that
the U.S. tax system became significantly more regressiveduring the 198os. Accord-
ing to this study, the essential source of the reducedprogressivity was increases in
payroll taxes for social insurance.

The study has many shortcomings that lead one to doubt the basicconclusion.
There are methodological flaws in the construction of the tables, and even more in
the interpretation of the tables by the Committee staff. The study is too narrowly
focused. It concentrates on changes in effective tax rates despite the fact that their
own tables show that the share of taxes paid by higher income taxpayers rose in the
1980s while the share paid by lower income taxpayers fell. Most importantly, it fails
to integrate Federal transfer payments with Federal taxes. A complete analysis of
how the Government affects income distribution must consider the entire set of tax
and transfer programs. Any such analysis reveals that the full set of Federal Gov-
ernment taxes and transfers is highly progressive and has remained so even as in-
creased incomes for retired Americans have moved Social Security recipients higher
on the income scale.

METHODOLOGICAL PROBLEMS WITH THE WAYS AND MEANS STUDY

Base Year Choice
The first problem is that the base year chosen for comparison by the Ways and

Means staff, 1980, is a poor choice. Largely as a result of inflation induced bracket
creep, 1980 had unusually high effective income tax rates, particularly on middle
and high income individuals. During the late 1970s, high inflation overwhelmed the
practice of legislating periodic inflation corrections to the tax code. The result was
increased tax rates for most taxpayers. From 1977 to 1981, the average marginal tax
rate faced by individuals rose from 28.1 percent to 32.5 percent (using shares of ad-
justed gross income as weights). Reflecting this bracket creep, average income taxes
also rose. In fiscal year 1980, individual income taxes were 9.1 percent of GNP com-
pared with 8.2 percent on average for fiscal years 1971 through 1979.

These increases in tax rates did not represent deliberate policy changes. Indeed,
these factors were a major impetus for the tax reforms of the 1980s. Income tax
rates were lowered in 1981 and inflation-indexed beginning in 1985 precisely' to
offset this bracket creep. In the 1986 Tax Reform Act, the standard deduction and
personal exemption were increased and 4.3 million low income taxpayers were re-
moved from the tax rolls.

Mixing Fact with Projection
A second problem with the study is the mix of actual data with projections con-

cerning the future path of effective tax rates. The 1990 figures cited in the Ways-
and Means tables are based on a forecast. Like most economic forecasts, these are
subject to uncertainty. This forecast, however, is especially problematic. To produce
the forecast, CBO estimated the effects of the dramatic Tax Reform Act of 1986.
There are, as yet, no data that reflect full implementation of tax reform, so the fore-
cast reflects a judgment of how the reform will work out.

Correctly measuring the impact of the 1986 reform is particularly important for
judging the progressivity of the tax system. The reform made the tax system more
progressive by removing 4.3 million taxpayers from the tax rolls, expanding the al-
ternative minimum tax, and increasing the corporate tax burden. The latter falls
more heavily on upper income groups. The Ways and Means tables show a shift to-
wards more progressivity between 1985 and 1990, but given the uncertainties, the
shift could be larger or smaller than anticipated in the tables.

It would be far preferable simply to restrict the analysis to actual data. If it is
desired to show how tax burdens have changed over a 10-year interval, it would be
better to compare 1977 with 1987-the most recent year with complete data-than
1980 with projected 1990.
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Importance of Endpoint.
The tables in the Ways and Means study show how sensitive comparisons are to

the choice of endpoints. Table 1 demonstrates that between 1977 and 1980, as also
between 1985 and 1990, taxes became more progressive.

Table I.-PERCENTAGE POINT CHiANGES IN EFFECTIVE TAX RATES FOR ALL FAMIUES BETWEEN
SELECTED YEARS

AchW 1977- PM1W0- 1W Rctd 198M-Dt1900 IM9 9W0

Low t............................................................................................................ 1.1 1/3 - 0.9
somw ...... 0.1 1.0 0.6
Tw d ................................................................................................................. 0.4 0.3 1.0

R ............................................................................................................... 1.1 - 0.5 0.
H i I t ............................................................................................................. 0.2 - 1.5 1.8

Samuct Wap N uts (1990)

Identifying the Rich
Another difficulty is that the highest income quintile is hardly "super rich"-it

begins at a family income of just $50,400. A finer breakdown of the upper income
category would be needed to identify the taxes paid by those who might be thought
of as truly wealthy.

-Qim 198 FMX* ka

Ist ............................................................................................................................................................... 0 to $ 10 ,370
2nd .............................................................................................................................................................. $ 10,370 to $20,530
3rd .............................................................................................................................................................. $20,530 to $3 2,580
4th ............................................................................................................................................................... $32,580 to $ 50 ,40 0
5th ............................................................................................................................................................... above $ 50,400

Sour CO (1987).

Incidence Assumptions
In order to measure income and taxes paid, CBO must make assumptions about

the "incidence" of each tax and, in effect, allocate the taxes paid to families' in-
comes. The most important incidence assumption in the study is that all payroll
taxes are paid by workers. This assumption is the root source o much of the alleged
change in progressivity. It is controversial. The Social Security payroll tax is divided
evenly between employees and employers, with each paying one-half of the tax. CBO
assumes that the employer half is borne by employees in the form of lower wages.
The employer component could instead bO borne by the businesses paying the tax-
or capital more generally-or passed on to consumers via higher prices. CBO itself
estimates that for any reasonable change in the incidence assumption, the effective
tax rate for higher income families would be raised. If the Social Security payroll
tax were more progressive than shown in the tables, then the increase in payroll
taxes since 1977 would have contributed a much smaller reduction in the progressiv-
ity of the tax system.

A second incidence issue concerns the corporation income tax. The Ways and
Means study allocates corporate income taxes equally to labor earnings and capital
income. Although much-debated, there is no firm consensus on the incidence of the
corporate income tax. Many people believe that the tax is almost exclusively borne
by shareholders of corporations, or by owners of capital more generally. The use of
this more standard assumption would lead to increased progressivity of the tax
system.

Percents of Percents
Another set of methodological issues concerns the presentation of the results in

the Ways and Means study. Computing percent changes in effective tax rates (that
are already expressed in percentage terms) places undue significance on small
changes. For example, the effective excise tax rate for the top 5 percent of the popu-
lation is shown to have decreased 11.7 percent from 1980 to 1990, even though it was
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reported as 0.4 percent in 00th years. The reported 11.7 percent decrease is highly
misleading. In fact, the effective tax rate must have changed by only hundredths of
a percentage point.

In addition, these questionable methods are used selectively. In the same table,
the effective individual income tax rate for the lowest quintile falls from -0.4 to -
1.5. Using the same questionable methodology, this is a decrease of 25 percent. In-
stead of reporting this number, the Ways and Means staff states, "ince the denomi-
nator for this calculation is very close to zero, this figure is meaningless." They fail
to note that the denominator for the calculated decline in the effective excise tax
rate is just as close to zero.

A more conventional approach would simply compare perceniee point changes in
effective tax rates (as in Table 1 of this report).

A Flawed Income Measure
Flaws in the measure of income used by CBO likely lead to an understatement of

the progressivity of the tax system each year (the effect on the estimated change in
progressivity between two years is uncertain). First, the CBO measure does not in-
clude non-cash income, thus excluding such important government transfers as
Medicare, Medicaid, Food Stamps, and public housing and employer-provided non-
wage compensation such as health and life insurance. Non-cash government trans-
fers are heavily progressive. Neglecting them leads to an understatement of low in-
comes, an overstatement of effective tax rates for bwer incomes, and biases the re-
sults against progressivity.

In addition, the CBO measure of cash income excludes losses due to partnerships
and rentals--ostensibly to eliminate tax-induced paper losses, but some real econom-
ic losses are excluded as well-.leading to overstated higher incomes where these
losses are concentrated. Further, the cash income measure includes an imputed
value for realized capital gains that suffers from two problems. First, although real-
ized capital gains are part of the tax base, they bear little relation to the change in
the value of assets, but rather reflect a change in the composition of assets. A better
way to measure income for this purpose would be to allocate both corporate income
taxes (as CBO does) and retained corporate profits to households directly. Further,
CBO imputes realizations as a fixed share of national income, apparently to miti-
gate tax-induced bunching of realizations. For the years in the tables, however, real-
izations varied greatly as a share of national income without any changes in the tax
treatment of capital gains from the previous year. In these ways, the CBO cash
income likely overstates high incomes, understating the effective tax rate, and again
biases down the measured progressivity.

ALTERNATIVE WAYS OF VIEWING PROGRESSIVITY

Effective tax rates are difficult to measlire cor -ectly and are not the only way or
the best way to evaluate the fairness of ,,e tax system. Indeed, one of the main
goals of the 1981 tax changes was to lower inefficiently high marginal tax rates that
were costing the Government revenue by encouraging high income taxpayers to
shelter their incomes to avoid taxes.

Share of Taxes Paid
Another way to look at fairness is to examine how much of the overall tax burden

is carried by the different income classes. By this measure, the tax system has
become more progressive. Other tables in the Ways and Means study show that the
share of taxes paid by the highest income quintile of the population is projected to
rise between 1980 and 1990 for every tax studied: individual income taxes, corpora-
tion income taxes, social insurance taxes, and excise taxes. The share of total Feder-
al taxes paid by the highest income quintile rose by 2.4 percentage points, while
their share of social insurance taxes rose by 2.5 percentage points (see Tables 2 and
3).

For other taxpayers, the share of taxes is projected to fall for nearly every other
quintile and tax studied. The sole exception is the share of excise taxes paid by the
lowest income quintile, which is projected to rise by a slight 0.3 percentage points,
an increase of roughly $5 in 1990.

International Comparisons
The attention devoted to payroll taxes in the U.S. tax structure may leave the

impression that payroll taxes are unusually high in the United States. In fact, the
United States relies far less on payroll andsales taxes to finance Government pro-
grams than do other large industrialized nations except Japan (see Table 4). If the
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United States were to collect taxes in the same manner as most of these other coun-
tries, the distribution of income would probably become less equal.

Table 2.-SHARE OF TAXES PAID BY ALL FAMILIES
[in peWnt]

kctu* 1980 Propected 1990

Low est 2 0 percen t ................................................................................................................................. .6 1.6
Second 20 percent ............................................................................................................................... 7.0 6.6
Third 20 percen t .................................................................................................................................... 13 .4 12.6
Fourth 20 percent .................................................................................................................................. 22.2 21.0
H ighest 20 perce t .............................................................................................................................. 55,7 58.0

Total ....................................................................... 100.0.................................................... 100.0 lO0 .0

Table 3.-SHARE OF SOCIAL INSURANCE TAXES PAID BY ALL FAMILIES
(In percent]

actual 1980 Projected 1990

Low est 20 percent ................................................................................................................................ 3.4 3.3
Seco d 20 percent ........................................................................................................................ ....... 11.5 10.8
Third 20 percent .................................................................................................................................... 18.8 17.9
Fourth 20 percent .................................................................................................................................. 27.2 26.5
H ighest 20 percent ................................................................................................................................ 38.9 41.4

Total ............................................................................................................................................ 1 00.0 100 .0

Source. Ways and Means (1990)

Table 4.-SHARE OF TOTAL TAX REVENUE RAISED
(In percent]

Personal. corpoate, and Social Securty contribution,
pope taxes sales, and payroll taxes

Japa n ............................................................................................................. 58 .2 4 1 .5
U S . ................................................... ........................................................... 5 4 .5 4 5 .5
U K ...................................................................................................... . ... .... 50.9 49.5
Ita ly ............................................................................................................... 3 9 .4 60 .7
W . Germ any ............................................................................ . . . .......... 37.2 62.7
France ............................................................................................................ 2 2 .6 74.2

Source H. Aaron, Wall Street Journal, February 14, 1990.

LOOKING AT THE WHOLE PICTURE: TAXES AND TRANSFERS

The Ways and Means study not only has significant flaws in design and execu-
tion, it is by nature incomplete. Its myopic focus on the tax system ignores the
highly progressive nature of the Government's tax and transfer system taken as a
whole.

Progressivity of Social Security
When the overall structure of payroll taxes and benefits is examined, Social Secu-

rity is found to be one of the most progressive of Government programs. Chart 1
shows the highly progressive nature of Social Security when payroll taxes are
netted against Social Security benefits. (The chart shows taxes and benefits by
income group, not taxes and benefits for individual families.) At any point in time,
lower income groups receive much more back in benefits than they pay out, while
the reverse is true at the upper end of the spectrum.

For individuals, gs opposed to income groups, Social Security is also pr essive
because low-inc, me individuals receive proportionally more Social Security benefits
relative to their contributions than do high-income beneficiaries. Also, historically
Social Security has provided benefits that have permitted older generations to share

32-393 0 - 90 - 9
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in the growth of real incomes occurring after their retirement, producing a progres-
sive impact across generations.

Growth of Government Transfers --

The role of Government transfers extends far beyond Social Security. Substantial
growth in the size of Government transfer payments continued during the 1980s,
raising living standards of low-income families. As shown in Chart 2, the real value
of Federal transfer payments-both total and means-tested-rose 28 percent be-
tween 1980 and 1989.

Overall Progressivity of Taxes and Transfers
The Federal tax and transfer system is highly progressive. The total effect of

taxes and transfers in 1987 was to reduce overall income inequality substantially, as
measured by the most commonly used index of income concentration. For the lowest
quintile, taxes and transfers increased their share of total cash and noncash income
by 3.7 percentage points, from 1.0 percent to 4.7 percent (Table 5). For the top quin-
tile, taxes and transfers reduced their income share by 6.6 percentage points. While
income and payroll taxes reduce income inequality, Government transfers have pro-
duced the bulk of the reduction in income inequality, again measured using the
most common index of income inequality.

While it would be useful to compare 1987 with earlier years to gauge how the tax
and transfer system has affected the income distribution over time, data are not
published in a comparable form for all noncash transfers in years prior to 1986.
Even if it were possible to extend the comparisons, year-to-year variations in the
measured progressivity of the tax and transfer system should be viewed with cau-
tion. These changes are not necessarily the result of changes in policy, but also re-
flect the influences of recessions, changing family structures, inflation, and other
factors. In general, in recent years, changes in the distributional effect of the Feder-
al Government tax and transfer system have been negligible compared with the
large, progressive nature of the basic system itself.
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CHART I

Share of Social Security Benefits Received and Taxes Paid by Income Quintile
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CHART 2

Real Federal Transfer Payments
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Table 5

Tnno mp Distribution Before and After Taxes and Transfers

(1)
Income

Income Excluding
Quintile* Transfers"

1.0

7.6
15.2
24.3
52.0

(2)
Income
After
Taxes*

percent

1.2
8.5

15.8
24.8
48.5

(3)
After-Tax
Income plus
Transfersd

4.7
10.6
16.1
23.2
45.4

(4)

Net
Impact"

percentage
points

3.7
3.0
0.9
-1.1
-6.6

'Quintiles of households, defined using income definition
in each column.
bHoney income plus capital gains and health insurance,
less government transfers.

*Income as-in b, less Federal and state income taxes and
employee social security payroll taxes.
incomee as In c, plus cash and non-cash government
transfers.

'Net impact of taxes and transfers on the share of after-
tax income; column (3) minus column (I)

Source j.u reau of the Census (1989)



256

PREPARED STATEMENT oF SENATOR BOB DOLN

[February 5, 1990]

INTRODUCTION

Mr. Chairman: Let me begin by thanking you for scheduling this hearing so
quickly. There seems to be some real interest here: Senator Moynihan certainly got
our attention by shouting "Social Security" in a crowded Congress.

I've had the honor of working with the distinguished Senator from New York on
Social Security when we served together on President Reagan's blue ribbon Social
Security Commission. In fact, one of the proudest moments in my Senate career
took place in 1983, when Senator Moynihan and I helped get the rescue operation
back on track.

It took weeks and months and plenty of guts to fix Social Security. But we did it;
we rescued the system. One irony is, today, some people are accusing us of "over-
rescuing" it! It's true, those of us who served on the Social Security Commission
never anticipated that the trust fund reserves would grow so large, but the economy
has grown faster than we'd ever dreamed possible.

OUR INVESTMENT IN THE FUTURE

Despite our current embarrassment of riches, one of the biggest problems we face
is a lack of confidence in the system. We have to assure our senior citizens that the
program will continue to be there for them, as well as convince young workers that
something will be left when they retire.

Senator Moynihan, himself, has suggested that the members of the Greenspan
commission actually planned a build-up in reserves to increase confidence in the
system. In a speech to the national academy of social insurance last year, Senator
Moynihan explained the Greenspan commission wanted to "build a reserve in the
trust funds that people could see and believe in." Now, it seems that the reserves
have themselves become the issue.

No one denies that as long as the rest of the budget is in deficit, the surpluses
help finance non-Social Security spending. Although this was not the intention of
the bipartisan Social Security rescue effort, the answer should not be simply to cut
the payroll tax, or cut benefits, or raise other tWxes. Those answers bring with them
some serious questions.

PRESENT RESERVES ARE NOT ADEQUATE

First, "What is a safe level of Social Security reserves for a pay-as-you-go plan?"
Although Senator Moynihan has acknowledged the reserve is not yet at a safe level,
he himself can not pin down exactly what a safe level is. Frankly, I don't know the
correct answer either.

As we learned when we played this numbers game in 1983, the ade uacy of the
reserves depends heavily on the behavior of the economy as a whole. Alls well into
the near term under intermediate assumptions, but under the so-called pessimistic
assumptions, OASDI would be insolvent in 1998. I note this only to underscore what
you know better than-actuarial calculations may be a science-but it's an imper-
fect science.

I, for one, don't want to face the prospect of having to cut benefits because of a
miscalculation.

IS THE MOYNIHAN PLAN A STEALTH TAX INCREASE?

Second, we must squarely face the question, "What happens after a social security
tax cut?" Let's face it: the bottom line is the Moynihan plan will eliminate $55 bi1-
lion from the Federal balance sheet. How are we going to make that up? Both
Henry Aaron and Charles Schultze have argued, correctly in my view, that simply
cutting payroll taxes would only serve to worsen the budget deficit and further
reduce the nation's already low savings rate.

MEDICARE IS UNDERFUNDED

While the Social Security trust fund may be in good shape, the Medicare trust
fund is scheduled to go broke around the year 2002. Any Social Security reform plan
must acknowledge Medicare's endangered future, as well as the fact that the aging
of the population is placing a great many additional demands on the program-not
the least of which is the need for a long-term care program. While I'm not arguing
for an interfund transfer or a reallocation of the tax, those possibilities would cer-
tainly' be considered by any group seriously considering social security reform.
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ALTERNATIVES TO MOYNIHAN

As I noted earlier, it seems to me that in addition to the problem of what to do
withhe surplus, we also face the problem of convincing the American people that
the social security system is secure. Maintaining any kind of support for the con-
tinuation of a trust fund surplus will be next to impossible if people are not con-
vinced that Social Security will be there when they retire.

I expect there will be alternatives to Senator Moynihan's proposal coming along
in bunches soon. The President has already announced a plan that would fence off
the Social Security surplus to prevent it from being used for deficit reduction.

On another tack, Senator Symms proposes gradually funneling FICA taxes into a
Social Security family savings plan. It is a radical alternative, but one which he
argues guarantees a much-needed increase in our nation's savings rate.

Of course, the easiest approach would simply be to develop new Gramm-Rudman-
Hollings targets that exclude the Social Security trust fund after we balance the
budget in 1993. I have been told Senator Heinz, Senator Domenici, Senator Rudman,
and Senator Gramm are working on exactly such a plan. ! look forward to seeing
what they come up with.

CONCLUSION

While I'm not dismissing any one option until I've had a chance to examine them
all, I do reject out-of-hand the notion that we can simply add $55 billion to the defi-
cit. Moreover, I want to emphasize that I am not prepared to simply throw out the
1983 Social Security agreement.

President bush laid down a huge marker in his state of the union address when
he said, "The last thing we need to do is mess around with Social Security." I agree.
This Senator isn't ready to "mess around" with Social Security. And I happen to
believe 38 million Social Security recipients don't want us "messing" with it either.

I look forward to hearing from our distinguished witnesses and having the oppor-
tunity to examine the Moynihan proposal in depth. Let's look at the surplus issue
and let's do it together.

PREPARED STATEMENT OF SENATOR DOLE

[February 8, 19901

SOCIAL SECURITY TAX CUT

I would like to again thank Senator Bentsen for holding these hearings so quickly.
"What to do with the Social Security trust fund surplus?" is clearly the question of
the hour. Although the Congressmen in this room may support approaches, one
thing we all agree on is the need to protect beneficiaries-now and in the future.

Since we are fortunate today to have with us some of the best economists in the
country, would like to ask them to address exactly this issue-how can we best pro-
tect beneficiaries. Should the surplus be diverted into private investment? Or is the
president's plan to protect Social Security Ly running a budget surplus a better
route?

Although we wrestled with many of these technical questions during the 1983
Social Security reform debate, they are still with us. That's testimony to how com-
plicated this issue really is. Congress needs your help.

PREPARED STATEMENT OF ARTHUR FLEMMING

I. INTRODUCTION

A. I appreciate appearing before the Senate Finance Committee to discuss, in
behalf of the Save Our Security Coalition, the proposal made by Senator Moynihan.
(S. 2016)

B. The AFL-CIO, which is a member of our coalition issued its own public state-
ment and is presenting testimony to this Committee. The same approach has been
taken by the United Automobile Workers, the American Association of Retired Per-
sons, and the National Council of Senior Citizens. The American Foundation for the
Blind does not concur in the views expressed in this statement.

C. Senator Moynihan has raised a valid and important point about the fiscal im-
balance in the Federal Government's operating budget and the fact that the true
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Federal deficit is being masked by including the Social Security reserves when de-
termining the deficit. Our comments on the proposal follow:

It. BODY

A. There should be no immediate cut in the OASDI tax rates:

1. Old-Age, Survivors and Disability Insurance does not yet have sufficiently
large contingency res.rves.

2. Most experts believe, at a minimum, a 1 to 1 year contingency reserve is
necessary to protect the system in times of economic downturns.

3. Currently the contingency reserve is at three-fourths of a year. A 1 year's
reserve will not be reached until approximately sometime between 1993 and
1995 depending on economic performance.

B. The Social Security trust funds should be removed from the Gramm-Rudman-
Hollings deficit calculation. (S. 219)

1. If the trust funds were removed from the Gramm-Rudman-Hollings calcula-
tion, the Social Security trust funds would cease to "mask" the deficit, thereby,
encouraging action to reduce the non-Social Security deficit.

2. When the Social Security Trust funds are no longer counted in determining
the size of the deficit action should be taken immediately to prevent serious re-
ductions in vital domestic programs by diverting funds from military to non-
military purposes, by increasing taxes to provide additional revenues, by revis-
ing the Gram m-Rudman-Hollings law or by some combination of these three ap-
proaches.

C. We should avoid eroding the renewed confidence in the Social Security System
of both the beneficiary and the worker populations that has been established as a
result of the 1983 amendments to the Social Security Act.

1. A significant reserve should be preserved in the Social Security trust funds
in order to avoid in the future sudden decisions either to make major benefit
cuts or increase payroll taxes.

2. However, the specific level of surplus and the payroll taxes necessary to
support that level is a subject of legitimate debate and discussion.

D. If the goal of the Moynihan proposal is tax relief for middle-low-income work-
ers, consideration should be given to ways to accomplish that goal which will not
erode confidence in the Social Security System. (For example, expansion of the
earned-income-tax-credit.)

1. It should also be recognized that the Moynihan plan provides for reducing
taxes for employers-an action which would not provide any relief for middle
and low-income workers.

2. In addition the Moynihan plan lowers the Social Security tax rates but
does not have a plan to increase taxes in order to offset the additional deficit
created by this cut.

3. The Moynihan plan, by removing large amounts of revenue from the oper-
ating budget and not replacing them, could in the short-run, result in a seques-
ter of funds under Gramm-Rudman-Hollings that would negatively affect vital
domestic spending programs.

E. Allegations that have been made in the dialogue resulting from the Moynihan
proposal that the Government is "stealing" from the trust funds result in serious
misunderstandings that contribute to an undermining of confidence in the Social Se-
curity System.

1. The Treasury, as it has been doing since the beginning of Social Security
over 50 years ago, is investing the Social Security reserves in government secu-
rities and when it does so is issuing demand notes with the same legal standing
as a government bond and is making regular interest payments on these notes.

2. The unsound fiscal policy now being followed by the Federal Government
results in the money borrowed from the trust funds being used for current oper-
ations rather than for debt reduction or investment.

3. A sound fiscal policy would-result in the money borrowed from trust funds
being used, for example, to help retire the Federal debt. This, in turn, would
mean that the Federal Government's financial burden of redeeming the ,
demand notes in the trust funds would be much easier to meet when the pay-
ment of benefits begins to exceed income in approximately 2020.
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Ill. CONCLUSION

A. No major change should be made in the method of financing our Social Securi-
ty System until the Congress-has had the opportunity of deciding how a national
health plan can and should be financed.

B. Hopefully, as a result of the work of the Pepper Commission, the Congress will
have the opportunity of confronting this issue in a short period of time.

PREPARED STATEMENT OF JERE W. GLOVER

Mr. Chairman and Members of the Committee: Thank you for the opportunity to
present our views on S. 2016 and related legislation.

My name is Jere Glover and I appear before you today on behalf of the fourteen
million self-employed Americans and the 200,000 members of the National Associa-
tion for the Self-Employed.

The vast majority of our members are family-owned businesses. They span the
entire spectrum of industries, including services, retail, construction, manufacturing
and even farming. Many are home-based businesses. Over 90 percent of our mem-
bers have fewer than 5 employees.

Mr. Chairman, at the 1980 White House Conference on Small Business, delegates
voted the issue of the impact of Social Security on their businesses as number 17 on
the list of the 60 most vital issues.

At the 1986 White House Conference on Small Business the same issue was voted
the eighth most important of 60 issues.

If such a conference was held today, I believe the issue would be ranked as one of
the top issues. I make that statement, Mr. Chairman, with conviction, having been
Counsel to the 1980 Conference and a delegate to the 1986 Conference.

Your hearings on this subject are most timely.
In order to better understand our position on this legislation, it is important to

understand some facts about what it means to be self-employed.
In 1982, the latest year for which data are available, there were 13 million sole

proprietorships that filed business tax returns with the Internal Revenue Service.
While these firms had receipts of $490 billion, they had an average net income of
less than $10,000. In fact, over half of these businesses had total sales of less than
$10,000.' Presuming only a 40 hour work week, the owner made $4.80 per hour!

It is important to understand therefore, that any tax that is regressive, such as
the Social Security tax, is very, very significant to these individuals. Reducing their
bottom line by $300-600 can be critical to the firm's survival:

Although our discussion is focused on businesses at the lower end of the earnings
spectrum, those with greater earnings are also adversely affected since the maxi-
mum taxable earnings base has doubled in the past decade. Those individuals have
seen their Social Security taxes increase from $2,097 to $7,848, a four-fold increase.

Secondly, self-employed businesses whose Social Security tax rate was 8 percent
just 10 years ago, now must pay 15.3 percent-an increase of 90 percent in the last
decade!

Thirdly, Mr. Chairman, since the spousal exemption was eliminated in 1988, self-
employed, family-owned businesses in which the spouse often is critical to success,
have had their Social Security payments doubled. The latest increase raised the
rates for these firms to as much as 30.6 percent of the firm's net income. Two years
ago when the spousal Social Security tax took effect, a spouse who earned only the
then minimum wage of $3.35 an hour for a 40-hour work week added $1,050 of new
taxes to the business costs and diminished the family and business income accord-
iWth all of these facts in mind, it is clear why we wholeheartedly support your

efforts to reduce payroll taxes.
Only last week I received a call from a self-employed businessman who reminded

us that many localities, including New York City, where he is located, impose a sep-
arate tax on the self-employed. During our conversation he said, "The self-employed
are fast becoming an endangered species."

Recent economic indicators from the Council of Economic Advisors tend to sup-
port his contention.

Mr. Chairman, today there are fewer new businesses starting, and those that do
earn less money. These changes have occurred at a time when these businesses' pay-
roll taxes increased by 90 percent in 10 years.

I SOl Bulletin 8, No. 4 (Spring 1989): 105, 116.
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Since emerging from the 1981-82 recession, we have witnessed a steady decline in
the year to year increase in self-employed non-farm earnings.

In 1983, net earnings of proprietorships increased at a yearly rate of 18.2 percent.
By contrast, in 1989, sole proprietorship earnings increased by only 5.5 percent,
almost all of which is directly attributable to inflation.

Since there was an increase of 450,000 in the total number of businesses, earnings
per proprietorship actually decreased. 2

It begs the question, Mr. Chairman, is there a correlation between the increase in
payroll taxes and the decline in proprietorship profits and the decline in the rate of
new business starts?

Every time we add a new burden on business, whether it be increased minimum
wages, mandated health benefits, parental leave or increased government regulation
of any kind, it impacts disproportionately on the self-employed.

A Social Security tax reduction of 2 percent over the next two years or 4 percent
in the case of family-owned businesses in which the spouse is employed full time,
could have several salutary effects.

It could increase the self-employed firm's profitability.
It could provide funds many self-employed firms lack to provide themselves or

their employees with fringe benefits such as health insurance.
It could allow self-employed firms to pass on to customers a portion of added prof-

its in the form of lower prices and thus become more competitive.
It could strengthen and improve self-employed firms' productivity.
I would like to paraphrase a political adage coined many years ago by one of your

distinguished colleagues: "Don't tax you and don't tax me. Tax the man behindthe
tree."

In this case, Mr. Chairman, the self-employed have been behind the tree for too
long. We are often too busy just surviving and staying in business to let Washington
know how legislation impacts us. We don't usually scream. Only when the pain is
too great do you hear from us.

We are fully aware of the complexities of this issue and certainly do not take
them lightly. The self-employed accept our fair share of responsibility in helping
eliminate the continuing and unacceptable budget deficit that is sapping our nation-
al strength.

But I submit to you that the self-employed share little if any responsibility for
creating and exacerbating the deficit and should not, therefore, bear-what most
surely is a disproportionate, and in our view unreasonable, share of the burden of
trying to eliminate it.

Lessening that burden by reducing the payroll tax can do more than any-thing
else to make the fourteen million self-employed businesses in this nation more prof-
itable, more productive, more competitive and more capable of making a greater
contribution to the difficult task of reducing the deficit and restoring the integrity
and stability of our Federal finances.

It is not often that small business and the AFL-CIO stand side by side on legisla-
tion. Maybe it should happen more often. We both represent hard working people
who make too little money and pay too much taxes. The regressive nature of payroll
taxes hits both of us hard.

We thank the Committee for your interest in small business and we thank Chair-
man Moynihan for his concerns about the impact that Social Security taxes are
having on the working people of America.

NATIONAL ASSOCIATION FOR THE SELF-EMPLOYED COMPARISON SOCIAL SECURITY TAXES FOR THE
SELF-EMPLOYED 1980-1990

Years Maximum taxable Setf -em et Maximum seff-

eamings tax emlwymet tax

198 0 ...... .................................................................8........................................... $ 25 ,9 M 8 .1% $ 2 ,0 9 7.9 0
19 8 1 .................................................. ................................................................ 2 9 ,7 00 9 .3 2 ,7 6 2 .10
19 8 2 ................................................................................................................... 3 2,4 00 9 .3 5 3 ,0 2 9 .4 0
19 8 3 .................................................. ................ ....................................... ....... 3 5,7 00 9 .3 5 3 ,3 3 7.9 5
19 8 4 .................................................................................................................... 3 7 ,8 0 0 1 1.3 4 ,2 7 1.4 0
1985 ........................................................................................... ........ . ...... . 39,600 11.8 4,672.8 0
19 8 6 ......................................... ... ......................................................................1 4 2 ,00 0 12 .3 5 ,16 6 .00

2 Lichtenstein, "Measuring Self.-Employed," SBA
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NATIONAL ASSOCIATION FOR THE SELF-EMPLOYED COMPARISON SOCIAL SECURITY TAXES FOR THE
SELF-EMPLOYED 1980-1990--Continued

Year uxm UxAk Se4leo nt I mazmu sil.
___u_ __wm_ _ tax

1987 ...................................................................................... ............... I........ 43,800 12.3 5.387.40
1988 ................................................................................................................... 45,000 13.02 5,859.00
1989 ............................................................................... . . . . . . . ............ 8,000 13.02 6,249.60
1990 ............................................................................................................... 51,300 15.3 7,848.90
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PREPARED STATEMENT OF ALAN GREENSPAN

Mr. Chairman, I am pleased to be here today to discuss the government's role in
providing retirement security to present and future generations-an issue that has
moved to the forefront of the policy debate. Senator Moynihan has introduced legis-
lation to cut payroll taxes and return social security to a pay-as-you-go basis, and
others would like to move its finances fully off-budget.

In large part, such proposals arise out of frustration with the slow pace of deficit
reduction, and they have helped to dramatize the seriousness of the current budget
situation. But I am concerned that they will ultimately be counterproductive and
hamper the efforts needed to meet our longer-term fiscal responsibilities. And, as I
hope to make clear, they will increase the difficulty of providing for the needs of an
aging population in a way that is equitable across generations. I shall address in
particular how the social security system can contribute to those objectives; this
issue was a main focus of the National. Commission on Social Security Reform in
the early 1980s. I shall also touch on the relationship of social security to the rest of
the budget and its role in the setting of overall budget goals.

I have testified often before committees of the Congress about the corrosive effects
that sustained large budget deficits have on the economy and about the way our
economic prospects in coming years will hinge on our ability to increase national
saving and investment. One factor that argues for running sizable budget surpluses
by later this decade is the need to set aside resources to meet the retirement needs
of todays working population. Although the share of the total population that is in
the labor force has risen steadily over the past few decades, that percentage will
shrink considerably after the turn of the century as members of the so-called "baby
boom" generation begin to retire. Barring a sharp upturn in the birth rate, a large
influx of immigrants, or a significant increase in the age of retirement, growth of
the labor force will slow appreciably.

The demographics are compelling. In 1960, there were twenty beneficiaries for
every one hundred workers contributing to social security; currently there are
thirty. The Social Security Administration-under intermediate economic and de-
mographic assumptions-expects that number to approach fifty by about the year
2025 and to remain at that level at least through the middle of the 21st century.

Assuming their living standards keep pace with those of the working population,
the elderly will of necessity consume a growing proportion of total output in the
future. They will finance their consumption out of private and public pensions and
by drawing down their own assets. Nonetheless, the goods and services they buy can
only come from the output of then-active workers. The allocation of production to
meet the needs of retirees necessarily will cut into what is available for consump-
tion by the rest of the population and for investment in new equipment and struc-
tures.

We can do little to change the demographic forces. We can, however, take actions
now that will help to lift the size of future output above that implied by the current
pace of capital formation and the trend in productivity. Such actions will improve
the likelihood that future workers can maintain their living standards while satisfy-
ing the retirement expectations of current workers. Your decisions will also influ-
ence how much of the burden of its retirement the baby boom cohort will shoulder
for itself and how much will fall on its children. Indeed, this is one of the few in-
stances in which policymakers have had the luxury of being able to foresee a prob-
lem that a thoughtful policy response might ameliorate. Thus far, I believe, the plan
for social security, given the conflicting political pressures, has been reasonable.

One element in the strategy is the accumulation of sizable balances in the social
security trust funds over the next few decades. As you know, before the Social Secu-
rity Amendments of 1977, the system operated, in effect, on a pay-as-you-go basis.
The 1977 Amendments set in motion an accumulation of trust fund assets that can
be drawn down as required to meet the retirement needs of today's workers. This
shift toward a funded system was given careful further consideration by the Nation-
al Commission on Social Security Reform in the early 1980s.

The deliberations of the commission identified several complex issues. They in-
cluded difficult questions of equity within and across generations and assessments of
the effects social security has on incentives to work and save. We recognized, too,
the political riskiness of accumulating large surpluses. On the whole, however, we
concluded that each cohort of workers and their employers should make contribu-
tions into a fund that, with interest, at least approached the actuarial value of the
benefits the workers will eventually receive. Notably, this requirement forces
today's workers-including the baby boomers-to pay more in payroll taxes than is
needed to cover the benefits of the relatively small group of current beneficiaries, so
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that sizable surpluses build up in the trust funds. In essence, the commission reaf-
firmed the intent of the 1977 Amendments; our recommendations were largely ac-
cepted by the Congress and hence shaped the legislation of 1983. The current struc-
ture of social security may not be appropriate in all circumstances. But, at present,
it is still the best; option.

One reason to build surpluses in the trust funds is to set aside saving, and thus to
divert part of the nation's current production away from consumption-both private
and public. Assuming, of course, that the surpluses are not offset by reductions in
the saving of households and businesses or by larger dissaving, i.e. deficits, else-
where in the Federal budget, they should boost investment and thus foster the
growth of the nation's capital stock. And with more capital per worker than would
otherwise be in place, productive capacity will be greater, and we will be better able
to fulfill our promises to the retirees, while maintaining the standard of living of
future workers.

The relationships among saving, the aggregate capital stock, and labor productivi-
ty are complex and difficult to pin down quantitatively, in part because productivity
depends not only on the amount of physical capital but on factors such as the educa-
tion and skill level of the work force and the rate of technological progress. None-
theless, I have little doubt that a larger, more modern capital stock will improve
labor productivity and hence overall real income levels in coming years.

Building surpluses in the trust funds also contributes to fairness across genera-
tions. Given the demographics, the generation after the baby boomers will have to
shoulder a fairly heavy burden to meet the retirement claims of their parents. This
burden can be ameliorated only if current workers save enough during their work-
ing years to fund, in effect, their own retirement. Saving today will not reduce the
share of GNP that will be transferred to retirees tomorrow; however, current saving
directed toward capital formation will help to ensure that overall incomes in the
future will be large enough to provide benefits to retirees without denting the stand-
ards of living of their children too deeply, if at all. The current social security
system, when used properly, has such a focus and affords an opportunity for today's
workers to lighten the burden on the workers of the next generation.

Pay-as-you-go financing does not have that focus. Rather, each year, workers and
employers contribute only enough to cover the cost of providing benefits to current
recipients and to maintain a contingency reserve sufficient to carry the system
through periods of poor economic performance. Thus, returning to pay-as-you-go
now would confer a significant windfall on the baby boomers who, in effect, would
benefit doubly from the size of their age cohort. Given their numbers, each would
make a disproportionately small contribution during his or her working years to the
retirement of their elders. Yet in retirement, each would expect to receive full bene-
fits, which could come only at a disproportionately high cost to their children. At
that time, pressures may well emerge to stretch out benefits by, for example, in-
creasing the retirement age to reflect rising life expectancies.

Linking an individual's benefits to his or her contributions has generally been
considered equitable and desirable. Under the present system, the current genera-
tion of workers and the next will face the same OASDI tax rate of 12.4 percent,
summing the employee and the employer shares. Assuming that benefits evolve ac-
cording to existing laws-and that social security revenues are set aside, rather
than used to lower other taxes or raise other outlays-the system moves in the di-
rection of actuarial soundness; it confers no windfall gains or unforeseen losses on
any particular generation. Accordingly, it offers some assurance to current and
future workers that the government will keep its promises.

Senator Moynihan's proposal cuts the OASDI tax rate to 10.2 percent of covered
wages in the 1990s. However, as his bill makes clear, with pay-as-you-go, rates will
have to rise sharply once the baby boomers begin to retire; the proposed rate for the
years 2025 through 2044, for example, is 15.4 percent. Support for the system may
well erode when the next generation is asked to take on a tax bill that their parents
were unwilling-or too short-sighted-to assume during their own working years.

The choice of financing mechanism can also influence the mix of Federal taxes.
Indeed, the increase in the share of payroll taxes in total revenues-and the regres-
siveness of these taxes-is frequently cited as a reason to return to pay-as-you-go
financing. However, looking at just the tax side presents an overly narrow view of
the relationship between sociall security and the distribution of income in the
United States. When considered from the perspective of an individual's lifetime-
and when the formula for benefits as well as contributions is taken into account-
social security clearly appears progressive.

The numbers are striking. Consider individuals who retire this year at age 65
after working forty years. All anticipate receiving a benefits annuity that equals or
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exceeds in present value terms the sum of lifetime social security contributions plus
accumulated interest. The return for low-income workers, however, is especially
great. In fact, the average minimum-wage worker can expect benefits that-relative
to contributions-are roughly 1 to two times as large as those received by persons
with above-average earnings.

In any event, although the current system assigns them a leading role in provid-
ing retirement incomes in coming decades, the trust funds are only part of the
story. In reality, the social security reserves are merely a bookkeeping entry within
the Federal sector. Ultimately, their size matters only to the extent that they lead
to smaller overall Federal budget deficits-or larger total surpluses-and thus to
higher national saving than would otherwise be the case.

At present, the contribution of the trust funds to national saving is greatly dilut-
ed by the large deficits in the rest of the budget. As long as the non-social security
deficits remain sizable, Senator Moynihan and others are correct in pointing out
that we are doing little to solve the future retirement problem. If, however, actions
are taken to bring the rest of the budget into balance, the trust funds will no longer
be financing current government consumption, but will. translate dollar-for-dollar
into national saving.

Where in the total unified budget the saving takes place-in social security or
elsewhere-is of secondary importance. What matters in terms of reaching our
longer-term growth objective is the government's net contribution to national
saving. The important policy issue in the current context, therefore, is whether any
of the major proposals regarding social security will help to achieve that goal. For
example, is the Federal Government more likely to shift toward a position of posi-
tive net saving if social security is returned to pay-as-you-go financing? Given the
large revenue loss implied by the plan, I think not.

Another proposal is to move the social security system fully "off-budget," so that
the trust funds would be excluded from the official summary budget figures and
from the setting of deficit targets. Unlike Senator Moynihan's plan, a switch in
budget accounting systems in isolation would not change the government's contribu-
tion to national saving and thus would have no direct effect on the economy. But
the proposal raises other concerns.

First, splitting off social security-or any other program-would highlight a dis-
tinction that has little macroeconomic or analytical significance. Regardless of
which numbers are reported, government saving or dissaving would continue to be
well-approximated by the surplus or deficit in the total Federal budget as currently
defined in the National Income and Product Accounts, a close variant of the total
unified budget.

Moreover, the way budget numbers are presented can influence public perceptions
of important fiscal issues and thus-for good or ill-shape the debate among policy-
makers. As a consequence, methods of accounting and presentation can play a role
in determining the size of the overall deficit or surplus. In particular, I fear that
adopting a system that draws attention to the surpluses in the trust funds might
foster the illusion that we already are putting enough money aside to meet future
obligations. Furthermore, it would tend to remove social security from the broader
fiscal policy debate.

In large part, my concerns are grounded in the analytical issues discussed earlier.
But they are compounded by a technical factor that affects the interpretation of the
commonly cited statistics on the social security trust funds. For example, the Con-
gressional Budget Office projects that the annual surplus in the OASDI trust funds
will increase from $66 billion in fiscal 1990 to $128 billion in fiscal 1995. But, as
CBO points out, fully half of the difference between those two figures is accounted
for by the interest received on the trust funds' holdings of government debt, which
is forecast to grow from $16 billion to $50 billion over that period. The latter figure
represents nearly 0.7 percent of the GNP projected by CBO for that year. Moreover,
in their report for 1989, the Social Security Board of Trustees projects that ratio to
rise to 1.3 percent of GNP by the year 2030. Such intragovernmental interest pay-
ments are both an inflow to the trust funds and an outlay from the general funds
and wash out when the accounts are consolidated. But, because they result in an
overstatement of both the saving taking place in the trust funds and the dissaving
elsewhere, they can contribute to a significant misreading of saving trends when
either part of the budget is considered in isolation.

The figures over longer time horizons are even more dramatic, magnified by the
wonders of compound interest; but the story is much the same. For example, the
Social Security Trustees project that net inflows to the trust funds-apart from in-
terest-will remain at their current level of about 1 percent of GNP over the next
twenty years, then turn sharply negative once the baby boomers retire in force.
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However, because of the surging interest payments, trust fund assets will continue
to grow for a time, reaching a peak of about $12 trillion around the year 2030. Ex-
cluding interest payments, those assets will rise to only about $3 trillion around the
year 2020 before turning down. Thus, the peak trust balance in 2030 will essentially
represent interest receipts that are offset elsewhere in the Federal accounts. While
the contribution of social security to national saving is sizable-over both the
medium and the long term-it is clearly much smaller than the conventional calcu-
lations suggest.

More generally, I fear that moving away from the unified budget concept will
impede the achievement of the sizable deficit reductions that the nation so sorely
needs. The arguments are well-known. Many of them center on social security itself
and on the inevitable pressures that would develop to expand benefits or cut payroll
taxes if the system were not subject to the discipline of an overall deficit constraint.
In the absence of offsetting changes elsewhere in the budget, such actions would
reduce national saving and over time worsen the burden oi the generation after the
baby boom.

Moreover, responsible budgeting requires a comprehensive framework for setting
priorities and assessing competing claims on national resources. That function cur-
rently is filled by the unified budget process. If deficit targets were to be set exclu-
sive of social security, they could be met-at least in part-by moving related pro-
grams into the social security account or by shifting other trust funds off the books.
Such actions would shrink the on-budget deficit but would not reduce Federal de-
mands on private saving or on credit markets.

Most important, we must not allow the choice of a budget accounting system to
divert attention from the pressing need for meaningful deficit reduction. In other
words, the Congress must take actions to set the Federal government's claim on
saving-however the budget deficit is measured-firmly on a downward track.
Making a serious commitment to eliminating the unified deficit within the foreseea-
ble future is an essential first step, and meeting that commitment will be a formida-
ble challenge. But it is just a first step. If households and businesses continue to
save relatively little, then the Federal Government should compensate by moving
its budget in the direction of greater surplus.

Let me reiterate that the source of our fundamental budget problem is the per-
sistence of enormous deficits at a time when demographic trends call for increases
in private and government saving. Undoing a social security system that is the
result of many years of careful consideration and compromise, in my judgment, will
not address our fundamental policy needs. Indeed, it could be counterproductive.

PREPARED STATEMENT OF SENATOR JOHN HEINZ

Mr. Chairman. The subject of this hearing is quite simply this: Is the Congress
going to start telling the American people the whole truth-or is the Congress going
to continue to engage in repeated annual acts of budget deficit deception by spend-
ing the Social Security reserves to mask the real size of the deficit. Pat Moynihan
calls this thievery. I call it embezzlement. He and I have sung a duet on this subject,
and I thank you, Mr. Chairman, for orchestrating this forum and providing a cap-
tive audience.

In any case, it is time for Congress to stop the Social Security skullduggery that
Congress started and which Congress continues. Congress' practice of embezzling the
future security of America's retirees is both deplorable and irresponsible. But to
stop it, we don't need to put anyone in jail-all we need to do is tell the American
people the truth.

hy is it so hard to get Congress to face up to the problem and stop it? Because
the now standard of practice of deficit deception has been legislated by the Congress
and condoned by the Congress, and the Congressional leadership does not want to
admit that Congress bears the responsibility for this scandal.

Chart 1 shows the true deficit story. This black line represents what we tell the
American public is happening to the deficit. But the truth-once we subtract the
Social Security reserves shown by the green line-is totally different. In the year
2000, while we pretend the budget is balanced, the government will actually be in
the red to the tune of $208 billion.

This is why I offered the amendment to take Social Security off-budget totally in
1983; why I held up "the Senate for two weeks to try again in 1985, and brought
this issue up in this Committee repeatedly last year. To no avail. That's why I in-
sisted that the Senate vote on the issue when the Debt Ceiling bill was on the floor
last November. And what happened? The Senate leadership was so embarrassed by



266

telling the whole truth and nothing but the truth, that the Senate leadership tried
to confuse the issue by accusing us of trying to bring the government to a halt. But
now the secret is out. And, like democracy in Eastern Europe, truth in Social Secu-
rity budgeting is an idea which cannot; be denied.

Mr. Chairman, I am grateful to get this issue on the right track, but I am con-
cerned that S. 2016-the Moynihan proposal-will wreck the entire train. The Moy-
nihan proposal, will, in my opinion, derail years of efforts to ensure that the Social
Security system remains sound, secure and on a strong foundation. I have three spe-
cific comments.

My first point, to put it plainly, is that the Moynihan proposal will almost cer-
tainly bankrupt the Social Security system in short order. This is not only my own
conclusion, it is clear from the charts and tables provided by the Finance Committee
staff. Based on an entirely plausible set of economic assumptions, Table 32 shows
that the Moynihan proposal would create annual and rapidly growing shortfalls in
the entire Old Age and Survivors program beginning in 1992 and will literally com-
pletely bankrupt the Social Security system by 1998. In short, those who support the
Moynihan plan are proposing a clear and present danger to the safety an dsound-
ness of Social Security and both its present and future beneficiaries.

Some will say that the next more optimistic set of assumptions, II B, should be
the basis for any analysis. Let's look at those II B assumptions first before we accept
them. They are:

o Inflation of exactly 4 percent every year for ten years, even if we know energy
prices will be going up and the purchasing power of the dollar, down;

* An entire decade without a recession or even an economic slowdown;
* Unemployment that never rises above 5-1/2 percent; and
o Wages that are increasing 30 percent faster than prices forever in the face of

more and tougher foreign competition from EC92 and Eastern Europe-who are we
kidding?

Mr. Chairman, these assumptions describe a world we might all dream about
living in. But, unless you believe in the Easter Bunny, there is little chance that
they describe the world we will live in. In the real world, the Moynihan pln is
nothing less than a sugar-coated poison pill for Social. Security, the equivalent of
the Medieval practice of purging the patient of disease by bleeding him to death,
and the Finance Committee's own numbers prove it.

My second concern is that the Senator's tax break for working Americans actual-
ly cuts a hole in their wallets. It's a matter of simple arithmetic. Unless we are will-
ing to increase the national debt by $55 billion next year-then what we subtract
from general revenues through a payroll tax cut, we have to make up by either
massive spending cuts or hiking taxes.

The second chart I have illustrates this point. Remember, employers and workers
pay an equal amount into Social Security each month. So half of the $55 billion in
payroll tax cuts-$27.5 billion-will go into the wallet of individuals, and half into
that of employers. In fact, this the biggest business tax cut in history. And the ques-
tion I want to ask is: if we have to raise taxes to make up any of the difference, is it
the business beneficiary of this liberal corporate largess who will pay most of the
increase, or will it be the wage earner and consumer?

Let's look at the likely strategies to recoup that money-such as Senator Hollings'
5 percent Value Added Tax (VAT) A national sales tax will shift a disproportionate
burden to individuals at the cash register. Conservatively 90 percent-or $49.5 bil-
lion-of dollars generated by a VAT tax will be paid by individuals-$1.50 in new
taxes for every $1 in tax cuts.

Or take another alternative to make up the revenue loss: increasing the gasoline
tax. Here again, 80 percent ($44 billion) of the total tax would be paid out of the
pockets of individuals, while 20 percent ($11 billion) would come from industry.

Let's look at exactly what this means for a typical worker's pocketbook. As the
next chart illustrates, a worker earning $24,000 a year will take home $240 more a
year from the Moynihan proposal. But that same worker will pay out $360 a year-in
added sales taxes or $401 a year in the way of increased gas taxes. What might
sound good to workers when they hear the term "payroll tax cut" will be, in fact, a
iax increase, what goes in one pocket will come out the other much faster.

The reason workers will lose, of course, is that exactly one-half of the $55 billion
Moynihan tax cut goes not to workers, but to business because business pays a
Social Security contribution equal to that of every worker.

And that brings me to my third point. I've said that the Moynihan plan proposes
the biggest business tax break in history-a minimum of $150 billion over five years
for every type of business from McDonalds to General Motors. It marks the first
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time we would knowingly shift a massive amount of tax burden off of business and
onto the shoulders of wage earners and consumers. The Moynihan plan is tax
reform thrown into reverse.

Mr. Chairman, we should reject the Moynihan plan because its sugar coating
hides a twin toxic menace: poison that w.ill bankrupt Social Security and burden
the many to the benefit of the few.

The best way to achieve a solution to this problem is to remove the Social Securi-
ty Old Age Survivors and Disability Income Trust funds (OASDI) from the GRH def-
icit reduction calculations just as quickly as we can.

Ci

--r/

4.0 o) Vo. 0 0 r0

00
0

L

0

00)

__ _ 0
&4WmL M eon% 0)



HOW CONSUMERS/WORKERS LOSE
With pay-as-you-go

(Dollars in Billions)

Proposed Tax Cut Tax Increases to Offset
49.5

27.5 27.5 I 0£

11 W-1ei We r 11

1 % of Payroll 5% Sales or
VAT Tax

55c Motor
Fuels Tax

m



HOW MUCH DO CONSUMERS/WORKERS LOSE?
Annual Dollar Amounts
for Average Wage Earner
($24,000)

$360

$401

,. - m..II .

$240

Payroll
Tax Cut

Sales or
VAT Tax

Motor Fuels
Tax



270

PREPARED STATEMENT OF PAUL R. HUARD

I am Paul R. Huard, Vice President of the Taxation and Fiscal Policy Department
of the National Association of Manufacturers. I appreciate the opportunity to
present to the Committee on Finance the Association's views on proposals to roll
back recent increases in Social Security payroll taxes. The main proposal under con-
sideration is a bill introduced by Senator Moynihan, which would reduce Social Se-
curity payroll taxes by about $7 billion this year and by $55 billion or more in each
subsequent year. Unless otherwise noted, my comments today will be directed at
Senator Moynihan's proposal.

NAM opposes the reduction of Social Security taxes from current levels. As you
know, the rates currently in effect were adopted in 1983 as part of a bipartisan com-
promise intended to ensure the adequacy of Social Security retirement benefit fi-
nancing weli into the next century. Among the effects specifically contemplated in
the 1983 plan was that, for at least several decades, Social Security tax receipts
would exceed the amounts needed for current benefit payments. This imbalance
would permit the accumulation of surpluses which would ultimately be drawn down
to pay benefits when the so-called "baby boom" generation begins to retire early in
the next century.

NAM was a strong supporter of the 1983 Social Security financing reforms and we
do not believe those reforms should be dismantled. In our view, the large payroll tax
reductions being considered would inevitably lead to one or more of the following
results:

(1) subsequent reduction of Social Security benefits;
(2) large increases in the Federal budget deficit; or
(3) large increases in other Federal taxes.

NAM believes all of the foregoing outcomes are undesirable. Given political reali-
ties, a benefit reduction seems highly unlikely for the foreseeable future. I will
therefore address the balance of my remarks to the deficit and tax issues.

NAM believes that further reductions in the Federal budget deficit, leading even-
tually to a balanced budget, should rank among our highest national policy prior-
ities. Deficit reduction is essential if we are to bring interest rates down, lessen our
dependence on foreign capital and increase net U.S. Savings. In our view, this can
best be achieved by gradual restraint in the growth rate of Federal expenditures,
without tax increases. If, however, Social Security taxes are reduced in the manner
proposed, there will be a significant increase in the size of the Federal deficit in
1901 and later years. Unless offset by spending cuts or increases in other taxes, the
higher deficits would make the proposed Social Security tax cuts self-defeating. This
is because we believe the resulting increases in the deficit would trigger higher in-
terest rates and renewed inflation which would soon wipe out the $3 or $4 weekly
increase in most workers' take-home pay.

We do not, however, believe Congress is very likely to tolerate increases in the
Federal budget deficit of the magnitude of $55 billion or more annually. For this
reason, we believe the likeliest outcome of the proposed reduction in Social Security
taxes would be immediate pressure for offsetting increases in other Federal taxes,
most notably income taxes.

The history of the past decade clearly suggests to us that, when seeking additional
tax revenues, the current preference of Congress is to turn first to U.S. business cor-
porations. NAM believes this is completely unjustified, since corporations are al-
ready heavily overtaxed relative to individuals, paying Federal corporate income
taxes, for example, at an effective rate which is roughly triple the effective rate
paid by individuals. Further increases in corporate taxation will only worsen the al-
ready difficult situation faced by our members in trying to compete in a global econ-
omy where most of our trading partners maintain tax systems that are much more
hospitable to their domestic companies.

Finally, we believe retention of the present Social Security tax structure is desira-
ble for another reason. In the past decade, Congress and the Administration have
made significant changes in U.S. tax laws on a nearly annual basis. What U.S. tax-
payers, in particular business taxpayers, desperately need at this point is stability
in the Federal tax system, enabling them to do i-ational business planning on a long-
term basis. Dismantling a tax structure that is barely seven years old, and which
when adopted in 1983 was supposed to be good for at least fifty years, would further
reinforce the perception of many taxpayers that the period of time any major seg-
ment of U.S. tax law can be counted on to remain in effect is often measured in
months, or at best a few short years.
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This concludes the Association's prepared remarks. I would be pleased to address
any specific questions any members of the Committee may have.

PREPARED STATEMENT OF GARY HUFBAUER

SUMMARY

Mr. Chairman, seldom does a bill so dramatically alter the political landscape
that it promises to correct a major malfunction in our nation's public finances. The
proposal sponsored by Senator Moynihan, S. 2016, is one of those rare bills.

My statement can be summarized as follows. There are four good arguments for a
pay-as-you-go approach to Social Security financing. There are two strong argu-
ments for a save-the-surplus approach to Social Security financing. There is only
one argument-and it is a bad argument-for the present bogus approach to Social
Security financing.

In graphic terms, my thesis is summarized in Figure I. Pay-as-you-go would be
good public policy; save-the-surplus would be good public policy; bogus funding is
bad public policy. Unfortunately, the United States has long wallowed in the trough
of bad policy. Senator Moynihan's bill would move our nation out of that trough.
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Figure I

ARGUMENTS FOR PAY-AS-YOU-GO

By pay-as-you-go, I mean a system in which current Social Security receipts

match current benefits, with a cushion of one to two years reserves. In this system,

today's workers pay for the benefits received by retired and disabled workers. Sena-

tor Moynihan's bill would return Social Security to a pay-as-you-go system. There

are four good arguments for pay-as-you-go.

1. Labor Supply. Social Security is essentially financed bD a tax on labor. Half the

tax is paid by the employee and half is paid by the employer; but since the total

amount of tax (12,4% is directly proportional to the amount of wages (up to roughly

the first $51,000 of wages) it all represents a tax on labor services. A tax on labor
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reduces the number of people employed, and it reduces the working hours of those
who are employed. No one knows how much productive output and employment is
lost on account of this tax, but it is; substantial.

One scholar of the social security system, Michael J. Boskin (now Chairman of the
Council of Economic Advisors) has summarized his research in these words: 1

The empirical results are striking: we estimate (quite precisely) substan-
tial own and cross prire elasticities for Current and future consumption and
labor supply... we also strongly reject the hypothesis that social security
had no effect on factor supply.

In plain language, Boskin believes that Social Security taxes reduce employment
in the American economy. Moreover, according to Boskin, the U.S. tax system, in-
cluding Social Security, is especially harsh on female labor participation. 2

Since a return to pay-as-you-go would entail lower tax rates, the detrimental
impact on the nation's labor supply and employment would be correspondingly less-
ened. Perhaps a million new jobs would be created.

2. Tax Fairness. Based on casual observation, my guess is that the United States
operates the most regressive tax system of the major industrial nations. The Senate
Finance Committee might well ask the Joint Committee on Taxation or the Con-
gressional Research Service to contrast the progressivity of the U.S. tax system with
the systems of its principal industrial competitors Japan, Germany, France, Italy,
United Kingdom, and Canada-to ascertain the present situation, tax-by-tax. Cer-
tainly in none of the other countries can top executives and entertainers earn mil-
lions of dollars of annual compensation and pay tax at rates of only 30 to 35 per-
cent.

A major factor in the regressive quality of the United States tax (structure is the
large role played by Social Security taxes, which now account for some 36 percent of
total Federal receipts. Tax fairness argues that this percentage should be reduced.
Pay-as-you-go means lower Social Security taxes here-and-now, thereby contributing
to tax fairness.

3. Moral Hazard. Judging from the experience of the late 1980s, and projections
into the early 1990s, a departure from pay-as-you-go confronts the Federal Govern-
ment with an almost irresistible moral hazard to finance its operating deficit
through the Social Security surplus. Correspondingly, the Social Security surplus
yields no net addition to national savings. Instead, discipline is removed both on the
tax side and the spending side of the Federal ledger.

4. Danaer of Back Door Industrial Policy. The final argument for pay-as-you-go is
that its converse, save-the-surplus, would create such an enormous financial surplus
that all outstanding Treasury debt would soon be acquired by the trustees of the
Social Security system. The Administration and Congress would then be tempted to
embark on various types of misguided industrial policies as a way of investing the
surplus. The outcome would be a sharp deterioration in the social productivity of
the nation's capital stock. This argument has been forth with special vigor by Paul
Craig Roberts.3

To me, the answer to these concerns is straightforward. In the first place, under
the most optimistic save-the-surplus scenario, the Social Security surplus could be
entirely absorbed by buying existing Treasury debt obligations until the year 2005.
In the meantime, the following steps can be taken:

e Create a Social Security Trust Board, with comparable independence and stat-
ure as the Federal Reserve Board. Ensure that the appointees are men and women
of proven talent in managing pension funds, mutual funds, and the like.

* Enable the Board to diversify gradually the holdings of the trust fund away
from Treasury securities into non-voting corporate stocks, bonds, and other financial-
instruments.

There is no call whatsoever to "privatize" Social Security. "Privitization" is simply
code language for slashing the Social Security benefits of low income Americans.

ARGUMENTS FOR SAVE-THE-SURPLUS

By save-the-surplus, I mean Lhe accumulation of the financial surplus that results
from the present Social Security tax rates 6.2 percent each on employer and employ-
ee from 1990 on-and no offsetting operating deficits in the Federal budget. Under a
save-the-surplus approach, accumulations in the Social Security trust fund would
contribute to national savings. There are two strong arguments for save-the-surplus.

1. Social Security Diminishes Personai Savings. The first argument is that each
household, contemplating the prospect of its future Social Security benefits, tends to
save less for its future retirement and disability needs than it otherwise would. This
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would not be a national problem if greater public savings (in the Social Security
trust fund) were accumulated to offset smaller private savings. But it is a problem
when the Social Security surplus is consumed by Federal operating deficits. In that
case, total national savings are depressed by the existence of the Social Security
system.

There has been considerable debate on the magnitude of the adverse impact that
Social Security exerts on private savings. The debate has been summarized by Mi-
chael J. Bookin: 4

.- my interpretation of the econometric evidence to date is as follows:
There is modest proof that social security has had a direct effect in depress-
ing private savirgs; the evidence, however, is far from conclusive . . . A
good working hypotheses would place the substitution between 25 and 50
cents per dollar (of "social security wealth," i.e. the present value of expect-
ed future Social Security benefits to which the working population is enti-
tled].

In other words, Boskin thinks that households may reduce their own savings effort
so that their retirement "nest egg" is reduced by as much as 50 cents for every
dollar they expect to receive from Social Security.

2. Low National Savings Rate. Quite apart from whatever impact that Social Se-
curity exerts on national savings, it is clear that the U.S. savings record is dismally
low compared to our industrial competitors. On a year-to-year basis, there is a
strong link between the national savings rate and the current account deficit in our
balance of payments. Thus, a higher national savings rate would go far to reduce
the external deficit.

Over a period of years, the national savings rate is a key determinant of national
capital formation. In turn, capital formation critically shapes national productivity
and competitiveness. The slipping American position in the ranks of industrial na-
tions can thus be traced directly to our low national savings rate.

With this in mind, serious government action to boost the national savings rate
would be most welcome. A save-the-surplus approach to Social Security would be
just such a measure.

On balance, the arguments for save-the-surplus strike me as more persuasive than
the arguments for pay-as-you-go. That reflects my perception that U.S. competitive-
ness in the international arena is our number one economic problem. But it is quite
impossible to save the surplus without decisive Presidential leadership.

Presidential leadership means cutting the operating deficit now, not after 1993.
The Administration's Social Security Integrity and Debt Reduction Fund is, at best,
a fancy prescription with a preposterous name for procrastination. A cut in the op-
erating budget requires hard actions today, not bookkeeping promises tomorrow. If,
for example, the Administration proposed a surtax on families earning more than
say, $200,000, to take effect automatically if the Federal Government incurred oper-
ating deficits after 1993, then the Administration's counter-proposal to S. 2016,
might; be taken seriously. But the Administration seems singularly disinterested in
sponsoring policies that would convincingly save the surplus. Faced with thLs reali-
ty, a return to pay-as-you-go is the best possible outcome in the current political cli-
mate.

To be sure, according to the Congressional Budget Office, S. 2016, would increase
the unified budget deficit-that is, the operating deficit plus trust funds-by the fol-
lowing amounts

[8IEkoms of d*-vcsj

990 1991 1992 193 1994 1995

$4.5 $39.7 $57.5 $65.8 $74.6 $83.9

Precisely this sort of fiscal shock seems necessary to alter the Administration's com-

placent attitude toward our nation's public finances.

ARGUMENT FOR BOGUS FINANCING

The present system of Social Security financing can be rightly called bogus fi-
nancing. While the tax rate of 12.4% is supposed to generate very large surpluses
over the next several decades, the Administration's spend-as-you-go approach to the
Federal budget threatens to consume the entire amount. There will be no net addi-
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tion to the nation's capital stock. National savings will remain low. The surpluses
will exist on paper only, not in the reality of the American economy. There is, of
course, only one argument for bogus financing: it is the least difficult way, in politi-
cal terms, to meet the Gramm-Rudman-Hollings targets. It is the easiest way to
postpone serious consideration of tax fairness and national competitiveness. It is
classic muddling through. This argument is unworthy of the United States.
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PREPARED STATEMENT OF CALVIN P. JOHNSON

Mr. Chairman, members of the Committee, I am pleased to have the opportunity
to share with you the AFL-CIO's views on financing Social Security.

This hearing is timely, because once again events have called into question the
long-term health of the system. However, unlike the dire situation in the early
1980s, when the contingency reserve plunged to a dangerously low level of only 8
weeks of benefits; at present, concern centers around the program taking in too
much money and having its surpluses used to substitute for general taxes in meet-
ing the Federal government's current operating expenses. This situation does noth-
ing to increase national savings and improve investment to help us meet the needs
of future retirees. Moreover, it continues to mask deficits that have been exacerbat-
ed by unwise spending and revenue policies.

Once again, it is time for Congress to take steps necessary to prevent a crisis of
confidence in the system. We believe that you should seriously consider Senator
Moynihan's proposal to reduce the Social Security payroll tax, returning to pay-as-
you-go financing, provided two conditions are met: (1) Protections must be added to
ensure that an adequate threshold of assets is maintained in the system before any
changes in financing are made; and (2) Measures must be taken to avert massive
cuts in Fedeal programs, once the trust fund's surplus revenues are removed from
the deficit calculations under the Gramm-Rudman-Hollings law.

I would like to explain our rationale for this position.

SOCIAL SECURITY AS A SAFETY NET FOR FAMILIES

At present, 39 million senior citizens, surviving spouses and dependent children
receive Social Security benefits each month, making it a true safety net for Ameri-
can families. While 92 percent of the elderly receive benefits, retired workers com-
prise slightly less than two-thirds of the beneficiary population. Spouses and chil-
dren account for 30 percent of beneficiaries, and the disabled account for 7 percent.

In 1987, Social Security was the major source of income (at least 50 percent) for 61
percent ofbeneficiaries. Social Security provided almost all of the income (90 per-
cent) for 25 percent of beneficiaries and, for 14 percent of beneficiaries, Social Secu-
rity is the only source of income.

THE 1983 SOCIAL SECURITY COMPROMISE

Prior to 1970, there were enough reserves in the Social Security trust fund to fi-
nance a year's worth of benefits. By 1976 reserves had dipped to 57 percent. By
1982, reserves had fallen to a dangerously low level of 15 percent. This precipitated
a major crimi3 of confidence in the system and lead to the bipartisan compromise
legislation that moved the system to partial reserve financing, sufficient to pay ben-
efits over the next 55 to 60 years. At the end of that period, under present projec-
tions, the trust funds would be exhausted.
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While the action taken to put Social Security back on firm financial footing was
prudent at the time, it is time-to evaluate whether the current financing method is
adequate for the long-term. In their 1983 report, the members of the Commission on
Social Security Reform made it clear that they favored a fund buildup that would
increase the national savings rate and, through investment, produce a larger pool of
goods and services in the future. Unfortunately, this has not happened; nor is it
likely to happen in the near term, because the Social Security surpluses are being
use to offset the deficit in non-Social Security programs.

In our view, we should not continue to rob Peter to pay Paul by borrowing from
Social Security to cover the Federal government's operating expenses. While we
strongly believe that the current system is appropriate for financing a social insur-
ance program, it is a totally inappropriate mechanism for financing other Federal
responsibilities.

THE RELATIONSHIP BETWEEN SOCIAL SECURITY AND THE BUDGET

The AFL-CIO is very concerned that the growing OASDI reserves do not repre-
sent true government savings, as anticipated by the National Commission on Social
Security Reform. Instead, these surpluses are being loaned to the Treasury to meet
current- obligations in non-Social Security programs.

While the Treasury still must repay what it borrows from the trust fund, this
practice of offsetting deficits does nothing to encourage the investment necessary to
expand our future economy. In addition, by masking the true size of the deficit, this
only forestalls serious efforts to confrontthe-deficit problem.

On the other hand, removing Social Security surpluses from deficit calculations
without addressing the underlying budget issues could produce higher interest rates
and/or crippling cuts in essential Federal programs.

IS THE SOCIAL SECURITY SYSTEM REGRESSIVE?

Within recent months two key issues about the nature of the Social Security
system have surfaced: (1) whether the tax on earnings is an appropriate method of
financing the social security program, (2) whether the social security tax is appropri-
ate to finance the Federal government's non-social security expenses.

Since Social Security's benefits formula provides higher replacement of earnings
for lower paid workers than for higher paid workers and, in addition, the earned
income tax credit provides targeted relief to poor working families, we believe that
the financing system is a fair one.

On the second issue, at present, 7 percent of the population has income which ex-
ceeds Social Security's maximum level of taxable earnings. Moreover, capital is not
taxed for Social Security purposes nor is income from capital. Therefore, while
Social Security is a progressive social insurance program, compared to general
taxes, it is a regressive way to finance government operating expenses.

From 1980 to 1988, Social Security as a percent of total Federal tax levies, rose by
23 percent. By contrast during the same period personal income tax and corporate
tax receipts declined by 6 percent and 23 percent, respectively.

IS THE SOCIAL SECURIrY PROGRAM ADEQUATELY SERVING BENEFICIARIES

The AFL-CIO is very concerned about whether or not the Social Security Admin-
istration (SSA) has the staff resources necessary to properly administer all of its
programs. Concerns have surfaced in many quarters about the quality of services
now being provided. At present, SSA is working with a staff that has been reduced
by almost 30 percent over a 5 year period. This downsizing has lead to serious prolb-
lerns in a number of key areas, including the following:

" posting of earnings
" beneficiary appeals
" disability applications
" service provided by field offices
" employee moral

Funds for the administration of Social Security come from the Social Security
trust funds. Congress must take steps immediately to assure that enough money is
being allocated to obtain the staff necessary to provide high quality services to bene-
ficiaries.

As part of the process of protecting Social Security, we would recommend estab-
lishing a separate Social Security agency administered jy an independent board.
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CONCLUSION AND RECOMMENDATIONS

The Federation would like to offer a six point plan for your consideration.

1. Continue the present financing system until the Social Security trust fund sur-
plus reaches 125-150 percent.

2. Once this cushion is reached, reduce the payroll tax to a level that would
return to a pay-as-you-go financing system with the 125-150 percent contingency re-
serve.

3. Remove the Social Security trust fund surplus from deficit calculations under
the Gramm-Rudman-Hollings legislation.

4; Lengthen the time period, over which deficit reduction would occur or raise rev-
enue by making the income t4x system more progressive.

5. Create a separate Social S-cdrity agency administered by an independent three
person board.

6. Provide a level of staffing necessary to assure that beneficiaries receive high
quality services.

Congress will need to move with deliberate speed to protect the integrity of the
Social Security system. The nation has a fiduciary duty and philosophical commit-
ment to the program. Our citizens deserve nothing less than a sound financing
system, which uses assets for Social Security and Social Security alone.

PREPARED STATEMENT OF SENATOR ROBERT W. KASTEN, JR.

Mr. Chairman and Members of the Committee, I thank you for this opportunity to
present my legislation to cut the payroll tax on working men and women, preserve
the integrity of the Social Security program and restore honesty to the Federal
budget process.

Two years ago, then-Representative Jack Kemp and I proposed payroll tax cuts as
part of an omnibus jobs-and-economic/growth package called the 'Plant Opening"
bill. We were right back then. The tax increases were not needed.

The case today is even more compelling-
The working men and women of America need a tax cut.
A tax cut would help the economy and create new jobs.
And-after all-we re only using excess payroll tax receipts to mask the true di-

mensions of the budget deficit.
The Social Security tax is now imposing a larger burden on the average taxpayer

than the Federal income tax. A full 74 percent of all taxpayers pay more in com-
bined payroll taxes than they do in income taxes. The impact on America's family
budget has been devastating:

a From 1955 to 1988, the tax burden on Americans rose twice as fast as their
income (see Chart I).

* In 1955, a median-income family of four paid Federal taxes at the rate of 9 per-
cent per year.

1n 1970, they paid 16 percent. In 1988, they paid 24 percent.
The chief culprit in this 35-year-long tax hike has been the payroll tax, which has

skyrocketed from 4 percent in 1955 to 15.3 percent today-a nearly 400 percent in-
crease (see Chart 2).

Today, the maximum Social Security tax for working families is a whopping
$3,180.

Some have argued that today's tax system is somehow more regressive because of
the Reagan-Kemp-Roth tax cuts in 1981 and the bipartisan tax reforms in 1986. But
the exact opposite is true: The top 5 percent of American taxpayers paid a greater
share of Federal income taxes during the 1980s than in the past, and middle- and
lower-income Americans paid a lesser share. (see Chart 3)

The Reagan tax cuts resulted in income tax savings of $2,656 in 1988 for the
median income two-earner family of four (see Table 1). The 1986 tax reforms re-
moved 5 million low-income workers from the income tax rolls-and that's why the
payroll tax now accounts for such a disproportionate share of the tax burdeii borne
by these Americans.

While we've made great progress in cutting the income tax burden on middle-
income Americans since 1980, some of those savings have been eroded by the simul-
taneous 22 percent increase in the payroll tax burden. In effect, we have given with
one hand and taken away with the other.

The American family is still overtaxed. Washington continues to take a big slice
out of the American worker's paycheck-leaving a thin slice for his family to buy



277

that first home, pay for decent child care, and save for the future. We're widening
the gap between what Americans earn and what the government lets them keep-
and that's unacceptable.

America's retirees have children and grandchildren who are now raising families,
paying mortgages and saving for retirement security as they did when they were
young. The difference is that today's tax burden has made it harder for their chil-
dren and their grandchildren to make ends meet.

That's why I believe that millions of America's senior citizens will support a pay-
roll tax cut for their children, despite the opposition of the 38-member legislative
council of the American Association of Retired Persons (AARP).

The economic argument for cutting this tax is compelling. These payroll tax hikes
hurt businesses and workers by increasing labor costs and reducing take-home pay.
Because of international competition, American businesses are forced to reduce the
number of workers they emp oy. And this tax is especially burdensome on Ameri-
ca's small business men and women, many of whom are self-employed and have to
pay both portions of the FICA tax.

And-as usually happens when bad economic policy is enacted-the chief victims
are those at the bottom of the economic ladder. In addition to reducing low-skilled,
entry-level job opportunities, the payroll tax hikes reduce work incentives.

One of the reasons welfare recipients have been discouraged from taking entry-
level jobs is the high Federal tax on their first dollar of earnings. It may not make
economic sense for a welfare mother with four children to take that entry-level job
paying $15,000 when the government takes away $2,600 in taxes (including the em-
ployer's share of the FICA tax). We need to make entry-level jobs more attractive to
welfare recipients.

According to a recent study by the Institute for Research on the Economics of
Taxation (IRET), the Social Security tax hikes of 1988 and 1990 will increase the tax
burden on working Americans by $500 billion over the next 15 years-costing the
economy an estimated 500,000 jobs and reducing GNP and capital stock by $100 bil-
lion. By contrast, IRET estimates that every dollar of reduction in Social Security
taxes would expand economic output by 68 cents.

In short, the tax increase will have a negative effect on economic growth.
So I agree in principle with the payroll tax cut approach Senator Moynihan has

proposed. I think nonetheless that there is substantial room for improvement in his
proposal. I recently introduced a payroll tax cut bill, S. 2052, the Social Security In-
tegrity and Tax Reduction Act of 1990.

My bill would reduce the 1990 Social Security tax on both employers and employ-
ees from 6.2 percent to 5.9 percent, and further reduce the rate to 5.6 percent in
1991 and 5.3 percent in 1992.

The result is an annual tax cut of up to $519 per worker in 1992 (see table 2).
Allowing Americans to keep more of their hard-earned money would give the

economy a shot in the arm and boost private savings and investment. IRET esti-
mates that by the year 2000 my tax cut plan would:

-add between 450,000 and 920,000 new jobs;
-raise GNP by almost $300 billion; and
-increase the capital stock by $180 billion.

A tax reduction to 5.3 percent tax rate provides a reserve "cushion" in the trust
fund to protect benefits in the event of an economic downturn. The Social Security
Administration estimates that, under my bill, the OASDI reserves would rise to 102
percent (one year's benefits) in 1992, 123 percent in 1996, and 150 percent in 2000
(see table 3).

It's also time we leveled with the American people about the true size of the Fed-
eral budget deficit. Using the Social Security tax surplus to cover the general govern-
ment deficit is dishonest and irresponsible. My bill takes Social- Security out of the
budget, extends the Gramm-Rudman process in the out-years so that we can achieve
a balanced operating budget by 1997.

Mr. Chairman, this is a plan that can unite all Americans Republicans and Demo-
crats, young and old, business and labor. Cutting the payroll tax is supported by
groups across the political spectrum, from liberal groups like the Institute for Policy
Studies and the Progressive Policy Institute to conservative groups like the Heritage
Foundation, Citizens for a Sound Economy and the American Conservative Union.

Business groups such as the National Federation of Independent Businesses and
the U.S. Chamber of Commerce have endorsed a cut in the payroll tax. And the
AFL-CIO supports a payroll tax cut that maintains 125 percent to 150 percent of
OASDI reserves; takes Social Security out of the budget; and adjusts Gramm-
Rudman to lengthen the time period over which deficit r auction should occur-all
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of which my bill would do. I am hopeful that the AFL-CIO and other labor union
groups will endorse my bill.

Mr. Chairman, numerous objections have been raised to the concept of cutting
payroll taxes. These objections have varying degrees of merit. Some are false; others
contain a grain of truth; and still others are very serious indeed.

The loudest objection-that a payroll tax cut would reduce benefits to retirees-is
simply false. In fact, some are trying to turn this into an issue of generational war-
fare, turning our young people against our senior citizens and vice versa.

Make no mistake: With or without this tax cut, Social Security will be solvent for
at least three decades-according to Social Security Administration projections. A
payroll tax cut should be viewed as an opportunity to unite the generations behind
the common goals of tax reduction and economic growth.

I believe we have a compact between generations, but that compact does not pro-
vide for tax increases in the name of Social Security which only serve to mask the
Federal deficit.

A more serious objection is that the payroll tax cut will result in a sizable in-
crease in the deficit, completely throwing off the Gramm-Rudman deficit reduction
process and leading to higher interest rates.

I'd like to put this deficit issue in perspective. The Congressional Budget Office
projects that in Fiscal Year 1992, the deficit will be only 2.15 percent of GNP. When
finally phased in, my tax cut plan would increase the FY 1992 deficit by $39 billion,
or 0.62 percent of GNP-resulting in a deficit that is 2.77 percent of GNP. As re-
cently as 1983, the deficit was more than twice that high-or 6.3 percent of GNP.
While it's clear that we have to do more to bring the deficit down, we are in fact
making some progress.

To be sure, payroll tax cuts lose revenue-but the resulting increase in the deficit
will be at least partially offset by the dynamic impact on the economy from in-
creased economic activity, lower labor costs, and greater competitiveness.

Mr. Chairman, in 1983 Social Security was broke and Congress acted in a biparti-
san manner to fix it.

The goal of the 1983 amendments was to solve the immediate financial -risis-
and to preserve the Trust Fund's actuarial balance. But as Senator Bentsen pointed
out the other day, there was little if any Congressional debate on the merits of pay-
as-you-go vs. partial funding to achieve this actuarial balance. Let me quote from a
new Congressional Research Service report:

"An examination of the record of the committee proceedings leading up to
the 1983 amendments, and the earlier deliberations of the National Com-
mission on Social Security Reform will show only passing references to the
possibility of future surpluses. No record exists showing that Congress seri-
ously considered building a fund or how such a fund would actually save
resources."

At that time, no one expected the surplus to rise this quickly. The 1983 House
Ways and Means Committee projected that reserves would rise to 38 percent in 1990
under I-B projections. But today the reserves have grown twice as fast as expect-
ed-rising to 75 percent. It is misleading to assert that the current surpluses were
debated, agreed to, and fully anticipated by Congress. They were not.

Defenders of the 1983 Social Security reforms have also argued that the growing
tax surplus should be used to retire the Federal debt; they think this would increase
national savings and economic growth-thus ensuring a healthy Social Security
system and reducing the tax burden on tomorrow's workers. But a $3.2 trillion tax
burden-and that's how much the excess payroll tax will take from workers over
the next three decades-will have the opposite effect: It will reduce GNP growth,
reduce private savings, and lead to distorted economic decisionmaking.

Economist John Cogan reports that throughout history large Social Security sur-
pluses have always been spent-not saved. In 1939, Congress abandoned the policy
of building large reserves in response to mounting public criticism that the funds
were being used to finance other government spending.

The only way to truly increase national savings and economic growth is to reduce
the overall government burden on the economy. That means holding the line on
Federal spending until the Federal debt stops increasing and actually begins to de-
cline as a percentage of our Gross National Product.

We need a three-pronged approach to spur savings, investment and economic
growth. First, we have to reduce the capital gains tax, which unlike a payroll tax
cut would actually increase revenues to the Federal Treasury while also sparking
economic growth. Second, we also need to encourage private savings through tax in-
centives such as the President's Family Savings Act and IRAs. And third, we must
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cut the payroll tax for working families so that they will have extra money to save.
The President's Savings and Economic Growth Act will be complete with a pro-
growth cut in the payroll tax.

The bottom line is this: The central choices about the nation's economic future
must be restored to the American family. That ought to be the goal of any intelligent
and far-sighted economic policy.

To summarize, let's cut the payroll tax-to boost the income of the average Amer-
ican. Let's take Social Security off budget-to protect benefits for America's retir-
ees. And let's mandate a balanced budget by 1997-to restore fiscal responsibility to
the Federal government.

We have a historic opportunity to strike a blow for today's middle- and lower-
income Americans, and for tomorrow's retirees as well.

I look forward to building a bipartisan coalition to cut the payroll tax.
Thank you.
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TABLE 2- L-Income Tax Reductions: Cunent Law Versus 1980 Law, Median Income One-
Earner and Two-Earner Families of Four

Median income one-earner Median income two-earner
family of four family of four

Year Taxes under Reduc- Taxes under Reduc-
tions tions

Income Current 1980 under Income Current 1980 under
current currentta la

tax law, tax law law' tax law' tax law cawn

I I, 11 a

1980 ....... ......................................
1981 .............................................
1982 .............................................
1983 .............................................
1984 .............................................

1985 .............................................
1986 .............................................
1987 ............................................
19882 .....................

$20,429
21,690
22,777
23,885
25,561

25,849
28,388
29,654
30,863

I "Current tax law" refers to the law in effect
2Estimated.
Sources: Department of Labor (median income

$2,081
2,266
2,217
2,183
2,295

2,284
2,591
2,389
2,626

$2,081
2.295
2,487
2,691
3,003

3,087
3,574
3,840
4.106

$0
29

270
508
708

803
983

1.451
1,480

$25,669
27,803
29,316
30,581
32,549

34,469
35.336
38.022
39,572

$2,2272,605
2,333
2,150
2,313

2,541
2,598
2.456
2,737

$2,2272,648
2,970.

* 3,236
3,670

4,129
4,353
5,009
5,393

L ____________ ____________ ____________

in year shown.

data) and Office of Management and Budget.

$0.43
637

1,086
1.357

1,588
1,755
2.553
2,656
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PREPARED STATEMENT OF GWENDOLYN S. KING

Mr. Chairman and members of the Committee: I am pleased to be here today to
discuss Social Security financing and the continued long-term health of the pro-
gram. On Thursday, Mr. Darman and other experts will be addressing the questions
you raised in announcing these hearings concerning the economic aspects of the
trust fund buildup and the effects of budget deficits.

There has been intense public discussion in recent weeks on the Social Security
trust funds, payroll taxes, and related issues. The quality of this discussion will be
enhanced by the participation of a well-informed public.

I believe the public needs to be fully aware of the current health of Social Securi-
ty and its reserves. Social Security's current and future beneficiaries also need to
know the full implications for the program that are inherent in current legislative
proposals.

The Bush administration and the Congress share a solemn commitment to protect
and preserve Social Security. We want to assure its continued solvency. We are de-
voted to protecting the long-term integrity of the Social Security system. We want
to build even greater public confidence in the system. We each seek to uphold a pro-
gram that has served millions of Americans well for over five decades.

EFFECT OF 1983 AMENDMENTS ON SOCIAL SECURITY FINANCING

As we discuss these issues, I think it is important to keep in mind the history of
Social Security financing during the last decade, a cha ter,, I might add, written by
most of you on this Committee. Just 7 years ago, SociaFSecurit trust fund reserves
were nearly exhausted, and the program stood on the brink of defaultin on its com-
mitments. Retirees feared their benefit payments would be disrupted and many
workers, especially younger workers, lost confidence that they would receive Social
Security benefits when they reached retirement.

Public opinion polls taken at that time reveal that public confidence in the pro-
gram was seriously eroded, to the extent that only one-third of the public expressed
confidence in the system at the beginning of the 1980's. Since the financing crisis
was resolved in 1983, public confidence in the program, which depends in large
measure on the public's perceptions about the soundness of Social Security financ-
ing, is on thi rise.

This remarkable turnaround is attributable in large measure to the courageous
action of the bipartisan national commission on Social Security reform, on which, I
should note, four members of this Committee-Senators Dole, Armstrong, Heinz,
and Moynihan-served. Their recommendations laid the foundation for the 1983
Social Security amendments, which have brought us to where we are today.

Today, Social Security is financially sound. Trust fund reserves will increase by
about $68 billion this year and are projected to grow consistently over the next four
decades. Reserves are expected to surpass $1.5 trillion by the turn of the century
and to reach nearly $12 trillion at their peak, around 2030.

Last month, Social Security marked its 50th anniversary of paying benefits, on
time and in the right amount, to those who depend on them. The program that
issued Ms. Ida Mae Fuller the very first benefit check 50 years ago now serves
nearly 40 million Americans each month. We can be proud of the role Social Securi-
ty continues to play in the lives of so many people, especially America's most vul-
nerable citizens. Much of the credit for the program's achievements belongs to you,
your colleagues, and your predecessors.

CONCERNS ABOUT MISLEADING INFORMATION

The scheduled buildup of Social Security trust fund reserves has a specific pur-
pose-to help finance Social Security benefit payments to today's workers when
they reach retirement.

In our pursuit of the best policies to achieve that objective, however, I would offer
one word of caution. We must be careful to conduct our discussions in a way that
promotes the best interests of the Social Security program. An unfortunate byprod-
uct of the current discussions is the spread of a good deal of misleading information
about Social Security. I am especially concerned about statements describing trust
fund investments as worthless IOUs which future generations might not honor and
distorted discussions about the regressivity of the Social Security tax. These argu-
ments are wrapped in half-truths and both cause unnecessary and unjustified con-
cerns in the public psyche.

With respect to trust fund investment policy, as you know, section 201 of the
Social Security act requires that the trust funds be invested only in obligations
issued or guaranteed by the united states government. As such, these investments
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are backed by the full faith and credit of the united states, the same guarantee that
stands behind the savings bonds and treasury bills and notes held by millions of
Americans.

The law restricts trust fund investments to government obligations, because they
are simply the safest form of investment. Undersandably, safety is the foremost
consideration in investing the assets of the nation's primary means for providing
economic security against the loss of earnings that occurs when workers retire,
become disabled, or die.

Those who fan the flames of public uncertainty about the Social Security system
by claiming that earned benefits will not be available when our workers retire are
performing a terrible disservice to the public.

Discussions about the regressivity of the Social Security payroll tax present a dis-
torted picture in that they tend to ignore the fact that Social Security is a social
insurance program and progressivity is built into the program's benefit structure.
As you know, the program provides low earners with considerably higher benefits in
relation to preretirement earnings than it does for high earners. For workers retir-
ing today, Social Security benefits replace about 57 percent of a low-income worker's
earnings, about 42 percent for middle-income workers, and about 24 percent for
high earners. Often disregarded, too, are the benefits the program provides to
family members of retired, disabled, or deceased workers.

My point, Mr. Chairman, is that Social Security is not just a regressive tax, as
some value added or general sales taxes are, but is part of a total social insurance
program, one portion of which should not be viewed in isolation from the rest.

I raise these issues because I am convinced that the way we pursue our discus-
sions about Social Security financing and related issues is every bit as important as
the issues themselves. It would be regrettable if, in our efforts to promote responsi-
bie public debate about the policies that will be in the best interests of those served
by the Social Security program, we permitted the debate to be framed in ways that
unintentionally undermined confidence in the system.

CONTINUE TRUST FUND BUILDUP

Getting back to the central issues before you today, Mr. Chairman, as ('ommis-
sioner of Social Security, I think it is vitally important to carefully consider the con-
sequences of abandoning the buildup in trust fund reserves. To reverse course now
and abandon the buildup could:

e expose workers and retirees once again to the uncertainties and anxieties that
prevailed less than a decade ago.

* erase the strides we have made in restoring public confidence in Social Security.
* repudiate the widely held principle that the Social Security program should be

changed only to serve Social Security, not Federal budget, objectives.
* impose a heavier burden on future workers for supporting baby booms retirees.
* signal to the American people that its leadership had lost hope of reducing non-

social security budget deficits so that trust fund reserves could truly be saved.

I might mention that a recent Wall Street Journal/NBC news poll found that 53
percent of registered voters oppose rolling back Social Security tax rates. Also, in a
recent poll of registered voters taken by the Boston Glotw, 72 percent of the respond-
ents said Social Security taxes should not be cut.

The administration has advanced an approach that preserves the integrity of the
Social Security trust funds. The President's budget for FY 1991 includes such a pro-
posal, the "Social Security Intrity and Debt Reduction Act of 1990." Under the
administration's proposal:

* Social Security trust fund reserves will continue to increase along the current
path, the proposal does not modify Social Security financing im any way, and pre-
vents Social Security receipts from being spent for any other purpose.

* Non-Social Security budget deficits will be gradually reduced to zero and bal-
anced budgets will be required thereafter.

* Growing trust fund deserves will reduce the publicly held national debt, add to
national savings, contribute to capital formation, and raise economic growth. The
resulting additional output will be available to raise U.S. living standards and meet
Social Security commitments to the "baby booms" generation.

1 understand that Mr. Darman will discuss this proposal in detail when he ap-
pears before you later this week.
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CONCLUSION

In concluding, Mr. Chairman, let me say again that I welcome the opportunity to
participate in this discussion. I know that the members of this committee and the
administration share the same concerns about the need to reduce the budget deficit.
This issue is clearly the major economic issue facing the Nation. But as Commission-
er of Social Security, I have a unique responsibility. I need to ensure that, to the
extent the larger debate incorporates discussion of the Social Security program,
such discussion edifies, and does not confuse, the public and that it does not under-
mine the confidence that the American people have in the Social Security system.
When people of good will and noble intentions discuss these issues, at least three
poitive developments will result. One, there will be a better understanding of

ial Security among those who participate in it. Second, we will achieve stronger,
more effective protection for the Social Security trust fund. Those monies, after all,
are more than mere dollars. They represent America's future financial security.
And, finally, the 63,000 dedicated and caring employees of the Social Security Ad-
ministration wi!l be even more resolute in their determination to make the program
even more effective, now and in the years ahead. Our workforce has a goal, to
assure that Social Security will work as well for today's working men and women
and their children as it did for their parents and grandparents.

That concludes my statement, Mr. Chairman. I will be happy to answer any ques-
tions the committee may have.
Attachment.

THE FINANCING QUESTION FiF-ry YEARS AcGo

In May 1938, Mary Dewson, one of the original members of the Social Security
Board (1937-1938), addressed the State Convention of Affiliated Young Democrats
meeting in New York City. Her speech entitled, "Fifty Years Progress Toward
Social Security," reviewed the previous fifty year of social legislation and the finan-
cial basis of the newly established Social Security system.

Fifty years later, her remarks on investment policy of Social Security funds are
prophetic and certainly instructive in the context: of the current debate on financ-
ing the Social Security system. After describing the benefit and contribution princi-
ples of the Social Security system, Miss Dewson describes the financing provisions:

"These facts about old-age insurance are pretty generally understood
today and there can be no question that the nation as a whole stands firmly
behind this program. In fact, it is significant that the only serious current
criticisms are concerned only with the financial provisions of the present
law. These criticss),. i m most of their fire at the fact that the Treasury is
directed to invest otcd-age insurance funds in US. Government obligations.
This line of reasoning implies that it would be safer to hide the currency
under a mattress or to bury it in an old iron pot. If this strange idea were
actually followed, ,here might then be some point in the contention that
Social Security taxes take money out of circulation. It is true, of course,
that if this law had not been in operation, the Government would have sold
more bonds on the open market; and that, instead of doing so, it has now
issued obligations to the credit of t1- i old-age reserve. But the only effect of
this procedure is to make millions uv individual workers holders of Govern-
ment obligations which would otherwise have been bought up by large in-
vestors. To call the government obligations purchased for the old-age reserve
account mere I.O.U s gets nowhere. 7he same thing could be said-and
would be just as meaningless-about every bank deposit, every insurance
policy, every private security investment in existence. Yet the people who cry
'wolf' loudest about old-age insurance-are the very ones who profess the

greatest confidence in private business. Moreover, if investment in govern-
ment obligations is as unsound as critics of the reserve contend, why do
banks, insurance companies and other large corporations invest in United
States Treasury bonds? Actually, of course, business concerns but their
money into government obligations because they know these are the safest in-
vestment they can make. The government obligations bought for the old-age
reserve are every whit as safe.

"Admittedly, the present reserve system is not the only conceivable
method of financing old-age insurance. The alternative most frequently pro-
posed suggests that Congress each year appropriate only so much money as
would be needed to finance the benefits currently payable. This would, it is
true, make it possible to finance benefits with relatively small contributions
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during the early years, while most covered workers are still under the ben-
efit age. But a generation hence annual benefit payments will be much
larger than the amount collected annually under the tax rates now provid-
ed by the act. What would happen then is anybody's guess. It may be perti-
nent, however, to point out that similar 'current-cost'schemes had long ago
been tried and found wanting by the early private fraternal societies. Their
initial assessments were, to be sure, low; but as the members became older
and the number of claims to be paid increased, both costs and premiums
mounted. In the few societies that continued without reserves, the policy-
holders who were unfortunate enough to live longest-and who had there-
fore also made the largest contributions-in the end lost both their invest-
rnent and all hope of protection. Regardless of what we call it and how wve
work it, sound financing of old-age insurance must recognize certain facts:
First, it is no more true to assume that obligations do not exist until the
moment comes to pay them than it would be to assume that an apple does
not exist until it falls from the tree. Second. the tests of sound insurance are
acceptance of responsibility for accruing obligations, and assurance that they
can and will be met when due."

PREPARED STATEMENT OF FRANK MASON

Good morning, Mr. Chairman and members of the Committee. My name is Frank
Mason, and I am testifying on behalf of the U.S. Chamber of Comme-ce. I am a
member of the Chamber's Health and Employee Benefits Committee, a former
member of its Board of Directors, and Chairman of the Board of the Mason Corpora-
tion in Birmingham, Alabama. With me is Lisa Sprague, the Chamber's manager of
employee benefits policy.

The Chamber wishes to thank the Committee for the opportunity to present its
views on what has become a hotly debated question throughout the land: whether it
is appropriate at this time to reduce Social Security taxes.

BACKGROUND

In 1952, the President's bipartisan National Commission on Social Security
Reform recommended and Congress adopted a number of changes in the funding
and operation of the Social Security system. Among these provisions was a schedule
of payroll tax increases for both employers and employees. At that time, the Cham-
ber commended the Commission for its diligent efforts in clarifying and offering a
proposal to solve the urgent financing problems then facing the system. At the same
time, however, the Chamber cautioned Congress against over reliance on payroll
taxes as a solution to ongoing financial problems.

In 1986, I led the Alabama delegation to the White House Conference on Small
Business and I chaired a group that looked at the area of payroll taxes. One of our
recommendations, which emerged as the number 8 priority of the entire conference,
concerned Social Security. We called for a freeze on the tax rate and the wage base
at 1986 levels and suggested further reductions in the tax rate as well as the explo-
ration of long-range alternatives to the present Social Security system, which places
an undue and inequitable financial burden on businesses and their employees. The
Chamber endorsed this recommendation

As we all are aware, no freeze occurred. Social Security (FICA) taxes have risen
twice since then. From 1980 to 1990, the basic payroll-tax rate rose from 6.13 per-
cent to 7.65 percent, an increase of 25 percent. Over the same period, the taxable
wage base expanded from $25,900 to $51,300. Combined, the two factors are responsi-
ble for more than doubling (from $1,588 to $3,924) the maximum tax paid by em-
ployees and matched by businesses. The maximum tax paid by a sell-employed indi-
vidual rose from $2,098 in 1980 to $7,849 in 1990.

The result of this escalation is that the Social Security system is now taking in
more in taxes than it needs to pay for current benefits. The excess of taxes over
benefits for 1989 was approximately $52 billion; this disparity widens until about
2030, when cumulative surpluses are projected to reach nearly $12 trillion.

THE QUESTION OF A"RESERVE"

One of the goals of the 1983 reforms was to move the Social Security system from
its traditional "pay-as-you-go" mode to a "partially-funded" basis. The reformers
structured tax increases to create a surplus in the trust funds, which was presented
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as a reserve which could be drawn upon in order to lighten the tax burden on active
workers when the huge baby-boom generation retires.

In intuitive terms, this makes sense. We have all been taught to save for a rainy
day. In practical terms, however, it emerges that we are doing nothing of the kind.
The much-discussed Social Security surplus exists only on paper. Excess taxes col-
lected are exchanged for special-issue Treasury bonds, redeemable at a later date.
The Treasury bonds establish rights for the Social Security program to draw on gov-
ernment resources in the future, but they do not cause real capital to be accumulat-
ed. In the interim, the Treasury takes the cash, which is used to finance current
spending and-not incidentally-mask a significant portion of the Federal deficit.

But the day will come when millions of baby-boomers need their Social Security
checks. Beyond the taxes collected from their working children, what will the trust
fund have to offer? Figuratively speaking, a stack of Treasury bonds that amounts
to a stack of IOUs. The cash for which the bonds were issued is long since spent, yet
the bonds must be redeemed. One might draw the analogy of a father saving for his
child's college education. Each Monday he puts $50 in a cookie jar, and each
Wednesday he takes the cash out to spend on something else, depositing an IOU in
its place. When the child reaches college age, the father still needs real money. In
the case of Social Security, Congress will be forced to raise the necessary cash some-
how and will have four choices: raise taxes, reduce benefits, cut Federal spending, or
borrow. Interestingly, these same four choices will present themselves, at about the
same time, if there is no accumulated "surplus." Whether it is a question of playing
benefits directly, or redeeming bonds in order to pay benefits, cash must be raised
before checks can be cut. Tomorrow's retirees, tomorrow's workers, and indeed to-
morrow's Congress will confront essentially the same situation either way. Conse-
quently, if we look strictly at the Social Security system, the interim device of
Treasury bonds could be skipped altogether.

The Chamber of course recognizes that the Social Security trust fund cannot be
considered as an isolated entity. The pay-as-you-go and partially-funded approaches
have very different impacts on the workers and businesses of today and on the
thorny question of the Federal deficit.

IMPACT ON BUSINESS

The Chamber's 1989 Employee Benefits survey found that employer FICA taxes
account for 18.6 percent of all benefit dollars spent. This figure is based on a sample
of businesses of all sizes. For small business, which frequently cannot afford to spon-
sor pension and welfare benefit plans, the proportion of available benefit dollars
consumed by FICA taxes is much higher.

The FICA tax burden falls heavily on small business for a number of reasons.
Small businesses generally are more labor-intensive than larger firms, and their av-
erage wages are lower. With a FICA taxable wage base set at $51,390, it is likely
that virtually every dollar paid out in wages by a small employer carries an auto-
matic surcharge of 7.65 cents.

Small business was responsible for more than 60 percent of new job creation in
the U.S. in the 1980s. But pressures restraining job creation continue to mount, and
higher Social Security taxes must be considered as an element in that process. High
ayroll taxes add to the marginal disincentives to expand one's work force. A com-
ined employer-employee FICA tax rate of 15.3 percent means that any job must be

worth at least 15.3 percent more to the employer than it pays to the employee
before anyone is hired. This weighting will be compounded in April, when an in-
crease in the minimum wage drives up direct employment costs and their attendant
tax encumbrances.

Unlike income taxes, payroll taxes hLx e no relation to a company's profitability.
They must be paid from day one, whether a b_--iness is flourishing or floundering.
Consequently, high payroll taxes constrain not only employment but also overall fi-
nancial capacity, particularly for small firms. For labor-intensive businesses, high
tax rates compound the difficulties of effectively competing at home and in interna-
tional markets.

The discussion here is about reducing the FICA tax, not abolishing it. Business
has been a willing participant in the Social Security system, in the interests of pro-
viding a floor of financial security for the nation's elderly. For a small business, the
employer's contribution to Social Security may constitute the bulk (or indeed the
whole) of the contribution he can afford to make to national retirement protection.
However, as discussed above, that portion of tax monies spent to finance current
spending protects no one. The business owner quite reasonably could feel that his
do!!ars would more properly be invested in his operation and his employees than in
paying the government s biIIs.
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The point may be raised that the Treasury does credit interest on the cash it bor-
rows to the Social Security trust fund. It must be noted that the government's
paying interest to itself, a matter of an accounting entry, does nothing to increase
the productive capacity of the economy.

IMPACT ON INDIVIDUALS

As noted above, FICA taxes have been rising steadily. For 3 out of 4 of today's
workers, Social Security takes a larger bite out of wages than do income taxes. With
all of this tax money flowing inexorably toward Washington, it would be comforting
if a worker could feel secure about his retirement. Instead, he now begins to realize
that the government is collecting Social Security taxes only to use them elsewhere.
There is no "cushion" for him. This knowledge can only make him feel fretful,
abused, and somewhat helpless.

A member poll by the American Academy of Actuaries, released in 1989, found a
consensus that no more than half of baby-boomers, who will reach age 65 between
2010 and 2028, will be economically strong enough to retire. Reasons cited by the
actuaries include a shrinking base of workers to support Social Security benefits,
ever-rising health care costs, and inadequate tax incentives to encourage employer
pensions and personal savings.

The last point deserves highlighting. Social Security is, after all, but one of the
legs in the classic three-legged stool of retirement income, the others being employ-
er-sponsored retirement plans and personal savings. Social Security never was in-
tended to be a full-scale retirement plan. While all three legs of the stool appear to
be in need of strengtheg-one might cite the increasingly complex and burdensome
regulation of retirement plans-the Chamber believes that the personal savings ele-
ment could be buttressed by expansion of the savings vehicles, such as Individual
Retirement Accounts, available to workers. The evident unwillingness of Americans
to save is much lamented. Encouraging retirement saving in conjunction with a pay-
roll tax reduction would be a positive step on several fronts: the economy, the pres-
sure on Social Security, and the partial privatization of retirement financing, which
gives the individual a greater role in ensuring his own future security.

It would be a mistake for Congress to assume that the American worker is end-
lessly gullible. He cannot continue to accept reassurances that his taxes are a form
of saving for retirement when he sees that tax money used for another purpose alto-
gether.

BUDGET CONSIDERATIONS

Senator Moynihan's tax-cut proposal has raised a wide-ranging debate about its
impact on the Federal deficit. The Chamber shares the belief that the need to
reduce the deficit is critical. It maintains, however, that imposing unnecessarily
high taxes in order to generate deficit-masking surpluses is not a constructive ap-
proach. To the extent that surplus receipts permit Congress to defer applying fiscal
discipline to the government as a whole, they do the country a disservice. Hard
choices need to be made, and they should be addressed now. The Chamber believes
that the revenues necessary to offset a tax cut in order to continue deficit-reduction
progress should be in the form of reduced Federal expenditures. The Chamber vigor-
ously opposes any proposals to raise other taxes in order to make up for a Social
Security tax reduction.

Reducing Social Security taxes today will be a benefit to employers and employees
alike. It will not materially alter the situation faced by retirees in the next century.
Nevertheless, it must be borne in mind that increased funding needs are inevitable
in the next century. Structuring a framework for continued economic growth is the
most crucial step in preparing to meet those needs. In addition, the Chamber recom-
mends that this Committee and Congress as a whole be vigilant in controlling
future Social Security benefit increases.

CONCLUSION

It is desirable to reduce the Social Security tax rate, the general burden of tax-
ation, and the growth rate in government spending. Thus, the Chamber urges Con-
gress to reduce the Social Security payroll tax, matched by a reduction in expendi-
tures necessary to meet Gramm-Rudman-Hollings deficit reduction targets without
increasing other taxes.

The Chamber also urges the Congress to undertake, seriously and with open
minds, the study of privatization alternatives to the Social Security system. Repre-
sentative Porter's proposal, embodied in H.R. 3083, is one approach currently on the
table. The Chamber intends to give serious study to this issue as well.
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The Chamber thanks the Committee for its attention and particularly wishes to
thank Senator Moynihan for focusing public attention on this issue. The Chamber
stands ready to work with the Congress for a resolution beneficial to all.

PREPARED STATEMENT OF MARTHA MCSTEEN

Mr. Chairman, my name is Martha McSteen. I am president of the National Com-
mittee to Preserve Social Security and Medicare, a grassroots senior advocacy orga-
nization dedicated to protecting the entitlements on which millions of older Amr ri-
cans rely. Before my association with the National Committee, I served 39 years
with the Social Security Administration, the last three as acting commissioner.

Mr. Chairman, National Committee members welcome the debate on Social Secu-
rity-its financing-and its future. And we appreciate your holding these hearings
on Senator Moynihan's proposal to trim the Social Security payroll tax rate.

To be sure, Senator Moynihan did the nation a favor by focusing national atten-
tion on the way the Social Security surplus is being used to disguise the true size of
the budget deficit. This is a debate that is sorely needed-and a debate that is long
overdue. The National Committee continues to believe that tax rates can be reduced
and that future tax rates should be adjusted through an automatic tax rate stabiliz-
er to keep Social Security on a pay-as-you-go financing plan.

Our members confirmed this position in a survey conducted two weeks ago by
Cooper and Secrest Associates. A summary of the survey results is attached. As long
as benefits are not threatened-and our members don't think they would be-they
support reduced payroll taxes.

It is entirely consistent for the National Committee to oppose excessive Social Se-
curity payroll taxes as strongly as we have opposed budget-driven proposals to trim
or tax Social Security benefits. Social Security trust funds should not be a part of
the budget. They did not create the imbalance in the budget. And they should not
be part of the solution.

Removing Social Security trust funds from the budget calculations as some mem-
bers of Congress have proposed-is an essential step to maintain the integrity of the
Social Security system. Our poll shows that National Committee members over-
whelmingly believe that the Social Security surplus should be used exclusively for
Social Security benefits. Stopping the use of Social Security surpluses to nay for cur-
rent government expenses is so important to our members that they would accept a
higher deficit or the sacrifices necessary to balance the budget exclusive of Social
Security.

As I see it, there are only two ways to prevent Social Security funds from being
used to pay for current government expenses. One way is to balance the budget
without the help of trust funds. But given that we've had such a difficult time re-
ducing the deficit even with the Gramm-Rudman-Hollings Act, balancing the budget
exclusive of Social Security and still maintaining the current payroll tax rates
would be a formidable task.

That leaves us with a second option-eliminating the unneeded surplus, as Sena-
tor Moynihan has proposed. It's much like getting rid of the ice cream and dough-
nuts before you go on a diet. You remove the temptation-and force yourself to
make tough decisions. By removing the surplus-and eliminating the temptation-
the country would return to the pay-as-you-go financing system under which Social
Security has been funded for most of its history.

Traditional pay-as-you-go financing provides a basis for stable financing of Social
Security that is fair to both taxpayers and beneficiaries. Current financing methods
are not providing the stability which has been promised because the trillion dollar
reserve, eventually reaching $12 trillion, is really hollow-consisting solely of tax-
payer obligations. But taxpayers are being told they are prefunding some future
benefits with higher payroll taxes.

Consider this-how will beneficiaries react to the refusal to correct any inequities
in Social Security-such as the retirement test-when Social Security is running up
surpluses of more than $100 billion a year?

Regardless of how we plan to finance Social Security over a long period of time,
one point is clear-and that is, the cost will permanently increase when the baby
boom generation begins to retire. Some even say the cost of a pay-as-you-go plan
will be unaffordable. But Social Security experts like Alicia Munnell say the burden
will be-in her words-"completely manageable." Dr. Munn,l1 points out that even
around 2020 when taxes have to rise beginning, the increase will be of roughly the
same magnitude as those experienced by workers over the 1968 to 1990 period.
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National Committee members by -a better than two-to-one margin believe that a
pay-as-you-go plan makes more sense than current law.

While the National Committee believes that the large reserve is both unnecessary
and even unwise, it is clear that a reserve of some fashion will be needed to cushion
Social Security in the event of an economic downturn. Senator Moynihan recom-
mends a reserve equal to a full year's benefit payments-a figure that will be
reached next year. Some others say the reserve should be larger. The truth is-no
one really knows how large the reserve should be. What is clear is that much dis-
cussion, debate and research is needed before a clear consensus will emerge on ex-
actly how large the reserve should be.

More than three-quarters of National Committee members surveyed consider a
full year's reserve just right or even too much. But how much will be just right in
the future? One of the lessons from the 1977 and 1983 Social Security Amendments
is that any one set of assumptions about the future will be wrong in the short run.
In 1977, the assumptions were too optimistic; in 1983, the assumptions were too pes-
simistic. Consequently, the National Committee believes that future tax rates
should be adjusted using an "automatic tax rate stabilizer"-to insure the stability
as well as the soundness of the trust fund. Such a stabilizer would remove tax in-
creases and decreases from the political process and trigger automatic annual ad-
justments to the payroll tax rates to keep the reserves at mandated levels. This
automatic stabilizer would insure that tax rates are as low as possible for workers
and employers-yet high enough to reassure beneficiaries that the program is finan-
cially solid. Former chief Social Security actuary Robert J. Myers has developed an
automatic tax rate stabilizer that Congress might want to review.

President Bush has said that tax rate reductions would threaten current benefits.
On this point, National Committee members disagree--and disagree strongly, by a
more than two-to-one margin. They believe that a more realistic threat to cut or tax
benefits comes from continuing to include Social Security in the budget process.

While for the most part, National Committee members would not benefit directly
from payroll tax rate reductions, they nevertheless do not want to stand in the way
of tax relief for their children and grandchildren. On the other hand, seniors do
expect Congress to treat beneficiaries fairly and to stop claiming that improvements
in Social Security are unaffordable. After all, current surpluses are not solely the
result of tax rate increases. They also came from mutual sacrifices by workers and
beneficiaries back in 1977 and 1983. Beneficiaries helped to nut Social Security back
on good financial footing back then by agreeing to several reductions in benefits.
Now, Congress has a chance to show its recognition of those sacrifices by giving seri-
ous consideration to some benefit improvements.

Of course, changes in Social Security do not take place in a vacuum. The fate of
Social Security financing is closely linked to the fortunes of the economy. Many op-
ponents of cutting the Social Security payroll tax believe that our country's econom-
ic futu- depends on increasing national savings and that the best place to generate
the needed savings is with the Social Security surplus.

The National Committee supports the goal of increasing national savings. But this
particular approach-even if politically feasible-has to be balanced against the re-
gressive impact of the payroll tax on low-income workers and against the job cre-
ation disincentive on labor-intensive employers. Economists Gary and Aldona Rob-
bins argue that a payroll tax rate cut along the lines of the cut proposed by Senator
Moynihan could increase our gross national product by $346 billion, increase avail-
able capital by $162 billion and create 930,000 new jobs over the next 10 years.

Before concluding, Mr. Chairman, I want to mention one other important issue
related to Social Security and that is the need to make it an independent agency
with a strong governing beard. The cabinet secretaries who now serve as Social Se-
curity trustees-especially the Secretary -of Treasury as managing trustee-are
faced with an unresolvable conflict of interest. Th.ey must balance the needs of
Social Security with the other legitimate needs of the nation, such as reducing the
deficit. But in so doing, their decisions may not always represent the best interests
of Social Security. For example, the Administration's opposition to reducing tax
rates is based on its concern for the deficit-not what is best for Social Security.
Social Security's trustees must insist on and stand up for what's right for Social Se-
curity first-and not leave this burden of conscience to members of Congress alone.
Under the current arrangement, it's too easy for Social Security's trustees to get
caught up in political manipulation of the system. It's for that reason, Mr. Chair-
man, that the National Committee urges the Senate Finance Committee to support
legislation that would create an independent Social Security agency with a strong
governing board.
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The National Commission on Social Security Reform deserves our thanks for res-
cuing Social Security from the brink of bankruptcy back in 1983. While many have
attributed long-term financing intentions to the National Commission, it did not sys-
tematically examine long-term financing issues or consciously recommend a long-
term financing strp~tegy. That would have been too much to ask back then because
the ship was in danger of sinking.

Well, Mr. Chairman, now that the ship has been saved, it is time to begin the
debate about long-term financing issues and to come up with necessary strategies.
Senator Moynihan has focused national attention on this issue. And we know that
you and other conscientious members of Congre.s will give it your closest attention.

Thank you.
Enclosure.
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COOPER & SECRsr AssocIAT;- V~
228 South Washington Street

Suite ii~O
Airianris, Virginia 22314

('03) 683-7990

M: ~Interested Parti es,

FTIC: Cooper & Secrewt Associaties

DATEt February 23, 1990

S~aTWr: Hemer Poll Blesults, National Caittee to Preserve Social

Security and Medicare

We present for your review and cioniderati~ the findings compiled fztin a
ccapreIensive national mwerhip, survey of the N~ationhal Cadttece to
Preserve Social Security and Mdicare.

Between February 17 and 18, 1990, Qxjger & Secrest Associates coduted a
comprehensive national survey of the attitudes of no ePrs of the lNaticmal
Carmittee to Preserve Social Security and Meicare. All told, 500 15-
minute interviews iwe coducted with Natiounal Cauittes I Per1 ages 60 and
over. Th~e mrgin of error for this project is plus or minus 5%.Th
findings that emerge offer a c) ear insight into the emerging opinions of
National Qximittee naiters.

As long as Social Security bnf its are not threatened, National Cozrittee
meabers. favor reducing Social Security payroll taxes rather than letting
Social Security surpluses be used to eet current goveznmit expenes. Mee
zxaters d*, riot believe that a payroll1 tax reaction wiLl threaten benef its
and they think that a am year's reserve is adequate. Ideally, mebrs
would like to reserve Social Security surpluses exclusively for future
Social Security benefits, even at great sacrif ice required to balance the
budget exclusive of Social Security. But if that is inpoesible - andi most
narbers give lawi marks to current deficit reciic ef forts - -National
Oinxrttee, members do not want Social Security to be in the budget
calculations or used to meet. current governhzent expense.

Soil Srity Swurpse Sbgld be U-"d Elusively for Socia Security
Benefit

Th'le majority of Nationial Ccezttee membrs (86%) uwnt Social
Security to be used exclusively for future Social Security
benefits. lie respimu is similar to the naticnxide
response to the sewe questiw included in a Tines Mirror
suwy done by Galup last year.

*Even when told the significant sarxif icei requlred to balance
the budget excluuive of the Social Security surplus, 42% of
the meaters favor large tax Inreases awl/or cuts in federal
prcxrams to balance the budget while 39% o~ethese

s~if ices. Before answering this qpesticzi, rgn;-! lesita
were told that Social Security surplus cannot be reserved
excusively for Social Security "as long as the gmen. -'nr.t's
deficit is larger than the Social Security surplus.a
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SAssuing the goverzent go balance tiw budget, Naticnal
Ok=ittee nmr) we favor saving the S=Jal Security surplus
rather than reducing payroll tam by a 65% to 25% margin.
AN~spwes Were sre evrily divided iwe .eru wre asked
whether they wanted to save the Social Security surplus
(45%) or irEcrease benfits (43%).

Social Security Surluses Shod be Used to zi' the fLcLt

" A majority (54%) rated the government's effort to reti the
deficit as "poor" and another third (31%) said it was cnly
fair.'

" By a 53% to 22% margin, Naticral Wm mttee muwtors prefer a
higher deficit rather than letting Social Security be used
to reduce the deficit. %Wile a large percentage of mers
are nort sure (43%), four out of five memrs with an opinion
even prefer reducing Social Security takes n wv kers rather
than using Social Security to met government ex s.

" 7hrequarters (75%) of Naticna Oamlittae m rs,
especially uper f In mers, want to take Social
Security cut of the nation's budget calculating so that
Social Security cannot be c=wted against the federal
deficit" and more than half (55%) want a faster timtable
than that proposed by Privedt Bush.

National Qvunittee moubm r ayor iHt1&m social Security M=rol1 w

National ommittee r m rvnedm of Orrmyt
proposals to cut social Security payroll taxes by ople who
argu that the gove=r at is not saving the surpluses but
using the money to pay other government bil. Senator
Moynihan of Now York calls this 'It .very" By a 48% to
36% margin bers agreed with the idea of acting Social
Security taxe on worker and a favored a payroll tax
cut by more than four to one *if the Social Security payroll
tax cut could be reduced without any reduction in Sorial
Security benefits."

" later National Qmi"tte mebers wre printed with two
options to firwe Social Security in the lorg-term, duringg
the next thirty years, payroll tame under current law will
be higher than needed to pay benfits. Under an altenative
apprxowh, payroll taxe could be lower for the nuxt thirty
years and higher after that.N By a 45% to 20% margin,
National Oxmittee ne brs prefer the alteiative of "lower
taxes nw, higher taxes later.'

" Mo'e than half (58%) disagree with President Bsh that -the
proposal to cut Social Security payroll taxes and redme the
surplus is really intended to get him to cut Social Security
benef its.

" Ihme answrs may be partially explained by the fact that
53% of National Ozzittee , , believe that Social
Security is in ecellent or good financial shape and that
twz-third of resp ndents believe that Social Security's
financial sNp has gotten better (26%) or stayed the same
(41%) in the last five years. In fact, the Social Security
reserve level at the end of 1990 is corsideed just right or
even too uch by 78% of National Oomuittes I- :,r .
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*An~ther fatior in Natioal Ocmittee rimbrs' cxioniration
may be the welfare of their rankhildren. While 74% of
Natio a 3oudttes I IFu believe that their chUdzw are
at least as wll off as they wr at the sam age, only 48%
think their grandchildren will be as wel off.

Viewe About the Imrct of Paymrll Tax g tJi t on Other h's

National O--ittee member with President
"the proposal to cut Social Security payrll tame
lead to higher taxes ew '"am r- but only by a 45%
margin. However, :zis with ircme or $30,000
with President Bush by a 49% to 43% rargin.

Bush that

to 39%
agree

By simi.dar margins Naticrial Omittee, madZ x a
rertion in the capital gairm (57k to 26%) and presfer a
payroll tax cut to a capital gains tax cut (57t to 25%).
Consexvatives, Reublicans, rzd upper incm ers are
scmewhat more srpathetic to a capital gains tax cut, but
t _r irrcm enwbrrs would prefer a payroll tax cut rather
than a capital gans tax cut eve n e than lower in

-ers.

COOPER & SECREST ASSOCATE-S. I,



298

C.OPIM A S9C[ UT A IOCIATIS. INC. I rea

February. I150 u.-"Me 171

Telephone hmber ludwest Inl
Smith Cnrai 11X

Interviewer Same t 72

Interview detn Feb. 10-l

STF @ll0 MPSISM l.S.

Sample Point

06ECR 0U0TA.mole ....... ii. 1

Female ..... 11.2

Hello, my come is with Cooper 6 ecerest Associates, the national public opinion
research company. May I speak w7th Kr./rs. inaeto th! lit elesoe? ioCc €DAItCT PURAF 1a
OH THi1 LIN;. , !J AONUCTP AND SAYrI we are uotdeqt a notional survey of public attitvdes
toward some igportint asswes ued I'd like to ask you a few questions so that your opiniLo will be
counted.

Q1. First of all, what is your age, please?
4RMA CATIGORICS.)

below age SO... l ITZ1 .INATE)
Age 50-59 ......... x2 ITSRINKATV)

A g o 0 - 4 . .. A,e 65-69 ....... 31
Age 70-14 ....... t51 A.SK
Age 15-7c ....... 6 02.
Age 50 end over..97

Ref used ......... 1-.S (ITHMATE)

Q2. Would you say that your children are better
off, worse off. or just about the sane
economically as you were when you were
their age?

tter off ....... .6..I
Worse off ........ V -2
About the eat.. .l,3..
No children IVOj)IA.4 (SNIP TO Q4).
Not sure...........

Q3. Would you say that your grandchildren will
be better off. worse off or just about the
ea&e economsically when they get to t- their
parents' age?

Setter off ............ .1
Horse off .... 2
About the se. :
No grandchildren (VOL). .4
Not sure .............. X.5

04. How would you rate the federal government's
effort when it comes to reducing the budget
deficit -- excellent, good. only fair or
poor?

Excellent ....... ,1
oood ............. 5.2
Only fair ....... 1.)3
Poor ............. 4
Not sure ........ .8.5

Q5. now, how would you describe the financial
status of the Social Security eysts? ts
it in excellent financial shape. go
financial shape. only fair chape, or Lr
shpC?

Excellent shape ... 14.1
Good shape ........ N.)
Only fair shape ... 2A.3
Poor shape ........ 11.4
Not eure ........... U.S

04. Over the pest five years, has the financial
security of the Social Security system
gotn tter, gotten worse, or steved

aut th same?

Gotten better .........
Gotten worse .......... 212
Stayed about the sae.613
Not sure .............. 124

Q7. To the best of your knowledge, is the
ant of money collected from payroll

taxes for Social Security MM than the
amount the government pays out to people
rceivin Social Security. Is the
munt collected from payroll taxes L
than the amount paid out in benefits. 2L
is the amount collected t MUNI to
the asouct paid?

more than government pays out ........ M.1
Less than government pays out ........ 1 .
About the ame as government pays out 14.3
Not sure ............................. )6.4

OS. Are you familiar with the Social Security
Trust Fund?

Too ........ . .1
no ......... M.2

Not sure... A.3

09. As you my know, the federal government
has a surplus in the amount of money
collected for Social Security. So
people feel that the surplus mon"y
should be put aside nd reserved
exclusively for Social Security payments
in the future. Others favor borrowing
the surplus money to Weet current
government expenses and help reduce the
federal budget deficit. Which view
comes closer to your oCwn -- using the
surplus exclusively for future sociall
Security payments of using it to met
current goverment expenses and to belp
reduce the deficit?

Use exclusively for future 5.3. paymnt06.1
Use to meet current government expenses. h. 2
Slot sure ................................ A3

Q10. As long as the government's deficit is
larger than the Social Security surplus,
the Social Security surplus Is not ;it
aside and reserved exclusively for Social
Security payments In the future. -ut is
used to pay the rtrn= bills In the rest
of the eovrmc nt. 7 eMl ctag the budgetwould require an e-uel tax increase to
about 1.000 per adult g acroas-the-
board spending cuts of approximately
twnty percent. Do you favor or OPPSe
large tax increases and/or cuts in
federal progreas to balance the budget?

Favor .............. 4. 1
Oppose ............. ? I
Not sure ........... Is

011. Assuming the government Carl" balance
the budget, which do you fai, using the
Social Security surplus to meet current
government expenses 2. reducing Social
Security taxes c workers?

Uae 3.S. to meet gov't expenses..1l.
Reduce S.S. taxes an workers.....42
Hot sure ........................ A3.3
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-3- rv.)Y 59017 VCF9SS 5.S.

012. Asaumning the government ag balance the
budget, which do you favor, putting aside
the social Security surplus and reserving
it exclusively for Social Security payments
in the future 2L reducing Social Security
taxes?

Saving Social Security surplus .. 'l
Reducing social Security taxes. 2
Not sure ...................... . 1

013. Assuming the govarnmeat fdn balance the
budget. which do you favor, putting alide
the Social Security surplus and reserving
It exclusively for Social security payments
In the future O Increasing benf its?

Saving Social security aurplus.. I.
Increasing benefits ................ 2
Oot sure......................... N

014. What if the choice came down to using the
Social Security surplus to reduce the
deficit 2L having a higher deficit, which
would you choose?

Use surplus to reduce deficit.... .
Have a higher deficit ......... ... 2
Not Sure ......................... .3

015. Sowe people have proposed taking Social
Security out of the nation's budget
calculations so that the Sociel Security
Trust Fund cannot be counted against the
federal deficit? Do you evo or 2
taking Social Security out of the nation's
budget calculations?

Favor ......... 75

Not Sure ....... 8.3

iG. President Bush has proposed a timetable to
take Sociol Security out of the budget
beginning in 1913 and completely by 156.
Do you agree with the timetable of this
proposal 2L should Soci l Security be taken
out of the budget earlier?

Agree with Bush timetable.. 2 1
S.S. out of budget earlier. 2
MOt sure ................... . 3

017. You have heard a'out recent proposal to cut
Social Security payroll taxes by people who
argue that the government Is Aot saving the
surpluses, but using the money to pay other
government bills. Senator Noynihan of Hew
York calls this thieveryy.* Do you agree
or disagree with the Idea of cutting Social
Security taxes e workers?

Agree ........... .l
Disagree ....... 36.2
Not sure ....... .3

015. President bush says the proposal to cut
Social Security payroll taxes and reduce
the surplus is really Intended to get him
to cut Social Security benefits? Do you
strongly agre* with him. scmewhat agree
with his. aciewhat disagree, or strongly
disagree?

Strongly agree ..... 6...I
Scachat agree .... l1...2
Somewhat dissgree.30o.,3
Strongly lisagree),.. .4
Not sure .......... 112...5

Q14. If the Social Security payroll tax could be
reduced without any reduction in Social
Security benefits, would you [jU J or
Opccse a payroll tax cut?

Favor ........ ZZ..1
OPPOse ....... L6..2
Mot eure ..... -. 3

Q17. president Dueh Sya that tbe proposal to
cut social Security payroll taes would
lead to higher taxes elsewhere. Do you
strongly agree. aomsephat agree. Somewhat
disagree, o strongly disagree with that?

Strongly agree... 30..I
;imchat agree... 19..2
Smowhat disagreel9..)
Strongly d-iagrea3.. 4
mot ur a ......... 16..S

0O. Prteideot Bueh end others are proposing
to agyce the capital gains tax, that is.
the Lio cc Income generated from the a"I*
of stock@. konda and real estate.
supporters of this capital gain tax
reduction say it will encourage eo-zosic
growth. Opponents Say It l just a tax
break for the rich, and bad policy. What
do you think? Do you g or M L the
reduction In the capital gains Lax?

Faver .....

not sre .. ... )

0I. Preomuog there were no impact on the
deficit or on Social Security. which do
you believe Is more fair -- a capital
gains tax cut or a payroll tax cut?

Capital gain tax cut.. .211
payroll tax cut ......... 512
Not suAre ................ LA3

020. During the Uex thirty years, payroll
taxes under current law will be hjahvr
than needed to pay benefits. During the
[ollogjrg thiuty years. payroll taxes
vITI bjow r than needed to pay
benefits. -- de r an alternative approach,
payroll taxes could be lower for the next
thirty years and higher after that. In
sixty years the payroll tax rate would be
identical under either plan to pay
beefita. Which do you prefer, higher
than needed tax rates saw acd lower tax
rates than needed later, or lower taxes
noe and higher tax rates later?

Sigher taxes now, lower later. .jl
Lower taxes now, higher later. A3.2
Pot sure ....................... 5.3

021. This year Social security will take in
6320 billion and spend 6350 billion.
Social Security ill end the year with
total reserves of almost $250 billion --
a full year'a reserve*. Do you [eel that
this reserve is _ . too little, or
bout the right jV

Too much ....... ))..I IBhP TO F1).

Too little ...... C.2 (ASK 022.)

Sight emomt... 1..3 SKIP To P1).
Not sure ..... .. 4 (SKIP To Fl).

(ASKSI OPOy LITTINE INI 021.)

022. Now much would you say Is a sufficient
reserve in the Social Security eyatm,

S7 billion -- equal to a year and
half's reserve. 6500 billion -- equal to
a two rar's reserve, I trillion --

equal to a four year's reserve, or more
than $1 t million?

6375 billion/year and half reserve l
$500 billion/two year reserve ...... 3
$1 trillioe/four year reserve .... IA. 3
Nore t"an 81 trillion .............. 2.4
Not sure .......................... . .S

A too 8-1. to be atausticaly reliale.
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lHRFEARED STATEMENT OF RON MULVANEY

IN'rROnU(Wr()N

The American Association of Retired Persons (AARP) representing Americans,
age 50 and above, appreciates this opportunity to present its views on proposals to
change the way Social Security is financed.

AARP believes that Americans of all ages are indebted to Senitor Moynihan for
sparking the debate on the federal deficit and the future of Social Security. Senator
Moynihan has correctly and dramatically defined the problem. Ilis prox)sal to
reduce the growth in the Socia 'Security reserves calls attention to the fact that the
buildup in the reserves is not being properly saved for the baby boom generation's
retirement, but instead is masking an increasing portion of the federal deficit. Al-
though many have been decrying this practice, the alarms have been diffuse. Now
the proposal to reduce payroll taxes has focused the nation's attention.

However, after careful consideration, the Association's first preference remains
retaining existing Social Security policy to continue to huild the reserves for future
generations. But as this debate has dramatically pointed out, continued buildup of
the reserves must be accompanied by a change in fiscal policy to move the rest of
the federal budget toward balance

if that combination cannot be- implemented in a reasonable amount of time, then
adoption of pay-as-you-go financing for Social Security will have to be seriously con-
sidered. In any case, no pay-as-you-go financing should be implemented until the
trust funds accumulate a prudent l,-vel of reserves equal to 18 to 24 months of bene-
fits.

AARP calls upon the President and the Congress to enact legislation this year to
begin to separate Social Security's financing from the calculation of the Federal deft
icit. We stand ready to Nork with the President and the Congress to achieve this
purpose.

AARP believes that the nation must manage the Social Security program in ways
that best assure three goals:

1. strengthening public confidence in the integrity and safety of the Social Se-
curity system, now and in the future, particularly on the part of younger Amer-
icans;

2. ensuring higher national savings and investment in order to promote long-
term economic growth so that the Social Security benefits promised to today's
workers can be honored; and

3. protecting current benefits from year to year fluctuations in the economic
cycle.

MAINTAININc; C'(NFIDENCE IN SGCIAI. SECURITY

Social Security represent, a striking. "Ind uniquely American, amalgam of social
welfare and individual eqUity principi's. It is one of the most successful government
programs in the history of the .'ited States. But, ihis success has been hard-won.

Social Security was born :imid economic distress and controversy, and along the
way has weathered inevitable stresses and strains. But in 1990, after more than fifty
years, it is in robust health and overwhelmingly supported by Americans of all ages.
It provides valuable support for older family members, a basis for retirement
income security, and an insurance policy for almost al! .ouniger workers and their
families in the event of death or di-s hilitv. And, a.corditg to a December 19SS Com-
merce Department study, Social Security is the nation's most effective anti-poverty
program.

The very health of Social Security now constitutes part of the present dilemma,
because of the rate at which the reserves are accumulating and being lent to the
Treasury to finance current government operations. Such a circumstance is not in
the nation's long-run interest, with respect to Social Security or the rest of the Fed-
eral budget.

Furthermore, while Americans' support of Social Security is solid, confidence
could be undermined by rhetoric about conflicts among generations and the poten-
tial for benefit cuts as a consequence of payroll tax reductions. Adjusting payroll tax
rates just when the system is building needed reserves coi,ld weaken public confi-
dence and support. It is vitally important that current workers, especially those in
the baby boom generation, have assurance that the system will be there for them.

PROMOTING SAVINGS AND INVESTMENT

The rationale for building up the Social Security reserves to partially pre-fund re-
tirement benefits for the baby boom made sense in 19813 when this policy was adopt-
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ed and continues to make sense today. However, this policy can only be successful if
the reserves can be used to enhance savings and productive investment to create a
stronger economy that will be able to fund benefits when they begin to come due in
only twenty years. Future benefits will have to be financed from the future econo-
my. Therefore, the trust fund buildup must be used to strengthen that future econo-
my.

The reserves cannot enhance growth if we continue to allow the buildup in the
reserves to mask the true extent of the deficit in the remainder of the Federal
budget. Exclusive of Social Security, the Federal deficit will continue to rise, from
$206 billion in 1990 to almost $250 billion in 1994.

Reducing the rate of growth of the trust fund reserves at this time would be a
tacit admission that we as a nation cannot or will not face the problem of the defi-
cit. Further, it is likely that any proposal to reduce the growth of the reserves now
through a reduction in payroll taxes could result in even greater private spending
on consumption, unless accompanied by offsetting revenue increases.

In the short-run, a spurt of growth could be anticipated as the "tax rebates" of
millions of workers and businesses found their way into the spending stream. This
could lead to a rise in the inflation rate, which the Federal Reserve would be likely
to counter by raising interest rates. Without offsetting revenue increases, then, cut-
ting payroll taxes could further worsen the national savings rate, increase govern-
ment debt and dampen economic growth.

BUILDING A "SAFE" LEVEL OF RESERVES

AARP believes that it is imperative to protect benefits from cyclical economic
fluctuations. To do this, the Association believes that the trust fund reserves should
continue to build to a level at least equal to 18-24 months's worth of outlays. (An
eighteen month reserve will not be reached until 1993.) This is the minimum level
necessary to protect benefits in the event of serious economic downturn similar to
those experienced in the early 1980s.

For example, if beginning in 1988, the pessimistic (Alternative III) set of Social
Security actuarial assumptions had prevailed (including higher-than-anticipated in-
flation, unemployment, and ratio of beneficiaries to contributors), outgo from the
Old-Age, Survivors and Disability Insurance Trust Funds (OASDI) would draw even
with income by 1991 and exceed income by 1992.

SOCIAL SECURITY AND THE DEFICIT

Senator Moynihan, as well as other members of the House and Senate, have long
been associated with efforts to protect the short and long-term integrity of the
Social Security program. They have offered legislation to remove Social Security
from the annual Gramm-Rudman-Hollings (GRH) deficit calculation.

AARP strongly supports these legislative efforts for several reasons:
1. Inclusion of the large buildup in the trust fund reserves in the annual defi-

cit figures masks the true extent of the deficit in the rest of the Federal budget.
2. Including Social Security in the deficit calculation completely obscures the

economic necessity of treating the growing trust fund reserves in a manner that
promotes long-term economic growth.

3. Social Security has long-term obligations; in fact the program is measured
over a 75 year time frame. It is not appropriate to look at Social Security in the
context of the one-to-three year projection framework of the Gramm-Rudman-
Hollings calculation.

The prospect of continued large deficits is a serious danger to our national economy
and its ability to finance future Social Security benefits. So long as apparent
progress is being made toward deficit reduction by including Social Security in the
deficit equation, the need to deal with the structural deficit appears less urgent.

AARP recognizes and shares the frustration of many in Congress on the lack of
progress on meaningful deficit reduction. The Association, however, is not prepared
to give up on the effort to bring the operating deficit down. We are therefore con-
cerned with the potential loss of $55 billion or more in annual revenue as a result of
the proposal to rollback OASDI payroll taxes. This loss would have to be made up
by increasing other taxes, cutting spending or increasing the debt. Current payroll
tax cut proposals do not indicate what combination of these measures would be used

'as offsets.
There are those who support reductions in the payroll tax because, they say, it is

a regressive tax and the entire tax system has become less progressive. While these
statements have some validity in the context of the use of the trust funds for operat-
ing expenses, they ignore the fact that we should not look at the payroll tax in isola-
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tion. While the payroll tax is regressive relative to the income tax, the Social Secu-
rity benefit structure is progressive. The Social Security system as a whole is
weighted in favor of low and moderate income families.

Those who wish to address the lack of progressivity in the tax system as a whole
should deal with this issue directly and not look to changes in the payroll tax as a
first option. Other options for restoring greater progressivity include extending the
33 percent top income tax rate to higher income taxpayers and liberalization of the
Earned Income Tax Credit (EITC) for low income taxpayers.

CONCLUSION

In the final analysis, there are three choices with respect to the Social Security
Trust Fund buildup. First, we can make the reserves economically productive by
dealing with the deficit in a responsible way. Second, we can return Social Security
to pay-as-you-go financing to limit the accumulation of the reserve. Or third, we can
continue current policy-allowing the Trust Fund buildup to mask the deficit.

AARP's preference is the first choice listed above-the United States should move
quickly toward a more balanced Federal operating budget that would enable the
rapidly building OASDI trust funds to contribute to national savings. It is this
policy that offers the best prospects for long-term economic growth, a prerequisite
for the long-term health of the Social Security program.

If, however, we cannot make substantial progress toward this policy in the coming
months, we will be forced to re-evaluate the second option, pay-as-you-go financing
of Social Security.

The risk of not changing our current policy toward Social Security',.; -elati. ship
to the deficit is enormous--the risk is that we will not understand the urgency of
taking steps today that will promote the ability of our children and grandchildren
to pay not only for future retirement benefits, but also for a better quality of life for
them.

RESPONSE TO TIlE REQuEST OF SENATOR SYMMS FOR COMMENTS ON S 2026

The American Association of Retired Persons (AARP) has serious reservations re-
garding S. 2026, the Social Security Benefits Enhancement Act. Some of these con-
cerns relate to privatizing Social Security and others involve specific features of
Senator Symm's proposal.

S. 2026 embodies one type of response to the problem created by the simultaneous
buildup of the Social Security trust funds and continued federal deficits. Because by
law Social Security must be invested in treasury bills, as long as the deficit persists
Social Security will continue to finance current consumption. The solution, however,
is not to reduce payroll taxes and change Social Security; rather, it is to reduce the
deficit.

AARP believes a buildup of the trust funds is necessary to help ensure retirement
benefits for the very large baby boom generation and to provide a contingency re-
serve for current benefits in the event of an economic downturn. At a minimum, the
Social Security reserves should attain a level of a year and a half to two years of
benefits. We would oppose the provisions in S. 2026 to repeal the 1988 and 1990 pay-
roll tax increases because it makes that goal unattainable.

The Association has consistently opposed efforts to privatize Social Security. The
-program contains unique features that even a partially privatized system cannot
fully duplicate: disability insurance, survivors benefits, life insurance, a progressive
formula that replaces a greater portion of earnings of a low wage earner than those
of other workers, and inflation adjusted benefits upon retirement. These cannot be
maintained without adequate funding and substantial worker participation.

Senator Symms proposes that payroll taxes which are not needed to fund current
benefits should be rebated to the worker and invested in a Social Security Family
Savings Account. -He believes that Americans want Social Security to be a savings
plan, a way for them to invest for future needs. Polls consistently show that Ameri-
cans view Social Security as retirement income, not a savings account, and, for
most, it is their only form of retirement savings. By permitting withdrawals from
these accounts for education and purchasing a home, the bill would diminish the
ultimate retirement income some workers would receive.

AARP believes Social Security has worked well and enjoyed widespread popular
support. While adjustments may be needed in this social insurance program from
time to time, it does not need to be replaced or drastically overhauled.
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PREPARED STATEMENT OF ROBERT J. MYERS

Mr. Chairman and Members of the Committee: My nahe is Robert J. Myers. I
served in various actuarial capacities with the Social Security Administration and
its predecessor agencies during 1934-70, being Chief Actuary for the last 23 of those
years. In 1981-82, I was Deputy Commissioner of Social Security, and in 1982-83, I
was Executive Director of the National Commission on Social Security Reform. Cur-
rently, I am Chairman of the Commission on Railroad Retirement Reform.

This testimony will deal with the present financial status of the Social Security
program Old-Age, Survivors, and Disability Insurance (OASDI) as shown by the 1989
Trustees Report. I shall also discuss the problems that I see with the manner in
which OASDI is being financed and funded under present law. Such problems relate
both to the program itself and to the general budgetary situation of the Federal
Government.

In particular, I shall discuss how S. 2016, introduced by Senator Moynihan, re-
lates to these matters and how it would solve the problems without any danger of
weakening the financial status of the program or endangering the benefit rights of
the beneficiaries. May I point out that I recommended the return to pay-as-you-go
financing that would result under this bill when I testified before your Subcommit-
tee on Social Security and Family Policy on May 20, 1988.

PRESENT FINANCIAL STATUS OF OASDI PROGRAM

The OASDI system is currently in excellent financial health. The assets of the
OASD I Trust Funds at the end of 1989 amounted to $162 billion (and were $110
billion at the end of 1988). The fund at end of 1988 was $71 billion higher than was
estimated for that date in the pessimistic (Alternative III) estimate made when the
1983 Amendments were enacted-on which estimate the short-range financing (for
the 1980s) was founded in the legislation. Such excess of actual over estimated fund
balance was $51 billion for the intermediate (Alternative II-B) estimate.

Under current law, large annual excesses of income over outgo-which cannot
properly be referred to as "surpluses"-develop in the next three decades under
OASDI. Such excesses, under the intermediate estimate, amount to about $70 billion
in 1990, and increasingly larger amounts thereafter (e.g., $125 billion in 1995 and
$200 billion in 2000). As a result, very large fund balances will be built up during
the next four decades. The fund ratio-which is the fund balance at the beginning
of the year expressed as a percentage of that year's outgo peaks at 546% in 2015,
when it is estimated at $7.2 trillion in current dollars, or $2.6 trillion in 1989 dol-
lars. After 2015, the fund balance continues to grow in terms of current dollars,
reaching a peak of $12 trillion in 2030. Under the pessimistic assumptions, the fund
balance in 2015 is $3.3 trillion in current dollars, or $0.9 trillion in 1989 dollars.

After the end of the build-up period, the assets of the trust funds will be drawn
upon, and, under the intermediate estimate, they will be exhausted in 2046. At that
time-if the benefit provisions are left unchanged-additional financing in the form
of higher payroll tax rates will be necessary. These increases would, on the basis of
the intermediate-cost estimate, be 2.0% for both the employer and the employee
over the rate now in effect for 1990 and after-not an unmanageable rise.

No legislative intent has seemed to have been present, or expressed, to change
over to this funding basis from the current-cost approach adopted in 1972 and su-p-
ported over the subsequent years by the Board of Trustees. I am constrained to say
that this procedure of building up a mammoth fund balance and then depleting it
does not make good sense, especially when the program's cost (as a percentage of
taxable payroll) is just as high in all years after 2030 as it is then.

RELATIONSHIP OF OASDI TO THE BUDGET

The manner in which, under present law, the OASDI Trust Funds first build up
huge amounts in the next four decades and then decrease over the next two decades
until being exhausted would have significant, deleterious effects on public-debt man-
agement and on Budget operations.

The relationship between the operations of the OASDI Trust Funds and the
Budget is frequently misunderstood by the general public. Beginning in fiscal year
1986, the operations of the OASDI Trust Funds have been out of the Unified Budget,
so that any excess of their income over outgo does not reduce the Budget deficit.
However, anomalously, these trust-fund excesses of income over outgo are counted
to meet the Gramm-Rudman-Hollings targets for Budget-deficit reduction. The
result is thus virtually the same as if these trust-fund operations were included in
the Budget, but the imbalance is really still there, and the National Debt is in-
creased by the amount of the trust-fund excesses of income over outgo. In other
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words, the result of this procedure is, in the short run, to make the targets easier to
meet and thus to make the Budget deficits appear smaller than they really are.

WIDESPREAD FALLACIES ABOUT FINANCING BASIS OF OASDI

One myth is that the National Commission on Social Security Reform, in its rec-
ommendations which led to the 1983 Amendments, intended to have the system ac-
cumulate a huge fund while the baby boomers are employed, and then draw it
down.

This was by no means the thinking of the Commission when it made its recom-
mendations. Nor was it the intention of Congress when the legislation was enacted.
No reference to any such intention can be found in the Commission's report or in
the congressional debate.

Moreover, the information about the huge growth in the trust-fund balances had
not been available when the Commission made its consensus recommendation, or
even to Congi-ess later when considering the legislation. Such figures were actually
not available until mid-1983, although those with actuarial knowledge realized earli-
er that the approach taken would result in trust-fund buildups.

The Commission developed its recommendations by ensuring, as much as possible,
that the year-by-year financing in the 1980s would be adequate and that, over the
long range and on the average, sufficient financing would be provided. As is well
known, the use of averages can be deceptive. That certainly is the case in this situa-
tion, as compared with looking at the year-by-year development of the trust fund
balances over the long run.

Accordingly, the building up of a huge fund that would peak in the midst of the
baby boomers' retirement was a coincidence-or, at most, an unintended by-product
of the recommendations.

VARIOUS METHODS OF FUNDING OASDI

Next, I will briefly discuss the advantages and disadvantages of current-cost fund-
ing as against advance funding (either full-reserve or partial-reserve) for benefit sys-
tems with rising relative costs over the years, when considered as percentages of
taxable payroll. The discussion thus applies to systems like OASDI. By current-cost,
or pay-as-you-go, financing is meant that, on the whole, income will approximately
equal outgo each year. Under this approach, a fund would be built up and main-
tained that would be approximately 6-12 months of outgo. Such a contingency re-
serve would be utilized to finance the system when business recessions temporarily
reduce tax contribution income. It would then be built up again during times of eco-
nomic recovery.

Certain matters in connection with funding relating to plans of individual employ-
ers (especially non-governmental ones) are not applicable -to national social insur-
ance systems-for example, the possibility of going out of business or of not having
new entrants. The following discussion will relate only to the OASDI system.

The advantage of full-reserve funding-and, similarly, to a considerable extent, of
partial-reserve funding-is simply that thereby the contribution rate ultimately will
be lower than It would be under current-cost funding. This occurs because the inter-
est on the assets accumulated from the excess of income over outgo In the early
years of operation is available to meet the outgo. Assuming that te assets of the
OASDI Trust Funds are invested In government-debt obligations (as seems to be the
only proper procedure), the resulting interest income is "valid". If these obligations
were not held by OASDI they would have been held by the general public, and the
same interest on them would have been paid.

It could be argued that the higher contribution rates In the eErly years and the
lower ones later, under full- or partial-reserve financing would result in greater in-
tergenerational equity. This is so because the initial covered population, especially
those near retirement, receive "windfalls" (as measured by cons dering the value of
their benefits as against the contributions paid by them or on their behalf) as com-
pared with the situation for young new entrants. Accordingly, a level contribution
rate (or, even, a higher rate in the early years than later)-as might be provided
under a full-or partial-reserve funding approach-would alleviate the situation.

The disadvantages advanced against full- or partial-reserve funding are more of a"political" nature than of a theoretical, actuarial nature. One problem would result
from the huge amounts of investments involved, which could absorb a very large
port ion of the National Debt (or even all of it) and thus not eave sufficient for the
general investment market. Another problem might be that the ready availability of
large amounts of money that could easily be borrowed by the General Fund of the
Treasury would encourage excessive governmental spending.
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Yet another problem is that the presence of a very large fund balance could
create politically irresistible demands for greatly liberalized benefits on the grounds
that "all that money is there". The difficulty, then, if such liberalization did occur,
and the fund balance were drawn down, would be that the OASDI costs in future
years would be greatly increased over those under present law and the long-range
financing problems would become greater.

ACTUAL FUNDING BASIS OF THE OASDI PROGRAM

Next, I will take up the subject of how OASDI has been funded over the years.
The original system (1935 Act) was funded on a partial-reserve basis and not on a
fully-funded basis, as sometimes alleged. The 1939 Act, which expanded the program
to include auxiliary and survivor benefits, was also funded on a partial-reserve
basis-and did not institute current-cost funding, as is often erroneously stated,
However, the system was then funded at a lower relative level than under the 1935
Act.

During the 1960s and 1970s, the emerging experience of OASDI was such that the
funding was actually on a more or less current-cost basis. However, until 1972, the
funding basis as to the estimated future experience was still on a "partial-reserve"
basis. The 1972 Act introduced the concept of current-cost funding over the long
range, but the 1977 Act (and the 1983 Act as well) did not follow this principle, but
rather resulted in the build-up of a mammoth-fund balance-and then its depletion
before the end of the 75-year valuation period.

VIEWS OF J. DOUGLAS BROWN ON OASDI FINANCING

Dean J. Douglas Brown of Princeton University, who was one of the leaders in the
initiation of the OASDI program and in its subsequent development over the years,
said cogent words about the necessity for not distorting the OASDI system by
making it become an instrument of fiscal policy. In his book "An American Philoso-
phy of Social Security" (Princeton University Press, 1972), he stated:

"It has been strongly urged by succeeding Advisory Councils that this
posture of neutrality be maintained despite the growth of social insurance
income and disbursements. The repeated recommendation that the size of
the reserve be kept as close as possible to one year's benefit payments is
based, in large part, on this concept of neutrality. Pronounced changes in
social security reserves through unwise planning of contribution schedules
or benefit disbursements were to be avoided to limit any inflationary or de-
flationary effects on the general economy. Advisory Councils have likewise
urged that the fiscal agencies of the government avoid any tendency to
interfere in the determination of social security policy for the ulterior pur-
pose of easing their current fiscal problems. This trade-off of neutrality on
the part of two major agencies of government which deal with large flows
of funds in respect to each other's policies is of great importance in main-
taining the integrity of the American social insurance system. If the system
became an instrument of fiscal policy, the precious confidence of the Ameri-
can people would be undermined. The system in its own normal operations
provides a stabilizing factor in the American economy. But its primary pur-
pose is to provide security to the individual American worker and his
family. It should not be distorted into a mechanism for the manipulation of
fiscal balances."

DESIRABLE CHANGES IN FINANCING OF OASDI PROGRAM

I believe that the financing basis c. the OASDI program should immediately be
changed back to the pay-as-you-go basis that has been followed, in effect, for the
past few decades. This would be accomplished admirably by Senator Moynihan's
ill. The fund ratio of the OASDI Trust Funds at the end of this year will be very

close to 100%, which, in my actuarial-opinion, is adequate for pay-as-you-go financ-
ing to be viable.

Well recognize that the actual experience over long-range periods will not neces-
sarily follow the intermediate assumptions. This, however, does not create any prob-
lem, because the contribution schedule will necessarily, in any event, need to he re-
examined from time to time as the experience unfolds. Then, adjustments in the
schedule-either upward or downward-can readily be made.

Some individuals have asserted that pay-as-you-go financing will mean perma-
nently higher tax rates over the long run than under present law. They base this
viewpoint on the fact that the ultimate tax rate for both employers and employees
under Senator Moynihan's bill is 8.1%, as against the 6.2 scheduled under present
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law for all future years. However, they forget that, under present law, once the fund
balance has been depleted (in some 55 years, under the intermediate estimate), the
contribution rate must increase to the same 8.1 as under pay-as-you-go financing if
the benefit provisions remain unchanged. In other words, if OASDI is financed on a
pay-as-you-go basis as in Senator Moynihan's bill, payroll tax rates would be lower
than- now scheduled for the next 25 years, the same for the next 5 years, and some-
what higher for the following 25 years, but the eventual rates ultimately will be
about the same.

Some people have expressed the fear that benefits are more likely to be reduced
under pay-as-you-go financing than under the present "roller coaster" financing
method. This is not at all likely to be the case because, as just indicated, the tax
rates under pay-as-you-go financing are not all that different from what would have
to be 'one under present law. In essence, changing to pay-as-you-go financing is not
a drastic change in direction for the Social Security program or an abandonment of
the consensus reached in connection with the 1983 Amendments. Rather, it is
mer. ly a fine tuning of the financing procedures.

I believe that pay-as-you-go financing would increase public confidence in the
OASDI program. No longer would there be the confusion and the fear of "thievery"
and "embezzlement" in connection with the use of trust-fund monies to balance the
budget.

Some people also question whether the level of the OASDI Trust Funds-at about
100% of annual outgo currently, as well as estimated to be the case over the 7 5-year
valuation period, as shown by the accompanying chart, prepared by the Office of the
Actuary, Social Security Administration-would be adequate if poor economic condi-
tions should occur. It should be recognized that, under such circumstances, the con-
tribution rates could be increased somewhat to provide the necessary financing (and
still be lower during the next two decades than under present law).

A further safeguard under such economic circumstances is the stabilizer provision
already in law, which provides for the Cost-of-Living Adjustments to be the smaller
of wage increases or price increases when the fund ratio is low (under 20). This pro-
vision is certainly equitable to the beneficiaries, because one can well argue that
their COLAs should not be larger than the wage increases given to the workers who
are currently making contributions to support the system. At the same time, any
part of the COLA which is "lost" when wages increase less than prices is desirably
restored when the normal situation of wages rising more rapidly than prices again
occurs (and the fund ratio is substantially higher-over 32). It is my belief that this
existing provision should be changed so that the trigger level is somewhat higher
than a fund ratio as low as 20%, and that certain technical changes in it are desira-
ble for consistency and comparability.

THE ROLE OF OASDI OPERATIONS IN THE GRAMM-RUDMAN-HOLLINGS TARGETS

In my view, the operations of the OASDI program should be removed from the
computation of the Gramm-Rudman-Hollings targets for the Budget deficit reduc-
tions. The deficit situation would then be portrayed vividly and honestly. However,
if we go to pay-as-you-go financing, as under Senator Moynihan's bill, this question
becomes relatively moot, because the targets would be only minimally affected
whether or not the OASDI operations were so included.

Some people believe in the large build-up of the OASDI Trust Funds for budget-
ary reasons and/or for encouraging greater savings efforts in our nation. This is de-
spite the good reasons against having the Social Security program distorted to
become a mechanism for the manipulation of fiscal affairs, as Dean Brown so sagely
warned against. I might say-not entirely facetiously that if this use of the program
is so desirable, then why not increase the contribution rates and build up even
larger fund balances, so that the program is more nearly actuarially fully funded, as
ERISA requires private pension plans to do.

CONCLUSION

In passing, I should mention that a technical change should be made in the bill. It
should be provided that the revised tax rates will also apply to Tier I of the Rail-
road Retirement system (its Social Security component). Before legislation in 1983,
any changes in the social Security tax rates automatically passed through to such
Tier I, but now separate legislative action must be taken to accomplish this neces-
sary result.

In summary, the time has arrived when the financing of the OASDI program
should be rationalized, stabilized, and made crystal clear by going to a pay-as-you-go
basis, as proposed by Senator Moynihan. The system would then be financed on a
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clear, visible, and understandable basis, and would be actuarially sound. Such a
change would not endanger the benefit rights of either current beneficiaries or
those who will come on the rolls over the long-run future. At the same time, this
would give the nation a better and clearer opportunity to solve the problems with
the Budget and with the savings capacity of its citizens.

l'rojected OASDI Financial operationss Under Senator Nloyilail's Bill,
S. 2016, As Introduced
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RFSPONSES OF ROBERT J. MYERS TO QU-rIONS STUBMIrFEI) BY SENATOR DOLE

Question No. I. You have suggested that a return to a pay-as-you-go system would
-increase public confidence in the system Others suggested the only way to achieve
that confidence is to privatize the system, allowing workers to establish their own
savings accounts. What about privatization?

Response to Question A. 1. 1 agree that some people would have more confidence
in a privatized social security system involving individual savings account,- than
they do in the present program, However, many others might not feel this way, con-
sidering the recent savings and loan situation, but rather would prefer a govern-
mental program to provide basic economic security.

Moreover, there are many factors involved other than public confidence that lead
me to oppose such privatization These include the facts that many workers are not
knowledgeable about investing; that the administrative expenses would be high and
c,ften would offset any favorable investment results; that it wou',d be difficult lor
even impossible to provide adequate insurance protection in the form of monthly
benefits for disability and death cases; and that cosi-of-li'ing adjustments in thf,
benefits would not be available.

Question No. 2. Returning to a pay-as-you-go system vo,,ld seem to put e,)ormous
faith in our actuarial estimates. Mr. Myers, you suggest a fund ratio of 1(0(0 percent
is sufficient security. And if not, adjustments 'can readily be made." Having strug-
gled through the '83 Amendments, I would argue adjustments in benefits or rates
are very tough to achieve. What is a safe ratio and over what period of time should
calculations be made if not 75 years?

Response to Question No. 2. 1 certainly agree that "adjustments" in the financing
of Social Security program generally cannot be "readily made." However, what I
-was referring to was that, if the employer and employee tax rates for the Old-Age,
Survivors, and Disability Insurance program are reduced from the present ;.2%
each to 5.1%, in order to return to pay-as-you-go financing, small increases in the
5.1% rate that would still result in a lower rate than (;.2% - should be able to be
made "readily." And if the experience turns out to be unfavorable, any necessary
increases would certainly be well less than the 1.I tax-rate decrease proposed.

I am convinced that a safe ratio is 100-. And I might say that this is not based
on a mere feeling, but rather on the results of a study of past experience that I
made. The results of this stud) are contained in a paper that I wrote in UPDATE,
National Academy of Social Insurance, May 1990 'copy attached). In brief, I found
that, if the fund ratio of the OASDI Trust Fundq at the beginning of 1977 had been
100 (instead of 47), we would not have had any financial problem in 1980-S2-and
thus no need for the National Commission on Social Security Reform.

I believe that the valuation period for the OASDI program should continue to be
75 years.

Question No. 3. If reserves do fall short, what makes you think this simple adjust-
ment" would be a payroll tax increase and not u benefit cut

Response to Question No. . You are quite correct that the solution to any finan-
cial problem in the short range (say, the next 10-20 years) could be a benefit reduc-
tion. Although this could reasonably be a solution in the long range (as I will dis-
cuss later), I do not believe that it would be appropriate in the short range Us long
as the necessary tax-rate increase would not bring the rate abot'e that nowe payable
under present law (see also my response to Question 2).

Question No. 4. There are those who argue that the payroll tax is regressive and
to roll it back would benefit those most disadvantaged by the existing tax. However,
others suggest that the payroll tax is quite progressive at the bottom of the income
tax scale. In fact, over a lifetime the Social Security tax and benefit system is pro-
gressive-with low income earners receiving relatively more benefits.

Mr. Myers, how would you propose filling in the $55 billion revenue costs that
results from the Moynihan proposal. Wouldn't VAT's or gas taxes, or similar op-
tions be even more regressive?

Response to Question No. 4. In my view, when the OASDI program is considered
as a whole (i.e., both taxes and benefits)--as it properly should be-it is progressive.
However, it is true that, if a portion of the tax is more than is needed for the pur-
poses of the program (i.e., nore than enough to finance it on a pay-as-you-go basis),
then that portion could be considered as a reg 'essive tax.

As to "filling in the $55 billion revenue costs that results from the Moynihan pro-
posal" with VAT's, gas taxes, or similar options, I believe (although without great
expertise) that such taxes would be even more regressive that the Social Security
payroll taxes considered alone (i.e., without considering the Social Security benefits).
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My personal choice for making up the $55 billion revenue loss would be increases in
personal income tax ratc's.

Question No. 5. In your testimony, you say OASDI under the 1935 Act was funded
on a partial-reserve basis? Why was the system set up this way and not under a
Moynihan-type pay-as-you-go funding system?

Restxnse to Question No. 5. The 1935 Act was set up on a financing basis of par-
tial-reserve financing (not full-reserve financing as is done for private pension
plans). In part at least, this was done by those responsible for its design in the belief
that significant funding was desirable, so that a sizable portion of the ultimate
11980) costs would be met from interest earnings (about 44% of the cost).

In the next few years after 19385 there was considerable discussion on this subject,
especially because the projected fund balance of $47 billion in 1980 was higher than
the National Debt in the late 1930s. The 1937-38 Advisor- Council on Social Securi-
ty recommended a change to pay-as-you-go financing, wih a relatively small contin-
gency fund, but the 1939 Amendments did not specifically adopt this recommenda-
tion-although moving the financing basis in that direction.

In my opinion, it would not have been feasible (or desirable) to have had the fi-
nancing basis of the original system on a completely pay-as-you-go basis, because the
benefit outgo for a number of years would be so low. This was because no monthly
benefits were to Ix, paid for five years-and, too, the benefit amounts were quite
dependent on length of covered employment. Even more important, the program
then was quite immature as to the number of beneficiaries (i.e., the vast majority of
the population aged 65 or over were not eligible, because they had retired before the
program began), which is no longer the case. A "true' pay-as-you-go rate initially, in
the years shortly after 1936, would have been so low as to be impractical.

What I believe should have been done initially---and what was substantially ac-
complished by the 1939 Amendments and by subsequent amendments in the
1940's-was to have a low level tax rate of leach on employer and employees (as was
done in the 1935 Act only for 1937-39) for many years, and not to increase the rate
until the fund balance fell below one year's outgo.

Question Ao. 6. If I understand Senator Moynihan's bill correctly, it does more
than shift to pay-as-you-go financing. It also cOoses a long-range deficit in the retire-
ment program through tax increases. I'm sure you remember that the majority of
the members of the 1983 Reform Commission, and Congress, opposed tax increases
as the solution to the long-range financing problem in 1983. Do you support this
aspect of the bill?

Response to Question No. 6. You are correct that the tax schedule under Senator
Moynihan's proposal is intended to finance the program adequately over the 75-year
valuation period, such that the fund balance at the end of the period is equal to
about one years outgo. On the other hand, under present law, according to the inter-
mediate-cost estimate, the trust funds would become exhausted in 2043: after that,
benefits could not be paid in full unless tax rates were increased, or benefits were
reduced-and, in any event, there would tt.,r , be pay-as-you-go financing in effect.

I believe that the approach in the Moynihan proposal to shift back to pay-as-you-
go financing was, properly, to "take one step at a time" and to not complicate the
considerations by also bringing in a long-range benefit reduction that would take
place many decades from now. Then, I believe that once pay-as-you-go financing had
openly been adopted, the long-range cost situation could, and should, be re-exam-
ined, so as to reduce eventual scheduled tax rates by making benefit changes.

I would reduce long-range benefit costs by increasing the Normal Retirement Age
beyond the presently scheduled age 67 (to be effective in 2027) sufficiently so as to
lower the ultimate employer and employee tax rates for Social Security to about 7
each. That compares with the ultimate rate of 8.1% under the Moynihan Proposal
(also necessary at that time under present law if benefits are not reduced). This
would require an eventual Normal Retirement Age of about 68. As you will recall,
your bill S. 1, introduced in early 1983, would have had higher eventual Normal

etirement Ages than present law-as would also have been done by legislation pro-
posed by Congressman Pickle in 1981 (which provided an eventual Normal Retire-
ment Age of 68).
Attachment.

UPDATE, NATIONAL ACADEMY OF SOCIAL INSURANCE, MAY 1990

rhis ionth, the editors of Social Insurance Update invite readers to apply Law-
rence H. Thompson's framework for understanding the Social Security financing
debate (which appeared in Perspectives in Update No. 12) to two points of view from
key policy analysts involved in that debate. Robert J. Myers' piece brings new evi-
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dence to bear on the issue of the size of the contingency fund under pay-as-you-go
financing. Robert M. Ball's piece outlines the reasoning behind his support for the
current system of partial reserve financing. The editors encourage other opinion
pieces on this continuing debate. Aq always, the opinions published in "Perspec-
tives" are the views of the authors ond should not be attributed to the National
Academy of Social Insurance. The Academy is a nonpartisan research and education
organization which seeks to open the range of opinion based on a foundation of
facts.

SOCIAL SECURITY UNDER THE MOYNIHAN PROPOSAL IS RESPONSIBLY FINkNCED

[By Robert J Myers 'I

Senator Daniel Patrick Moynihan has recently introduced, a bill (S. 2016) that
would return the financing of the Social Security program (Old-Age, Sirvivors, and
Disability Insurance) to a pay-as-you-go basis. Under this procedure, the income to
the trust funds from taxes would, each year, slightly exceed its outgo-so as to
maintain a fund balance of about one year's outgo. Some critics of the proposal
allege that it is financially irresponsible. Such is not the case, as will be shown here-
after.

Specifically, under the Moynihan bill, the payroll tax rate on both employers and
employees would be reduced it, 1991 from the presently scheduled 6.2% (exclusive of
the 1.45%7 for the Hospital Insurance portion of Medicare) to 5.11-. That rate would
be maintained until 2012, when it would rise to 5.6%. Then, increases would be
scheduled-to (;.2 in 2015-19. 7.0% in 2020-24, 7.7% in 2025-44, and 8.1% in 2045
and after. The last-mentioned rate would also be necessary under present law if the
benefits were to be maintained after the trust-fund balance becomes exhausted at
that time. Thus, the Moynihan proposal is merely fine tuning the tax contribution
schedule in present law-a lower ratc. for the next 24 years, the same rate for the
next 5 years, and the same rate thereafter.
The foregoing iax schedules are adequate to finance the Social Security program

according to the intermediate estimate in the 1989 report of the Board of Trustees
of the OASDI Trust Funds. Obviously, if ths- future experience differs significantly
from that estimated in the Trustees Report, bot., tax schedules would have to be
revised (either upward or downward) in order to maintain, the program's fina. :cial
viability

Some critics point out that the fund ratio (fund balance relative to the next year's
outgo) was only 75% at the beginning of 1990. They then allege that an adequate
fund ratio to meet contingencies is 100-150, and probably the upper end of the
range.

Other critics refer to the situation after the 1977 Amendments, v'hich were sup-
posed to finance the program adequately for at least the next 50 years, but instead a
serious crisis occurred within 5 years. They then assert that about the same thing
could occur under the Moynihan proposal. However, as will be shown, these various
criticisms are not valid.

Although the fund ratio was 75% at the start of 1990, it will be almost 100% at
the end of the year. At various times in the past, students of the subject, as well as
Advisory Councils on Social Security, have set a range for the fund ratio of 75-125,7c,
as being sufficient. Now, some individuals have drawn the figure of 150% as the
desirable ratio completely "out of the air." As will be shown next, by an analysis of
the experience in 1977-82, a 100% fund ratio is ample guarantee of financial viabili-
ty of the Social Security program.

At the beginning of 1977, the fund balance was $41.1 billion, with a fund ratio of
only 47% (see Table 1). By the beginning of 1983, the fund was virtually exhausted,
being only $12.3 billion (net of the loan of $12.4 billion from the HI Trust Fund)
with a fund ratio of only 7%--less than one month's outgo. Benefit payments were
made in a timely manner only because of the aforementioned loan.

So, the critics wrongly say that it would be irresponsible to lower the payroll tax
rate in 1991, because of what happened under the 1977 Amendments. However, the
current situation is completely different, because we now have a 100% fund ratio,
not one that is slightly less than 50%.

Table I shows the results of my computations as to what the situation would have
been under the 1977 Amendments if at the beginning of 1977. the fund ratio had
been 100%. The larger fund balance would not only have provided more "cushion"

I Chief Actuary, Social Security Administration, 1947-70. Deputy Commissioner. Social Securi-
ty Administration, 1981-82, Executive Director, National Commission on Social Security

form, 1982-83
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to draw on, but also would have provided more interest income to meet the excess of
outgo over tax income; it was assumed that the average interest rate earned on the
larger fund balance would have been the same as that earned each year under the
actual experience.

The result of this hypothetical situation is startling! The fund balance would have
stayed in a narrow band of about $80-$85 billion in 1977-82, and so the fund would
not have approached bankruptcy, as it would have in 1983 if the legislation of that
year had not been enacted. The fund ratio, however, would have decreased signifi-
cantly in 1977-83, reaching as low as 45% at the beginning of 1983.

The fund balance under this hypothetical situation would have fallen in 1983-84,
although not greatly, because economic conditions had improved by then. As a
result, the "vicious circle," from a cost standpoint, of prices rising more than wages
(so that the automatic COLAs were higher, percentage-wise, than the rises in wages,
which affect increases in payroll-tax receipts) was abated (see Table 2). Then, in
1985, an increase in the tax rate that was legislated in 1977 would have occurred
(from the previous 5.4% each for the employer and the employee to 5.7%), and the
financing would have been ample through the 1980s. Then, in 1990, another in-
crease in the tax rate that was legislated in 1977 would have become effective-to
6.2% (actually, the rate now in effect), so that all would have been well.

Thus, it is clear that, if the fund ratio had been 100% at the beginning of 1977,
the "back-to-back" business recessions of the late 1970s and early 1980s would not
have caused the OASDI Trust Funds to have the financial crisis in 1982-83 that
they actually had. A fund ratio of 150% was, by no means, necessary to assure fi-
nancial soundness!

Some critics of the Moynihan proposal have pointed out that, if economic condi-
tions in the 1990s are those contained in the pessimistic estimate of the 1989 Trust-
ees Report, the OASDI Trust Funds will become exhausted in 1999. They then
allege that the proposal is irresponsible.

Such is not the case, because under responsible pay-as-you-go financing, the Con-
gress and the Administration would continuously review the financing situation and
take appropriate measures when the fund-or, even more importantly, the fund
ratio-drops significantly. Even under continuous poor economic conditions, such as
those in the pessimistic estimate, the restoration of only part of the reduction in the
tax contribution rate made by the Moynihan bill would maintain solvency.

In summary then, the Moynihan proposal is financially responsible and viable. No
possibility exists that the payment of benefits would be endangered. The fund level
at the end of 1990-a fund ratio of about 100%-is adequate to assure the integrity
of the Social Security program under any conceivable economic scenario. This has
been demonstrated by what would have happened after 1977 if such a funding situa-
tion had been present then, as against the disaster that actually occurred.

Table 1.-PROGRESS OF OASDI TRUST FUNDS UNDER 1977 AMENDMENTS, ACTUAL AND
HYPOTHETICAL, IF FUND BALANCE AT BEGINNING OF 1977 HAD EQUALLED ONE YEAR'S OUTGO

[Do4lar in bllions]

Actual Experience T Hy~thetical Experience
BeginningFund Balance Fund Ratio (In Fund Balane Fund Ratio (In

percent) percent)

1977 ............................... .. $41.1 47 $87.3 100
1978 ........... ............ ........... 35.9 37 84,4 88
1979 .......... ................ 31.7 30 830 77
19 8 0 ............. ......... ............ ..... ............... .. ......... 3 0 .3 2 5 8 4 .6 6 8
1 9 8 1 ................. .. .............................................. 5...................... 2 1 8 8 4 .8 5 9
1982 ........... ....................... 24.5 15 87,5 55
1983 ...... ,. _ ....... ... .. ', ,. ................ ..... .... ' 12.3 7 19.5 45

1 Not counting the loan of $124 billion frurn t e Hospital Insuranca Trust Fund
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- Table 2.-ANNUAL INCREASES IN PRICES AND WAGES
(In pe]cent1

Increase from previous year
CaW1ar Year-- -- I-SPrces Wages 2 IMff Me I

1977 ...... .................................... 65 6.0 -. 5
1978 ...... . . . . . . ........... .... .............. 7... .... ......... ..... 7.6 7.9 + .3
19 7 9 .... .. .................................... .. .... ... ..... ......... . . ................ .... 1 ,5 8 .7 - 2 .8
19 8 0 ............ ....... ...... ....... ..... ... .... .............................. .... . .... . . 13 .5 9 .0 4 5
!981 ...................................... ..... 10.2 10 1 -. 1
1982 ........... .......... .... ............ ........ . .. ... 6.0 55 - .519 8 3 .............................................. ........ .. ........................ ..................... 3 .0 4 .9 + 1 9

1984 .................................... 3.4 5.9 +2.5
1985 ................... .. .... 3.5 4.3 + -8
19 8 6 ........... ....... .. . ... ...................................................... +..1.......................... 1 .5 3 0 + 1 .5
1987 ....... ................. .............. 36 6.4 +2.8
1 9 8 8 .......................... ............ .............. ................... ...... ... ......................... 4 .0 4 .9 + .9

' CP (W)
2 Social Security indexJng wage
I Column 2, minus Column I
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SUBMITTED BY SENATOR BOB PACKWOOD

[EXCERPTS FROM GAO REPORT, JANUARY 21, 1986]

Appendix B

Economic Assumptions

GAO's responsibility

The Balanced Budget and Emergency Deficit Control Act of 1985"reqtires
that the Comptroller General report his estimat# of real ecdnomic growth for
the fiscal year, for each quarter within the fiscal year, and for the two quarters
preceding the fiscal year.

GAO estimates real economic growth in the second and third quarters of
calendar 198i (the two quarters immediately preceding fiscal year 1986) to
have been 1.1 percent and 3.0 percent respectively. GAO estimates real

.. '.growth in the fourth quarter ofcalehdar 1985, (the first quarter of fiscal year
1086) to have been 3.2 percent. Each of these estimates represents the most
recent estimate released by the Department of Cornmerce.

GAO estimates that real growth in each of the first three calendar quarters of
1986 (the last three quarters of fiscal 1916) will fall within a range, the
midpoint of which is 3.0 percent, and that real growth for fiscal 1986 as a
whole will fall within a range, of which 2.85 percent is the midpoint. GAO
does not expect two consecutive quarters of negative real growth.

GAO analyzed current economic conditions and reviewed current estimates of
future trends. On the basis of this analysis, GAO concluded that no set of
economic assumptions that might have been ado ted for estimating the
budget deficit would have resulted in a deficitof less than $191.9 billion--the
smallest deficit estimate necessary to trigger the maximum possible sequester
this year. Since using our own economic assumptions would not have affected
either the aggregate amount needed to be sequestered or the distribution or
sequesters in fiscal year 1986, GAO did not develop an independent economic
forecast.

Tlhe Act requires the Comptroller General to develop his estimates w;th due
regard for the data, assumptions, and methodologies used in reaching the
conclusions set forth in the report submitted by and CBO. Although we
did not develop our own set ofassumptions for this report, we did review tlhe
assume options reported by OiB and CBO. These assumptions are shown in
Table B-1.

In our review, we first examined how the accuracy of economic forecasts made
by OMB and CBO in the recent past compared with the accuracy of forecast,;
made at similar times by private sector forecasters. Then we compared
current private sector forecasts with the current OMB and CBO forecasts.
The remainder of this appendix discusses these two comparisons and our
conclusion about the reasonable range for estimates of real growth durl.ng
fiscal year 1986.

GAO:OCG-86-1 Budget Reductions for FY86Page 35
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Economic Assumptions

Table B-i; Economic Assumptions Reported by OMB and CSO
Fiscal Year 1986

OMB CBO
Economic Variable Assumption Assumption

Nominal GNP (billions of current 4209 4192
dollars)

Nominal GNP Growth 6.9 6.5

(percent change, year over year)

Real GNP (billions of 1982 dollars) 3675 3658

Real GNP Growth (percent change, 3.5
year over year)..

Quarterly Real GNP Growth (percent
change, annual rate)

April-June, 1985 1.1 11

July-September, 1985 3.0 3.0

October-December, 1985 4.2 3.2

January-March, 1986 4.0 3.5

April-June, 1986 4.0 3.3

July-September, 1986 4.0 3.4

GNP Implicit Price Deflator 3.3 3.4
(percent change, year over year)

CPI-W (percent change, 3.3 3.3
year over year)

Civilian Unemployment Rate 6.9 6.9
(percent, fiscal year average)

Three-Month Treasury Bill Rate 7.3 6.9
(percent, fiscal year average)

Ten Year Treasury Note Rate 9.2 9.2
(percent, fiscal year average)

Sources: Office of Management and Budget, Congressional Budget Office

GAO/OCC-86-1 Budget Reductions for FY86Page 36
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Historical Analysis

GAO reviewed past forecasts to assess relative accuracy and to seek evidence
of a systematic tendency either to over predict or under predict certain key
economic indicators. Data in Table B-2 show the actual behavior of these
indicators and the difference between the actual value and the value; "
forecasted by OMB, CBO, and several private sector forecasters. The private
sector forecasts include those released by three individual organiizations and
two surveys thIprovide measures of the consensus of the forecas.s of a larger
number of individual forecasters.I

Table B-2 shows the prediction errors of these forecasts for the past 6 years. A
positive number indicates that the value that had been forecast exceeded the
actual value. The "mean error" is the simple average of the errors in each of
the 6 years. The "root mean square error" is a measure of the accuracy of the
forecast without regard to whether errors were positive or negative. The OMB
and CBO forecasts-are those released in January or early February when the
President submits his budget to he Congress. The private sector forecasts are
the forecasts released in January of each year (or the most recent one
available in January). All comparisons focus on the accuracy of the forecast of
the upcoming calendar year only.

Our analysis of the data in Table B-2 suggests several conclusions:

1. Neither OMB nor CBO has been substantially less accurate than the
private sector forecasters in forecasting the upcoming year and
neither has had a greater tendency to over predict or under predict
than have the private sector sources. For any particular variable,
mean errors of the OMB and CBO forecasts tend to be of the same
sign, and both mean errors and root mean square errors tend to be of
similar magnitudes, to the corresponding measure of private sector
accuracy.

1The three private frrms are Chase Econometrics, Inc., Data Resources, Inc., and Wharton
Econometric Forecasting Associates; each produces forecasts that are used widely in
business and government. The two surveys present the consensus of a broad range of
informed opinion about the future course of the economy. The A merican Statistical
Association and the National Bureau of Economic Research (ASA/NBER) jointly sponsor a
survey of 25 economic forecasters in industry, finance, consulting firms, and universities.
The Blue Chip Economic Indicators' survey includes about 50 economists from similar
backgrounds in its panel. The results reported represent the median of the forecasts
surveyed by ASAINBER and the mean of the forecasts surveyed by Blue Chip.

Page 37 GAO/OCG.86-I Budget Reductions for FY86
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Table B-2: History of Forecast Errors, 1980-85 - -
(Predicted Less Actual, Percentage Points)

Nominal GNP Growth 1980 1981 1982 1983 1984 1985' Mn.b RMS<
Error Error

Actual 8.8 12.4 3.8 7.7 10.8 6.1

Differences:

OMB -0.5 -1.0 4.3 -1.0 -0.7 1.7 0.5 2.0

CB0 -0.9 -0.6 3.7 -0.9 -0.5 1.2 0.3 1.7

Chase -1.5 -1.0 3.6 -0.6 -0.9 1.6 0.2 1.8

DRI -0.7 -1.8 3.4 -0.7 -1.1 0 -0.2 1.7

Wharton 0.1 -0.5 4.3 0 0 1.7 0.9 1.9

ASA/NBER -1.6 -1.6 4.6 0.1 -0.6 1.7 0.4 2.2

Blue Chip -0.8 -2.0 4.3 0.1 -0.7 1.4 0.4 2.1

Real GNP Growth

Actual -0.3 2.5 -2.1 3.7 6.8 2.5

Differences:

OMB -0.3 -1.6 2.3 -2.3 -1.5 1.4 -0.3 1.7

CBO -0.6 -1.2 2.0 -1.6 -1.4 1.0 -0.3 1.4

.Chase -0.9 -1.5 1.8 -1.6 -1.7 0.9 -0.5 1.4

DRI -1.1 -2.4 1.6 -2.1 -1.5 0 -0.9 1.6

Wharton -0.3 -0.9 1.8 -1.3 -1.2 1.3 -0.1 1.2

ASAJNBER -1.0 -1.3 2.6 -1.3 -1.6 0.9 -0.3 1.6

Blue Chip -0.7 -1.8 2.4 -1.2 -1.5 0.8 -0.3 1.5

GAO/OCG-8;- I ludget Reductions for !Y86Page38
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Table B-2 (continued)*..

Inflation - GNP Deflator 1980 1981 1982 1983 194 1985a Mn.b RSc
Error Error

Actual . .9,,2 9.6 .6.0 .03.8 3 8 3.5

Differences:

OMB -0.3 0.9 1.9 1.4 0.7 0.3 0.8 1.1

CBO -0.4 0.7 1.5 0.8 U 9 0.1 0.6 0.9

-0.6 0.7 1.7 1.2 0.8 0.6 0.7 1.0
;' DRI 0.4 0.8 1.7 1.5 0.4 0 0.8 1.0

Wharton 0.4 0.5 ' 2.5 1.4 1.1 0.4 1.0 1.3

ASANBER -0.4 -0.1 1.9 1.5 1 0.8 O.P 1.1

Blue Chip -0.1 0 1.7 1.3 0.9 0.6 0.7 1.0

Unemployment Rate
(Civilian)

Actual 7.1 7.6 S.7 S.6 7.5 7.2

Differences:

OMBd -0.1 0.2 -0,8 1.3 0.4 -0.1 0.1 0.6

CBO -0.1 0.2 -0.8 1.0 0.3 -0.1 0.1 0.5

Chase 0.1 0.5 -0.6 1.3 0.3 -0.1 0.3 0.6

DRI 0.1 0.3 -0.8 1.1 0.5 0.3 0.2 0.6

Wharton 0 0 -0.9 0.9 0.6 0.3 0.1 0.6

ASANBER 0.2 0.1 -1.5 0.1 0.8 0 -0.1 0.7

Blue Chip 0.3 0.3 -1.1 0.7 0.5 0 0.1 0.6

G 3\OOCG-86-1 Budget Reductions for FY86Page 39
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Table B-2 (continued)

Three-month 1980 1981 1982 1983 1984 1985 Mn.b RMSc
Bill Rate Error Error

Actual 1 1.5 14.0 10.7 8.6 9.6 7.5

Differences:

OMB -1.0 -0.5 1.0 -0.6 -1.1 0.6 -0.3 0.8

CBO -*1.5 -1.5 .. 1.3 -18. ,-07 0.8 -0.6 1.3

Chase -0.8 -0.7 1.3 -1.6 -0.7 1.3 -0.2 1.1

DRI -1.4 -1.1 0.2 -0.7 -1.0 -0.1 -0.7 0.9

Wharton -1.2 -0.8 1.2 -1.2 -0.6 0.9 -0.3 1.0

ASA/NBER na na 0.8 -0.5 -0.8 2.0

Blue Chip na na 0.1 -0.9 -0.8 1.1

Note: (-) indicates underprediction
na indicates data not available

a 1985 actual growth rates in nominal GNP, real GNP, and GNP deflator based on
December 20 'flash' esti, late.

b Simple average of errors.
c Root mean square average of errors.
d OMB forecast the total ur.kinployment rate for 1983-85. The difference between the

actual civilian and total unemployment rates was added to OMB's forecasted value to
make it comparable with "he other forecasts.

GAO/OCG-86. Budget Reductions for FY86Page 40
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2. Over this period, no one source consistently produced the most
accurate forecast of all of the key indicators. If any one source can be
considered to have had the most success in forecasting these
indicators over these years, it is-the CBO. The root mean square
error of CBO's prediction is equal to or lower than that of every other
source for three of the five indic.to%.2 Wharton Econometric
Forecasting Associates hacd the lowest error in forecasting, real
GNP, and CBO was tied for second.. In forecasting the Treasury bill
rate, the OMB had the lowest rt retin square error. 3

3. Forecast errors tend to result from developments that few if any
forecasters anticipated, causing forecasts generally to err in the
same direction. Thus, with few exceptions, the error reported in
Table B.2 for every source's forecast of a particular indicator in a
particular year has-the same sign. For-example, (except for one
perfect forecast) all sOurce oerestimated real GNP growth in 1982
and 1985, and all sources underestimated real growth in the other 4
years. Over the entire 6 year period, the mean error of all sources'
forecasts of real growth was negative, while the mean error of all
sources' forecasts of inflation was positive. This result is more likely
a reflection of the particular events occurring in those 6 years than
it is a reflection of an underlying bias in all sources' forecasting
techniques.

Current Forecasts

GAO surveyed current private sector forecasts to provide one basis for
evaluating the reasonableness of the current OMB and CBO forecasts. Key
results of our survey are shown in Table B-3.

Compared to CBO, OMB forecasts higher real growth and higher interest
rates but a slightly slower rate of growth in the GNP deflator. The real
growth rates forecast by both OMB and CBO exceed those forecast by the
typical private sector sources we have examined. OMB's real growth rate is
0.8 percentage points above the consensus measured in the American
Statistical Association/National Bureau of Economic Research (ASA/NBER)
survey, and is 0.6 percentage points above the consensus measured in the Blue
Chip survey. CBO's forecasted real growth also exceeds these two measures of
private sector consensus, but the gap between CBO and ASA/NBER is only 0.3
percentage points and the gap between CBO and Blue Chip is insignificant.
The three commercial forecasting services expect even slower growth than is

21n these years CBO's forecasts tended to be released several weeks after the release of the
other forecasts listed in this table. We do not know the extent to which this accounts for
their somewhat better record.

31n fact, despite its relative success during these years, 0MB did not claim to be forecasting
interest rates. Its projections merely assumed that interest rates would rise or fall with
forecasted changes in the rate of inflation.

GAO/OCG-86-1 Budget Reductions for PY86Page 41
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Table B-3: Comparison of Current Eonomi" Forecasts
(in Percent)

Annuala 1986

Real GNP Nominal
GNP Deflator GNP

1. OMB 3.5 3.3 6.9

2. CBd 3.0 3.4 6.5

3. Chase 2.3 2.9 5.3

4. DRI 2.1 3.3 5.4

5. Wharton 2.6 3.1 5.7

6. ASA/NBER 2.7 3.4 6.2

7. Blue Chip 2.9 3.2 6.1
Unemploy-

ment Rate

1. OMB 6.9

2. CBO 6.9

3. Chase 7.3

4. DRI 7.2

5. Wharton 7.2

6. ASAINBER 7.1

7. Blue Chip 7.0

3 Month

Bill Rate

7.3

6.9

6.9

6.6

6.4

7.1

7.1

GAO/OCG.86-1 Budget Reductions for FY86Page 42
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Table 8-3 (continued) . .

Quarterly Growthb

1985 1986 1986 1986
IV I II Il1

Real GNP

1. OMB 4.2 4.0 4.0 4.0

2. CBO 3.2 3.5 3.3 • 3.4

3. Chase 2.9 1.3 1.2 3.8

4. DRI 2.9 -0.6 3.1 3.0

S. Wharton 2.8 2.0 2.6 4.2

7. ASA/NBER 3.2 2.8 2.7 3.2

8. Blue Chip 3.2 3.0 3.1 3.2

a For real and nominal GNP and GNP deflator, amounts shown are fiscal year over fiscal
year growth rates. For unemployment and Treasury bill rates, amounts shown are fiscal
year average rates.

b Annual Rate

GAO/OCG-86-1 Budget Reductions for FY86Page 43
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reflectedift the two surveys. Thus, the differences between the agencies' and
the commercial services' forecasts is greater than the difference between the
agencies' forecasts and the results reported in the two surveys.

The GNP deflators forecast by OMB and CBO are similar to chose forecast hy -
the commercial forecasting firms and to those contained in the surveys. Thus,
most of the difference between either the OMB or the CBO forecasts of real
growth and the real growth forecast by the other sources translates directly
into differences in the respective forecasts of nominal GNP growth.

With : espect to unemployment rates, differences between OMB and CBO as
well as differences between either OMB or CBO and the commercial
forecasting firms are consistent with the real growth differences nqted

reviously: both agencies forecast slightly lower unemployment as a result of
igher real growth.

The focus thus far on the relationship between the OMB and CBO forecasts
and the survey averages obscures the extent of the variation in current
private sector opinion about future economic activity. When the individual
projections of calendar 1986 real growth reported by the 50 firms in the Blue
Chip survey are divided into quintiles, the median ofeach quintile is:

First Quintile: 3.9 percent
Second Quintile: 3.3 percent
Third Quintile: 3.0 percent
Fourth Quintile: 2.8 percent
Fifth Quintile: 1.9 percent

In a separate announcement, the Administration has said that it expects real
GNP in the fourth quarter of calendar 1986 to exceed real GNP in the fourth
quarter of calendar 1985 by 4.0 percent. Together.with the qua;'terly growth
rates reported for fiscal 1986, this implies a forecast of 3.7 percent growth
between calendar 1986 and calendar 1985. CBO has informed GAO that it
expects 3.4 percent real growth in the fourth quarter of 1986, implying that
1986 real GNP will exceed 1985 real GNP by 3.2 percent. In the M3,ue Chip
distribution of calendar 1986 forecasts, the OMB forecast would fall at the
bottom of the first quintile and the CBO forecast would fall near the bottom of
the second quir.tile.

In summary, the OMB and CBO real growth forecasts are well within the
range of current private sector forecasts. At the same time, both agencies, but
especially OMB, forecast somewhat faster real growth than is expected by
either of the two measures of the private sector consensus or by any of the
three commercial forecasters discussed here. Each agency's forecast of
inflation is consistent with private sector forecasts, so that each agency's
forecast of nominal GNP is also somewhat more optimistic than the typical
private sector source. Differences with respect to unemployment are minor
and are consistent with the differences in the forecasts of real growth.
Finally, the OMB and CBO forecasts of interest rates seem to be consistent
with current private sector thinking.

Page 44 G.\OOCG-86-1 Budget Reductions lot FY86
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Current Economic Conditions

Economic indicators continue to follow the mixed pattern that has prevailed
since mid-1984, suggestLing considerable uncertainty in forecasting the
economy. The most likely outcome is neither brisk nor sluggish real growth
during 1986. F

Several positive factors suggest that a recession is unlikely:

The deteiioration in the trade balance should be behind us as a
result of last year's decline in the dollar;

* Last year's rapid monetary growth and declining interest rates
suggest higher real growth in 1986. In particular, lower interest
rates should support renewed strength in housing starts.

* Expected further declines in oil prices should moderate inflationary
exiiectations, giving the Federal Reserve room to respond to any
weaknesses that seem to be developing.

Several negative factors make sustained and very rapid economic growth
equally unlikely:

* Consumer spending has been outstripping income growth, leading
to a historically low personal savings rate;

a The moderate rate of manufacturing capacity utilization and the
high office and apartment vacancy rates should weaken the
attractiveness of business investment. Recent surveys suggesting a
decline in constant dollar capital spending during the first half of
calendar 1986 may overstate the severity of the'problem, but it does
not now look as though fiscal year 1986 is likely to enjoy a capital
spending boom.

In this environment, we believe that real growth over each of the last three
quarters of fiscal 1986 is unlikely to be more than 5.0 percent or less than 1.0
percent. If we start with the Commerce Department's very preliminary
estimate of a 3.2 percent real growth rate in the fourth quarter of calendar
1985, real growth at an annual rate of 5.0percent in each of the first three
calendar quarters of 1986 implies growth in fiscal 1986 averaging 3.6 percent.
From the same base, real growth at an average annual rate of 1.0 percent in
each of the next three quarters implies growth in fiscal 1986 averaging 2.1
percent. Historically, quarterly growth rates have beer much mere volatile
than have average growth rates over the course of a year. Thus, it is entirely
possible that growth in one or two of the remaining quarters in fiscal 1986 will
be outside of GAO's range. Nonetheless, we expect the .average for the three
remaining quarters to fall within GAO's range and we do not expect two
consecutive quarters of negative growth.

Summary

GAO does not expect real growth in each of the next three quarters to be more
than 5.0 percent or less than 1.0 percent, and we do not expect real growth for
fiscal year 1986 to average more than 3.6 percent or less than 2.1 percent.

Page 45 GAO'OCG.86.1 Budget Reductions for FY86
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Individual quarterly growth rates are much more variable and are thus much
more difficult to predict than annual growth rates, and we are less confident
that the actual rate for any particular quarter will fall within the range we
have predicted.

The quarterly real growth rates forecast by both OMB and CBO fall well
within the range GAO considers reasonable. The fiscal year real growth rates
also fall within the range that GAO considers reasonable, although as a result
of its assumption about the strength of the four th quarter of calendar 1985,
OMB is very near the top of that range. Compared to the private forecasts
reported here, the OMB forecast is fairly optimistic. The CBO forecast is
closer to the private forecasts, but is still somewhat more optimistic about real
growth prospects than are most measures of private sector consensus. It is
also true, however, that in recent years, on average, CBO has been among the
more accurate of the forecasters of real GNP.

The unemployment rates forecast by both OMB and CBO are slightly lower
than those forecast by other sources we checked, a result that is consistent
with their forecast of higher real growth. Their forecasts of inflation and

.. in.trcst rates fall within the range of the other forecasts.

GAO/OCG-86- I Budget Reductions for F"Y86Pa~ge46
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Appendix 1I

Economic Assumptions

Projections of the federal deficit are based on forecasts of those eco-
nomic variables that influence federal revenues and outlays. Thus, a
necessary part of any review of the deficit projections of OMB and ceo Is
a review of the economic assumptions upon which they are based. This
appendix outlines the process we followed in reviewing the OMB and cao
assumptions; the conclusions we reached; and the implications for rev-
enue, outlay, and deficit projections.

We performed our review by developing our own set of economic
assumptions for fiscal year 1987 and comparing our assumptions with
those adopted by OMB and cBo. In certain important respects, our
assumpticns are less optimistic than either OMB'a or CRo's. For instance,
we assume that real economic growth in fiscal year 1987 will be 2.8 per-
cent, whereas cso assumes 3.2 percent and oM assumes 3.7 percent. On
the other hand, we are more optimistic than the other two agencies
about interest rates. We assume that the 3-month Treasury bill rate will
average 5.8 percent in fiscal year 1987, whereas OMB and cwo assume it
will average 6 2 percent and 6.3 percent, respectively. Taken as a whole,
our view of the economy appears to correspond more closely to that of
cRo than to that of OMB.

We asked both oB and CBO to estimate the budgetary effect of using our
economic assumptions. We were unable to obtain such an estimate from
OMB, Co estimates that our assumptions would reduce fiscal year 1987
revenues by $5.5 billion from the level it projects using its economic
assumptions. Primarily as a result of the lower interest rates, cBo esti-
mates that our assumptions would reduce fiscal year 1987 outlays by
$2.2 billion. Thus, using all of the other assumptions that cR0 employed
in preparing its estimates for the joint OMB/CRO report, but substituting
our economic assumptions for Ceo's, would increase ceo's fiscal year
1987 deficit projection by $3.3 billion.

Given the uncertainties involved in projecting both the economy and the
deficit, we do not view the differences between our economic assump-
tions and the deficit they produce and cao's economic assumptions and
deficit to be significant enough to justify our producing a third set of
account-by-account estimates. The difference between our view of the
economy and the view adopted by oMB iN greater, and we do not know
what omB's deficit estimate would be using our assumptions. Thus, for
those calculations in this report that are sensitive to economic assump-
tions, we have decided to use the cBo assumptions.
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How We Developed Our
Forecast

In order to review OMB'S and co's economic assumptions, it was neces-
sary for us to develop an independent judgment of the most likely future
course of the economy. We decided not to select any one particular indi-
vidual's or organL7ntion's forecast as the standard against which to eval-
uate the OMB and c-Do forecasts. History suggests that it is unreasonable
to expect absolute accuracy in the economic projections of any indi-
vidual or organization and that any forecast will prove inaccurate, at
least to some degree. Experience also suggests that it is unreasonable to
assume that a forecaster, or forecasting technique, that produces the
most accurate forecast for one particular year will necessarily produce
the most accurate forecast for a subsequent year.

Mindful of these inherent forecasting limitations, we decided that the
most effective method for developing an independent view of future
economic events woad be to develop on our own a forecast that reflects
a consensus of the views of experienced private-sector forecasters.
Accordingly, we organized a panel of outside experts and worked closely
with them to develop a GAO economic forecast.

We began by assembling, both for our own use and for the panel's use,
information on current economic conditions. In addition, we asked three
leading economic consulting firms-Data Resources, Inc. (DiU); Chase
Econometrics, Inc.; and Wharton Econometric Forecasting Associates,
Inc.-to supply us with their best estimates of economic conditions in
1987,1 assuming that the targets specified in the Balanced Budget Act
were achieved. We also asked each of the panel members to supply us
with his own individual forecast.

On the basis of this work, we developed a tentative ece'omic forecast
that we distributed to the panel members along with summaries of the
other information we had gathered. The panel convened in late July in
Washington, reviewed the information we had given it, and gave us its
suggestions for modifying our tentative forecast. The GAO forecast incor-
porates the suggestions we received and the latest economic data avail-
able to us early in August.

The GAO Forecast Our forecast assumes that real economic growth will continue at a mod-
erate paee through the end of fiscal year 1987. Specifically, we assume
that the growth rate for real cP in both fiscal year 1986 and fiscal year
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l9.7 will be 2.8 percent. Our forecast is based on several important gen-
eral assumptions, Including

• that the total deficit targets contained in the Balanced Budget Act are
achieved;

* that Federal Reserve monetary policy is accommodative, permitting
monetary aggregates and interest rates to be consistent with moderate
economic growth and no substantial acceleration of inflation;

• that despite short-run volatility, the average level of oil prices over the
next 5 calendar quarters will be close to their level in late July; and

• that tax reform following the basic outines being discussed in late July
will be enacted this fall.

Components of Final Our forecast of GNP growth embodies the folk Ing assumptions about
Demand the major components of aggregate demand.

Consumption Our forecast assumes that consumption spending will grow more slowly
in fiscal year 1987 than it did In the Commerce Department's most
recent estimates for the 4 quarters endinin June 1986 but that con-
sumption will continue to grow more rapidly than GNP. Our assumption
about continued strength in consumption is consistent with several posi-
tive developments:

, Current estimates are that real disposable personal income grew at an
annual rate of 6.9 percent in the first half of 1986 and that real total net
worth grew at an annual rate in excess of 10 percent in the 2 quarters
ending in March 1986 (the most recent data now available), providing
the basis for continued strength In consumption spending.

" Revised estimates released In July suggest that the personal saving rate
was not as low in 1986 and early 1986 as had been thought previously,
quieting fears that consumers would reduce spending.

" Both the University of Michigan and the Conference Board indexes of
consumer sentiment are quite high. The July figure In the Michigan
survey is down somewhat from June, but the June-figure is 2.9 percent
above a year ago, while the July level is 4.1 percent above a year ago.
The June survey also shows record high sentiment in favor of purchases
of automobiles, large household durables, and houses. -
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Business Fixed Investment Our forecast assumes that real business flxed investj%-.nt will recover a
little following its decline in the first half of 1986, but not by enough to
lift the constant dollar level in fiscal year 1987 above the fiscal year
1986 level. The declines in the first half of 1986 appear to be largely the
result of developments in the mining and petroleum industries and in
the computer equipment market. While we are assuming that these
declines are behind us, we do not assume very much growth. This rather
pessimistic assessment is based on factors such as the following

" the current low rate of capacity utilization, which was estimated at 78.9
percent for the second quarter of 1986.

" the results found in recent surveys of business capital spending plans.
The April/May Commerce Department survey of investment anticipa-
tions projected a 1.3 percent real decline for 1986. The McGraw-Hill
spring survey revealed plans by business to cut its real spending by 4.2
percent in 1986 (and a further decline in 1987, although the survey is
less reliable the longer the horizon).

" the expectation that tax reform will increase effective tax rates on most
real estate investment and the persistence of high office vacancy rates
in many parts of the country.

The investment outlook does contain some positive factors. In partic-
ular, the decline in interest rates should make capital spending more
attractive. Nonetheless, we assume that these positive factors will be
too weak to offset fully the drop in business investment that occurred in
the first half of 1986.

Housing Our forecast assumes that housing investment will continue to grow
through the end of 1986 but will level off in real terms thereafter.
According to the Commerce Department's August estimates, residential
investment grew by 9.8 percent between the second quarter of 1986 and
the second quarter of 1986. In large measure, this growth is in response
to a drop of 170 basis points in the new-home mortgage rate during this
same period of time. So far in 1986, prices of new and existing homes
have been rising faster than the consumer price index (cPi). However,
the decline in mortgage rates has more than offset any housing price
increases so that conventional measures show new housing to be more
affordable today than it was a year ago.

Our forecast assumes continued strength in single-family housing. We
also assume, however, that investment in multifamily housing will be
somewhat weaker. New multifamily housing starts declined in the
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second quarter of 1986. Considering the rising vacancy rates In many
parts of the country and the prospects that tax reform will reduce the
Incentive to invest in such housing, we are assuming that the weakness
In the multifamily sector will continue.

Inver.orles Historically, inventory investment has been quite volatile and difficult
to predict, and current estimates of inventory-to-sales ratios give no
indicaUon of impending sharp increases or declines in inventory invest-
ment. Our forecast therefore assumes that inventory investment will
continue at roughly the same level as It has in the recent past.

Government Purchases In accordance with our fiscal policy assumption, our forecast assumes
that real federal government expenditures for goods and services will
decline in fiscal year 1987. Current Commerce Department estimates
show real state and local government purchases of goods and services
increasing 4.0 percent between the second quarter of 1986 and the
second quarter of 1986. Our forecast assumes continued growth In real
state and local purchases but, partially In response to declines in federal
grants-in-aid, we assume a slight decline in the rate of growth.

Net Exports Forecasting net exports is particularly difficult at this time. Since Feb-
ruary 1986, the dollar has fallen by about 36 percent against the major
European currencies and the Japanese yen. Most forecasters expect
that, sooner or later, the decline in the value of the dollar will lead to
improvements in net U.S. exports. However, the current data show real
net exports continuing to decline, although at a decreasing rate.

The recent continued deterioration in net exports may be due to any of
several factors. For one thing, although the dollar has fallen against the
currencies of many of our important trading partners, it has either not
changed or risen in value against the currencies of other trading part-
ners, Including Canada and Mexico (our largest and third largest trading
partners, respectively) and many of the Pacific rim countries now
becoming industrialized. In addition, it may take a little longer than
some had thought before relative prices change and domestic and for-
eign buying decisions adjust to the chswge. Finally, It appears that the
most recent data may overstate our trade deterioration; a significant
part of the deterioration in the second quarter of 1986 can be attributed
to a bulge in petroleum imports that most observers expect to be
temporary.
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Taking into account all these factors, we decided to assume a moderate
improve ement in the net export component of GNP. Our assumption lies
between the net export trends expected by the optnists and thoee
expected by the pessimists.

Interest Rates Our forecast assumes that the Federal Reserve will be able to supply
sufficient liquidity to accommodate moderate growth without Jeopard-
izing its inflation and exchange rate constraints. Therefore, we assume
that 3-month Treasury bill rates during fiscal year 1987 will average
roughly the same !evel as prevailed in early August 1986. Our forecast
also assumes that the bond markets will lower their expectations about
future short-term interest rates and, as a result, that the yield curve will
be somewhat flatter in fiscal year 1987 than it was in 1985 and early
1986. Thus, given our assumption that short-term interest rates remain
largely unchanged, we assume that long-term bond rates will be lower.

Income Shares Our assumption about aggregate wage and salary disbursements is built
from assumptions about compensation trends and from assumptions
about employment trends that were derived from our forecast of GNP. In
our forecast, wage and salary disbursements rise slightly as a percent of
GNP. Our forecast assumes they will average 49.4 percent of GNP in fiscal
year 1987, whereas current estimates show them averaging 49.2 percent
of GNP in the 4 quarters ending in June 1986.

Our forecast assumes that corporate profits (with the inventory valua-
tion adjustment and the capital consumption adjustment) will average
7.4 percent of GNP, 0.4 percentage points higher than the ratio prevailing
in the second quarter of 1986, according to the Commerce Department's
August estimate. We are assuming that the decline in the value of the
dollar will take some of the pressure off profit margins and, together
with the decline in interest rates, will allow the profit share to increase
somewhat.

Comparison of The economic assumptions we developed are shown in table 11.1 along
with those adopted by oM and cao. Under GAO's assumptions, real GNP

Forecasts grows by 2.8 percent in fiscal year 1987. By comparison, cso assumes
real GNP growth will be 3.2 percent, and oliB assumes it will be 3.7 per-
cent. During fiscal year 1987, quarterly real growth rates are in the
neighborhood of 3.0 percent in GAO's assumptions, 3.5 percent in ceo's
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assumptions, and about 4.2 percent In omB's assumptions. The assump-
tions about unemployment rates during fiscal year 1987 reflect the dif-
ferences in the assumptions about real GNP growth.

Table 11.1: Summnary of Economlc AsewII90e Placal Year IN
Economic Variable
Nommal GNP (bbons of current doars)
Nominal GNP growth percentt change, yew over year)
Rea GNP (b4o"a of 1982 dollars)

Real GNP growth (percent chade. year over year)
Ouartery rel GNP growth (percent chwa. aral rate)

Ome coo GAO
$4,449 $4.423 _ $4,43

68 62 57

$3,797 $3,777 $3,760
37 32 28

Apl-ue Ih" 196 11 11 1 1
Juy-September 1986 40 30 - 31
Oclobe-rDecernber 1986 40 36 27
Ji.nruary-March 1967 4 2-39 29
April-June 1987 42 31
July.Septembef 1987 42 - 33 30

GNP implcit prce deflatao percentt change. year over year) 30 29 29
CPI W (percent changA, yea over year) 21 26 25
C han unermployment rate (percent, fiscal yea average) 6 7 68 69
Three-month Tre4sury bill rite (percent, fiscal yew average) 6 2 6 3 58
Ten-year Treasury note rate (percent. fid-cyear average) 7 5 7 7 7 1

'Eseiate reported by the Depar l ol Commerce on JAt 22. 1986. lukbauer'tli reused

According to the Commerce Department estimates released in August,
real GNP was 2.8 percent higher in the 4 quarters ending in June 1986
than in the previous 4 quarters and was 3.9 percent higher in the 4
quarters ending in June 1985 than in the previous 4 quarters. Thus, we
assume real growth during fiscal year 1987 at the same rate experienced
in the 4 quarters ending in June 1986; cBo assumes real growth at a rate
somewhat higher than the rate experienced in that time period; and OMB
assumes real growth during fiscal year 1987 at a rate almost as high as
the rate experienced in the 4 quarters ending in June 1985.

OmB, CBO, and GAO have nearly identical assumptions about changes in
the implicit GST price deflator, the broadest measure of inflation. GAO
also has nearly the same assumption as cno about changes in the cm.
OMB'S assumption about cm' growth is, however, somewhat lower than
either cBo's or GAO'S.
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GAO's interest rate projections are lower than either CBo's or oB's, and,
in this case, the omB assumptions are "loser to ours than are the ceo
assumptions. In ow's assumptions, both the short-term and the long-
term Treasury rates are 40 basis points above the level GAo assumes. cmo
assumes that the short-term rate will be 50 basis points higher and that
the long-term rate will be 60 basis points higher than we assume. In the
week ending July 26, 1986, 3-month Treasury bills yielded 6.72 percent
(on a bank discount basis), which is 8 basis points below the average
level we assume for fiscal year 1987. In effect, both ouB and ceo assume
that these rates will rise over the next 16 months, whereas GAo assumes
-that they will not. Similarly, in the week ending July 26, the gap
between 10-year Treasury note yields and 3-month Treasury bill yields
was 164 basis points. Both GAO and omB assume the gap will narrow to
130 basis points in fiscal year 1987, whereas ceo assumes it will narrow
to 140 basis points.

Table 11.2 compares GAO's assumptions (and those of omB and cao) with
the July forecasts of three of the major private-sector economic con-
suting firms. In many respects, GAO's assumptions are quite similar to
the simple average of the forecasts of the three firms, indicating that we
have achieved our objective of developing a set of economic assumptions
that is consistent with the private-sector consensus (at least as it existed
in July 1986). For example, the commercial firms' fiscal year 1987 real
growth, forecasts are 2.6 percent, 2.5 percent, and 3.6 percent, respec-
tively. The average is 2.9 percent as compared with GAo's assumption of
2.8 percent GAO's assumption about the profit share in GNP is the same
as the three-firm average, while its assumption about the wage and
salary share is slightly above the three-firm average. GAO's interest rate
assumptions are somewhat below the corresponding three-firm
averages.
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Table I1M: COmpeileo of Aencie' eoomnic Ase ewions WIie Selected Ady 1 Coawneie Porec"Is for Pcul Yew IS
G w-mWW*W C --M1 fme

eMB COo GAO Average Choe DIU Whetat
Growth rte
(PetCen fncal y*-/ ya" YNr

GNP 68 62 57 57 55 49 66
Re" GNP 37 32 28 29 26 25 36
GNP dflator 30 29 29 27 2.8 2.4 29
bwnmo hares (peceo of ONP)
Wages and $glares (a) 493 494 491 489 491 492
Economic proits (a) 74 74 74 77 70 75

tN at ererm_ _ _ _ _

Three-month Treasury b ls 62 63 53 60 58 60 63
Ten-year Treasury notes 75 7 7 71 75 76 76 7.4

Labornmuket--____________ ____
Emlploynnt (millions) (a) (a) 1110 1111 1107 1116 1111
Unermnoyrnent (percent) 67 68 69 70 72 69 68

'Nol p0,.e

Effect of GAO's We asked both oMB and CEo for their estimates of aggregate revenues,
aggregate outlays, and the total deficit using the same technical assump-

Assumptions on the tions that they would be using in their joint report but employing our

Estimated Deficit economic assumptions. co gave us its estimate, but OMB informed us
that it would be unable to do so.

Compared with its estimate using its own economic assumptions, cBo
estimates that GAo's economic assumptions would reduce fiscal year
1987 revenues by $5.6 billion. ceo estimates that our assumptions would
reduce fiscal year 1987 outlays by $2.2 billion, largely because we
assume lower interest rates. The net effect is an increase of $3.3 billion

in the total deficit estimate for fiscal year 1987.

Conclusions Our judgment as to the most likely future course of the economy Is more
compatible with the economic assumptions adopted by Cao than with
those adopted by OMB. CBO'S real growth rate and nominal incomes are
higher than ours, but the effect of these differences on cBo's estimate of
the deficit is partially offset by the fact that we assume lower interest
rates than does cDo.
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cno finds that when the only change made is the use of GAO's economic
assumptions, its estimate of the fiscal year 1987 deficit rises by $3.3
billion. Given the uncertainties inherent in forecasting the economy and
the deficit, we do not consider the difference introduced by the use of
our economic assumptions to be significant. Thus, we conclude that our
use of the cno economic assumptions will produce estimates that we con-
sider to be reasonable. In contrast, we do not know how an OMB estimate
of the deficit using our economic assumptions would differ from OMB'S
estimate using its own economic assumptions, and, therefore, we do not
know whether the use of OMB'S assumptions would produce estimates
that we would consider acceptable. Thus, on the basis of the information
available to us, we have decided to use the cao economic assumptions
for our report.

For budget iterns sensitive to economic assumptions, the average of the
omB and coo figures represents an averaging of differences traceable to
economic assumptions as well as to other causes. Having adopted cao's
economic assumptions for the purpose of this report, we must remove
that part of any difference between the omB and ceo estimates that is
traceable to the economic assumptions. Thus, for these items, the esti-
mates we use for this report differ from the average presented in the
omB/ceo report. We have adopted the ceo estimate of total revenues
instead of the average of the omB and cBo revenue estimates. In esti-
mating outlays, where it was possible to do so, w2 adjusted the OMB esti-
mate to reflect the effect of different economic assumptions and, absent
any other source of disagreement with either the OM B or CBO estimate,
we adopted the average of the ceo estimate and the adjusted OMB esti-
mate. When we could not adjust the OMB estimate to reflect our economic
assumptions and when we had no other reason to disagree with the esti-
mates, we ux.i ceo's estimate instead of the average.

August GNP Revision On August 19, 1986, the D, ment of Commerce released its "first
revision" of its estimate of G Auring the second quarter of 1986. In the
August estimate, real growth in the second quarter was 0.6 percent, as
compared with 1.1 percent in the July "preliminary" estimate. Since our
assumptions were completed during the first week of August, they do
not reflect these revisions; the osm and cBo assumptions also do not
reflect these revisions.

The major factors contributing to Commerce's lowered estimate of
second quarter real growth were a reduction of $8 billion (40 percent) in
inventory investment and a reduction of $4.2 billion (2.9 percent) in net
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exports. The effect of these reductions was offset partially by increases
of $4.4 billion (1.4 percent) in real federal government purchases and
$3.4 billion (0. 1 percent) in consumption. Had these estimates been
available to us when we developed our assumptions, we would have
adjusted slightly our assumptions about the individual ONP components,
but we probably would not have changed materially our forecast of
fiscal year 1987 aggregate real growth.

The August 19 estimate also revised the earlier estimate of second
quarter corporate profits from current production (i.e., profits Including
the inventory valuation adjustment and the capital consumption adjust-
ment). In the preliminary estimate, these profits were 7.4 percent of cur-
rent dollar Gs?, In the revised estimate, they fell to 7.0 percent of ONP,
reflecting a $19.3 billion downward revision. Had this information been
available to us in early August, we might well have assumed somewhat
lower profits in our forecast.
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PREPARED STATEMENT OF REPRESENTATIVE TIMOTHY J. PENNY

Mr. Chairman: Thank you for the opportunity to testify before your committee
today. As a sponsor of H.R. 3865, a bill similar to Senator Moynihan's, that would
rescind the Social Security (FICA) tax increase, I am extremely interested in the
progress of this legislation.

On Monday, your committee heard the pros and cons on this issue from Social
Security experts. Since I don't profess to be an expert, I won't go into detail as to
the merits of reducing the payroll tax. However, I want to applaud Senator Moyni-
han for his determination to end the "great budget charade of the 1980's." It is clear
that the administration intends to continue to allow social security revenues to
mask the deficit and further use the Social Security payroll tax as a continuing
source of funds for the Federal budget. Senator Moynihan's proposal forces the ad-
ministration and Congress to be. honest about the deficit, and to talk about how to
set national priorities and get to a balanced budget. And to me, that is the real sig-
nificance of his legislation.

I am well aware that reducing the payroll tax now would be a "mixed bag." A tax
break would put money into the hands of working men and women and that might
stimulate the economy to some degree. But it might not be enough to offset the
effect on the economy of increased government borrowing.

I strongly feel that any reduction in the FICA t!"x should not be done in isolation
of the big picture; that being a more fiscally respoi.sible treatment of the rest of the
budget. In fact, if we would be honest about the need for cuts and revenues in order
to balance the rest of the budget, the original promise that social security funds
would be protected for future retirees would be met, and the red'iction in the pay-
roll tax would be less imperative.

As a "baby boom" legislator, I would like to request that your committee take
another look at the long-term solvency of the Social Security system. Whether social
security is returned to pay-as-you-go or not, it is likely that payment of future retir-
ees' benefits will require burdensome increases in the FICA tax on future workers.
It might be prudent for Congress to enact benefit adjustments that would take effect
20-30 years in the future. This would signal today's workers that they should make
their retirement plans accordingly, and it would signal tomorrow's workers that we
do not intend to resort to higher and higher FICA taxes to sustain benefits. I plan to
introduce several bills in the near future that would address some of these concerns.

As we have heard many times in the past month, reducing the payroll tax is a
dramatic and controversial step. But I believe the proposal may finally bring us to
our senses about the deficit. There are many options available to achieve deficit re-
duction. However, unless we face the deficit honestly, American taxpayers-both
now and in the future-will be the real losers.

PREPARED STATEMENT, OF REPRESENTATIVE JOHN EDWARD PORTER

Mr. Chairman, thank you for extending me the opportunity to testify before the
Finance Committee regarding the Social Security surplus and the future of the
Social Security system. I believe that the future funding of Social Security is one of
the most important issues Congress will address in this session of the 101st Congress
and I appreciate you allowing me to come and share my views with the Committee.

I am very pleased that the issue of the disposition of the Social Security Trust Fund
as come to the forefront of national debate. Senator Moynihan has done our country a
service by taking Social Security out of the politically unmentionable category and
putting it on the table for discussion and debate. He also deserves our thanks for
forcefully putting before the American electorate the fact that Congress spending the
Social Security reserves currently to make general revenue deficits look smaller than
they really are. $54 billion last year, $65 billion this year and many more billions in
the future will not be available when they are needed for the baby boomer's
retirement in the next century.

An in-creasing number of members of Congress are raising the alarm that this
practice-"thievery" is not too strong a word-will destroy Social Security allowed to
continue and constitutes a breech of equity between generations of Americans. Young
people in America are already going to be paying through the nose to service the huge
national debt which we're leaving them. Now we're imperiling their Social Security
benefits as well.

The Senator from New York is absolutely right in acknowledging that simply
taking Social Security off-budget will not protect the reserve from congressional
abuse. We can be absolutely sure of death and taxes and one thing more: if future
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Congresses see $3 trillion in a reserve-any reserve, on budget or off-they will find
ways to spend it as they are right now.

We must take Social Security off-budget and force Congress and the administra-
tion to face the real budget deficit-which has hovered around $200 billion for the
last six years-and have the courage to make the tough decisions needed to balance
the budget without the Social Security buildup.

And we must reduce he reserve to "checking account" status-using only the
money needed to pay benefits to current retirees-so Congress can't get its hands on
the fund and spend it for anything other than Social Security retirement.

Beyond these principles, however, any plan to reduce the reserve by cutting the
FICA tax rate, is misguided.

The determinations made by the National Commission on Social Security Reform
in 1983, of which Senator Moynihan was a member, are still valid. Demographics
have a stranglehold on Social Security. In 1990, there will be approximately 30 re-
tirees drawing benefits from the system for every 100 workers paying in. By 2050,
this number will have jumped up to 54 for every 100. Partially pre-funding the
system remains the only way to avoid the massive crisis America will face if these
workers retire having no reserve to help pay their Social Security retirement bene--
fits.

If the FICA tax rate is cut American workers will get a tax refund. And what will
happen? As much as we may like to believe otherwise, we'll consume it, buying
more Japanese VCRs and German cars, and putting aside very little for savings. By
returning to current cost financing the future of the Social Security system will be
put in jeopardy, our base of domestic savings will not be enhanced, and we'll extend
our consumption party financed by foreign capital a little longer.

Why not instead leave the tax rate where it is, and refund annually the part of
the Trust Fund not needed to pay current retirees into a retirement account for
very American worker?

Making such refunds every year, the Social Security Administration would adjust
the worker's claim on the system to reflect the fact that part of his or her retire-
ment benefits are now going to come from these Individual Social Security Retire-
ment Accounts (ISSRAs). Each worker would oWn his or her own ISSRA and invest
and reinvest it through a bonded trustee who would insure that all ISSRA accounts
meet standards of safe and prudent investment and are not made available to the
worker until retirement. The trustee would be criminally liable for legal invest-
ments or disbursements.

Upon reaching retirement age, a worker could buy a lifetime annuity that would
pay benefits as generous as current returns. In fact, investment history tells us
ISSRA retirees could probably take out a huge cash payment as well.

The FICA tax rate would e effectively cut, but the refund would be saved and in-
vested in the American economy rather than consumed. A greater domestic savings
pool would mean an end to dependence on our Japanese, German and Saudi friends
to finance us, and would lead to lower interest rates that would increase American
economic growth.

Gradually, over a fifty year period, we would move from an unvested, unfunded
Social Security System subject to the political whims of Congress to a fully vested,
fully funded system in the hands of American workers where it belongs.

In addition, every worker in America would have a direct financial stake in the
success of the American economy. People who never had a dime of savings would
have thousands, tens of thousands and eventually hundreds of thousands invested.

And the higher interest rates of private sector investment would no longer be out
of reach for low-income Americans who, in essence, are required currently to invest
their retirement savings (FICA taxes) in very low returning government bonds
rather than realizing a market rate of interest as middle and upper income workers
do. Also, in contrast to Social Security benefits which are simply lost when the re-
cipient does, each worker would own their ISSRA, which would become part of their
estate upon death.

There are three courses of action available to Congress. We can do nothing and
continue to allow the Social Security reserve to cover our embarrassment of ripping
off our children and grandchildren. We can cut the FICA tax rat fueling further
consumption, and let people in the 21st century attempt to sort out our mess. Or, we
can begin the process of building the type of Social Security system that Will invigo-
rate our economy, energize our workers and strengthen our world economic posi-
tion.

Thank you.
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PREPARED STATEMENT OF ROBERT D. REISCHAI'ER

Mr. Chairman, it is a pleasure to be here today-to discuss S. 2016, Senator Moyni-
han's proposal to reduce the Social Security payroll tax and return Social Security
to a pay-as-you-go system. This statement tries to clarify a number of the issues un-
derlying what has been a spirited, but somewhat confused, debate about the merits
of alternative approaches to the financing of Social Security. It examines the follow-
ing four issues:

a The ways in which current budget policy can enhance the nation's ability and
willingness to support the increased costs of future Social Security benefits;

" The likely effects of S. 2016 on the economy;
" The impact of payroll tax reductions on the distribution of tax burdens and

after-tax incomes of families; and
* Some programmatic factors that relate to the choice between pay-as-you-go and

partial reserve financing of Social Security.

PAYING FOR THE BABY BOOM'S RETIREMENT

The only links between today's policies and the payment of tomorrow's retirement
benefits are the effects of current actions on the size of the economy. After all, no
matter how Social Security is financed today, the government will have to pay the
retirement benefits of future generations by claiming a share of the gross national
product (GNP) that is produced then. It can do this either by raising taxes, or reduc-
ing other spending. Indeed, a permanent increase in taxes or reductions in other
federal programs appears to be a certainty, since the retirement of the baby boom
will mark the beginning of a permanent increase in the ratio -of retirees to workers.
Borrowing would be both an unwise and unsustainable response. The nation will be
better able to bear these increased taxes or reduced government programs if overall
GNP is as large as possible.

The primary way for the government to affect the size of the economy in the
future is to take actions that add to national saving-in other words, to reduce its
deficit. Reducing the federal deficit will increase national saving during the 20 or so
years that remain before the baby boom begins to retire. Added saving will increase
the productivity of the economy and the amount of income that will be available to
be shared between future workers and the retirees. These improvements should
make the reallocation of resources to retirees less of a strain on the working popula-
tion of that time.

The reason for this is not that the share of GNP required for Social Security bene-
fits will be smaller than would be the case if deficits persist. The share will not be
smaller because increased productivity of the economy will generate higher wages
and these in turn will result in increased Social Security benefits. As a result, the
part of GNP that goes to retirees will grow just as fast as GNP as a whole will. But
presumably a society with more income is better able to devote a fixed share of its
resources to retirees than one that is not so well off.

This argument suggests that reduced budget deficits will increase the nation's
future ability to finance retirement benefits. But they may also affect its willingness
to do so because lower deficits now will reduce the share of future tax revenues that
will go to pay the Federal government's interest costs. If deficits are cut, the Feder-
al government's interest payments in the next century will be reduced. Consequent-
ly, more government resources could be devoted to purposes that directly benefit
future citizens and taxpayers. Hence, they may be more willing to reallocate re-
sources to retirees than would a population that had to devote a significant portion
of its tax payments to paying the debt-service costs of government services that had
been cojsumed-but not paid for-by another generation.
Appropriate and Inappropriate Uses of Social Security Reserves

If deficit reduction is the primary way in which the government can act to ease
the burden imposed by future increases in Social Security expenditures, the ques-
tion becomes one of whether the increases in the Social Security surplus over the
past six years have, in fact, acted to reduce the overall deficit. This question is un-
answerable but has nonetheless sparked a lively debate.

Most commentators have jumped to the conclusion that the current growth of
Social Security surpluses has encouraged larger deficits in the non-Social Security
portion of the budget. They argue that sharper reductions in the Federal deficit
would have been more likely had the Social Security surplus not helped obscure the
fact that the deficit in all other Federal accounts combined has changed little since
1983. They feel that this represents a violation of a trust that was established at the
time the 1983 amendments on Social Security were passed. In particular, a number
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of people are concerned that the Social Security surpluses have been allowed to
"mask' the "true" Federal deficit, and that the practice of investing Social Security
reserves in Treasury securities is an illegitimate use of these resources to finance
other activities of government.

There are several-reasons to question this line of argument. First, we do not know
how fast the deficit in the rest of the Federal budget would have declined without
the growing Social Security surpluses of the 1980s. It was well known that Social
Security would generate large surpluses when the Balanced Budget Act's targets for
the deficit were set. Had those surpluses not been a prospect, the targets in all like-
lihood would have been set higher. If they had not been, the gap between the tar-
gets and the actual deficits probably would have been commensurately larger. The
reason the deficit has not been cut by more is not that the deficit targets were insuf-
ficiently ambitious or that the size of the problem, as measured by the total deficit,
was not large enough to frighten the American public into demanding action.
Rather it was that the steps needed to bring the deficit down were too painful and
there existed little leadership or public support for such actions.

Moreover, it is difficult to make a case that the Social Security surplus has been
hiding the deficit in the remainder of the budget since the Balanced Budget Act was
passed in 1985. The Balanced Budget Act took Social Security off-budget precisely to
highlight its importance to the overall deficit. Both CBO and OMB began explicitly
showing figures on the Social Security surplus and the deficit in the rest of the
budget in early 1986, and they have continued to do so ever since. The budget reso-
lutions adopted by the Congress for the fiscal years following 1986 clearly indicated
the size of the expected Social Security surplus and the projected deficit in the bal-
ance of the budget. If pol;cymakers have chosen not to reduce the deficit in the non-
Social Security budget more during that period, it has not been because that deficit
has been hidden from view.

As this last argument suggests, efforts to lend still more prominence to the Social
Security surplus could divert time and energy to what amounts to a procedlural
issue instead of attacking the substance of the problem before the Congress-reduc-
ing the Federal deficit. Those interested in "unmasking" are trying to recast the
dimensions of the budgetary problem in a way that will stimulate further action on
the deficit. As others have observed, however, the procedure is not the problem; the
problem is the problem. We have long known that further reductions in the Federal
deficit are needed, and efforts to repackage its constituent parts only threaten to
put off a serious effort to deal with it directly.

In addition, the Social Security surplus is not an accurate measure of Social Secu-
rity's offsetting effects on federal borrowing. A significant component of the surplus
is made up of transfers from other Federal accounts. These transfers work to in-
crease the apparent size of both the Social Security surplus and the non-Social Secu-
rity deficit, as is shown in Table 1. In other words, the amount of surplus that the
Social Security trust fund is generating independently of the rest of the government
is less than it appears and, similarly, the size of the deficit that the non-Social Secu-
rity budget is running independently of Social Security is less than it appears.

Finally, the notion that lending Social Security reserves to the Treasury repre-
sents a misuse of those funds reflects a misunderstanding of earmarked revenues in
the Federal budget. First, Social Security contributions are used for Social Security
benefits; every dollar results in budget authority for the Social Security trust fund.
But second, the U.S. Treasury always uses whatever cash is on hand to make pay-
ments before borrowing. Thus, when any fund shows a surplus, the excess cash is
used to meet the Treasury's current obligations, whether the excess cash comes
from Social Security contributions, gas taxes, or oil lease receipts. In that sense, the
money is used for nonearmarked purposes. There is no sensible alternative to this
procedure: should the Treasury borrow funds when it already has them?

Table I.--SOCIAL SECURITY INCOME AND OUTLAYS
(By fical year, in b4llions of dofars]

1990 1991 1992 1993 1994 1995

Income
Income from Publk:

Off-budget revenues ............... 288 309 330 352 376 401
Intrabudgetary Income

Interest .................................................... 15 22 27 34 42 50
Employer share of erployee retirement ..... 6 G 7 7 8 9
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Table I.-SOCIAL SECURITY INCOME AND OUTLAYS-Continued
[By rWs yea, m bons of MIan]

1990 1991 1992 1993 1994 1995

Taxes on benefits ..... ........... 4 5 5 6 6 7
Other ...... .................................................. 2 (,I) (1) ( I) ( I) (1)

Subtotal ................................................ 28 32 39 47 56 66
Total Income ............. 316 341 369 399 432 467

Outlays
Payments to Public:

Benefit payments .......... .......................... 243 260 277 294 312 331
Administrative expenses ............................. 2 2 2 2 3 3

Subtotal ................................................ 245 262 279 297 315 334
Intrabodgetary payments 2 ....................... 4 4 5 5 5 5

Total Outlays ................................ 250 267 284 301 320 339
Surpus

As conventionaly measured ........................... 74 85 98 ....................... 112 128
Less: Intrabudgetary transfers (net) ............ -24 -28 -35 -42 -51 -61
Surplus excumg intba-bdgetary transfers... 42 41 51 56 61 67

Len tn $9500 m ON.
* Priwiy intres paid to Treasury on normalized tax traders and payment to Railroad Retiremnt

C Wessin Budgt Offce.

Third, strictly speaking, the only way to avoid devoting earmarked receipts to
other purposes is for the Treasury to have no need to spend any excess funds de-
rived from the earmarked accounts. This means not only balancing the budget, but
running an overall surplus. In other words, what some consider to be ill-advised
uses of Social-Security reserves will end when the government contributes to nation-
al saving rather than using it up.

This discussion helps show why the currently fashionable view that only the non-
Social Security deficit can be viewed as the "true" Federal deficit is wrong. The Fed-
eral budget necessarily differs from business accounts. In particular, the chief im-
portance of the Federal deficit is in accounting for the federal government's use of
private saving, rather than tracking operating profits and losses. In turn, the true
measure of federal absorption of private saving is the deficit of the whole federal
government (other than for Federal investments), including Social Security.'

ECONOMIC IMPLICATIONS OF 5. 2016

What would enactment of S. 2016 do to the economy? If the measure were enacted
without offsetting reductions in the deficit, it could have adverse economic effects
over both the short and long run. CBO has estimated that S. 2016 would increase
the $138 billion baseline deficit by $40 billion in 1991 and by greater amounts in
later years (see Table 2). This figure is slightly lower than other estimates, partly
because it incorporates an assumption that wage rates would increase somewhat in
response to the reduction in the employers' payroll tax raie, thereby raising other
tax revenues enough to offset a part of the direct revenue loss.

Short-Run Effects
Because the economy is operating close to its full capacity now, a significant re-

duction in payroll tax rates without offsetting deficit reductions elsewhere could
harm the economy's performance over the next several years. A significant tax cut
could increase total demand for goods beyond the economy's capacity to produce
them, leading potentially to increases in both inflation and the trade deficit. The
Federal Reserve would be likely to try to head off extra inflation by raising interest
rates, which are already quite high by historical standards in inflation-adjusted
terms. These higher rates could further reduce investment and complicate many
problem areas, such as the cash-flow problems of developing countries and domestic
corporations that are already heavily indebted, and could make resolving problems
of the thrift industry more difficult.

'These principles were clearly stated in 1967 by the President's Commission on Budget Con-
cepts. a group of distinguished accountants, bankers, Members of the Congresw, and economists.
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Table 2.-BUDGETARY EFFECT OF S. 2016
[By rind yem. in bhons of dolan]

1990 1991 192 I3 1994 195

Off-Budget (Social Security) Baseline sur-
plus ........................................................... 66 74 85 98 112 128

Changes:
Payroll taxes -............................................ . 5 - 42 -58 - 62 - 67 - 71
Interest .................................................... (1) - 2 - 6 - 11 - 11 - 23

Total changes ...................................... . 5 - 45 - 64 - 74 - 84 - 94
Surplus, S. 2016 ........................................... 61 30 21 24 29 34
O-.Budget (All Other) Baseline deficit ......... -204 -212 -221 -239 -. 242 -246
Changes:

Inco e tax offset 2 ................................. 1 4 6 6 7 7
FERS offset 3  ............................................ (1 ) - (') () I I 1
Interest ..................................................... (1 ) (') 1 1 2 2

Total changes ....................................... 1 5 7 8 9 10
Defct, S. 2016 ................ -204 -208 -214 -231 -233 -235
Total Budget Baseline defc .......... 138 -138 -135 -141 -130 -118
Changes:

Payroll taxes ............................................. - 5 - 42 -58 - 62 - 61 - 71
Incom e tax offset 2 . .............. .................... 1 4 6 6 7 7
FERS offset 3  .......................... .................  (1 ) (,) (1) 1 1 1
Interest ..................................... ............... (1) - 2 - 6 -10 - 15 - 20

Total changes ...................................... . 4 - 40 - 58 --66 - 75 -84
Deficit, S. 2016 ................- 143 - 178 -193 -2G1 204 - 202

Less tKn $500 milio.
'Assunirg that nominal GNP is held constant, a reduction in So6al Securit1 taxes would increase income and, therefoe, increase income taxes

rhese estimates are net of increased income tax revenues.
3A reductin in Social Security taxes would automaticaly increase the lax rate tor the Federal Employes Retirement System
SOURCE: Congressional Budget Office.

Long.Term Effects
In the longer term, significant increases in the Federal deficit could exacerbate

several current economic problems, such as low net investment, slow growth in pro-
ductivity, and faltering competitiveness in international markets. A further increase
in the Federal deficit from a cut in taxes would divert more of our limited saving
away from investment (including research and development) that could increase our
productivity, competitiveness, and living standards. CompetitiVeness would also
suffer if the higher interest rates that would accompany lower saving caused the
dollar to appreciate on foreign exchange markets, making American goods more ex-
pensive, andforeign goods cheaper.

Some analysts have argued that reduced payroll tax rates for employers could
help improve the competitiveness of American goods by reducing this component of
labor costs, but this outcome seems unlikely. Most studies of the payroll tax con-
clude that the employers' share ultimately has little effect on employers' costs be-
cause it is absorbed by workers in the form of lower wages than they would other-
wise get. This implies that reduced employers' rates would be met with offsetting
increases in wage rates or additional fringe benefits. As a result, there might be
little improvement in employers' costs, and therefore in the competitiveness of the
goods that they produce.

THE FAIRNESS AND EFFICIENCY OF FEDERAL FINANCES

A major impetus behind the current effort to reduce the payroll tax is the recent
trends evident in the distribution of income and the progressivity of the tax system.
Between 1980 and 1990, average adjusted real family income-family income divid-
ed by the appropriate poverty threshold-of the to fifth of families rose by 31.7 per-
cent, while the average income of families in the bottom four income quintiles
either roje much more slowly or actually declined in the case of the bottom income
quintile (see Table 3). During this same period, the total Federal effective tax rate of
families in the top two income quintiles declined, while in the bottom three quin-
tiles it rose (see Table 4). Although Federal taxes in 1990 are more progressive than
they were in 1985, they ar-e less progressive than they were in either 1977 or 1980.

The increased reliance placed on social insurance payroll taxes is the major expla-
nation for the reduced progressivity of the tax system. Lowering payroll tax rates
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over the next 25 years with no offsetting changes in other Federal spending or taxes
would ameliorate this situation somewhat. If the Balanced Budget Act deficit tar-
gets were adhered to, however, offsetting changes in spending or taxes would be re-
quired. Whether the end result would be to make Federal taxes more or less pro-
gressive or the distribution of income more or less equal would depend on the
nature of these offsetting measures. Among the many possible offsets to the deficit-
increasing effects of a payroll tax cut, two-an increase in income tax rates and the
imposition of a federal value-added (sales) tax (VAT)-are examined in this state-
ment.

Table 3.-AVERAGE ADJUSTED FAMILY INCOME
[Income expressed as multoes of the poverty thresod]

t 1 7 89 Percent charge Percent change Percent change
1 1971-1990 1980-1990 1985-1990

Lowest 095 0.86 0.80 084 -11.8 -3.2 4 5
Second ...... 2,06 1.92 1.86 2.00 -2.7 4.3 7.3
Thrd ......... 3.09 2.93 2.96 3.18 2.8 8.4 7.2
Fourth 4.................. 4 34 4.17 4.35 4.70 8.4 12.6 8.0
Highest ... 8...........1........ &70 8.61 9.83 11.34 30.3 31.7 15.3
Top 10 percent ........ 11.46 11.39 1339 15.76 37,6 38.4 17.1
Top 5 percent .......... 15.22 15.42 18.65 22.52 48.0 46.1 20.8

Total ......................... 3.84 1 3.69 3.96 4.39 14.3 18.7 10.8

' Ranked by size of adjusted family income
2 Projected based on Internal Revenue Service and Census Bureau data. using C80 economic forecast
3 [dudes families with zero or negatrve incomes
"Includes families with zero or negative incomes not shown separately
SOURCE Congrswal Budget fice Tax Srmulaton Model

Table 4.-TOTAL FEDERAL EFFECTIVE TAX RATES
---------- -Percent change Percent change Percent changezintr 1 ]977 1980 1985 1990 2 1971-1990 1980-1990 1985-1990

Lowest 3. . ... ..... . 9.5 8.4 10.6 9.7 2.6 16.1 - 8.1
Second ........ . 15.6 15.7 16.1 16 7 6.6 6.0 3.8
Third ... ..... ... 19 6 200 193 203 3.6 1.2 5.1
Fourth .... . 219 r 23.0 21.7 22 5 2.6 -2.2 3.6
Highest .... . 27 1 27.3 24.0 25.8 -4.6 -5.5 7.4
Top 10 percent ........ 28.7 28.4 24.4 26.4 -8.1 -7.3 8.2
Top 5 percent ............... 30 5 29.5 24.5 26.7 - 12.5 -9.5 90

TOTAL 22.8 23.3 1.7 23.0 1.2 10 5.9

Ranked by size of adjusted family income
= Projected based or, Interma! Revenue Service and Census Bureau data, using CBO economic forecast
Exludes families with zero or negative incomes

4 Includes families with zero or negative incomes not shown separately
SOURCE Congressoal Budget Office Tax S4mutati Model
NOTE: federal taxes include the individual and corporate income taxes, social insurance taxes, and excise taxes.

Effects on the Distribution of Tax Burdens and After-Tax Incomes
If payroll taxes were reduced by $50 billion and not offset by increases in other

taxes, the tax burdens-Federal taxes as a percent of pre-tax incomes-of lower-
income families would be reduced relatively more than those of middle- and upper-
income families (see Figure 1). These results reflect the assumption that the employ-
ers' share of payroll taxes is ultimately paid by workers in the form of lower wages.
The percentage decrease in tax burdens would range from 10.5 percent among the
fifth of families with the lowest ini-omes to 3.4 percent among the families in the
top income quintile.

hi le low-income families would receive the largest percentage decreases in
taxes, the effect of these reductions on their disposable incomes would be consider-
ably smaller because they pay r:uatively little of their income in taxes. Two-fifths of
families in the lowest income quintile pay no payroll taxea, as compared with one-
fifth in the next highest quintile, and 10 percent to 15 percent in the remaining
quintiles. The average tax reduction among the one-fifth of fa-milies with the lowest
incomes would be $81, while that received by the one-fifth of families with the high-
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eat incomes would be $974. The payroll tax reductions would raise the after-tax in-
comes of families in the lowest income quintile by 1.1 percent and the after-tax
income of families in the highest income quintile by 1.2 percent. Thus, lowering pay- -
roll taxes would not appreciably increase the share of after-tax income received by
low-income families.

Offsetting Increases in Income- Tax Rates
If the $50 billion in lost revenue from the payroll tax were replaced through a

surcharge of about 10 percent on individual income taxes, the U.S. tax system would
be more progressive (see Figure 2). About four-fifths of taxpayers would receive net
cuts in taxes paid, with the size of the estimated cuts ranging from an average of
$75 among the one-fifth of families with the lowest incomes to an average of $239
among the one-fifth with middle incomes. The one-fifth of households with the high-
est incomes would pay an average of $703 more in net taxes. These changes would
lower the tax burdens of families in the bottom income quintile by almost 10 per-
cent, while raising the tax burdens of families in the top income quintile by 2.4 per-
cent. Moreover, the changes would move effective tax rates among different groups
almost back to where they were in 1980.

At the same time, these amounts represent relatively small percentage changes in
after-tax incomes. The relative change in after-tax incomes would, however, be pro-
gressive, ranging from a 1 percent increase among families in the bottom quintile to
a 0.9 percent decrease among families in the top quintile.

Replacing payroll taxes with income taxes would also change the distribution of
taxes paid among different types of taxpaying households. The high-income elderly,
most of whom do not pay Social Security taxes, would be more likely to pay higher
net taxes than younger taxpayers. Elderly families in the one-fifth of the population
with the highest incomes would face a net tax increase averaging $1,224 as com-
pared with $703 for all families in the top quintile.

Effects of Imposing a Federal Value-Added Tax
If th- revenue lost from lowering payroll tax rates were made up by imposing a

value-added tax, it would make the tax system less progressive, as shown in Figure
3.2 The impact of levying a value-added tax of a little over 3 percent would be to
increase the net taxes of the two-fifths of families with the lowest incomes by be-
tween $22 and $147. The remaining families would receive net tax reductions of be-
tween $43 and $106. The one-fifth of families with the lowest annual incomes would
face the largest net increase in taxes. Many of these households spend more than
their annual income by borrowing or by selling assets, as for example would be
likely among the elderly. Households in such circumstances would pay relatively
little in payroll taxes, and thus would receive little or no tax relief from lowering
such taxes, but they would pay value-added taxes on their purchased consumption.

These changes would increase the tax burden of the one-fifth of families with the
lowest annual incomes by 19.1 percent, while raising or lowering the tax burdens of
the remaining families by small percentages. As in the case of increases in income
tax rates, these changes in net taxes represent fairly small changes in the after-tax
incomes of families. Unlike the income tax, they would be regressive, ranging from
a 2.0 percent decrease in after-tax incomes among the one-fifth of taxpayers with
the lowest incomes to a 0.1 percent increase among taxpayers in the highest income
quintile.

While replacing payroll taxes with a VAT would make the present tax system less
progressive, let me note that these measures overstate the increase in regressivity
because a portion of families with low incomes in a particular year are not needy by
other standards. Some households, for example, are able to sell assets to pay for
spending that exceeds income. Value-added taxes would take up a larger share of
the income of such households than it would of households that finance spending
entirely from their annual income. In this case, value-added taxes would appear re-
gressive, even though some families able to pay for spending out of existing wealth
may not be needy.

A switch from payroll taxes to a VAT would also change the taxes paid by differ-
ent types of households. It would increase net taxes paid by all older families,
though the increase would be considerably less under a value-added tax than under
a surcharge on the individual income tax.

The simulations are for a VAT that excludes food purchased for home consumption, housing
expenditures (including utilities), medical care, educational expenditures, and contributions to
religious and charitable organizations. This VAT is similar to that proposed by Senator Hollings
as a replacement for lower payroll taxes.
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-The Administrative and Compliance Costs of Changing to Different Taxes
Changing the mix of taxes in the way described above would also affect the costs

of administering the tax system, and the cost of complying with it. However, the
effect is only likely to be significant when a new tax like the value-added tax is im-
posed. Based on a Treasury Department estimate for 1984, the administrative cost
to government of instituting and collecting a value-added tax would be about $1 bil-
lion.

Effects on Incentives to Work and Save
The possible shifts among different types of Federal taxes described above could

also result in modest changes in the tax incentives affecting important economic de-
cisions regarding how much to work and how much to save, though these changes
are unlikely to have significant economic effects. Replacing $50 billion of payroll tax
revenue with an income tax surcharge would slightly increase the marginal tax rate
on income from saving and investment. However, changes in the after-tax return to
saving do not seem to have much effect on the amount that households save; thus,
the small increase in marginal tax rates is unlikely to have much effect. The effects
on incentives of substituting a value-added tax for the revenue lost from reducing
payroll tax rates will probably have little perceptible effect on incentives to work or
to save.

Other Alternatives
Reduced payroll taxes could be offset in many more ways than the two examples

discussed above. Some people have suggested that higher gasoline taxes should be
considered. A detailed discussion of this alternative is not included in my testimony
largely because it could have far-reaching effects on the economy, which would re-
quire considerable analysis. In order to raise $50 billion in net revenue, it would be
necessary to raise the gasoline tax by about 50 cents per gallon, an increase that is
beyond the realm of U.S. historical experience. Preliminary simulations of the dis-
tributional effects of replacing $50 billion in payroll taxes with higher gasoline
taxes, however, suggest that this alternative would be even more regressive than a
VAT.

IMPLICATIONS OF S. 2016 FOR SOCIAL SECURITY FINANCING

The previous discussion of the overall economic, budgetary, and distributional im-
plications of S. 2016 does not address the more narrow but equally important issue
of how the nation should finance Social Security benefits. S. 2016 has rekindled an
old debate on Social Security financing. Should payroll tax rates be set so as to
produce annual revenues approximately equal to annual outlays? Or should a re-
serve be built up, thereby establishing substantial interest earnings as an important
source of financing?

Until 1972, tax rates were scheduled so that significant trust fund buildups would
develop in the long run without subsequent legislative action. These substantial re-
serves never materialized, primarily because benefits were increased sufficiently to
absorb the reserves before they could build up. As a result, the program was run on
a de facto pay-as-you-go basis during the 1951-1972 period. The 1972 amendments,
which indexed benefits to inflation, effectively legislated the pay-as-you-go structure.
Five years later, the 1977 amendments reversed course and restored a significant
trust fund buildup over the 1980-2010 period by moving a scheduled payroll tax in-
crease from 2011 to 1990. For the first time, however, the long-range financing was
not sufficient to meet anticipated program costs for the next 75 years, and the trust
fund buildup was to be dissipated by 2030. This pattern of trust fund buildup and
subsequent depletion (now projected tfoccur in 2046) was magnified by the Social
Security Amendments of 1983.

S. 2016 would-eliminate this pattern of reserve accumulation and depletion. The
bill would establish a payroll tax rate schedule designed to result in total trust fund
income sufficient to pay benefits and to maintain a one-year contingency reserve in
the trust funds. Payroll tax rates would be lower than under current law from now
until 2014, and higher after 2019. In other words, the Social Security payroll taxes
paid by baby-boom workers would be reduced while those levied on the relatively
smaller cohorts of workers who follow them would be raised.
Evaluating Alternatives to Social Security Financing

Several important characteristics of the Social Security program and the underly-
ing demographic trends help to focus the discussion of the program's financing.
First, under current law, benefits depend on a formula based on earning records,
not on tax payments. Thus, there is no direct link between the benefit a worker
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receives and the Social Security taxes the worker paid. Even if the payroll tax were
halved, individuals would receive their payments so long as adequate spending au-
thority (regardless of its source) resided in the trust funds. For example, if all
income were provided to the Social Security trust funds through a transfer of gener-
al revenues rather than through the dedication of payroll taxes, benefit payments
would be unaffected. Therefore, the difference in Social Security between S. 2016
and current law exists only with respect to the source of revenues, not to outlays.

Second, because both future benefits and the payroll tax base are indexed to
wages, changes in economic growth do not substantially affect the balance between
Social Security costs and income. Real wage growth translates relatively quickly
into benefit payments. Although about 2 percent more of GNP will have to be devot-
ed to Social Security benefits in 2030 and thereafter compared with now, this in-
creased share is little affected by the rate of economic growth. Thus, as a share of
payroll or of GNP, the changes in Social Security resulting from faster or slower
growth are smaller than generally imagined. For example, if real wages grow by 0.8
percent a year rather than 1.3 percent as is assumed in the "intermediate II-B as-
sumptions' used by the Social Security Trustees, real wage levels in 2030 would be
18 percent lower. However, the fraction of GNP needed to pay benefits would in-
crease by only 0.3 percentage points (from 6.68 to 6.94 percentage points). The re-
quired payroll tax-under a pay-as-you-go approach-would have to increase the
payroll tax rate on both employers and employees by about 0.3 percent. As these
figures show, the economic growth does relatively little to change the slice of the
economic pie consumed by Social Security, but it has significant effects on the size
of the whole pie to be carved up.

Third, under current demographic forecasts, the maturing of the baby boom does
not represent a one-time swelling of the elderly's share of the population, but rather
a permanent shift to a higher ratio of the aged population to the working-age popu-
lation. If there is an economic logic in the accumulation of trust fund reserves, there
is little such justification for dissipating those reserves given the underlying demo-
graphics. To avoid this depletion of the trust fund, a recent Brooking- Institution
study advocates scheduling future increases in tax rates. By building and maintain-
ing Social Security reserves, the study argues, each cohort of workers would be
making more of a contribution to its own future retirement benefits.

Under current law, the tax rate needed to assure adequate funding of benefits in
the year 2045 is identical to that proposed in S. 2016. Therefore, considering only
the financing of the existing benefit structure and not economic growth, the real
question when the baby boom retires is: what revenues will be increased or what
spending will be reduced? According to the 1989 Social Security Trustees' Report,
about 75 percent of benefits in the year 2030 will be supported through payroll tax
revenues, 5 percent through income from the taxation of benefits, and 20 percent
through interest payments on the trust fund reserves. Obviously, other Federal rev-
enues must be used to pay the interest. These revenues would equal about 1.3 per-
cent of GNP, or an amount roughly equivalent to raising current corporate income
tax revenues by two-thirds or personal income taxes by 15 percent. In contrast, S.
2016 relies almost totally on pay-oll tax and the taxation of benefits to support the
program in 2030.
Financing Decisions and Future Benefits

Although there is no direct effect on benefits of moving back to pay-as-you-go fi-
nancing, as is incorporated into S. 2016, other indirect effects may take place. First,
some observers believe that a one-year contingency reserve is too small to weather
severely adverse economic conditions such as those experienced from the mid-1979s
to the early 1980s. A larger reserve-perhaps 135 percent to 150 percent of annual
outlays-would be necessary to ensure the timely payment of benefits under current
law without an infusion from the general fund, at least if these conditions were to
be repeated in the 1990s.

While the 1983 amendments provide for some safeguards against rapid depletion
of reserves, the "stabilizer" provision does not kick in until the contingency ratio
falls to 20 percent. The stabilizer mechanism itself may involve a reduction in
annual cost-of-living adjustments, but only if the rate of inflation exceeds wage
growth. In addition, such low reserves would probably encourage calls for tax in-
creases or benefit reductions in order to restore adequate reserves.

Alternatively, current funding practices would result in substantial reserves over
the next 30 years even if economic or demographic patterns were to worsen substan-
tially. Thus, the reserve accumulation may provide significant protection for con-
tinuing benefits under current law, although it could inhibit making some desirable
changes.
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Second, when the retirement of the baby boom causes total benefits to rise in the
next century, a pay-as-you-go system would entail a series of payroll tax increases as
S. 2016 prudently schedules. At that time, workers might demand greater scrutiny
of the Social Security benefit structure in exchange for accepting these payroll tax
hikes. In contrast, the accumulation of reserves expected under current law would
provide spending authority for the trust funds for many years after Social Security
costs exceed the program's tax revenues. In this respect, they delay the stage at
which trust fund financing would force any reassessment of the benefit structure.
But the baby boom's retirement will in any event lead to overall fiscal pressures on
the Federal government, requiring additional taxes or reduced spending.

Third, while a return to pay-as-you-go financing may increase the potential for
future benefit adjustments, it may also create additional flexibility for adapting to
changing conditions. Social changes- such as greater participation of married
women in the labor force, expanded private pension participation, increased life ex-
pectancies, and the continued shift to service occupations-may make some restruc-
turing of Social Security desirable. In addition, economic conditions can change. For
example, if the 1990s were to mimic the 1970s, static or actually declining living
standards of workers and their families might lead policymakers to reconsider the
degree to which resources from the working population to the aged are redistributed
as embodied in Federal tax and spending policies. Although the financing problems
of the late 1970s and early 1980s required the Congress and the President to agree
to painful tax increases and benefit cuts, many of the changes-taxing benefits, ex-
tending coverage, imposing tighter limits on family benefits-could be justified both
for programmatic reasons and on the grounds of overall equity and efficiency. Had
the trust funds held significant reserves as are projected for the next several dec-
ades, these sound policies might never have been carried out.

Fourth, in contrast to the trust fund buildup projected under current law, the
one-year rese-ve levels envisioned under S. 2016 are sufficiently small to provide
some restraint on increasing benefits. Many observers fear that the current project-
ed trust fund surpluses may encourage an expansion of benefits that would further
increase the aged's claim on future resources.

CONCLUSION

Large Federal deficits combined with relatively low U.S. savings rates jeopardize
the future growth in the standard of living for Americans. Without significant eco-
nomic growth, future taxpayers may be both less willing and less able to support
existing federal commitments including those for Social Security and Medicare.
Therefore, S. 2016 raises the issues of not only how we structure our taxes to fi-
nance Social Security, but also what our overall commitments should be to savings,
investment, and economic growth.

Social Security is woven deeply into the fabric of American society. The program
affects roughly 133 million workers and over 39 million beneficiaries, with its pay-
roll taxes accounting for more than one-quarter of total Federal revenues and its
benefits constituting one-fifth of total Federal expenditures. Nearly two out of every
five workers find their own FICA payments exceeding their income tax liabilities,
and about three-quarters face combined employee/employer payroll taxes that are
greater than their income taxes. Over one-half of aged Social Security recipients
depend on these benefits for the major share of their total income. Moreover, mil-
lions of other family members receive insurance protection against income lost with
the retirement, disability, or death of a worker. These statistics highlight that any
program changes, whether they alter benefit payments or the way the program is
financed, deserve much careful study and debate.
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FIGURE 3. S. 2016 WITH OFFSETTING
VALUE-ADDED TAX

is AVERAGE CHANGE IN TAXES

450

-1,000

LOWEST SECOND MIDDLE FOURTH HIGHEST

INCOME OUINTILE

PERCENTAGE CHANGE IN TOTAL FEDERAL TAXES
PERCENT

LOWEST SECOND MIDDLE FOURTH

INCOME OU INTLE

PERCENTAGE CHANGE IN AFTER-TAX INCOME
PERCENT
3
t

HIGHEST

LOWEST SECOND MiLoE

INCOME OUINTILE
SOURMt CONGRESIOKA BUDGET OFFICE TAX SIMULATION MODELS.

FOURTH HIGHEST

f%^,I,, P

ON0011

f' J ) I A



350

PREPARED STATEMENT OF ALICE M. RIVLIN '

Mr. Chairman, I am grateful to Senator Moynihan, as I believe we all should be,
for focusing the attention of the Administration, the Congress, the press, the policy
community and the public on the budget and Social Security. Thanks to the Sena-
tor, we are having a lively national debate on two crucial and interrelated ques-
tions: (1) What Federal budget policy would help most to make the American econo-
my healthy and productive in the future? (2) What kind of Social Security program
is best suited for the future-a contributory social insurance system or an income
maintenance program?

I would like to state briefly where I come out on both questions and why I think
rolling back the payroll tax should not be part of the answer to either of them.

DESIRABLE BUDGET POLICY

Of the many actions the Federal Govrnment could take to elp ensure that we
and our children live better in the future, among the most important is to increase
national saving by running a substantial surplus in the unified budget. Higher na-
tional saving is required to finance the increased physical. human, and intellectual
investment we need to raise productivity and ensure tha.t (he United States does not
become a second rate economic power.

National saving dropped dramatically in the 1980s-to less than half the levels of
the three previous decades. The dearth of saving has given us high real interest
rates, sluggish investment, and dependence on the rest of the world for capital. This
dependence which has brought us the dubious distinction of being the world's larg-
est debtor, has reduced the extent to which the United States controls its own short-
and long-run economic destiny.

Moving as quickly as possible from deficit to surplus in the Federal budget would
enable the government to reduce the Federal debt held by the public, put strong
downward pressure on interest rates, and stimulate private investment. It would
reduce our dependence on foreigners to finance investment, perhaps even turning us
into a capita exporting country again.

Running a Federal budget surplus, however, would seem as politically unlikely as
it is economically desirable, except for one fortunate consideration. Prudent mea-
ures taken by the Congress in 1983 to put the Social Security System on a sourder
basis have given us a politically attractive mechanism for generating such a unified
budget surplus, by taking advantage of the fact that the Social Security System
building up reserves. All that is required to use that surplus to increase national
saving is to reduce the deficit in the general fund to levels that have always been
considered normal.

WHAT KIND OF A SOCIAL SECURITY SYSTEM?

Starting the Social Security System more than half a century ago was a farsight-
ed, constructive policy which Congress and all Americans can be justly proud. It was
a good idea and has been responsibly implemented.

The good idea was not just to tax working people to support income maintenance
programs for' the elderly and disabled. It was to create a contributory social insur-
ance system to which workers (and their employers) would contribute a fraction
their earnings and from which they were entitled to receive benefits related their
contributions. Within this framework, it was possible to make the benefits of low
earners higher in relation to their contributions than those of high earners without
appearing to be giving them charity. Although financed by a slightly regressive pay-
roll tax, the Social Security System as a whole as progressive, but it was not wel-
fare.

The contributory social insurance concept has proved extremely powerful. People
have been willing pay taxes into the system because they identified their future
benefits with those levies. The existence of Social Security has raised the standard
of living of older people dramatically and reduced the incidence of poverty among
the aged from high levels to about the same as other groups in the population.

As long as the labor force was growing at fairly steady rates, it was feasible to
run the Social Security System on a pay-as-you-go basis without doing visible vio-
lence to the contributory principle-and perfectly responsible to do so. The fact that
benefits were essentially paid out of current taxes enabled the System to start up

ISenior Fellow in the Economic Studies Program of the Brookings Institution. The views ex-
pressed in this testimony are those of the author and do not necessarily reflect the views of
other staff members, officers, or trustees of the Brookings Institution.



351

quickly. A system based on the government's power to tax needs only enough re-
serves to allow for unexpected developments in the economy. There is no danger, as
there is with a company, that the government will go out of business and leave the
pensioners without benefits. In fact, most beneficiaries of Social Security have
gotten back far more than they contributed, but few of them know that and even
fewer have objected!

The big bulge of baby boomers moving through the system, however, made it nec-
essary either build reserves or to abandon the contributory concept in an obvious
way. Sticking %ith pay-as-you-go through the baby boom bulge would necessitate a
big increase in the payroll tax on workers about 2010 to pay the pensions of retiring
baby homers. Such a big jump in payroll tax rates would destroy the connection be-
tween contributions and benefits, make it obvious that the baby boomers had not
paid their way, and turn Social Security into an ordinary income maintenance pro-
gram-a program in which current taxpayers are obviously supporting current
beneficiaries. (To be sure, if the baby boomers' benefits are paid by drawing down
reserves, general taxes will still have to rise to redeem the bonds. But this general
tax rise does not so directly undermine the contributory concept of Social Security.)

At the moment, we are in a fortunate position. The appropriate policy for main-
taining a contributory Social Security Systeii-a buildup of reserves to prefund the
baby boomers' retirement caims-turns out to facilitate appropriate fiscal policy for
the 1990s--a surplus in the unified budget. The only problem is that we have not
achieved the unified budget surplus because the large deficit in the general fund
more than offsets the surplus in Social Security.

Using the Social Security surplus to fund other programs, as Senator Moynihan
has forcefully pointed out, is a breach of faith with payroll taxpayers who think
they are contributing to their generation's benefits. It also makes use of a regressive
tax to fund general expenses of government.

The only satisfactory way of correcting these problems, however, is to reduce the
deficit in the general fund. Senator Moynihan's proposal to roll back the payroll tax
would have two undesirable effects. First, it would increase the unified budget defi-
cit, initially by about $55 billion. This would raise interest rates, discourage invest-
ment, and make us more dependent on foreign capital. Second, returning to pay-as-
you-go would risk turning Social Security from a contributory social insurance
system into an income maintenance program. The big payroll tax increases that
could be necessary when the baby boomers retire, would likely lead to intergenera-
tional conflict, benefit cuts, and perhaps conversion of Social Socurity to a means-
tested program. I believe the contributory social insurance concept has proved its
value and should not be abandoned.

In short, Mr. Chairman we should all thank Senator Moynihan for clarifying the
problem. We should then get on with the serious business of reducing the general
fund deficit. I would urge the Committee and the Congress not to make matter
worse by rolling back the payroll tax. Thank you, Mr. Chairman.

PREPARED STATEMENT OF MICHAEL 0. RousH

On behalf of the more than 500,000 small business members of the National Fed-
eration of Independent Business (NFIB), the largest small business advocacy organi-
zation, I am pleased to participate in this hearing. NFIB commends Chairman Bent-
sen for his foresight in holding these hearings to alleviate the enormous burden pay-
roll taxes have become to business owners and in particular small businesses. Our
membership parallels the nation business population in that approximately 50% of
our members own retail and service enterprises; 25% manufacturing and construc-
tion; and the remaining 25% operate agricultural, transportation, mining, whole-
sale, financial, insurance, or real estate enterprises. The average NFIB member has
13 employees and grosses about $350,000 in annual sales.

As you can see our membership and small businesses in general are concentrated
in those sectors of business which tend to be primarily labor intensive. They em Joy
people rather than machines. Payroll taxes, dominated by FICA axes, therefore
place a disproportionate burden on them.

Mr. Chairman the term FICA-the Federal Insurance Contributions Act-tax is
as outdated as the term "Trust Funds." Webster defines trust as "the assured reli-
ance on the character, ability, strength, or truth of someone or something." Sadly in
many small business owners' minds, the Social Security trust funds could better be
defined as a "black hole" in which every day small business owners and working
Americans throw their money, believing that they may well never see it again.
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Unfortunately the myth that the trust fund surplus is being saved up for future
retirees ha been put forward at the expense of current beneficiaries of Social Securi-
ty, small business owners and other taxpaying Americans who expect to be able to
draw on the reserve at retirement. In fact, these funds are going right back out the
door to pay for current government services and current Social Security benefits
while a mountain of IOUs are growing higher every day. As time goes on and the
number of retirees increases proportionally to the number of workers, the need to
take drastic action with regard to Social Security intensifies. The first and most ob-
vious step is to stop the crushing tax increases which small business owners and
working Americans are being forced to pay.

LEGISLATIVE PROPOSALS TO REDUCE FICA TAXES

To that end, NFIFB applauds Senator Moynihan for his courage in introducing
legislation to reduce the FICA tax rate. Senator Moynihan's proposal would repeal
the FICA increase to the 1989 level of 6.06%, leaving the Medicare rate in tact at
1.45%. My understanding is that his proposal would further reduce the 6.06% rate
to 5.1% in 1991 and then begin to bring the rate back up again in 2012 to 5.6%,
increasing to 8.1% in 2045. NFIB fully supports the provision in Senator Moyni-
han's proposal to repeal the 1990 FICA tax increase which will provide small busi-
ness owners and their employees much -needed relief from this regressive and un-
necessary tax.

Senator Kasten has also proposed legislation, S. 2052, the Social Security Integrity
an Tax Reduction Act of 1990. NFIB would like to thank Senator Kasten for intro-
ducing a bill which will reduce Social Security taxes for small business owners. Sen-
ator Kasten's legislation would reduce the 1990 Social Security tax on both employ-
ers and employees from 6.2 percent to 5.9 percent, and further reduce the rate to 5.6
percent in 1991 and 5.3 percent in 1992. As Senator Kasten points out, his legisla-
tion provides an added reserve ic the Trust Funds to ensure solvency in the event of
a downturn in the economy. The Social Security Administration has stated that
under Senator Kasten's legislation, the OASDI reserves would rise to 150 percent in
the year 2000.

Mr. Chairman I mention this point because NFIB members have in the past voted
with a resounding 80% vote in favor of lowering FICA tax rates when surpluses in
the Social Security trust funds surpass safe actuarial levels. Today, the reserves
have grown twice as fast as expected by the 1983 House Way and Means Committee.
The Social Security trust fund is expected to contain a surplus of $61.9 billion this
year. By the year 2000, excess FICA tax receipts could boost the surplus to nearly
$203 billion, according to the Social Security Administration. Mucl of the excess
surplus can be attributed to the strong economic growth the nation has experienced
in the last decade.

NFIB POSITION ON SOCIAL SECURITY FICA TAX CUTS

NFIB support a responsible way to further reduce FICA taxes to the levels sug-
gested by Senators Moynihan and Kasten while at the same time ensuring that Con-
gress is not forced to raise taxes. To prevent this, a workable mechanism must be
found-such as the phased-in FICA tax reduction suggested by Senator Kasten-
which will allow Congress and the President to meet their deficit reduction obliga-
tions without raising taxes.

The need to reduce the FICA tax rate is of critical importance to NFIB and small
business owners across the country for the following reasons:

Highest Tax
First, it's important to remember that a majority of small business owners pay

significantly more in FICA taxes than income taxes. Small business owners must
pay half of the 15.3 percent FICA tax for all their employees. Self-employed business
owners (unincorporated firms which represent approximately two-thirds of all busi-
nesses in the U.S.) must pay the entire 15.3 percent FICA levy. In 1980, an NFIB
study indicated that payroll taxes, dominated by FICA, comprised more than 50 per-
cent of the taxes paid by small business owners. This study analyzed the taxing pro-
visions of 17 different states for 5 typical small businesses. The study revealed that
for most small businesses, the greatest tax burden is not generally imposed at he
income tax level-either Federal, state, or local. Instead, the most significant por-
tion of the burden is the result of payroll and property taxes-taxes which are not
based on the profitability of the taxpayer, but rather the components of the business
which generate the profits: facilities, equipment, and people.

In almost every case in the study cited above, payroll taxes comprised more than
half of the total tax burden. Since 1980, income taxes have been slashed while the
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FICA tax rate has gone up 6 times with an increase of 1.52 percentage points, from
6.13% in 1980 to 7.65% in 1990. Social Security tax revenue as a percent of total
Federal revenue rose by 23 percent from 1980 to 1988, while corporate and personal
income tax revenue as a percent of total Federal revenue declined by 23 percent and
6 percent respectively.

Startup and Marginal Small Businesses
The FICA tax burden discourages many individuals from pursuing the American

dream of starting up a new small business because of the prohibitive cost of the tax.
For those small businesses in trouble, struggling to keep their doors open, the FICA
tax burden can be the "last straw" before a business is forced to close down. The
bottom line is that the Social Security FICA tax is a decidedly regressive tax; new
and marginal businesses must pay the same rate as healthy businesses. The tax is
not related to profitability.

Job Creation
Over 70% of the 17 million net new jobs created in this decade have been in small

firms. Small business is now known as the nation's "Job generator." According to
the 1988 report to the President entitled The State of Small Business, 10.5 million
net new jobs were created from 1980-1986, of which 63.5 percent 6.6 million jobs
cam- from firms with fewer than 500 employees. More than 4 million jobs were cre-
ated in firms with fewer than 20 employees. More than half of all Americans work-
ing in the private sector are now employed small businesses. More often than not,
small businesses are also the place where young people receive their first full-time
employment with it valuable on-the-job training. Small businesses also employ more
older workers than do large businesses.

The FICA tax is a tax on labor and jobs because payroll tax payments must be
paid "up front," regardless of profits, at least once a month by small business
owners. This tax could prove fatal not only to small business owners who are heavi-
ly dependent on people, but also to the labor force. With payroll taxes continuing to
grow, small businesses may not be able to hire as many individuals in the future;
some small businesses may even have to close, displacing individuals in the labor
market.

A recent IRET study estimated that a proposal such as Senator Kasten's to reduce
FICA rate to 5.,3 percent by 1992 would add between -150,000 and 920,000 new.jobs.
raise GNP by almost $300 billion, and increase the capital stock by $180 billion.

Small Business Costs
Small businesses cannot pass on costs in the same way larger businesses can. The

FICA tax therefore disproportionately disables small businesses and increases their
costs. The 1986 White House Conference on Small Busifiess called on Congress to
freeze the employer FICA contribution wage base and tax rate at the 1986 rate. The
recommendation in part urged Congress to develop long-range alternatives to the
present Social Security system, which places an undue and inequitable escalating
financial burden on businesses and their employees. Our own NFIB mandate survey
for August 1987 revealed that an overwhelming 79 percent of small business owners
favor repealing the 1988 and 1990 payroll tax increases.

Self-employed Small Business Owners
While most small business owners must pay half of the 15.3 percent FICA tax,

self-employed business owners must pay the full FICA tax payment, which in-
creased dramatically for these business owners from 13.02% in 1989 to 15 3% in
1990. According to a study by the Employment Benefits Research Institute (EBRI),
self-employed business owners employ 32% of the American workforce. Considering
that these business owners must face a myriad of other challenges such as the in-
ability to fully deduct their health insurance, the effect of the FICA tax increase is
multiplied. Although in 1990 self-employed individuals may deduct one-half of their
Social Security taxes many will not be able to take advantage of it because they
don't make enough money to pay taxes. The elimination of the 2% tax credit, czm-
bined with the increase in FICA taxes, therefore hits self-employed business owners
especially-hard.

SMALL BUSINESS OWNERS SOCIAL SECURITY POSITION OVER TIME

NFIB members have consistently expressed their strong opposition to any in-
crease in payroll taxes. As I have already mentioned, NFIB recently asked its mem-
bership whether the payroll tax increase scheduled for 1988 and 1990 should be re-
pealed. An overwhelming seventy-nine percent of our members voted against the
tax increases. In fact, in the last fifteen years during the dramatic changes which
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have caused the Social Security systein to be restructed, NFIB small business
owners have consistently opposed the incremenal Social Security FICA tax in-
creases. Just prior to the Social Security crisis which precipitated passage of the
1983 Social Security Amendments, Michael Boskin, the President's Chairman of the
Council of Economic Advisors, prepared a paper for NFIB in which he stated:

"Given the huge outcry against the large (payroll tax) increase legislated
in 1977 it is clear that the time has come to reexamine the future course of
Social Security. The alternative is continued unpopular tax increases which
add to costs and prices, reduce net wage rates, redirect the system further
from an earned entitlements or annuity basis and continually erode public
support of the Social Security system."

Small business owners agree with Mr. Boskin's assessment that the FICA tax in-
creases "add to costs and prices, reduce net wage rates, redirect the system further
from an earned entitlements or annuity basis and continually erode public support
of the Social Security system." Although the environment in which Mr. Boskin was
writing has changed, the basic premise still holds true that increasing FICA taxes
only adds to the crushing tax burden of small businesses and doesn't begin to re-
solve the Social Security dilemma.

CONCLUSION

I recently received a letter from a small business owner, Mr. Richard Keeley, in
Adrian, Michigan. Mr. Keeley wrote in part that he recently had to lay off twenty-
one people in an effort to reduce costs. He said that the cost of FICA taxes greatly
affected his decision. Mr. Chairman, Mr. Keeley and thousands of small business
owners across the country need your help today to alleviate the payroll tax burden
on small businesses in this country by passing legislation which reasonably reduces
the FICA tax rate while still ensuring fiscal responsibility with regard to the
budget. Thank you again for the opportunity to be able to testify today.
Attachements.

SEPARATING THE TRANSFER AND ANNUITY FUNCTIONS OF 3YOCIAL

SECURITY

[By Michael J. Boskin, John B. Shoven, Marcy Avrin. Kenneth Conel

1. INTRODUCTION

Since its enactment, the social security system has enjoyed unique popularity
among public income support programs. In the past several years, however, rising
payroll taxes, a huge long-term deficit and concerns over its effects on the economy
have led an increasing number of observers to conclude that social security is in
urgent need of reform.

This system serve two major goals: to replace income lost at retirement, and to
provide minimum income support for the aged. The former, the insurance goal is
based on earned entitlements the welfare, or transfer, goal aims at social adequacy
of support. Each goal enjoys wide public support as well as important policy justifi-
cations. For example, imperfections in the private annuities market and imperfect
foresight regarding future incomes, inflation, life expectancy, etc., may lead many
citizens to "undersave" for retirement, forcing them as general charges on the
public via welfare or other programs in the absence of social security.

Over the last four decades, the social security system has helped mitigate these
problems in an important way. It has provided substantial income security to the
elderly; it has kept many elderly persons out of extreme poverty; and it has trans-
ferred billions of dollars annually from the younger, wealthier generation of work-
ers to the older, poorer generation of retirees. These are significant achievements
indeed. However, the system, which was designed decades ago, has not kept up fully
with rapidly changing economic, social, and demographic conditions. It is having
several substantial and probably unintended adverse effects on the overall economy;
and it faces a long-term funding crisis of immense- proportions. In addressing the
problem of reform, it is important that we build on the program's achievements
while ameliorating its harmful effects on the economy and improving the prospects
for its long-term viability.

Social security is thought of in several alternative ways: as an actuarially fair
pension fund, as a separable system of taxes and transfer payments, and as a pure
consumption loan intergenerational transfer program where each generation trans-
fers a fraction of its labor income to the retired generation with the expectation
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that the succeeding generation will treat it similarly. In truth, the existing Old Age
Survivors Insurance (OASI) system is none of the above, but has components of each
(as well as additional complexities).

The current system differs from the private pension fund analogue in several re-
spects. First, it is unfunded in that current payouts are financed by contemporane-
ous "contributions" or taxes. This had the advantage of allowing retirement benefits
to be initiated immediately making the initial recipients "windfall" beneficiaries.
That is, they received retirement come supplements with little or no previous con-
tributions. Income was similarly transferred from the initial working population to
the initial retirement generation. This intergenerational transfer has continued as
the system has matured, although the net transfer (the expected value of a partici-
pant's receipts less parents) has diminished and in some cases disappeared. One
drawback of this system is that while people accumulate future claims against the
s stem, no corresponding wealth accumulation occurs for the system as a whole.

us, while the working population is being forced to "save," no funds are made
available for capital formation in the economy. At any point in time, the gsytem is
"bankrupt" in that it has massive future retirement obligations and only a relative-
ly trivia amount of assets A government can operate such a system because of its
powers to tax future income in order to finance its obligations.

There are other major differences between social security and the private annuity
or pension fund analogue. The benefits are distinctly tilted in favor of the low
income worker, the worker with a short work history, and the retiree with a spouse
with an uncovered work history. That is, relative to a system where each partici-
pant earned a common rate of return on his or her contributions, the current social
security system involves a set of taxes and transfers. This redistribution within a
generation, in contrast to the intergeneration transfer mentioned above, is accom-
plished by such mechanisms as a progressive benefit formula, a minimum benefit, a
uniform dependent's benefit, and an earnings test.

2. THE MAJOR PROBLEMS CONFRONTING SOCIAL SECURITY

Three major sets of problems plague social security today. The first is the issue of
equity-both inter and intra-generational. A large proportion of benefits received by
retired workers is really an intergenerational transfer. Also, different groups in a
given generation of the population are treated differently by the social security
system. Lower income workers receive a higher fraction oftheir previous earnings
in benefits than do high-income workers; married couples usually receive half again
as much as single persons with the same earnings history for the primary earner,
those with short-covered earnings histories are favored, etc.

A second set of problems plaguing the social security system is the potentially ad-
verse effects that it may have on labor supply, capital accumulation and costs of
production.

Probably the most overwhelming problem confronting social security as a pay-as-
you-go system is the long-term funding crisis. Even after the 1977 social security
amendments, a long-term deficit of well over $606 billion remains. This is the
amount by which the present value of legislated benefits exceeds the present value
of legislated taxes. To put this in perspective, this amount is larger than the regular
national debt. The major cause of this projected deficit is the drastic change in the
age structure of the population. Once the post-World War II baby boom retires-
around 2010-the ratio of retirees to workers will increase enormously. The best es-
timate is that the ratio of retirees to workers will increase by about 50 percent-
from slightly less than one to three to about one to two. Given the pay-as-you-go
nature of the system, this implies either a huge increase in taxes to maintain the
ratio of benefits to wages or a significant decline in the ratio. Neither prospect is
appealing, but there is no avoiding the choice.

In addition to the rapidly changing age structure of the population, the trend to
earlier retirement combined with increased life expectancy has increased the aver-
age length of retirement considerably. When social security was enacted, on-half of
a males over the age of 65 were in the labor force; today that figure is only one in
five. Average life expectancy has increased over two years. Thus, the length of the
average retirement period has increased by about one-third over 1935 levels. This
has greatly strained the financial resources of the elderly; to achieve any given level
of annual consumption, a retiree now needs substantially greater savings, intrafami-
ly transfers, or public support.

What does all this imply for the long-run financial outlook for social security?
Even the massive tax increases of the 1977 amendments will prove insufficient to
finance the program through the first-half of the next century. If the current law is
maintained until 2025, payroll tax rates would have to increase by more than 8 per-
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centage points to meet benefit payments.' This would imply combined employer and
employee tax rates of over 23 percent of payroll. Given the huge outcry against the
large (but much smaller) increases legislated in 1977, it is clear that the time has
come to reexamine the future course of social security. The alternative is continued
unpopular tax increases which add to costs and prices, reduce net wage rates, redi-
rect the system further from an earned entitlements or annuity basis and continual-
ly erode public support of the social security system.

While several short-run "quick fixes" have been proposed, such as bringing into
the system those, such as government employees, not currently included, or elimi-
nating the ceiling on taxable earnings, these cannot produce a reduction in the long-
term deficit unles they are accomplished in a manner which is actuarily disadvan-
tageous to the groups concerned. 2 For example, bringing government employees
under social security would increase current tax revenues, but add to future obliga-
tions. This could only reduce the deficit if government employees were given a
"bad" deal. But we could then expect them to resist such a proposal en masse.

3. THE TRANSFER AND ANNUITY COMPONENTS OF SOCIAL SECURITY

In order to appreciate the relation between the annuity and the intergenerational
transfer components of social security, let us begin by examining the most extreme
case: the first cohort of retirees under the U.S. social security system. Consider an
individual who was age 62 in 1937 and retired in 1940 at age 65.

For a worker making average earnings and investing the sum of employer and
employee contributions at interest rates then prevailing, the accumulated retire-
ment principal in 1940 would have been only $68.36, yielding an annuity of $6.59
per year. Clearly benefits far in excess of contributions would be required if any
substantial benefits were to be paid.

The actual average annual benefit paid in 1940 to a male age 65 was $270.60.
Since an annuity would have yielded only $6.9, $264.01 of the benefits were a pure
transfer, or welfare payment. 3 Since the benefits may and, in fact, did change over
the retirement period, it is more convenient to compare capitalized savings and ben-
efits over the expected time span than to compare annuity payments and annual
benefits. For the individual in question, the present value of lifetime benefits was
$2,962.09, of which $2,893.73 was a transfer. Thus, this individual paid for only 2.3%
of the benefits received. This percentage has been increasing for individuals over
time. Those retiring at age 65 in 1970 paid for approximately 3 percent of the bene-
fits received.

Different individuals receive vastly different "deals" in the sense of the ratio of
benefits received to taxes paid plus interest. This occurs for a number of reasons
including the progressive benefit formula, the minimum benefit, the spouse's bene-
fit, the different ,eriods of coverage, etc.

4. SEPARATING THE TRANSFER AND INSURANCE COMPONENTS

Man) problems in the social security system relate to the conflict between its
twin gals of earned benefits and income adequacy. Most critics of the program pro-
pose reorming it in the direction of one goal or the other. Separating he transfer
and annuity goals would have different effects on individuals depending on their
age, income, industry, etc.

The thret, sets of problems plaguing social security-the long-term funding deficit,
the apparent inequities, and the adverse incentives-fo:tunately point toward
common reform: the separation of the transfer and annuity goals of the program. In
principle, it is desirable to separate the financing of these different goals of the
system.

Separating the transfer and annuity functions of the social security system and
funding them, respectively, out of general revenues and ear-marked payroll taxes is
desirable for a number of reasons.

First, the current system is so complex as to obscure the relation between contri-
butions and benefits and impede a rationalization by firms and employees of total
retirement support, private pension plus social security.

Second, as we shall demonstrate presently, many groups in the population are
getting a "bad" deal from social security compared to an actuarily fair system. Sep-
arating the transfer and annuity goals would provide the same rate of return for all
workers under social security's annuity program. The inequities which undermine
support of, and faith in, the system, would be eliminated in this par of the program.

Third, there considerable evidence 4 that in the short-run part of increased costs
due to payroll tax increases are passed on in higher prices, i.e. they are inflationary.
It appears that such is not the case for individual income tax increases. The 1977
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amendment increases plus the much larger predicted future increases do not auger
well on this score. Further, such increases discriminate across firms and industries,
as well as individuals. Large firms with a substantial market share may more easily
pass cost increases forward onto consumers in the short run than small firms, and
this in turn may erode competition. Comparing firms in different industries, the tax
amounts to a larger fraction of the wage bill for industries whose workers are all
below the cutoff, than for an industry where significant amounts of labor income
are paid out above the cutoff income, or where many workers are not covered. Our
preliminary estimates reveal that, for 1973 data, the effective tax rate varies by a
factor of almost one-third across two-digit industries.

Fourth, transfers to the elderly poor (beyond SSI) should be financed from general
revenues. It makes little sense to finance an income guarantee for the aged poor
from a tax which bears so heavily on the working poor. The current income tax ex-
emptions, deductions, and low-income allowance, which together exempt the first
several thousand dollars of earnings from tax, indicate the general belief that those
at the very bottom of the income scale should not have to help finance general
income support programs.

The same argument applies to any intergenerational transfers providing earnings-
relate benefits beyond those provided by pure insurance and the minimum income
guarantee. It makes little sense for current unskilled workers to surrender income
(beyond their own insurance) to subsidize retired doctors and lawyers beyond actu-
arially sound returns.

In separating the insurance from the transfer goals, general revenue financing
will also require the transfer goals to compete openly with other government prior-
ities, including tax cuts. General revenue financing will permit policymakers and
the public openly to determine the value of transfers to the elderly in relation to
other social priorities and to promote cost-effective measures for doing so. It will
permit differential needs assessment to deal with different circumstances (marital
status, etc.) in the context of a transfer program, where many precedents for doing
so already exist.

Since the current aggregate transfer component of social security is over one-half
of benefits paid, we do not advocate an instantaneous realignment of the system and
switching of all transfers to general revenue finance. Rather, we offer the sugges-
tion that gradually doing so has much to recommend it. Perhaps the best place to
start is in conjunction with the reconsideration of the 1977 amendments and the im-
pending payroll tax hikes they legislated.

5. TOWARDS A SOLUTION

As we begin to grapple with the immense problems of the social security system,
from the apparent inequities and inefficiencies, to the long-term deficit, serious con-
sideration should be given to separating the dual functions of social security and to
financing them separately. Separating the transfer component of the system and
funding it out of general revenues would encourage more cost effective transfers
and enable us to strengthen the earned entitlements function, which in turn, would
eliminate many inequities and help restore public confidence in the financial integ-
rity of the system.

Because of the complexities of the system and the long-run deficit, we must resist
piecemeal, short-run stop gap attempts to raise payroll taxes now without worrying
about the future obligations so created.

In this paper, we have developed a series of long-run policy alternatives along
these lines and have calculated the projected costs and benefits of each for workers
of different ages. The age cohorts, cohorts I through 5, are ages 25-34, 35-44, 45-54,
55-64 and 65+ respectively. Cohort X Is less than 25 years. We have also calculated
the implications of these alternatives with regard to the social security surplus or
deficit to the year 2050. Basically, for each alternative, we ask the following: For
each age cohort, that is the ratio of the present value of benefits it can expect to
receive at age 65 to the accumulated value of lifetime contributions to social securi-
ty? What is the result in terms of the deficit of the social security system through
2050?

We have investigated these questions in terms of the following alternative plans:
1. The "Base Case" analyzes the social security system as it stands today.5
2. The "Trans" alternative reduces benefits to eliminate transfers for Cohorts 1-4.
3. The "Trans 80" alternative eliminates transfers and adjusts taxes in 1980 to

close the future deficit as of 1980. (Taxes were actually lowered by 1.5% of income.)
4. The "Tax 80" alternative raises taxes by 1.7% of income In 1980 to close the

future deficit as of that year.
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5. The "Tax 2030" alternative raises taxes by 3.9% of income in 2030 to close he
future deficit as of that year.

6. The "Ret" alternative changes the retirement age to 68.
Thus, these alternatives allow us to determine the effects of decreasing benefits

by eliminating transfers, increasing taxes and increasing the retirement age.
In order to understand the basis of these calculations, it is important to consider

the data on which they are based, the method of analysis used and the assumptions
upon which they rely.

Data
The data used in the calculations are the 1975 Social Security Exact Match File

hat merges individual records from the 1975 Current Population Survey with OASI
earning and benefit records. With these data, the pattern of actual OASI benefits, as
%,ell as lifetime contributions into the system by all individuals can be found. These
data permit redistribution across cohorts to be separated from the annuity aspect
and enable us to estimate values for Individual households. Since the data used in-
clude only a sample of 1000 individuals in each Cohort, sample weights and popula-
tion statistics are used to general is the sample results to the entire population. The
weights are present on the file.

The data actually used in the analysis from the Social Security Longitudinal earn-
ings tape include the sum of covered earnings from 1937-1950, covered earnings
from 1951 to 1975, estimated quarters of coverage from 1937-1950 and actual quar-
ters of coverage from 1951-1975.

From the 1975 CPS the following data were used: region, farm residence, age, sex,
race maritial status, class of worker, occupation, industry, weeks worked in 1972 as
a civilian, industry of longest civilian job In 1972, years of school completed, and
wage and salary amount.

Method of Analysis
For cohorts 1-5 we determine the relationship between the summation of aggre-

gate contributions and the expected aggregate benefits of all individuals currently
in the social security system, assuming in all cases but "Ret" that the retirement
age is 65 for husbands and singles and that wives retire with their husbands. 6 For
an individual, the value of total contributions into the system at the point of retire-
ment is the summation of actual and expected OAI taxes paid both by himself and
by his employer compounded by a real rate of interest (3% in the base case). These
calculations use actual and forecasted income, historical and forecasted maximum
taxable income limits and historical and forecasted tax rates.

The expected value of OAI benefits over the worker's remaining life is calculated
considering the probability of survival and the wage index from Social Security Bul-
letin, Annual Statistical Supplement 1975.7 Wives receive benefits based on their
own or their husbands benefits, whichever is larger. The entire analysis is converted
to 1977 dollars.8

In order to determine the expected contributions for individuals who have not yet
reached the age of 65, we applied the contribution rates specified in the 1977 amend-
ments to the Social Security Act to known earnings and predicted future earnings
for each individual. Earnings were predicted separately for males and females using
an estimating equation based on positive 1972 earnings of all individuals in the
sample. The predictions, determined from the estimated coefficients of the independ-
ent variables in the equation and the characteristics of the individuals, were in-
dexed over time using 7% for inflationary earnings increases and the assumption of
a 1.5% per year earnings increase due to productivity for the "Base Case." 1 Female
income is adjusted for labor force participation.10

More formally, we "age" our survey data so that we know both the past work
history and the projected future work history and retirement benefits for the
sample population. Having done this we calculate the present value of each house-
hold s total contribution at retirement. These are calculated as:

i C r (R-t)CI= ICtie r(
R t=1

where R is a given retirement age, and r is the interest rate "credited" to a social
security "account" under our penaiou plan..analogue. In fact, all projected contribu-
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tions and benefits are calculated so that they are the anticipated dollar amount
times the probability of the individual surviving to that time.

We calculate the expected retirement benefits at age of retirement as:

Bi a -tairt-R)
BR J t 

where N is 100, beyond which the survival probability is taken to be

zero.

Given that survival probabilities are already embedded in Bt and

i iCt , an actuarially fair system would be one where CR a BR We define the

expected present value of any transfer received by the participant as:

R BR - R.

The same type analysis is performed for Cohort X, which involves making several
assumptions regarding the future. II

After performing the analysis of taxes and benefits by cohort for various scenar-
ios, we sum the results in order to determine the budget surplus or deficit that re-
sults from each scenario.

6. AN OVERALL COMPARISON OF ALTERNATIVE SOCIAL SECURITY SITUATIONS

Let us begin by examining some general measures of the overall situation for the
OASI system under alternative scenarios. In particular we consider aggregate taxes,
benefits, and deficit under alternative social security situations and, corresponding-
ly, the total transfers and transfers as a percentage of income for alternative social
security situations. The situation to be discussed include the base case, i.e. current
law, including currently legislated but not yet implemented tax increases; the base
case with a slightly lower rate of productivity growth; two situations in which the
transfer component is eliminated and dealt with separately under general revenues:
Trans 80 and trans; and RET which adjust the retirement age to 68. Table 1 pre-
sents estimates of the aggregate taxes, benefits, and resulting present value of the
long term deficit under these alternative scenarios. Recall that we are making very
conservative assumptions with respect to the projected long term deficit in consider-
ing the base case in order to try to maintain comparability, roughly speaking, with
the assumptions made by the trustees of the Social Security System.

The base case is estimated assuming an annual rate of productivity growth of
1.5% per year, an annual inflation rate of 7% per year, and the total taxes and ber.-
efit are discounted at a real rate of 3% with all figures being presented in $1977.
Thus for the base case, we note the total taxes amount to approximately 3.3 trillion
dollars whereas total benefits amount to about 4 trillion dollars. Again, recall that
these figures are adjusted for inflation and discounted to 1977. With these

Table 1.-AGGREGATE TAXES, BENEFITS AND DEFICIT UNDER ALTERNATIVE
[In b!hns of dscounted 1977 dolars]

Case Total Taxes Total Bemirs Defecit

B a se ........................................... ........................................ ........ .............. :. 3 3 3 6 .9 3 9 6 8 .8 6 3 2 .0
Base with pf06uctivity 40% .......... ....... . . . . ................... 2839.6 3570.5 131.0
Trans '80 ........................................ ... 2798.6 2656.5 - 142.1
Trans ........................................................................ ...... 3336.9 2656.5 - 680.3
R et ............................................................................................ ....................... 3 5 0 0 .9 3 3 4 5 .6 - 1 5 5 .3

assumptions, the estimated long term deficit amounts to 632 billion dollars. Recall
that this does not include Medicare and disability in which case taxes, an benefits
and deficit would all be substantially larger. This enormous deficit occurs primarily
because of the changing age structure of the population noted above. When the baby
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boom generation starts to retire, we face the awkward prospect of an extremely
large and rapid increase in the ratio of retirees to workers in our society. Even if
the actuarial assumptions of the Social Security Trustees are accurate-and I be-
lieve they are extremely optimistic-we will have to raise Social Security taxes or
lower Social Security benefits, or raie other tax revenues, or some combination of
these options, by an enormous amount in the years ahead. This combination would
have to amount to 632 billion dollars today: If we waited for the baby boom genera-
tion to retire the tax increase necessary will be between 2V2 to 3 trillion dollars the
year 2030.

The estimated taxes, benefits and deficit for the base case are very sensitive to the
assumptions incorporated in making projections over the long term. Because of the
importance of compounding even small differences in growth rates, even so small a
difference as '/2 of 1% in the rate of productivity growth increases the long term
deficit-holding other assumptions constant--by almost 100 billion dollars in
present value terms. Table I demonstrates that when the productivity growth as-
sumption is lowered from 1 /2 to 1% per annum, the base case results in a decreased
tax revenue again in present value discounted 1977 dollars, of almost 500 billion dol-
lars to 2.8 trillion and a reduction in total benefits by about 400 billion dollars from
slightly under 4 trillion to slightly under 3.6 trillion. The recent behavior productiv-
ity does not give us much cause for optimism for restoring a rapid rate of economic
growth in our economy, and does not augur well for the long term deficit of social
security.

Another assumption which is extremely important in the calculation of taxes,
benefits and the deficit concerns the length of retirement. As noted above, forecasts
of life expectancies made earlier drastically underestimated the rapid increase in
the life expectancy of the elderly since 1960. In the last two decades, the life expect-
ancy of the elderly increased about three years for women 11/2 years for men. Simul-
taneously, there has been a rapid acceleration of earlier retirement. In 1943, '/2 of
males over age 65 were in the labor force: today that figure is only /5. If either life
expectancy increases still further or the trend to earlier retirement continL -!s. the
long term deficit in social security will increase drastically. As a rough approxima-
tion, increasing the length of retirement, and eligibility for social security benefits,
by an extra year would add about 250 billion dollars to the long term deficit. Be-
cause the population has increased the length of its retirement period so much-by
increased life expectancy and earlier retirement-and because we have an ever
growing fraction of the population which has entered the labor force later, shifted
out of physically demanding and dangerous jobs, etc., one major avenue of reform of
the social security would be to raise the age at which people could collect social se-
curity benefits. We simulated one such scenario: raising the retirement age from 65
to 68. Going back to the other assumptions of the base case for productivity growth,
inflation, etc., we note that such a move would result in a very modest increase in
taxes from the additional years of work of about 170 billion dollars, but would result
in a 620 billion dollar benefit decrease. Note that this would be accomplished with-
out decreasing the annual benefit received by an worker once retired. The reduction
in total benefits in discounted 1977 dollars comes about solely because people will be
collecting benefits for a shorter period because of their later retirement. This
changes enough to more than offset the impending enormous social security deficit
and the impending enormous tax increases above and beyond these already voted.
Indeed, such a program in conjunction with the other assumptions noted above
would leave the social security with a surplus of over 150 billion dollars. An alterna-
tive scenario, of gradually raising the retirement age less rapidly and not quite as
high, could still put the social security system into a long term balance. This scenar-
io highlights the extreme importance of the length of the retirement period for the
total benefits paid out and the long term deficit of the system.

The long term benefit pay outs and tax collections, but especially the former, are
also extremely sensitive to the presence of the enormous percentage of transfer pay-
ments involved in social security benefits, especially for older current workers and
retirees. Leaving aside current retirees, two other scenarios were simulated in
which the transfer payments currently accruing to people who have not yet retired
were simulated: trans and trans 80. The trans alternative removes the transfer com-
ponent of benefits completely. They are to be shifted to general revenues in a
manner to be decided on the merits of the case once a genuine earned entitlement
system is set up. We must note however that when they are shifted to general reve-
nues and the transfer payment system for the elderly is set up out of general reve-
nues, that this may obviously involve increases in general revenue taxes as well as
the sharp reduction in payroll taxes and projected future payroll tax increases we
are about to describe. Under trans, taxes will not go down at all, but total benefits
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will go down about 1/3, from slightly under 4 trillion to about 2.7 trillion dollars.
This totally reverses the deficit picture from a % of a trillion dollar deficit to a % of
a trillion dollar surplus discounted to 1977. The % of a trillion dollar surplus obvi-
ously could result in further reductions in social security taxes from present levels
let alone totally eliminating the need for future tax increase. It could also be used
to finance approximately over Y2 of the transfer payments if we shifted total trans-
fers into general revenues.

The trans 80 alternative substantially reduces taxes as w %Jl as total benefits.
Indeed, the total benefits would be treated exactly as under trans. The difference is
that tax revenues would be reduced somewhat from 1980 on, leaving the social secu-
rity system itself with a very modest surplus of 140 billion dollars or so and the
substantial reduction in taxes from current levels. The tax reduction would be on
the order of 1.5 percent of income from now on. That is, not only would we obviate
the need for the already planned future tax increases legislated in the 1977 amend-
ment, an the projected enormous tax increases necessary to deal with the long term
deficit, but we would also enable the social security system to educe current taxes
by 1.5 percent. Again, transfers would be shifted to general revenues and the exact
amount and nature of those transfers should be worked out in accord with general
principles of transfer payment under general revenue finance.

This overall version of the total situation with respect to taxes, benefits, and the
long term deficit highlights not only the current extreme long term deficit of the
social security system as presently constituted, and the enormous tax increases
above and beyond the 19.,77 legislated tax increases impending in view of the long
term deficit, but also the opportunities and possibilities for deriving a solution by
rationalizing the benefit payments along the lines of separating the benefits paid to
achieve the twin goals of social security: earned entitlement and income adequacy
during retirement. It also highlights the extreme sensitivity of the long term deficit
and benefit payments arid tax receipts to such things as slower productivity growth
and changes in the length of the retirement period. We might conclude this brief
section by noting that the long term future of social security is not something to be
left to the long term to deal with. Every year we postpone dealing with the problem
gives us one less year to generate a smooth transition to more rational and cost ef-
fective system of providing adequate income support for our elderly population.

To analyze the transfer component involved in social security at the aggregate
level in a little more detail, we present in Table 2 estimates or" the total transfers
and transfers as a percentage of total national income, under the same scenarios
discussed above in conjunction with Table 1. W- estimate here the total transfers to
Cohorts 1-4, leaving aside the issue of the transfers already being paid to retired
workers. These will be discussed below under the disaggregate results. Obviously,
most of the benefits being received by currently retired workers are in the nature of
transfer payments. For the base case, under the standard, if optimistic, assumptions,
total transfers to Cohorts 1-4 would be almost 2 trillion dollars and the amount to
slightly under 5 percent of' total national income! Placed in perspective, this in only
slightly less than the share of income being devoted to defense expenditures! Under
the standard assumptions of the base case with our slightly lower rate of productivi-
ty growth, transfers decline slightly to 1/ trillion dollars but increase the percent-
age of the now smaller income (due to the lower productivity growth) to slightly
over 5%. Obviously, under the trans alternative total transfers have been eliminat-
ed completely and hence are zero in both total and as a percentage of income; the
trans 80 alternative allows transfers to be-paid for several additional years before
taxes are adjusted (remember we start from a base year of 1977, since that is when
our data ends), and transfers would be virtually abolished

Table 2.-TOTAL TRANSFERS AND TRANSFERS AS PERCENT OF INCOME, VARIOUS REFORMS

T 31 Transfers o I Transfers as
Case T031 Tan fer s 4' percent ofC~ors ] I National Inc.ome

-- 4 -- 1 -_ _ -

Base . 1818 47
Base with productivity - l'c . 1,7463 53
Trans '80 ...... 723 02
Trans .................. 0 1 0

... . . . 1,542 0 3.8

All figures in bli i s of discounted 1917 dolafs
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in this case. Finally, we note that the increase in the retirement age would substan-
tially reduce transfer payments by about a 1/4 of a trillion dollars to Cohorts 1-4,
and reduce transfers as a percentage of national income by approximately I per-
centage point. These enormous amounts for total transfers to Cohorts 1-4-which
would be augmented substantially if we included the transfers to be paid to current
retirees for the remainder of their life-reveal that fundamental changes In the
social security system towards separating the transfer and annuity goals of the pro-
gram would involve major changes in the necessary taxes under social security.

7. DETAILED RESULTS FOR THE BASE CASE

In order to prevent disaggregate figures concerning the benefits and taxes and
transfers received by the average family of different age, income, and occupation, we
will focus for the next few pages on the base case assumption. Recall from the dis-
cussion above, however, that these assumptions may be somewhat optimistic and
that slower productivity growth or increased retirement periods would add substan-
tially to the taxes necessary to finance promised benefit. The base case simply ig-
nores the long term deficit and assumes that current workers will not be forced to
pay any tax increases above and beyond those already legislated despite the enor-
mous long term deficit. Were part of the solution to the long term deficit to gradu.Al-
ly raise taxes, as discussed in the next section, the break given to current workers
would be substantially worse than under the base case; indeed younger workers
would lose substantially with respect to social security. Under the base case, assum-
ing that taxes would not be raised roughly until the baby boom generation retires or
later, almost all current workers come but fairly well in terms of their average net
benefits above and beyond taxes paid plus interest, but there is an enormous bad
deal for workers under the age of 25 who will ultimately be forced to finance such
benefits.

Table 3 analysis the base case the six different age Cohorts; current retirees, for
simplicity persons over 65; for ten year age intervals: 25-34; 35-44; 5-54; 55-64; and
Cohort X, persons under the age of 25. The situation of family in these ages are
discussed in terms of a

Table 3.-BASE CASE

1977 dollars 65 64-55 54-45 44-35 34-25 11 <25

Average Tax/Family 7058 18,345 33,883 53,326 73,843
Average Be-,/Family 49,400 47,639 56,600 66,321 73,577
Avg. Net Btn/Family. 42,343 29,294 22,718 12,994 -267 large.

negative
Avg Net Ben as % Tax/Faro 6000 1600 67 0 24.4 36

Total Taxes pd by Cohort Bil. 172 235 349 389 540 552+ (7)
Total Ben pd to Cohort Bill 122 29 570 483 503
Transfers as q of Total Ben. 86 6 627 38 8 19.4 739 large,

negative

"Asm es 7% iftalon, I 5% prOdLitty growth. 3 ,o aiScournI
N B For srwvvs cnly

variety of estimates: the average tax paid per family in each age Cohort; the aver-
age benefit received per family in each age Cohort (the difference between the bene-
fits and taxes]; the average net benefit as a percentage of the taxes the family paid.
Also included are discussions of the total taxes paid by the Cohort and the total ben-
efits paid to the Cohort when they ultimately retire under current estimates, as well
as the transfers as a percentage of total benefits received by the Cohorts when they
ultimately retire.

There are variAety of important points illustrated by the base case. First, the aver-
age tax per family even adjusted for inflation and discounted to 1977 will increase
markedly as time goes by and hence is much higher for younger workers than older
workers or current retirees. This occurs for a number of reasons: some of the retir-
ees will not have paid taxes through their entire life; the tax rates actually paid and
taxable ceiling used for each year have been growing through time and hence the
annual taxes paid have been growing through time and will continue under current
law. The average tax paid in 1977 dollars adjusted for inflation will be 10 times as
high for 25-34 year olds as for people currently retired.

Benefit payments increase much less rapidly through time and hence as we get to
younger ages. Current retirees and persons soon to retire will receive benefits based
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not so much on what they paid in taxes, but upon an estimate of what the current
tax revenue will support. Since the current tax revenues are levied at a higher rate
and a larger income base than were taxes collected from the current retirees and
soon to be retired, their benefit are obviously much higher than the taxes paid plus

-interest. Therefore, 25-34 year olds will receive only about /2 again as much in the
real 1977 value of benefits once they retire as current 65 and over beneficiaries.
Again, recall the base case assumes no changes in life expectancies, or retirement
patterns, as discussed above. Differencing the benefits and taxes reveals the enor-
mous net benefits, or transfers, received by the current retirees and those who
retire in the near future. The average current retirees receives about $42,000 as a
net transfer from the social security system by the taxes paid by current worker.
This amounts to six times what these people on average paid plus interest. An aver-
age family in the next Cohort, 55-64 years olds, will receive back 1.6 times what
they paid in plus interest as a transfer payment, an aggregate of slightly over
$30,000. The aggregate average net benefit, or transfer, declines as we ,et to pro-
gressively younger ages both in absolute amount and still more rapidly has a per-
centage of tax paid per family, since the latter will rise rapidly. By the time we get
to young workers 25-34 they are actually losing in terms of the taxes paid plus in-
terest being less than the average benefits they can expect to receive. Those persons
under the ages of 25 will suffer an enormous loss under the current calculation. The
amount of this loss is so dependent upon the nature of future tax increases to sup-
port the deficit, as well as a variety of other assumptions, we merely list it as large
and negative. The total taxes paid as benefits received by each Cohort follow the
obvious pattern: Taxes rising substantially as we pass through time. Again these tax
amounts do not include any increases that must be voted if we are to close the long
run deficit by increasing taxes rather than decreasing benefits or by one of the
structural forms suggested in one of the alternatives discussed below. Transfers as a
percentage of total benefits follow a pattern similar to that for the average family.
The overwhelming bulk of benefits are transfers for current retirees; for the next
Cohort about 60 percent will be transfers; for the 45-54 age Cohort slightly under 40
percent; the transfers will eventually vanish and become negative as we reach the
younger Cohorts. Obviously, for ages under 25 there will be a large negative trans-
fer. Also, the transfers as a percentage of total benefits will decrease for all age Co-
horts not currently retired if we start to raise taxes now in anticipation of closing
the deficit. The time pattern of such tax increases will be reflected in differential
rates of reduction of the transfers as a percentage of total benefits for the different
age groups. In the extreme, if we wait until the baby boom generation retires, these
numbers will be approximately accurate and the transfers as a percentage of total
benefits wijl be an astoundingly large negative number for those currently under
the age of 25.

Table 4 takes a deeper look at the net transfers received by individuals from
social security in the different Cohorts. We examine the net benefits received and
the percentage break (the net benefits divided bv the total benefits) "or four differ-
ent income classes.

Table 4.-NET TRANSFERS BY INCOME CLASS

In~cc~me Cla5ss

<, 6000 6000-8000 8000 10.000 10,000 +

Net Benefits 5,972 3, 05 2,261 -1,923
Cohort 1 4

Percent Break 2 8.1 49 3 1 - 2 5
Net Benefits 2 15,700 15,586 13,185 11,054

Cohort 2.
Percent Break 26 7 23.4 20 4 163
Net Benefits 24,519 25,645 24,170 20,733

Cohod 3:
Percent Break 501 46.7 44 5 351
Net Benefits 30,446 30,224 29,432 30,29?

Cohort 4:
Percent Break 69 2 64 3 61 .3 57,8
Net Benefits. 39,376 36,587 39,671 42,476

Cohort 5:
Percent Break.. 87.6 800 81 0 753
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Net benefits = Benefits for irage family in income class where bot survive to retirement, in 19175$, discounted to year of retirement, ls
tims paid computed analogous

Percent Break - Net benefits - benefits paid
3 In 1971
'4Co I -- 5-34, Co4W 5 -- 65+
N B Base case with inflation = 1%, prlWorvity 1 5%. discount rate - 3% net 0t inflation

For each Cohort, we note looking across the row of percentage break that :ft the
percentage break declines rapidly as income increases. For example, for the Cohort
25-34 years old the percentage break goes from slightly over 8 percent for family
income under $6000.00 to minus 2.5 percent for families with incomes above
$10,800.00. The same is true for each Cohort. Again, for Cohort 5, the current retir-
ees, the percent break declines from 87.6 percent to 75.3 percent as we move up the
income scale. This particular feature of tE relationship between the percentage
break and income reflects primarily the progressivity of the benefit payment formu-
la which is tilted heavily towards replacing a larger fraction of preretirement
income for low income workers than for higher income workers. Of course, the total
net benefits may be slightly larger for some Cohorts' for higher income people re-
flecting both the larger intergenerational transfer and the larger tax payment
which higher income individuals make.

Finally, in examining the base case we take a look at one other type of transfers
as a percentage of benefits paid: disaggregating by industry of employment. The
transfers as a percentage of benefits paid vary substantially across industries for a
number of reasons: The different average income earned by workers of different in-
dustries; slightly different tax treatment in effective payroll tax rates because of dif-
ferential promotions of workers above and below the taxable ceiling; etc. It is impor-
tant to note that once again we observe the

Table 5.-TRANSFERS AS PERCENT OF BENEFITS PAID FOR SELECTED INDUSTRIES BY COHORT'

r:cuI lte ] , 4 9 .I09 57 7 303
'Mirg .? !'01 ', 39 5 N A
Gnstructon is 85 11 1.38 702

21a3jfcturr, 2 6 3 17 3 46 8 64 5
Trensportatcn GciunLi'cn 13ti" ] 164 24 4 48 5 69.0
Wholesale 31 1 42 17 6 381 694
Retad 92 147 414 58 4 82 5
Service 3 8 21 4 415 62 8 83 5
Banking Insurance

Real [state 19 4 9 3 28 7 513 79 3

islimate to( urr.ige indli& 31 ir ench ,ndjtlr

substantial net transfer to current retirees, and expected net transfers to the oldest
Cohorts of workers, which will turn negative for the youngest Cohorts of workers.
These-negative transfer, occur even without considering the hug tax increase if nec-
essary which will bear so heavily on them when necessary to finance the impending
long run deficit.

With these insights into the current social security situation in mind, were turn
to a brief discussion of the alternative scenarios discussed above.

9. DISAGGREGATED ESTIMATES FOR ALTERNATIVE REFORM POSSIBILITIES

Ue have calculate for a series of potential benefit and tax reforms, disaggregated
estimates of average taxes paid per family, average benefits receive per family, the
average net benefits per family, the average net benefits as a percentage of taxes
per family, the total taxes paid by and benefits to each Cohort, and the transfers as
a percentage of total benefits for each Cohort.

The first alternative considered, in Table 6 is that labeled trans. Recall that this
eliminated all transfers and set up a situation where they could be treated separate-
ly under general revenues if so desired. In this scenario, we note the familiar pat-
tern of the average taxes paid per family rising substantially as we move to younger
and younger Cohorts. We also note the same pattern for average benefits. However,
now a different pattern emerges for the average net benefits received per family. It'
this case the average net benefits are virtually zero for all age Cohorts. They differ
slightly because we have not constrained the transfer to be zero for each age Cohort
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but have reduced the aggregate benefit payout each year in order to eliminate the
transfers. Thus, the aggregate net transfers and the average net benefits received
per family will be approximately zero for each Cohort in -each case, not exactly so.
Once again, the total taxes paid by each Cohort and tntal benefits received by each
Cohort increase substantially as we go to younger and younrme Cohorts and are ap-
proximately zero in the aggregate for each Cohort.

Table 6.-TRANS

COW -Age in 1977
1 9 7 ? S T T .. . ........... .

65 + 64-55 54-45 44-35 34-25 <25

Avg Tax/Famdy .7. ,058 18,345 33,882 53,326 73.843
Avg. Ben/Family. 6,629 1 17,793 34,769 53,461 73,576 .............
Avg Net Ben/Family - 429 -- 552 886 134.9 -261
Avg. Net Ben as % Tax Fam. -607 -301 26 25 -- 36 .........

Total Taxes pd by Cohort Bil . 172.1 235 0 349 4 3890 539.6 552
Total Ben pd to Cohort Bili.. 172 1 2350 3504 389.0 502.5 ............ .

Transfers as % of Total Ben . 01 01 29' 0 -739 .

Moving from tran to trans 80 in Table 7, which you recall involved a small tax
cut as well as eliminating the transfers. yields a very similar pattern to that dis-
cussed above for trans; indeed, the benefit, s received by the average family in each
Cohort are identical to the situation under trans as are the total benefits paid out to
each Cohort. However, now the taxes differ somewhat to take account of the modest
surplus that would result by eliminating all the transfers. In this case the average
taxes per family are somewhat lower for each Cohort, decreasing progressively more
in percentage terms as we move to younger and younger age Cohorts. The total
taxes paid per Cohort follow the same pattern.

Table 8 presents the same analysis under the base case assumptions for the sce-
nario we label RET to indicate the retirement age at which benefits can be collected
at full levels has been raised to 68 from 65. As noted above in the discussion of the
aggregate simulation comparing scenarios, RET results in a situation where slightly
higher taxes will be paid by the Cohorts because they will be working slightly
longer, but the benefits received while maintainable at the same annual level would
be paid out over a somewhat shorter period. Again, the aggregate benefits and the
average benefit in each Cohort will decline somewhat. We note for example that the
average net benefit per family declines from $42,000 for current retirees to virtually
zero for people at the age of about 40 to a large negative number for people around
the age of 30. The same is obviously true of average net benefits as a percentage of
taxes per family. We note however that the total benefits received by each Cohort

Table 7.-TRANS 80

Cohr-Age in 1977

19765. + 64--55 - 54-45 44-35 34-25 <25

Average Taxi/Family ... ..... ...... 7045 17,818 1 31,368 47.729 64,409 .......
Average Ben/Family.. .. .... ... 6629 17,793 34,770 53,461 73,577
Avg. Net Ben/Family .......-.. ......... 415 - 24.6 3,401 5,732 9,168
Avg. Net Ben as % Tax/Family........... - 5.89 - 14 1084 12.0 14.23 ...........

Total Taxes pd by Cohort......, 171 .6 228 8 324 6 349.0 470.0 459.7
Total Ben pd to Cohort .............. 172.1 234.9 350.4 3890 502 5

Transfer as % uf Total Bene ................. 25 2.60 7 36 10.28 6.46 ..............
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Table 8.-RET-CONDITIONAL ON CURRENT LIFE EXPECTANCY

1911 -- CoWt Age in 19111911.A m 295
65 + 64-55 54-45 44-35 34-25 <25

Average Tax/Family .............. 1,058 22,491 40,305 62,644 84,883 ...................
Average Ben/Family ................ 49,400 47,336 55,824 64,781 70,021 ..............
Average Net Ber/Family ..... .......... 42,343 24,845 15,519 2,137 - 14.862 ...............
Avg. Net Ben as % Tax/Family...... 600 11041 38 50 3.41 -17,51 ..............

Total Taxes pd by Cohort (bIll) 172 1 2366 355.1 3823 5084 712.9
Total Bene pd to'Cohort (bill) 1282 2 525.7 465.4 3953 396] .......

Transfers as % of Total Ben. 86.58 55.0 2188 3.29 -28.18

will decline substantially with the later retirement. This decline becomes progres-
sively more important as we approach the younger age Cohorts and reflects the im-
portance of doing something about the long term deficit as soon as possible before
enormous implicit obligations which are currently funded become cemented in place
and we are forced to go to enormous tax creases to fund them.

This is vividly documented by comparing RET with the two tax scenarios-tax 80,
a very small tax increase now which will totally close the deficit and tax 2030 a
large tax increase to finance the baby boom generations retirement at that date.
Estimates for the latter two alternatives are contained in Tables 9 and 10 respec-
tively. The average tax and average benefit paid and received per family look rather
similar to the RET case, the average net benefits differ somewhat. What is most
important is the enormous difference in the total benefits received or each Cohort
as part of the social security system and the total social security taxes paid fur each
Cohort. Under either trans, trans 80 or RET, the transfers have been released out of
the social security system either directly or indirectly and the total benefits paid to
each Cohort are much lower than the implicit unfunded obligation involved in the
transfers are paid. The total benefits paid to younger Cohorts differ enormously
under the tax 80, and tax 2030 programs, as do the taxes paid. For example, while
the total benefits paid to each Cohort are identical under tax 80 and tax 2030, the
tame pattern and hence aggregate amount of taxes paid by each age Cohort differ
enormously. The aggregate

Table 9.-TAX 80

177 $
CcWliriAge in 1911

15 + 6455 54-45 - 44-3b 34 -2•342

Avg. Tax/Family .
Avg. Ben/Family
Avg. Net Ben/Famly
Avg Net Ben as % Tax/Farily

total Taxes pd by Cohort
Total Ben pd to Cohort

Transfers as % of Total Ben

7074
49,400
42,327

598 3
148 3

992 2

18,966
47,640
28,674

151 2
292 9
754 8

36,839 1
56,600
19,761
53 64
6172'
923 4

59,907
63,321

6,414
101
966 3

1069 5
8505 6119 33 11' 965

Table 10.-TAX 2030

1 W-Co nW -Age in 19111917 $S. . .. . .

65+ 64-55 54-45 [ 44-35 34-25

Avg. Tax/Famiy. . 7058 18,346 33,883 53,326 73,843
Avg. Ben/Faml .. .. 49,401 47,640 56,600 66,321 73,576
Avg. Net Ben/amiy. . 42,343 29,294 22,717 12,994 -2.67
Avg. Net Ben as % Tax/Fain.... . 600 159.68 67.05 2437 - 36

Total Taxes pd by Cohort . 147.4 283.7 569.1 861.4 1569.2
Total Ben to Co ot ......................... .............. .1 992 2 754.8 923.4 1069.5 1478.5

Transfers as % of Total Ben 5..... 8 5.15 62.42 3831 1946 -7.97

84,935
73,576
11,358

1337
1840 0
14190

-- 24.43
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taxes paid by current retirees and by workers aged 55 to 64 are virtually identical
under these two scenarios. By the time we get to 35 to 44 year olds, tax 80 has this
Cohort paying 100 billion dollars more in social security taxes than if we wait until
after they retire to raise the tax rates in order to finance the unfunded deficit. For
those aged 25 to 34 the difference amounts to 270 billion dollars! This highlights the
importance in choosing a time frame for dealing with the long term funding prob-
lems of social security. Choosing to doing nothing about this implies that we are
trying to stick younger and younger generations with the bill. Will they be willing
to finance future retirement payments at much higher tax rate than now exist?

In summary for this section, we may note the variety of potential strategies, or
avenues for disentangling the enormous problems of high and rising social security
taxes and dual purpose unrationalized benefits create. We can simple say that we
are going to raise taxes by even more than those legislated in the 19977 amend-
ments by an enormous amount, either currently (tax 80), or in the distant future
(tax 2030) and try to shift around the burden of paying for these Tncreased social
security benefits which are not currently funded, or we can try to rationalize the
benefit payments by separating out the transfer and annuity goals of the system,
strengthening the earned entitlement function and having a separate transfer pay-
ment program funded out of general revenues that whatever level is deemed social-
ly desirable: Such alternatives exist under trans and trans 80; and are easily com-
bined with a slight increase in the retirement age as suggested by RET. These dif-
ferent scenarios suggests that here will not only be an enormous long run impact on
our overall economy depending upon which of these types of avenues we pursue, but
that different groups in the population will be taxed and benefited disproportionally
depending upon which of these alternatives we select. It is time for fundamental
refocusing of social security along the lines suggested in the introduction of this
paper to rationalize the benefit structure, roll back and indeed eventually decrease
the long run burden of payroll taxes, and provide not only a strengthened earned
entitlements social insurance program, but a more cost effective and sensible trans-
fer payment mechanism funded out of general revenues.

FOOTNOTES

1. See A. Robertson, "Financial State of Social Security Programs after the Social
Security Amendments of 1977," Social Security Bulletin, March 1978.

2. They might be defensible on other grounds.
3. This example is taken from D. Parsons and D. Munro, "Intergenerational

Transfers in -Social Security," The Crisis in Social Security, M. Boskin, ed., 1977.
4. In econometric estimates presented by George Perry and John Brittain. See

Brittain, The Payroll Tax for Social Security, Brookings, 1973.
5. Sensitivity of the "Base Case" estimates to various assumptions were also

tested.
6. A fraction of each cohort that is in non-covered industries or who have insuffi-

cient quarters of coverage are considered to be ineligible for benefits. Wives who do
not qualify on their own or on their husband's behalf receive no benefits.

7. The year of death of an individual was predicted using his or her age, race and
sex. Individuals predicted to have died before reaching the age of 65 are excluded
from the analysis. Year of death predictions used The US. Fact Book [1978] for all
ages less than 65 and ages 65, 70, and 80. For ages not given, year of death was
predicted interpolating from the 1969-71 death rates in: National Center for Health
Statistics, U.S. Decennial Life Tables, Volume I, Number 1, Washington, D.C.: U.S.
Government Printing Office, May 1975.

8. Benefits are increased by 17% for cohort 5 to adjust for widows.
9. The actual dependent variable used was the log of earnings. The independent

variables include dummy variables for a Southern location, rural location, race,
married, white collar, service collar, blue collar, industry, self-employed. Additional
variable included were weeks worked and level of education.

10. Female labor force participation was assumed to keep the same age distribu-
tion as in 1975, but to slowly increase for each age group until 2005. The rate in-
creases 12.5 percentage points for each age group by 2005. (This is based on assump-
tions of the 1977 Annual Report of the Trustees of the Social Security stem.)

11. Assumptions:
(1) In terms of cohort size, actual population statistics are used for individuals

born from 1953 to 1977. Estimates of size for 1978 to 205 were made assuming
that birthrates decline from 1.7 to 1.65 in 1980 and then slowly increase to 2.1
in 2005.
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(2) Female labor force participation was assumed to keep the same age distri-
bution as in 1975 but to slowly increase for each group until 2005. The rate in-
creases 12.5 percentage points for each group until 2005.

(3) Coverage by the social security system is assumed constant at 90%.
(4) The percentage of women married is assumed constant at 93% based on

1975 data from the Statistical Abstract.
(5) Unemployment is assumed constant at 5%.
(6) The mortality rates for each age group remain constant.
(7) The couple retires together at age 65.

All assumptions are based on the assumptions of the 1977 Annual Re9ort of the
Trustees of the Social Security Administration.

(8) The wage was adjusted to account for the fact that all income used in the
estimates is below the taxable limit since the wage equation a the Social Securi-
ty Match Tape data are used. The adjustment is based on taxable/total ratio in
1977.

Attachment.

STATEMENT OF THE NATIONAL FEDERATION OF INDEPENDENT BUSINESS

(By William J Dennis, Jr., Director of Research, Before the Advisory Council on Social Security. July 19, 1983

On behalf of the National Federation of Independent Business (NFIB), a trade as-
sociation representing more than 560,000 owners of small and independent business-
e,j, I appreciate this opportunity to present small business views on a major question
before this Council. The focus of both my oral remarks and written comments will
be on that question-the employment of additional payroll taxes to finance the Med-
icare program. While I do not pretend to be an expert in the financial needs or lack
thereof of Medicare, I do feel competent to advise the Council that recommending
additional payroll taxes to finance any projected revenue shortfall is both impru-
dent and unnecessary.

GROWTH OF THE PAYROLL TAX

The payroll tax in 5 the last of the primary government revenue sources that
came into broad usage. A combination of property taxes, customs duties, and excise
taxes, most notably on alcohol, had largely financed American governments to 1900.
By 1920, both personal and corporate income taxes had been introduced; by 1942,
income taxes (personal and corporate combined) accounted for more than 50% of all
Federal tax collections. So, when the payroll tax was employed to finance the newly
created Social Security and Unemployment Insurance programs in the late 30's, the
last step in the gradual shift of the nation's revenue base had begun.

The shift we have witnessed and are now witnessing has moved the principal rev-
enue base from consumption taxes to income taxes and increasingly toward payroll
taxes.' In the 45 years since institution of the payroll tax, its relative share of Fed-
eral revenue has increased from nothing to about 30%. Almost one of every three
Federal tax dollars now collected is from a payroll tax.

Chart I illustrates their growth over the last quarter century, along with changes
in the shares of other major tax sources. Note that the payroll tax is the only reve-
nue source on the ascent. The personal income tax's share remained constant over
the period. But both the corporate income tax and indirect business taxes (excise
taxes) have declined significantly as a percentage of the total.

It is important to recognize that these trends have occurred gradually over the
years. They have transcended the White House occupancy of any person or any
party. 2 And while professions of disdain for this form of taxation abound, payro 1
taxes have consistently escalated.

Chart 2 presents a 20-year history of the Federal payroll tax from a slightly dif-
ferent perspective. The chart illustrates the period as one of one tax increase fol-
lowed by another. Observe that between 1970 and 1990, there have been or are
scheduled to be 11 FICA tax rate increase totaling 60%, 19 FICA tax base increases
making a 630% rise, 3 FUTA tax rate increases creating a 94% jump, and 3 FUTA
base increases amounting to 133%.

The property tax seemingly a constant factor over the period due to its continued dominance
at the local level, declined in the face of Washington's expanding role.

2 Other major changes have occurred as well, most notably in the areas of labor an capital
taxes (Douglas H. Jaines, "Estimates of Effective Marginal Tax Rates on Factor Income," Jour-
nal of Business, April, 981) and in so-called "earned" and "unearned" income (Richard L.
Kaplan, "The Shifting Burden of Federal Taxes," Tax Notes April 4, 1983.
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To personalize Chart 2, the wage/salary experience of three example employees is
presented on Table 1. John Doe represents a relatively low wage employee; Jane
Doe represents an average employee; Larrymoe Andcurley represents a high wage
employee. Betwe..n 1970 and 1990, each employee is allocated, for illustrative pur-
poses, a wage/salary increase of between 150% and 200%, the result of both merit
and inflation pay raises. Over the same period, payroll tax liability increases
amounted to between 300% and 1000%. Thus, while it may argued that individual
payroll tax increases are very modest, as indeed they often have been, the accumu-
lative effect has been incredible.

Table 1.-A TWENTY YEAR HISTORY OF FEDERAL PAYROLL TAX INCREASES-ILLUSTRA1ED I

1970 1980 1990 Twenty Yearincrease

John Doe:
Wages-Salary .............. .......... $6,000 $12,000 $18,000 $12,000 (2000c)
Payroll Taxes: ......................... . ... 672 1,664 3,188 2,516 (374% )

Employer's Share,_ (384) (928) (1,811) (1,427) (372%)
Employee's Share.. (288) (736) (1,377) (1,089) (378%)

Jane Doe:
Wages-Salary ...... 10,000 17,500 25,000 15,000 (150%)
Payroll Taxes .................. 844 2,338 4,259 3,415 (405% )

Employer's Share_ _ . (470) (1,265) (2,347) (1,877) (399%)
Employee's Share ................ . (374) (1,073) (1,913) (1,539) (411% )

Larrymoe Andcurley:
Wages-Salary ......... . . ... 20,000 40,000 60,000 40,000 (200%)
Payroll Taxes: ....... . .......... . ... 844 3,368 9,156 8,312 (985% )

Employer's Share ................................ (470) (1,780) (4,795) (4,325) (920% )
Employee's Share .................................. (374) (1,588) (4,361) (3,987) (1066% )

'Includes legislated increases

ECONOMIC EFFECTS OF PAYROLL TAX INCREASES

Who Pays the Tax?
The law reads that employers and employees split the FICA tax; half is paid by

the former and half by the latter. The total FUTA tax is presented the employer.
But while the law allocates taxes in those proportions, who actually bears the
burden?

Everyone seems to agree that the burden of the employee's share of the payroll
tax is born by the employee both in the immediate and the long term. However lo-
cating the burden imposed by the employer's share is no as clear. Three locations of
burden bearing are possible: a. employees, in the form of lower wages or fewer jobs
(backward shifting); b. consumers, in the form of higher prices (forward shifting);
and c. employers, in the form of lower earnings. Each will be discussed in turn.

a. the employee-
It is a widely accepted tenet among economists of all ideological persuasions that

in the long run, employees absorb the employer's share of the payroll tax and any
increase in it.

"The tax, whether nominally paid by the worker or the employer, is
bourne by the worker. His employer simply transmits the amount,

is the typical view."
The argument that employees pay the total tax in the long term is based on the

proposition that labor costs (of which the employer's share of payroll taxes is one)
can 3nly reach competitive- levels. A labor tax increase is simply met with lower
wages or greater use of capital (mechanization-both of which fall on the employee.
The latter alternative becomes particularly attractive when a legislatively mandat-
ed wage, most prominently the minimum wage, becomes a factor.

3 Milton Friedman, "Payroll Taxes, No; General Revenues, Yes," The Crisis in Social Security
Problems and Prospects (ed.) Michael J. Boskin (Institute or Contemporary Studies: San Francis-
co, CA), 977, p. 26.
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If indeed the view that employees ultimately pay the employer's share of payroll
tax-. .s well as their own is correct, Chart 3 presents a startling view of the payroll
tax's regressive nature 4 and its total cost to wage earners. Note the line represent-
ing Federal income tax as percentage of gross income., Income tax liability is zero
(the low income credit is not included) until just less than $7,500, at which point the
personal income tax "kicks in." Tax, as a percentage of gross, then travels upward
in a convex arc until the $50,000 level at which the average taxpayer will be paying
approximately I of his gross income in personal income taxes. Compare that to the
line marked "Payroll I." Assuming that the only payroll tax paid by the employee is
a 50% share of FICA, we can conclude that taxpayers earning less than $15,000 a
year pay more in payroll taxes than income taxes, and those earning more than
$15,000 a year pay more in income taxes than payroll taxes.6 However, suppose em-
ployees actually pay both the employee and the employer share, as is generally
argued in the economics literature ("Payroll II" on Chart 3). Then the cost to em-
ployees from the payroll tax (in terms of direct payments and wages foregone) more
than doubles, and instead of $15,000 being the intersection point at which the form
of taxation providing the greater burden changes, the intersection point moves to
the $35,000 range. In other words, the average family of four earning $35,000 will
pay more in Federal payroll taxes (directly and indirectly) than in Federal personal
income taxes, assuming the employee absorption argument is valid.

Chart 3 would be altered somewhat if state income and payroll taxes were added.
The exact alteration would depend on the state and its tax structure. However, any
change will be modest, meaning that the relative share of payroll taxes under sce-
nario "Payroll" and income taxes are reasonably represented in Chart 3 whether
from the Federal or Federal and state perspective. 7 "Payroll I" would be proportion-
ately smaller if state taxes were added.

b. the consumer-
Most of the discussion on the backward shifting of payroll taxes is focused on an

undefined "long-term." But, as a practical matter, even if the employee absorption
argument is accepted as an accurate description of long-run phenomena, common
sense tells us that every payroll tax increase is not met by an immediate wage and
benefit reduction and/or the dismissal of employees. The employer's share of the

4 It is argued that the progressivity-regressivity of taxes must include the benefits the tax pro-
vides. If a "regressive" tax has "progressive" benefits, for example, then the tax structure may
be neutral or even progressive. See, Edgar K. Browning, "The Burden of Taxation,' Journal of
Political Economy, August, 1978, as an illustration.

Robert M. Ball, a former Commissioner of Social Security, in his book Social Security: Today
and Tomorrow, (Columbia University Press: New York, N.Y.), 1978, attempts to make that argu-
ment for payroll taxes financing the cash benefits program (OASI) of Social Security. Mr. Ball
believes that a regressive tax structure is offset by a progressive benefit structure, a view which
totally fails to recognize major shifts in taxes and benefits over time and the manner in which
succeeding age cohorts are' treated relative to one another. The same claim was not made for
th6DI or HI portions of Social Security or Unemployment Compensation, the latter being a pay-
roll tax funded program which lay outside the purview of Mr. Ball's work.

' Chart 3 was developed to present a reasonable illustration of the tax burden of individuals of
varying gross incomes by major form of tax for he year 1983. The personal income tax calcula-
tion assumed a worker, spouse, and two dependents. The standard deduction was employed until
the $15,000 level, at which point the standard deduction was multiplied by the percent of tax-
payers taking it, added to the average of deduction for interest, state and local taxes, health
care, and contributions, multiplied by the percentage of taxpayers itemizing. The result was as-
sumed to be the average deduction. While the latest data available on itemizing was 1981 and
all deductions were not listed, the general pattern of the income tax as graphed is a reasonable
representative of reality-certainly much more so than employment of the standard deduction
throughout. The "Payroll I" calculation was straightforward-=50% of the FICA tax on the base.
The "Payroll II" calculation assumed the entire FICA tax on the FICA base plus the entire Fed-
erally collected FUTA tax on the FUTA tax base. The resulting figure was then divided by gross
income. It could be argued that a more appropriate representation of "Payroll II" would be to
divide the calculated tax figure by gross income plus the "employer's share." If the calculation
were made in this manner, the line re presenting "Payroll II" would drop somewhat, placing the
intersectLa of "Income" and "Payroll Tax II" at about the $30,00 level.

6 This would roughly correspond to some calculations developed by -others which demonstrate
that payroll taxes are not as relatively large as is commonly thought. For example, see Bruce D.
Schobel, "A Comparison of Social Security Taxes and Federal Income taxes,' Actuarial Note
102, Social Security Administration, April, 1981.
7 Adding state income and payroll taxes would have the effect of raising both the "Income"

and "Payroll II" figures. However, their relationship to one another would remain fundamental-
ly unchanged on a state by state basis, due largely to the deductibility of state and local taxes
which mute the impact in relatively high state taxes.
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payroll tax in increase must, therefore, be financed in another manner, at least tem-
porarily.

The most obvious possibility is for the employer to pass on the tax increase in the
form of higher consumer prices. Since employment taxes are part of total labor costs
and total labor costs are part of product costs, an employee wage tax increase might
theoretically filter through the production-distribution chain until it is ultimately
plucked from the consumer's pocket. The employer effectively then only serves as
the government's collection agent.

In fact, there is increasing evidence that some portion of payroll tax increa-es are
forward shifted and not just in the short-run. The Congressional Budget Office has
even incorporated some forward shifting into its simulations. Q,0 estimated, for ex-
ample, the impact of the GNP deflator of the Social Security Finance Act of 1977 to
be 0.5% over a four year period." Nor-is CBO alone in viewing forward shifting as a
temporary phenomenon. Independent estimates have resulted in evidence that 50%
or more of the increase is passed on to the consumer in the form of higher prices.9

From the perspective of the employer, passing on increased costs is a happier so-
lution to wage tax increases than is either back-shifting or absorbing the increase.
And while evidence exists that forward shifting occurs, most of the empirical studies
establishing the forward shifting phenomenon were conducted using data from the
70's, a period of historically high inflation rates, arguably permitting the pass
through of costs with some degree of ease. In fact, it will subsequently be argued
that cost pass-throughs, at least for small businesses, were relatively easy during
the late 1970's, but beginning in 1980 matters reversed themselves; cost increases
became incredibly difficult and later impossible. Thus, the cost pass-through hypoth-
eses may have validity, but only under certain conditions.

c. the business-
The consensus among economists is that businesses do not pay any portion of the

payroll tax. In the long-run, employees absorb the employer's burden in one fashion
or another. Some forward shifting may occur in the longer term also, but those cost
pass-throughs are principally a short-term phenomenon. Between the two (backward
and forward shifting), payroll tax increases are handled with none but the most
passing effect on business. Yet business, particularly small business, continues to
complain over the impact of payroll taxes.

There is evidence at least from the small business population, that the complaints
of entrepreneurs have more than a little merit. Charts 4, 5 and 6 summarize the
small business profit, price, and employment experience over the past 61/2 years by
two classes of small firms-borrowing small businesses and non-borrowing_ small
businesses.' 0 Since borrowing adds a fixed cost (interest), it is assumed for analyti-
cal purposes that the disposition of interest costs reasonably represents the disposi-
tion of other fixed costs such as payroll tax increases.'

Charts 4, 5 and 6 each contain two distinct periods: 1V/76-IV/79 and JV/80-II/83.
Over the first three-year period, borrowers, presumably those firms with higher
fixed costs, increased employment and prices moee rapidly than did non-borrowers,
presumably those with lower fixed costs. However, a quarter-to-quarter change in
net earnings showed little if any difference between the two groups. The second
period was considerably different. Both borrowers and non-borrowers raised prices
in almost identical fashions, but the borrowers (high fixed-cost firms) had consider-
ably poorer employment performance. Meanwhile, the change in net earnings data
showed non-borrowers (low fixed-cost firms) doing considerably better than borrow-
ers, though the entire population was subject to a general slide.

These data strongly suggest that business, at least small business, must simply
absorb fixed cost increases during certain periods. They don't have the luxury of to-
tally forward or backward shifting costs. That is not to say that small firms absorb
all fixed cost increases all the time, as is evidenced by the first period on the Charts.
But as will be argued later, an extended period of fixed cost absorption can't be tol-
erated by small firms for the same reason they cannot use 7-year carry-forwards
and carry-backs; small businesses simply can't survive long enough.

.'Aggregate Economic Changes in Social Security Taxes, Technical Analysis Paper, Congres-
sional Budget Of ice, August. 1978.

91Hammermesh estimates, for example, that after an adjustment period, IY3's or more of the
increases are forward shifted; the remainder are backward shifted. See, Daniel Hammermesh,
"New Estimates of the Incidence of the Payroll Tax," Southern Economic Journal, April, 1979.

10 Data drawn from: Quarterly Economic Report for Small Business, tNational Federakin of
Independent Business: San Mateo, CA), various editions.

' Sales change among borrowers and non-borrowers are almost identical, eliminating any
effect produced from this potentially significant intervening variable.
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The Decision to Work and by How Much
Among other effects, taxes alter the relative price of things. For example, a 5c/

gallon tax on gasoline raises the relative price of gasoline and lowers the relative
price of all other goods and services. The same effect occurs with a payroll tax.
Labor becomes relatively more expensive (at least until the added cost can be shift-
ed forward or backward) vis-a-vis capital as does the cost of work vis-a-vis the cost of
leisure.

We know the employee's share of payroll taxes directly reduces his take-home
pay; the employer's share indirectly reduces it, too. Hence, the cost of work to the
individual is raised by payroll taxes.

The effect of payroll tax increases on the labor supply in practice has generally
been found to have a differential impact on two groups. 12 Prime age (25-55) married
males have been found relatively unresponsive to net wage changes.' 3 Apparently,
social and economic factors make work (a job) for adult males an accepted practice
and non-work (no job) a non-accepted one. However, teenagers, married women, and
elderly workers have been found highly sensitive to such changes. Raise take-home
pay and they enter the market; lower take-home pay and the opposite occurs.
Female, heads of household fall in the middle.

One largely unaddressed question is whether potential employees in the impacted
group voluntarily choose leisure over work or whether the choice is made for them.
Since there is a surprisingly high correlation between "secondary workers' such as
those found to be -highly sensitive to changes in take-home wages and minimum
wage earners,1 4 is probable that employers often make the choice for the employee
by reducing available employment in these kinds of jobs. Since employer in the long
run cannot backshift the tax increase to a minimum wage employee through the
wage structure due to legal constraints, they achieve the same effect through job
elimination. In effect, a payroll tax increase for a minimum wage earner has the
same effect on the employer as does a minimum wage increase. And an entire eco-
nomic literature has developed on the disemployment effects of that political expedi-
ency.

CEO estimated that through 1982, the 1977 Social Security Financing Act added
0.3% to the unemployment rate. 15 The distribution of that employment reduction
over varying socio-economic groups is not clear. Nonetheless, it is likely that distri-
bution bears a strong resemblance to those groups with considerable elasticity in
the labor supply.

THE SMALL BUSINESS INTEREST

A majority of small businesses pay more in payroll taxes than in any other form
of taxation.1 " It shouldn't be surprising, therefore, that small businessmen and
women are concerned about the current level of payroll taxation as well as its
future course.17 However, the small business interest in payroll taxes is often con-
siderably more subtle than the straightforward payment of a tax which cannot be
backward or forward shifted.

The primary problem for a small business (assuming 100% backshifting) is alter-
ation in the competitive abilities of various firms. Some firms competitively benefit;
some firms lose. As a group, small business falls in the latter class. The small busi-
ness competitive disadvantage occurs for three reasons: 1. the deductibility of wage
axes from income taxes is less useful in the 15% bracket than in the 46% bracket;
2. the wage base provides a competitive advantage to higher wage and more union-
ized businesses; and 3. small firms are more labor intensive that are large firms.

12 Harvey S. Rosen "What Is Labor Supply and Do Taxes Affect It?," American Economic
Review, May, 1980.

13 Some recent work disputes the consensus view on prime age married males. Hausman con-
cludes prime age married males reduce work by approximately 8% due to combinations of taxes.
See, Jerry A. Hausman, "Labor Supply," How Taxes Affect Economic Behavior, (ed.) Henry J.
Aaron and Joseph A. Pechman Brookings Institution: Washington, DC), 1981.

"4Edward M. Cramlich, "Impact of Minimum Wages on Other Wages, Employment and
Family Incomes," Brookinge Papers on Economic Activity. 2:1976

SAggregate Economic Effects of Changes in Social Security Taxes, op. cit.
NFIB Fact Book on Small Business (National Federation of Independent Business: San

Mateo, CA), February, 1979. For the tax liability of five hypothetical, though typical, small busi-
nesses located in 17 different states, see Relative Burden of Federal State and Local Taxes on
Small Business, Touche Ross an Co., (ed.) Sharon Virge, (National Federation of Independent
Business: San Mateo, CA), 1982.

17 NFIB Small Business Problems and Priorities (National Federation of Independent Busi-
nesses: San Mateo, CA), April 1983.
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Graduation in the Federal corporate income tax was permanently codified in 1978
(prior to that time it had been temporary) in order to equalize the effective tax rates
of larger and smaller corporate taxpayers. While certainly very desirable from the
small business perspective, its perverse effect was to raise the relative cost of pay-
roll taxes to small firms. For example, if two firms each had $100 in payroll tax
expenses and one paid income tax at the 15% rate while the other paid the 46%
rate, the latter firm would clearly find any increase in payroll taxes a competitive
advantage.

Second, the wage base provides those businesses with relatively highly paid em-
ployees a competitive advantage. Simply put, the advantage arises because the tax.-
is paid on a lower percentage of total payroll. However, the problem has increasing-
ly become a function of the FUTA rather than FICA wage base. Over the past
decade, the FICA wage base has risen more rapidly than the wages on which it ap-
plies. The result has been a substantial reduction (estimated at .629% of payroll in
1971 to .170% of payroll in 1979) in the advantage of' larger firms although it still
exists.' 8 The same is not true on FUTA, however.

The Federal FUTA base is $7,000. While most states utilize that figure as well,
nineteen states have higher bases with the largest in the continental U.S. being
Utah at $14,800. Table 2 provides the distribution of employees by firm size and
wage class. Observe that the FUTA wage base is such that the percentage of payroll
covered is considerably higher for small firms than larger ones.

Table 2.-DISTRIBUTION OF EMPLOYEES BY FIRM SIZE AND WAGE CLASS-1980

Annual Wages Small Business large Business

U nde r $ 10 ,0 0 0 . .. .... .......... .................. ............................................................................................ 2 9 .9 % 16 .9 %
$10,000-$20,000 ............................ . . . ................................ 46.5 49.1
O ver $20,000 .................................................................................................................. . . . .... 20.0 36.6

SOURCE SEA

The third reason or competitive alteration caused by payroll taxes lies in the
labor intensive nature of-smaller firms. able 3 has been developed from data found
in Social Security: A Tax on Labor produced by SEA's Office of Advocacy. 19 Observe
that small business is more labor intensive than larger firms when measured by
either payroll as a percent of sales or OASDI taxes as a percent of sales. Both indi-
cate the existence of about a 15% difference.

Table 3.-LABOR INTENSITY BY FIRM SIZE AND INDUSTRY-1977

Industry Small Firms Large Firms All Firms

A ll ..................................................... ... ........................ ............. . . . 1 4 .4 2 ( 1 .9 t )
+ 12.3 (1.7 ) 13.4 (1.8t)

M in ing ...... ......... .. ............ ............................................................. ............... 9 .7 (2 .6 t ) 9 .7 -(1 3 ) 12 .1 ( 1.6 )
Manufacturing .. . . ............... .......................... .................. 23.5 (3.1t) 16.3 (2.2t) 17.8 (2.4t)
W holesale .......................................................... ............................................... 6.5 (0 .9t ) - 3 .0 0 .4 ) 4.6 (0 .6 )
Construction ..................................... 23.4 (3.1,) 29.1 (3.9) 24.5 (3.3)
R eta il ....................... ..................................... ..................................................... 1 2 .3 ( 1.6 t ) 12 .6 ( 1.7e ) 12 .3 (1 .6 , )
Service ................................ ................................................................................. 2 .6 (4 .6 t ) 3 5.0 (4 .7,t ) 3 4 .1 (4 .7 ¢ )

I Payroll as a percentage of sales.
2 OASOI taxes w dolar of sales.

The curious part of Table 3 is the industry by industry comparison. Note that
large firms are significantly more capital intensive than are small firms in the
mining, manufacturing, and wholesale sectors. I retail and service, small firms are
marginally less .abor intensive than large firms, and in the construction industry
they are considerably less so. It is of doubtful coincidence that in the former three

Joel Popkin, The Differential Impact of Payroll Taxes on Small Business vs. Large Business
(progress report), mimeo, December 15, 1982.

"9 Social Security: A Tax on Labor (Office of Advocacy, Small Business Administration, Wash-
ington, D.C.), January, 1983.
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industries, small business has been and is losing market share rather rapidly; in the
latter three industries, small business remains a vibrant force.

The competitive balance is altered in another way as well. Small businesses have
minimal "staying power." Most simply do not have the financial resources to with-
stand prolonged periods of negative or very poor positive earnings. Thus, even
though the full cost of the employer share may be backshifted in the long-run, small
business often can't reach the long-run. The concern is survival in the short-run.

As has been pointed out earlier, there is strong evidence from the small business
population that increased fixed costs can't always be back or forward shifted. In
those cases, the small business must directly absorb any payroll tax increase. Ab-
sorbing the increase makes the small firm more vulnerable financially than it
would ordinarily, and in the case of new firms, the blow could be devastating.

THE PAYROLL TAX AND MEDICARE

"There is no ease to be made for the present payroll tax as part of the
general tax system. From the point of view of in ome-base proponents, it
should be incorporated into the personal income tax. From the point of
view of consumption-base proponent it should be replaced by a personal ex-
penditure tax." 20

The quotation just reproduced is a clear expression of a rather widely agreed
upon analysis. 21 Yet, the author that provided it immediately goes on to suggest
maintenance of the tax, albeit in a modified form, due to the "context" in which the
program (Social Security) exists.

Actually, there are two "contexts." The first is the commonly held belief that pay-
roll taxes are used to finance "social insurance" programs. The second is the politi-
cal context in which each group with vested interests to protect uses the payroll tax
as a means to leverage their higher priorities. Unfortunately, both contexts are per-
petuations of myths which, if ever true, have certainly outlived their utility.

The alleged social insurance programs financed by the payroll tax have never
been insurance programs in any meaningful sense of the word. While the Social Se-
curity cash benefits program has always contained a crude relationship between
taxes paid and benefits received, for example its essential nature is that of a mas-
sive inter- and intra-generational transfer program. On the other hand, Medicare
(also a massive inter-generational transfer program) provides benefits which bear
little relationship to family income or wage experience. And though Unemployment
Insurance might be broadly termed insurance from the per-spe.ctive of the employer,
the lack of adequate experience rating scales often introduces large "socialization"
elements which undercuts the insurance concept in that program.

The myths of social insurance and payroll taxes have been reinforced by political
expediency. The political right usually adopts the position that payroll taxes are a
necessary evil in order to retard the overall growth of social insurance spending and
to maintain some semblance of fiscal discipline. Evidence of that dubious logic in
.that position can be found in the '72, '77, and '83 Amendments and a $200 billion
Federal deficit. The political left, on the other hand, though often not reticent to
employ general revenues, tend to believe that at least some payroll taxes (contribu-
tions, as the are euphemistically called) assure payment of benefits as promised and
payment without a means test being instituted. Of course, the thresholds of income
taxation on Social Security and unemployment benefits, the creation of SSI, and the
'83 Amendments challenge the efficacy of that position.

It was not until the 50 s that funding Social Security from sources other than pay-
roll taxes became heresy. 2 2 Despite the heresy, there is a long history of govern-
ment panels recommending the introduction of general revenues at some point. The
Committee on Economic Security, as early as 1935, indicated some general revenues
would be needed by 1965. Advisory Councils on Social Security in 1943 and 1948
made similar recommendations. Since 1965 the recommendation has become almost
pro forma for Social Security advisory bodies. In fact, your immediate predecessors
concluded that

"The time has come to finance some part of social security with nonpayr-
oIl tax revenues. The majority of the advisory council recommends that the

20 Richard A. Musgrave, "A Reappraisal of Financing Social Security," Social Security Fi-
nancing (ed.) Felicity Skidmore, (The MIT Press: Cambridge, Mass. 1981, pp .110-111.

21 There are some arguments in favor of payroll taxes of which ease of enforcement and col-
lection is probably the most compelling.

22 Marilyn E. Manser "Historical and Political Issue in Social Security Financing," Social Se-
curity Financing, op. cit.
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hospital insurance program be financed entirely through earmarked por-
tions of the personal and corporate income tax..., 23

It is not my purpose to argue that Medicare should be financed from the income
tax, nor is it my purpose to argue that it should be financed from consumption
based taxes. It is my niurpose to argue that Medicare should not be financed through
payroll taxes. Furt!.er, it is my argument that the "contexts" which allegedly re-
quire maintenance of the payroll tax are irrelevant.

There exists no rational link between the payroll tax and the provision of medical
benefits to the elderly. If it is assumed that the need for medical care is a random
phenomenon among individuals of any age, then financing that type of health insur-
ance through a system of taxes based on percentage of income implies significant
cross-subsidization. Such subsidization means automatically that the payroll tax is a
totally inappropriate means to finance the program. Further, it is clear the political
expediency arguments of both the political right and political left have little merit.
Events subsequent to their adoption has made them largely moot. Thus, there no
longer remains a context behind which income-based and consumption-based propo-
nents can hide.

It is clear that payroll tax increases are no longer a viable means to raise reve-
nues. NFIB urges the Council to recognize that first, and then make its recommen-
dations.

23 Reports of the 1979 Advisory Council on Social Security (Government Printing Office:
Washington, DC), 1979, p 35.
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The urge to splurge

Wshington's motto: cut taxes, spend the peace dividend, hang the deficit

AMERICAN politicians must be worried that their budget
deficit might, from sheer neglect, dwndle as an eco-

nomic danger. This would explain some recent initiatives,
like Senator Parnck Moynihan's proposal to cut the social-
security tax. WIfen President Reagan first called for social se-
curty to be taken "off-budget", fiscal conservatives such as
Mr Moynihan saw the issue as a distraction from the deficit-
cutting job at hand. Now many see it as a way to embarrass
President Bush, and the deficit be damned. As a result, in
1990 Congress might cut the capital-gains tax, (Mr Bush's
idea), cut the social-secunty tax (Mr Moynihan's idea) and
spend the as-yet-tiny "peace dividend" -everal times over.

Some will find that prospect thnlling. The architects of
the next Gramm-Rudman law might again win headlines wor-
thy of their legislative talents. And the revolutionary guards
of Laffer-curve economics, indifferent to the size of govern-
ment borrowing (but ready to blame the Federal Reserve fo:
any financial-market mayhem that results), are already chant-
ing their approval of both Mr Bush and Mr Moynihan. Oth-
ers might wish to separate sense from nonsense in this in-
creasingly confused debate.

Put fisc'Al wisdom first
Mr Bush is right to attack America's present capital-gains tax,
because, among other things, it favours debt-finance over eq-
uity-finance. Mr Moynihan is right, too: the social-security
tax is regressive, and a big disincentive for middle-income
Americans But neither man deserves to be taken seriously.'
Mr Bush was once ready to accept a temporary cut in the
capital-gains tax, which would have remedied none of its de-
fects while handing a windfall to the rich. Mr Moynihan
wants to cut the social-security tax and eliminate the pro-
gramme's surplus. This ignores the main anomalies and
leaves the rationale for the system as a whole in doubt. Messrs
Bush and Moynihan are both playing politics.

As long as the deficit remains a worry, responsible tax-
reformers should stick to revenue-neutral proposals. Such re-
forms might sensibly include changes to the capita-gains tax.
Applying the tax only to gains in excess of inflation (as in
Britain) would be better than an ad hoc cut in the rare.

US b-dget de f -i e

-1a .aeqr

Reforming the social-security system is trickier. For a
start, beware the much-stressed distinction between 0') the
ofcial budget deficit, which includes the stal-security sur-
plus (Le, the excess of current receipts over payments) and (b)
the "real" b*.±dgct deficit, which excludes the social-security
surplus and is therefore Wt' billion bigger. This dtstinc-n is
false. The only budget deficit that matters is the one that fi-
nanc ial markets care about-the public sector's total borrow-
ing. That includes the social-se.urity surplus. If official star.
isticians separate the two, moneymen will add th,m back
together-and behave exactly as before.

Despite that, Congress could still choose, if it LOhcd, io
leave the social-securiy surplus intact while balancing the rest
of the budget. The public sector would then run a handsome
overall surplus for years. In theory this would build a reserve
to pay pensioners the accumulated value of their earlier "con.
tributions", with no necd for extra taxes on tomorrow's
workers. MrBush (with an impressively straight face) says this
persistent budget surplus is what he wants.

It looks appealing, but it is unworkable. However dressed
up, the surplus would be an irresistible target for spenders
and tax-cutters. In any case, the "fully funded" approach is
fine for private savings schemes, but makes less sense for what
is, in all but name, a tax-and-benefits system. Congress tells
people what to pay in, and wili later decide how much to pay
out; transfers flow within and between generations. These are
the hallmarks of a welfare programme, not a voluntary sav.
ings plan. Finance it as such: on a pay-as-you-go basis, within
a balanced overall budget.

Mr Moynihan favours pay-as-you-go. But on that view the
social-security tax ought to be seen as just another tax, and
social-security payments as just another form of government
spending. It makes no more sense for the two to match than
for defined parts of the income tax to be liked to certain
sorts of spending. The social-security tax is a bad tax. Reform
it-but do not just cut it, as if eliminating its surplus was a
good thing in itself. Merge it into the income-tax system, and
then collect the present (needed) revenue from a much
broader base. How about that, Mr Moynihan?

rTHE ECoM).XWnftiFsY i10 i)
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PREPARED STATEMENT OF CHARLES L. SCHULTZE I

Mr. Chairman and Members of the Committee: Thank you for inviting me to testi-
fy on the economic aspects of S. 2016, Senator Moynihan's proposal to roll back the
recent increases in the social security payroll tax and return the system to the pay-
as-you-go approach that prevailed from the mid-1950N to the early 1980s.

Whatever decision you make about the funding of the social security system-
leaving the system on an actuarially funded basis or converting it back to a pay-as-
you-go system-will not alter certain facts:

1. Starting early in the next century as the baby boomers retire, social security
benefit payments will grow substantially as a percentage of national income.

2. One way or the other the taxpayers of the twenty-first century are going to face
higher taxes to pay for those benefits-some combination of payroll taxes and the
general revenues needed to pay interest on the Treasury securities held by the
social security fund.
The only way the current working generation as a whole can "pay" for its own
future retirement benefits is to take the steps necessary today to increase national
saving, devote the higher saving to investment in productive assets, and so raise the
future national income out of which the higher taxes will be paid.

The additional national saving required if this generation is to pay for its own
retirement benefits could be generated in two ways: First, through a pay-as-you-go
social security system combined with substantial surplus in the rest of the budget,
i.e., in the general operating accounts. Alternatively, we could balance the operating
budget, and run an actuarially funded social security system; the necessary budget
surplus would show up in the social security trust funds and be invested in Treas-
ury securities. In either case the overall Federal budget would be in surplus. Each
year a significant amount of Federal debt held by the public would, be retired.
Those sums would then be available to supplement private saving; the rate at which
the nation was accumulating productive wealth would rise, and the future level of
national productivity and output would be raised above what otherwise would have
bee the case. This generation would indeed be paying for its own social security re-
tirement benefits, rather than shifting the burden to the future.

As my colleague Alice Rivlin has pointed out, there are good reasons of equity
and sound politics to choose the second "funded" approach to this goal. In addition,
a sound national budget policy is more likely to be justifiable to the public if it aims
for a social security surplus and a balance in the rest of the budget rather than a
balance in the social security fund and a surplus in the rest of the budget. Whether
or not the 1983 report of the National Commission on Social Security Reform actu-
ally intended to set up a fully funded system is a debatable but irrelevant nicety;
that is what the outcome turned out to be.

Clearly the whole purpose of building reserves in the trust fund is defeated if the
social security surplus is not accompanied by something approaching balance in the
rest of the budget. And when, under unified budget accounting, the mounting sur-
plus in the social security trust fund actually masks and in effect helps justify a
large deficit in the-remainder of the budget, the inequity imposed on the next gen-
eration is compounded by an inequity to the current generation. The topping of the
payroll tax at $50,000 of wage income is justified when it is a payment to a retire-
ment system whose benefits are progressive and similarly capped. But it is an in-
equitable way levy a tax for the general operating expenses of government.

Senator Moynihan's proposal rightly calls attention to this double inequity of cur-
rent budget policy. But S. 2016 would deal with the one inequity in a way that
sharply worsens the other. In the process it would greatly exacerbate America's al-
ready serious problem of undersaving, underinvesting and under-competing.

S. 2016 would increase the overall shortfall of Federal revenues, and that's what
counts when it comes to determining how much the nation saves. In a few years it
would be adding substantially to the overall Federal budget deficit in an amount
that, as I shall show in a moment, is much greater than the $55 to $60 billion loss of
payroll tax revenues. National saving in the United States-which is equal to pri-
vate saving ess the amount absorbed in financing the overall budget deficit-would
fall still further below the abysmal level to which it has sunk in the past decade-
far below its historical level in our country-and the lowest saving rate of any
modern industrial nation, in most cases by a wide margin.

IThe author is Director of the Economic Studies Program at the Brookings Institution. The
views set forth here are solely those of the author and do not necessarily represent the opinions
of the trustees, officers or other staff members of the Brookings Institution.



383

THE ECONOMIC EFFE('rS OF S. 2016

My Brookings colleague, Ralph Bryant, has employed nine different econometric
models to project the consequences of reducing payroll taxes by the amounts sug-
gested in S. 2016.2 If enactment of S. 2016 were accompanied by unchanged mone-
tary policy, prices would rise substantially in the United States as the higher deficit
generated inflationary pressures. And so, Bryant also examined a more realistic sce-
nario in which the additional budget deficits generated by S. 2016 induced the Fed-
eral Reserve to tighten monetary policy sufficiently to offset the inflationary poten-
tial of the added budget deficits. His estimates of the economic consequences of that
scenario-lower payroll taxes accompanied by offsetting monetary policy-are sum-
marized in the table below. The table reports the average result from the nine
models. (With permission I would like to submit Ralph Bryant's full write-up of his
exercise as a supplement to this testimony.)

ECONOMIC EFFECTS OF S. 2016, ASSUMING OFFSETTING FEDERAL RESERVE POLICY, FY 1992

Ecoorm~c Variable Effect

Short-term Interest Rates ................... ................ ..... .... . + 2 percentage points
Real Long-term Interest Rates................ ................... + 11/2 percentage points
Federal Unified Budget Deficit ........................... + $95 billion
U.S. Current Account Deficit .............................................. .................. [ + $20 billion

IAssumes enactment in 1990
Source. Estimates by Ralph C Bryant, Brookings Institutoi (see text and attached paper).

As the effect of higher deficits and tighter money worked their way through the
economy, interest rates would rise substantially above the path they would other-
wise have taken-short-term interest rates by 2 percentage points and long-term
rates by 1-1/2 points. Both because of the higher interest rates and the higher Fed-
eral debt, the budget deficit would increase by much more than the loss of payroll
tax revenues. By 1992 some $35 billion in extra interest payments would be added to
the almost $60 billion loss of payroll taxes, increasing the overall budget deficit by
$95 billion. With the CBO estimate of the 1992 budget deficit as a base, the total
(unified) budget deficit in that year would soar to $230 billion. The higher interest
rates would boost the value of the dollar and increase the U.S. balance of payments
deficit in 1992 by almost $20 billion. The nation's net saving rate, public and private
combined, which is already at an appaUjngly low 31/2 percent of national income
would fall to under 2-1/2 percent of national income.

Let me add another economic consequence that would follow from an) measures
which led to a further rise in interest rates. Both economic theory and common in-
tuition tell us that high interest rates particularly penalize the profitability of long-
term investments. For example, if real interest rates are 4 percent, a one-year invest-
ment of $100 has to return $104 dollars to make it worthwhile; an increase in inter-
est rates to 6 percent only raises the necessary one year return to $106. But the
necessary return to make a fifteen-year investment worthwhile goes from $180 to
$240, a rise of one-third, when interest rates go up from 4 to 6 percent. Any poten-
tial investments that paid off in the $180 to $240 range would be ruled out after the
interest rate increase. Long-term investments are especially hurt by high interest
rates.

One of the widely heard explanations for America's competitiveness problems and
the slow growth of our productivity is that American businessmen are too interested
in short-term payoffs, and hence undertake too few long-term productivity improv-
ing investments. To the extent this is true-and there is surely some truth in it-
the fault may not lie so much with American businessmen, but with a set of nation-
al budget and economic policies that have condemned the nation to a long period of
extraordinarily high real interest rates.

Mr. Chairman, I agree with Senator Moy nihan that our current budget policies
are atrocious. But they are atrocious not only-indeed not principally-because they
use the regressive payroll taxes to mask large deficits elsewhere in the Federal Gov-
ernment. They are especially obnoxious because they lower national saving, reduce
national investment, productivity, and income growth, and leave the next genera-
tion with the worst of both worlds-a bulging population of retirees whose benefits
have to be paid for and a national income whose growth has been depressed by this

2 There are six different models but three of them have two separate versions.
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generation's consumption binge. But, we should not correct the first inequity by per-
petrating an even worse one.

BALANCING PAYROLL TAX CUTS WITH TAX INCREASES ELSEWHFRE

Suppose the payroll tax reduction were balanced with an offsetting increase in
some other tax that did not have the regressive character of the payroll tax. Would
that not set matters straight. Mr. Chairman, there are two problems with that sce-
nario. First, except for Senator Hollings I have observed only a deafening silence
when it comes to proposals from either party for a specific tax increase to offset the
payroll tax reduction. Second, if such a tax were proposed and enacted it would very
probably remove for the next decade any chance of raising the taxes that are neces-
sary to deal with the current and projected budget deficits.

I realize that for the moment lip-reading has substituted for real deficit reduction.
But as Europe reinvigorates itself by forming a true common market and opening
economic ties with Eastern Europe, and as Japan continues to grow in productivity,
technological capability, and market power, I continue to hope-perhaps naively-
that America will finally take the painful steps to end its own decade-long consurnp-
tion binge and restore its national saving, investment and productivity growth to
levels worthy of a modern industrial power. One component of that solution will
have to be a substantial tax increase dedicated not to lowering taxes elsewhere but
to reducing the budget deficit, eventually to the point where it comes close to bal-
ance without reliance on the surplus in the social security funds.

In sum, Mr. Chairman I welcome the renewed debate about budget fundamentals
that Senator Moynihan's proposal has launched, while fervently hoping the propos-
al never gets enacted. I recommend to you the sentiments of an old saying (whether
Chinese, Irish, or biblical I cannot recall) "Be careful, you might get what you ask
for."

PREPARED STATEMENT OF LAWRENCE T. SMEDLEY

Good morning Chairman Bentsen and members of the Committee on Finance. My
name is Lawrence T. Smedley and I am the Executive Director of the National
Council of Senior Citizens (NCSC). NCSC is a four and one-half million member or-
ganization with over 4,500 local clubS, Area Councils and state affiliates throughout
the country. Founded in i961 in the fight for Medicare and Medicaid, we continue
our strong interest in seeing that our nation's seniors are able to live their retire-
ment years in dignity and security.

Old Age Survivors' and Disability Insurance (OASDI) is an indispensable part of
the provision of that security. NCSC, along with other senior citizen organizations,
fought diligently during the 1983 Social Security reforms to ensure the maintenance
of a system which will, in fact, meet its obligations. Since then, we have not rested,
but have continued efforts to safeguard Social Security. During the last session of
Congress, NCSC, along with Senators Moynihan, Heinz and others, called for the
separation of the Social Security Trust Fund from the Gramm-Rudman-Hollings cal-
culation of the Federal budget deficit with a commensurate extension of these tar-
gets. NCSC was disappointed that Congress did not then address this issue.

It was then, and is now, our belief that the continued masking of the Federal
budget deficit by the Social SecuritX Trust Fund surplus presents a danger to the
preservation of, and confidence in, Social Security. The current system creates the
illusion that the surplus can be used to pay for general government expenditures; it
creates the illusion that the Congress and the President are making actual progress
in lessening the deficit; and it creates the illusion that a painlessly redeemable sur-
plus exists for the retirement needs of the "baby boomers." In a word, the current
udget system is dishonest. What we need is "truth-in-budgeting" and an honest ac-

counting of the Federal budget deficit. The government should not be claiming the
deficit is smaller than it actually is.

For these reasons, the National Council of Senior Citizens applauds Senator
Daniel Patrick Moynihan for initiating a national discussion of the long-term status
of the Social Security system as well as the dangers of the Federal budget deficit
and the need for progressivity in the Federal tax system. We feel the legislation he
has introduced has merit.

Clearly, Senator Moynihan brought forth this proposal in part because he believes
that, at least in the short run, the government is not likely to balance its books.
Therefore, partial pre-funding of Social Security does not provide true savings, as
these funds are being used to finance the deficit. Only two ways exist to prevent this
practice: one is to balance the Federal budget and allow the surplus to retire part of
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the national debt; or, two, to stop the surplus build-up and return to a pay-as-you-go
program.

Since the prospects of significant deficit reduction in the near future are not very
good, consideration must be given to ituspending partial pre-funding. However, in
the interests of protecting the Social Security system against short-term economic
problems, we do believe that a substantial cushion must be maintained. NCSC feels
the cushion should be between 125 percent and 150 percent of one year's outgo (15-
18 months) and, since the existence of this cushion will mean that some degree of
deficit masking will continue, we urge moving the Trust Funds out of the Gramm-
Rudman-Hollings calculations even under a return to pay-as-you-go financing.

Once the necessary cushion level is reached, and assuming the deficit has not
been brought under control, NCSC supports reductions in FICA OASD[ payroll
taxes and placing the Social Security program on a pay-as-you-go basis. However, we
do hold that, given the demographic changes that will occur in the next thirty
years, some measure of pre-funding for the program is both important and justifi-
able. Important in terms of preserving confidence in the system and justifiable be-
cause such funding enhances the prospects for future economic growth, which is es-
sential to the financial soundness of the Social Security system and the economic
security of workers and retirees.

Like Senator Moynihan, NCSC would still prefer partial pre-funding of Social Se-
curity if it would work as originally intended. We agree with the Senator that the
continued misuse of the surplus would make such a build-up inappropriate. Howev-
er, if the President and Congress make significant reductions in the budget deficit
and cease to use Social Security Trust Funds as a source to continue deficit financ-
ing, NCSC would support continued partial funding of the Social Security system. In
other words, Congress and the President should be put on probation. If they can
bring the budget deficit under control by the time a sufficient cushion has been
built up, the current FICA tax rates should stay the same. However, if this goal is
not achieved, pay-as-you-go financing, as proposed by Senator Moynihan, is the re-
sponsible course.

We share Senator Moynihan's concern that the U.S. has the most regressive tax
system of any Western nation. There are better ways than cutting the payroll tax to
make our tax system moic progressive and which, at the same time, will enable our
nation to deal with critical national problems.

Specifically, NCSC strongly endorses raising the tax rate for the super-rich from
28 percent to 33 percent (the so-called "bubble") and maintaining the current prac-
tice of taxing money from capital gains at the same -ate we tax the hard-earned
income of average Americans. Progressivity can also be helped by expansion of the
Earned Income Tax Credit (EITC), which would further lessen the burden of FICA
taxes on the families of the working poor.

NCSC is concerned about the impact of a 55-65 billion dollar loss of annual reve-
nue from the proposed cut in payroll taxes. This could lead to major cuts in other
vital programs, other tax increases, increase in the deficit or some combination of
these. Senator Moynihan's bill should include provisions that would avoid major
cuts in Federal programs.

We cannot endorse the proposal President Bush outlined in his budget message to
Congress. For our new President to tell the American people he will begin phasing
in "budget integrity" starting in 1993, it sounds like a husband telling his new bride
he will phase in fidelity on their fifth wedding anniversary.

In closing, Mr. Chairman, the National Council of Senior Citizens appreciates the
time the Committee has given to this important issue. The well-being of a system
which almost every American will depend upon at some point in his or her life is a
vital concern for our nation. I am confident this Committee will continue to provide
the fine leadership it has in the past.

PREPARED STATEMENT OF EUGENE STEUERLE

Mr. Chairman and Members of the Committee: Any discussion of Social Security
must start with one incontrovertible fact: the Social Security program has been a
remarkable success. It has provided a stable source of income for the elderly. It has
provided millions with the security of health insurance. Unlike so many other of
our attempts to reduce poverty rates, Social Security is primarily responsible for re-
ducing the poverty rate for the elderly below the average rate for the rest of the
population.

If I had to summarize in a single sentence why we are having this discussion
today, it is that the Social Security System has reached middle age. This is neither a
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positive nor a negative statement. It is simply a reflection that policy changes
toward Social Security being contemplated today are very different from those of
the past.

Let me put it another way. The Social Security System we drive around in today
is like a Desoto. Now most of the political arguments on Social Security are between
those who want to continue driving this Desoto and those who want to abandon it in
favor of what came before: the horse and buggy. But anyone who has examined the
vehicle closely knows that, along with its extraordinary success, it still contains
many components that represent the best technology of a bygone era, not the
knowledge of today.

The technology of this bygone era included the following. For several decades, the
principal means by which the government would finance shifts in functions would
be to increase tax rates on workers, mainly workers at moderate income levels. The
evolution of Social Security, for instance, has been so steady that it can be traced by
as simple rule of thumb: three percentage points per decade. For almost half a cen-
tury, by the end of every decade the combined Social security tax rate has been in-
creased by almost 3 percentage points, reaching 3.0 percent in 1950, 6.0 percent in
1960, 9.6 percent in 1970, 12.26 percent in 1980, and 15.3 percent in 1990.

Increases in the Social Security tax rate, along with relative declines in the value
of the personal exemption in the individual income tax, are the two most dominant
tax increases of the entire post-World War I era. Together they dwarf every other
tax change. Together they have successfully paid not simply for the expansion of
the Social Security and Medicare systems, but for many other expenditure and tax
changes, including expenditures hidden in the tax Code and reductions in both cor-
porate and excise taxes.

These tax increases on workers and households with dependents have been en-
acted in both Republican and Democratic Administrations, with little fanfare, with-
out conscious choice or recognition by many policy makers, with only occasional
publicity, and almost always without a vote during each year that a tax increase
actually took place. Debate instead proceeds on the changes paid for by these tax
increases. Democrats and Republicans, for instance, most likely will engage in ex-
tensive discussions this year on whether or not to provide yet another savings incen-
tive. They will hint that these types of changes pay for themselves. Yet what is the
reality? The reality is that these changes cannot be accomplished without increasing
the relative tax burden on workers and probably increasing their real burdens as
well.

Over and above real tax increases due to real growth in the economy and tax base
changes, the 1988-1990 Social Security tax rate increases are responsible for in-
creases in taxes of over $25 billion per year, while Social Security tax rate increases
since the end of 1983 raise almost $50 billion annually, and since the end of 1980,
close to $80 billion annually.

Let's see what has happened to moderate income workers who still earn consider-
ably less than median income in the economy. As Paul Wilson and I have shown,
the direct tax burden of a family that earns cash wages of about one-half median
income-that is, a working family with a little more than $20,000 in income in
1990-has gone up from almost nothing in 1948 to about one-fifth of income today.

TAX RATES FOR FOUR-PERSON FAMILIES AT ONE-HALF THE MEDIAN INCOME

in percent)

Year Ameaqe Inwore Social SecuityTax Rale Tax Rile

1948........... ........ .......__.... .. . 000 200O
1954 . ........... ... ......... ... . 0 00 4 00
19 6 0 ............................... .... .. .......... .... .. ... .. . 0 1 5 6 00
1966 ..................................... .... 272 40
1972 ............................ ... .............. ..... . 4 37 1040
1978 ... ............. .. ................... .. ............ ......... .. . 4 73 12 10
19 84 ....................................................... .... . . .. 650 . .1340
1990_ ............................................. ...... 557 1530

SOURCE Eveg'o Steuerle and Paul WilsO. "The faum of PO; and Low Iwoom Workers, " t iL4ddr Out of Poverty A Report
of the Project on the Welfare of Familie., eWte by Jack A Meym, Washm glon, DC meran .Nos Fouodatn 1986 mid data
furnished by AJ Leman, US Treasury Department Remted i Tax Note* February 16. 1987
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AN ANALOGY WITH CHANGES IN THE PERSONAL EXEMPTION

There are some who make an analogy between the recent proposal of Senator
Moynihan and the tax reductions proposed by President Reagan in 1981. As is well
known, the 1981 reductions had significant effects in later years upon the deficit
and also upon the evolution of the budget and the tax system. With our deficit still
much higher than sound fiscal policy would dictate as reasonable, the fear is raised
that Social Security tax reductions would simply exacerbate deficits for years to
come.

I prefer a different analogy. In the late 1970s, I began research on historical
changes in the individual income tax. One conclusion drawn from this research was
flat declines in the value of the personal exemption over time were paying for an
enormous range of other regressive and inefficient changes in the tax Code. In addi-
tion, this decline in the value of the personal exemption was increasing taxes on the
poor and on lower income workers at a significant rate. Finally, households with
dependents-not other households--were bearing almost all of this increased tax
burden.

This research eventually was to lead to one of the most important liberal-conserv-
ative coalitions of the decade of the 1980s: a coalition of those concerned with taxing
the poor and those concerned with the taxation of the family. One important
member of this coalition, by the way, was the senior Senator from New York,
Daniel Patrick Moynihan.

Now, initially, there was great opposition to this coalition from the same group of
people who today will tell you that budgetary deficit issues are so important that
almost nothing else in the expenditure or tax system matters. When President
Reagan, as a result of being presented these data, came out in support of an in-
crease in the personal exemption in 1983, it is true that there was no room in the
budget for such an increase. By itself, this proposal was attacked as being fiscally
irresponsible.

The formation of this coalition, nonetheless, was invaluable only a year later in
the development of tax reform. As Economic Coordinator of the Treasury's tax
reform effort, I was allowed to find ways to pay for this change in the personal ex-
emption as part of a broad tax reform package. In the context of other changes in
taxes and tax expenditures, in increase in the personal exemption could be made
part of program of sound economic and fiscal policy.

I draw this analogy here because I believe the proposal to reduce Social Security
tax rates is at the same early stage of development. To be successful, Social Security
tax rate reduction must be into a package that takes into account both short-run defi-
cit concerns and long-run Social Security and Medicare concerns. A pace of changes,
of course, would recognize explicitly what is always true, but sometimes hidden:
that every change in expenditures or taxes is balanced by an offsetting change else-
where. I realize that the conventional wisdom of the day is that government must
stagnate because such trade-offs cannot be made. In my view, this conventional
wisdom is wrong and reflects a very narrow reading of history.

Why do I think that a package or combination of changes is possible-indeed,
eventually unavoidable-in Social Security? As I mentioned earlier, we are driving
around in a Desoto. It is becoming more and more incongruous with its surround-
ing'hat are some of these incongruous features of Social Security?

* It is extraordinarily inequitable. Two workers with the same amount of income
often significantly different rates of Social Security tax. Those with cash income pay
much more tax than those who receive nontaxable forms of compensation.

0 It discriminates against women and minorities who are more likely to receive
their compensation in the form of cash rather than nontaxable fringe benefits. The
rapid increase in the rate of growth of fringe benefits add to this discrimination.

* It discriminates against secondary workers--again, primarily, women-by often
givi n them absolutely zero benefits for their tax contributions. In fact, rather than
distribute burdens on a more fair basis, this transfer of funds from working women,
and decline in household replacement wages for many households with working
women, was one of the major ways that Social Security was able to come closer to
remaining actuarially sound over the past couple of decades.

* It discriminates against those who work most of their adult years by giving them
absolutely no benefits for several years of work. Social Security limits the number of
years that can be counted toward benefits.

& Although the system as a whole is progressive, it is turning more regressite as
the number of years in retirement increase. For a typical couple, at least one spouse
will be in retirement over two decades. The cost of old age insurance has already
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increased by about 113 because more and more years of retirement are supported.
Despite a small increase in retirement ages enacted in the 1983 legislation, costs
will continue to increase as we move into the 21st century simply because Social
Security fails to index for increases in lifespans. Yet these payments to the younger
among our elderly are being made by a population of workers who, on average, have
lower after-tax incomes, lower wealth, and higher poverty rates than the younger
elderly they are supporting. And, by the way, these workers are also supporting
their children-a group that has been forgotten for some time now on both the ex-
penditure and the tax side of the Federal budget.

9 Because of longer life spans, the Social Security System is also becoming less pro-
gressive among beneficiaries. In effect, a larger and larger share of benefits go to
those less and less in need rather than to those in their last years of life and more
likely to have chronic health needs. This issue arose in a draft study that I complet-
ed for the Treasury Department ertitled: "Financing Health Care for Tomorrow: A
Report to the President and to the Congress on Long-term Care and Catastrophic
Health Needs." We could easily provide greater long-term care insurance if we were
willing to follow the principles on which Social Security was established, but have
become increasingly disregarded: that the S, stem is meant to help individuals when
they are least able to care for themselves.

* Because a greater and greater share of Social Security benefits are being paid
in the form of health benefits rather than cash, the choices of the elderly are becom-
ing more and more constricted. Adherence to the principle that the elderly should be
given maximum choice over their affairs is now threatened in a subtle way by the
enormous expansion in the cost of Medicare, Supplementary Medical Insurance, and
Medicaid rather than in an expansion of cash benefits to pay for health needs. (For
example, the Federal Government tells you that you must buy acute medical insur-
ance when you may have greater need of insurance for chronic or long-term care
needs.)

* Elderly individuals uho work effectively pay significantly higher tax rates than
do many other elderly individuals with equal incomes. In fact, because they engage
in leisure activity, these latter individuals may actually have a greater ability to
pay taxes.

* An increasing portion of Social Security taxes and i'icome taxes are doing noth-
ing more than subsidizing suppliers of medical care. If medical inflation had been
constrained since 1965 to the general rate of inflation, Federal, state and local ex-
penditures would be more than $85 billion less today without any-decrease in medi-
cal services provided.

e And, as every single policy maker in Congress and the Executive Branch knows,
the Social Security/Medicare System as a whole is insolvent. By waiting for the ap-
pearance of a crisis before anything is done, of course, we display the same mentali-
ty that has been shown in the savings and loan and Housing and Urban Develop-
ment situations. We increase significantly the possibility that the inevitable changes
will be more inefficient and unfair than necessary.

Let me add that important improvements in the fairness and efficiency of the
Social Security tax and benefit structure can be accomplished easily without any
change in old age benefits being provided to current retirees and without any de-
crease in the overall progressivity of the system. In addition, I believe that there are
easy ways to put some amount of funding of Social Security off-budget (but not the
whole System) without changing benefits, violating budgetary and fiscal policy prin-
ciples, or changing the overall progressivity of the System.

In summary, Social Security tax rate reduction is a logical consequence of moving
away from an era when most major Federal policy changes are required to be fi-
nanced by workers and those who care for dependents, that is, by those who accept
responsibilities in society. Social Security rate reduction should be made part of a
package that takes into account deficit concerns in the short run and the long-term
structure of Social Security and Medicare in the long run. Rate reduction is a rea-
sonable and essential component of a broad-based attempt to come to grips with
some of the clearly regressive, inefficient, and Inequitable aspects of the combined
Social Security tax and benefit structure.

PREPARED STATEMENT OF ROBERT S. STRAUSS

I appreciate the opportunity to appear before this Committee to speak about Sena-
tor Moynihan's proposal to return the Social Security program to a pay-ax-you-go
basis.
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Testifying after Chairman Greenspan and before this distinguished panel, I have
decided to devote my opportunity to a subject I do know pretty well and that is thePolitical process and its relationship to the Moynihan proposal and our current

budget dilemma.
Let me commence by saying that it is my absolute conviction with regard to the

subject matter of today's hearing that the political process has failed our citizens.
Those of us who live in the public arena-from the Executive and the Legislative

branches-to so-called public spokespeople, must take a major part of the blame.
Simply put, we have all, without so intending, become a part of a conspiracy of si-
lence and participants in the politics of fear. On a personal note, I well recall the
failure of the National Economic Commission I co-chaired, to stand firm and speak
out.

We Democrats have concluded, and with some justifiable reason, that if we men-
tion the word "tax" our Republican friends will destroy us with a "tax and spend"
label. And contrariwise, our Republican friends have concluded, also with good
reason, that if they mention entitlements or Social Security, in any manner whatso-
ever, we Democrats will use it to destroy them. And believe me, as much as any of
you, I understand the realities of such fears on both sides. I know the power of neg-
ative advertising and the risks of beinF downwind of a well-orchestrated attack of
half-truths aimed at raising constituent s insecurities.

Conventional wisdom tells us that Walter Monlale ost hip Presidential election
because he kicked off his campaign by saying l'e rould '.2is, taxes. Conventional
wisdom further tells us that George Bush won the P:esidenc) because he said he
wouldn't. Take it from one who has been at this a, lorg time that t baloney. Mondale
was going to lose anyway, and Bush was going tW win anyway.

Yes, we have all been convinced that we' 4 better be silent on these issues or we'll
be hung out to dry. It is simply amazing that we can talk openly about sox, violence,
war, condoms, and deviant behavior on television, in the newspaper, aind on the
floor of the Congress. Yet, we cannot seem to talk honestly and openly Bbout wheth-
er or not we need more or less taxes; more or less spending; or what, if anything, we
should do about the rising costs of entitlements. We all recall George Bush being
accused in the press of boring us to death. I never thought in those days, President
Bush would be guilty of scaring us to silence.

So what are we going to do?
My first answer is that whatever we decide to do, we must do it together! My

second answer is that we can start by telling the American people the facts as they
really are.

With that as a predicate, let's look at the problem. To do so, let me offer a few
propositions that I think are reasonably well-accepted givens.

First, we have not had an honest examination of the issues confronting us in the
budget and Social Security areas for many years. Senator Moynihan's proposal gives
us an opportunity to do so. Maybe it's forced a crack in our own Berlin Wall of in-
difference. Whatever happens to this proposal in the Congress, the country should
be grateful to Senator Moynihan for getting this issue out on the table.

Second. we do not collect enough money to run our government at its current
level of activity. The unified budget deficit has dropped from the $221 billion high in
1986 to around $150 billion-where it now seems to be stuck. But as Senator Moyni-
han's proposal has demonstrated, if you take out the Social Security surplus, there
hasn't been any real improvement. On this basis, CBO projects a $249 billion deficit
in 1993, a disheartening number.

Third, a "peace dividend," when and if it happens, will come slowly as we reorder
our military priorities and our economy adjusts to a slowdown in defense spending.
We can't spend what we don't yet have, particularly when we have demonstrated an
inability to deal with those constituents who are adversely affected.

Fourth, even with this huge persistent deficit, the $249 billion figure doesn't in-
clude the major unmet needs of our nation. To pay for our real environmental de-
mands, fund a proper drug program, clean up nuclear production facilities called for
by the Administration's budget, meet the full cost of the S&L crisis, improve the
educational standards of our poorest citizens, repair our infrastructure, among other
things, will cost more money than we are currently spending.

Fifth, by any measure the rate of private savings in this country is low-low by
international standards and low by our own historical experience. We need savings
to sustain the level of investment on which long-term growth depends. What savings
we do have are, to a great degree, used to finance the budget deficit.

Now despite the above, most say we've certainly done all right over the last few
years. I disagree. In fact, we have borrowed and consumed, borrowed and consumed
until we appear to have fashioned our fiscal policy out of Mae West's personal phi-
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losophy, that "There's just no such thing as too much of a good thing." By 1990, the
trends of the last decade are obvious. We were building up our net asset position in
the world until 1982. We reversed that trend and in three years-by 1985-we
became a net debtor nation. Few realize it but we are losing market share in almost
ever industry-a startling fact. If the rest of the world-were to let us continue this
level of borrowing for the next twenty years, when the baby boom retirement
begins, we would be in hock to the rest of the world to the tune of over $5 trillion.
Of course, the rest of the world won't let us do it. As a matter of fact, I don't know
what would be worse-if they let us do it or if they don't. I would remind you of the
British experience. They once operated as we are now operating. And they finally
had to pay for it by selling off, in a few short years, the British Empire that had
taken them 300 years to build. This may seem either foolish or alarmist, Mr. Chair-
man, but as we all know, the gross public debt of this count r-including that held
by Social Security and other trust funds-has grown from $900 billion in 1980 to $3
trillion today. Today, gross interest on the debt alone represents 22 cents of every
tax dollar we spend.

It has been my long held political belief that if the American people are given
clear alternatives by their leaders with an explanation of the costs and benefits of
each-they will make the right choice. This is not the same thing as saying that
they will respond rationally to every question put to them in public opinion polls.
The voter has plenty to do without becoming an expert on how fast we can decrease
our military commitments in Europe, or why Medicare costs are rising so fast, or
what a value-added tax would do to interest rates. Poll takers aren't the answer. It
is the responsibility of the political system to articulate options in a way that pro-
vides responsible, meaningful, and understandable choices. Sometimes events make
that easy. High inflation, high unemployment, or fighting wars can focus elections
around key issues. At other times, it may be difficult. Civil rights legislation and the
Marshall Plan are examples of complex issues that were settled by the political
process in ways that we can look to with pride.

However, when it comes to dealing with the budget, the political process has
become somewhere between timid and irrelevant. The last Presidential election was
a perfect example. One candidate said, "Better enforcement." The other said, "Read
my lips." The choice offered up to the electorate was a public relations gimmick on
the one hand and a speechmaker's phrase on the other. That was the extent of the
debate. The Presidential candidates chose not to take on the real issues and the po-
litical process failed.

No wonder the public has lost confidence in us individually and institutionally.
Instead of hearing answers that even approximate common sense, they are confront-
ed with budgetary double speak and questionable numbers. I'm told that 60 percent
of the votes of the U.S. Congress in a given year are budget related, and still we
make little or no headway. The sad thing is that although common sense serves up
the right answers, the political process has become unable to digest them.

Why has Senator Moynihan's proposal caused such an uproar? Because by focus-
ing our attention on the way we are using the Social Security surplus he has dem-
onstrated that the cost of our government falls squarely on the large middle class
who earn between $20,000 to $58,000 per year. This is unfair. We all know that,
taken alone, the Social Security tax is proportional, not progressive. But, the Ameri-
can people are comfortable with that because the Social Security program benefit
structure as a whole is progressive. Yet that holds good only as long as its costs are
tied to its benefits. When that is no longer the case, when it becomes a question of
the general costs of government, the entire issue is opened up, with far-reaching
ramifications for the political and economic life of our nation.

In my opinion, the Moynihan proposal, standing alone, is not the answer. The
only thing worse than using the Social Security surplus to run our government is
continuing to borrow the money from the Japanese and Germans to run it. But the
questions asked' by Senator Moynihan that led him to make this proposal are valid.
How can we maintain a real budget deficit of a quarter of a trillion dollars indefi-
nitely? Did anyone ever contemplate that the Social Security trust fund was to be
used for general government expenses? When was a conscious decision made that
the costs of the government were to be borne almost entirely by our middle income
earners? Those are the types of questions that this Committee must ask if we are to
collectively find answers. My expectation is that these questions are profound
enough, and their answers simple enough, that the debate can finally go forward
and every legitimate means of government solution, including reduced spending
and/or additional taxes, should be explored.

I would urge that this Committee and the other leaders of the Senate call upon
their counterparts in the House, together with the Executive Branch, to join in a
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bipartisan effort to deal with the issues we are talking about. And it can't be con-
ducted as just another charade. I must say I think the President, who won the last
election and proposed the Federal budget we are now considering, bears the most
responsibility to lead and work with members from both sides of the aisle to begin a
meaningful process-indeed to take a lead in the creating of this Executive-Legisla-
tive Summit to address these problems in the 1990.

This Executive-Legislative Summit should have everything on the table, including
but not limited to:

1. Our overall budget problems.
2. The savings issue, so that Middle America can participate.
3. The inequities in our tax structure.
I understand and fully sympathize with the difficulty our political parties and our

elected officials face in dealing with the subjects I've discussed. They are political
mine fields waiting to explode. But together, Democrats and Republicans, Legisla-
tive and Executive leadership can move forward to give the public the kind of
choices they are entitled to. That is something the political process must do, not
avoid. Good politics is about hard choices and the wise use of power by elected offi-
cials. I submit to you that we had better address where we are heading for the rest
of this century now, when the economy appears to be doing well. Later. if we are
faced with a less prosperous time, we may not have the luxury of choice.

I don't want to sound overly dramatic, but when one looks around the world, from
young people on Tiananmen Square to de Klerk and Mandela in South Afrita, to

avel, who so movingly spoke before you last week, to the election process in Nica-
ragua, I say we're selling the American public and ourselves short if we don't think
our political process can face, and solve, these budgetary problems if we give the
effort leadership.

Someone recently said that President Bush had it upside down in his inaugural
address when he said we in the United States have more will than wallet. The fact
is we have more wallet than will. We're still the richest country in the world but
seem to lack the will to take the steps to stay that way.

Mr. Chairman, the final question must be: Why should this effort that I am de-
scribing succeed now, when others have failed before? My answer is that we have a
popular President in the White House with an 80 percent approval rating, we have
strong leadership in the House and Senate and in the Committees deciding these
issues, and in particular, this Committee. With this political base, and with the cli-
mate of positive change that is sweeping the world, this effort cannot afford the
luxury of failure! It must succeed.

That completes my prepared statement, Mr. Chairman. I would be pleased to re-
sp nd to any questions or comments from the Committee. Thank you.

PREPARED STATEMENT OF J. SWEET AND ANNE C. CANFIELD

ENHANCING RETIREMENT SECURITY: A PROPOSAL

Mr. Chairman and Members of the Senate Finance Committee, it is a pleasure to
be able to submit testimony to this Committee. As two former staff aides to Mem-
bers of this Committee, it is indeed an honor.

We are particularly grateful to be able to share our views with you because the
proper treatment of the Social Security surplus has been an issue of significant pro-
fessional interest to both of us since 1981 while working in the Senate, and a matter
of personal and academic interest to us since leaving the public sector.

We commend Senator Moynihan for generating the current public debate on this
issue. It is a very t sitive development. We believed then and now that the result of
the debate over the growing Social Security surplus is probably the single most im-
portant domestic policy issue facing this country. As the OASDI trust funds contin-
ue to grow exponentially, increasing pressure will be brought to bear by the public
to strengthen the system. We believe, Mr. Chairman, that the Congress will face its
own unique global warming problem. Right now it's only 80 degrees, but in a few
short years, the temperatures in Death valley will feel cool!

We would also like to commend Senators Heinz and Symms for their continued
interest in this issue. Both Members also have pending proposals which we believe
need to be seriously reviewed and discussed.

The Sweet/Canfield Proposal
The motivation behind the proposal we developed in 1983 is based on two funda-

mental beliefs- (1) Social Security should provide true retirement security for all
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Americans, and (2) Social Security should disproportionately benefit lower income
workers. Unfortunately, the current system does not adequately hoi-cr either of
these two promises.

In our view, those goals are so important that Congress should affirm these ele-
mental principles:

A. OASDI revenues should be dedicated solely for the purpose of paying bene-
fit .

B. Beneficiaries must have a contractual right to their benefits.
C. The current system of skewing benefits to lower income wage earners is

correct and should be maintained.
D. All beneficiaries, no matter what their income brackets, should have the

benefit of professional money management.
In order to affirm these goals, several steps are necessary. First, the Social Securi-

ty Administration should become an independent agency. This institutional change
is needed to insulate Social Security beneficiaries against harmful policy shifts
adopted for unrelated budgetary reasons.

Combined with this proposal, Congress should establish that beneficiaries have
contractual right to receive their benefits. A Supreme Court decision rendered in
1960 established that the OASDI tax is a tax on labor contracts and is levied inde-
pendently of any statutory provisions mandating OASDI benefits.

Thus, in the Flemming v. Nestor decision (363 U.S. 603, 1960), the Supreme Court
declared that Congress could legally eliminate all benefits overnight, and even
choose to raise the FICA payroll tax at the same time. A recent example of the
amount of latitude that Congress has in reducing benefits is the benefit reductions
enacted in the 1983 Amendments. The combination of taxing benefits above speci-
fied income levels and delaying the cost-of-living adjustments for six months, repre-
sented a 27 percent cut in benefits for retirees in the then 50 percent tax bracket.

Hence, workers cannot be said to have valid property rights guaranteeing them
"iron clad" retirement incomes from Social Security. This is why Congress can le-
gally cut cost-of-living increases at any time. We need to develop a system that will
give workers such property rights, enforceable in courts of law. We believe this can
be done by requiring employers to send 2 percent of OASDI payroll tax receipts to
portable pension plans managed by private sector investment managers.

Here is how our proposed public/private sector partnership system will work.
Upon being hired, workers will select preferred mutual funds for themselves from a
menu of investment vehicles that vary in aggressiveness provided to them by their
employers. Thereafter, whenever their employers send 10.4 percent of their com-
bined OASDI taxes to the Social Security Administration, another 2 percent will be
sent to their chosen mutual funds. Every month, the mutual funds will mail to each
worizr statements listing the value of their accounts.

Upon changing employment, workers will transfer their investments to the pre-
ferred list of mutual funds on the menus provided to them by their new employers.
Their investments in their previous accounts will simply be transferred to their new
mutual funds. It is important to Point out that the after-tax paychecks of workers
remains the same. Instead of paying 12.4 percent to the OASDItrust funds, workers
will pay 10.4 percent to OASDI and 2 percent to their mutual funds, if they elect to
do so.

Alternatively, workers can choose to rely exclusively on Social Security benefits,
as they do now. In this case, their 2 percent pay roll tax contributions will be sent
directly to the Social Security Administration along the 10.4 percent that remains
mandatory.

Under our proposal, these portable pension plans will be professionally managed,
just the way $1.7 trillion is now managed for millions of Americans through the ex-
isting private pension fund system. Further, these plans will be subject to the
ERISA rules and Department of Labor and SEC oversight to ensure that such funds
are prudently managed.

Thus, as today's workers retire, they will receive two types of benefits: A Tier I
and Tier II benefit. The Tier I benefit will be an irreducible guaranteed minimum
adjusted payment received from the Social Security Administration. The Tier II ben-
efit will take the form of an annuity. Gradually, over time, the Tier II benefit will
9ow in significance relative to the Tier I benefit. As the system evolves, and the
Ter II benefit grows in significance relative to the Tier I benefit, prudence demands
that Tier II investments be made less aggressively.

Further, unlike the Tier I benefit, the Tier I[benefit will be a private property
right enforceable in a court of law because it will be received from regulated private
companies, not the Federal government.
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To honor the third principle, that benefits be progressively distributed, the Tier I
benefit formula would be adjusted. Here is how this can be done.

Presently, the SSA calculates initial benefits as follows. First, it collects the entire
earnings history of an applicant who has filed for benefits. SSA then indexes the
earnings of the applicant so that each year of his/her earnings history is measured
in 1990 dollars. A specified number of the lowest months of earnings are dropped,
and the remaining observations are averaged to generate what is known as an Aver-
age Indexed Monthly Earnings (AIME) amount for the applicant.

Under current law, 90 percent of the first $339, 32 percent of the next $1705, and
IS percent of any AIME amount over $2044 will be paid to the applicant as his/her
basic retirement benefit. These dollar amounts defining each benefit bracket are in-
creased annually by the percentage change in average wages that took place in the
preceding year. The 90 percent, 32 percent and IS percent benefit brackets are
known as "bend points.'

Under our proposal, the 15 percent "bend point" would grow more slowly than
the growth in average wages. Alternatively, a fourth bracket of 5 percent could also
be established when an individual's AIME exceeds $3200. In either case, average
Tier I benefits will continue to rise in teal teems. In fact, Tier I benefits will more
than double for all but the highest paid workers over the next 75 years. For the
highest paid workers, the benefits will still increase in real terms, but by a lesser
amount.

Clearly, something must be done. The existing system is unfair to millions of
Americans. As a result of the 1983 Amendments, today's workers are not only
paying for current retirees benefits, but for the first time in the history of the Social
Security system, they are being asked to save for their own retirement as well. In
addition to paying for two generations' retirement benefits, they are also mandated
to subsidize general government spending by accepting a very low, non-market rate
of return on their retirement savings. In fact, they are being asked to not only pay
twice, but possibly three times for their benefits!

This policy is particularly unfair to lower income earners whose retirement in-
comes, in large part, take the form of Social Security retirement benefits. Current
policy forces them to accept a low rate of return on their principle retirement
assets-promises of future Social Security benefits. Meanwhile, higher income indi-
viduals enjoy the benefit of professional money management and far higher rates of
return in building their private retirement incomes-they are not as dependent on
OASDI benefits.

The Sweet/Canfield plan will deliver significantly higher retirement income bene-
fits to those who need it most-lower and moderate income wage earners. Even
greater improvements will be possible if more than 2 percent of OASDI taxable pay-
roll is used to fund Tier II benefits.

This will, however, require larger reductions in Tier I benefits as well. We antici-
pate the public will demand a further shift away from Tier I benefits into higher
Tier II benefits once actual experience under the new system demonstrates its ad-
vantages.

[1990 Constant Dollars]

Monthly ier ' T II Real rate of retrfn
ieefil ' orrhvy mor n y !thly Total Tier I and Ti.(
urrent bneflt bereft 7 5

Lw Proposal, Proliosai percent percent percent

Secretary, Age/I8 Existing Salary $15,000 re-,
tires in 2039,.. ........ ..... ... $1143 $1143 .. $1127 $6;3 $273 $1416 to $2270

College Graduate Age/30 bisting Salary I
$35,000 retires in 2027 . 1301 921 1070 690 380 1301 to 2371

Corp Executive Age/50 Existing Salary $50,000
retires in 2006.... .. 1145 992. . 237 198 153 1145 to 1229

As the above table illustrates, the rate of return earned on Tier 11 contributions is
very important in determining the size of the Tier II benefits that will ultimately be
paid. We, therefore, believe that all Tier II benefits should be professionally man-
aged with both yield and safety as equally important concerns. Current law man-
dates that the OASDI trustees invest the surplus in Treasury securities, which the
Social Security actuaries predict will only yield a 2 percent real rate of return.
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In our minds, this is the real "thievery." Now that it is clear what is happening,
Congress should not condone this crime. The policy needs to be changed. This in-
vestment strategy robs all working Americans, but is most damaging to lower
income earners. They, above everyone else, must rely on Social Security to finance
their retirements.

During their careers, more privileged workers put aside funds in private pension
plans, 401(k) plans, SEPs, and KEOGHs, for example, all of which earn market rates
of return that compound over decades. For lower income earners, however, it's just
Social Security. For those most in need, we offer ludicrously low rates of return on
their investments. Why don't we offer these wuikers the same opportunities as well
paid workers? No pension manager would keep his job if all he did was invest in
Treasury securities indefinitely. So why is Social Security compelled to do so?

In addition to improving benefits, our proposal has two other attractive features:
It improves public satisfaction with the Social Security program, and increases the
reward for working. In a January 1990 Harris poll, 74 percent of all Americans
stated that ". . . benefits [were) not worth what you paid in." An even higher
number 90 percent, between the ages of 30-39, believed this was true.

This damaging finding proves that workers b.Iieve Social Security contributions
are really taxes-not a form of deferred compensation. By raising future expected
benefits, this perception would be erased and workers will feel that they have re-
ceived, in effect, a tax cut. Thus, by increasing Social Security benefits in a sound
fashion, we will achieve yet another benefit-an increased reward for working.

A January 1990 poll taken by the respected polling firm, Market Opinion Re-
search, showed how popular this general approach will be: 68 percent favored it, 22
percent opposed it, and 10 percent had no opinion.

Congress faced a similar issue in the late 1970s. It repealed Regulation Q, forcing
shareholders of banks and S&Ls to pay small savers fair rates of interest on their
passbook deposits. Just as it was unjust to compel small savers to accept a 5.5 per-
cent interest when inflation was raging at twice that rate, so today it is also unfair
to compel vulnerable, lower income workers to accept low rates of return on their
most important retirement asset Social Security. This is particularly unfair when
higher income workers are able to achieve greater rates of return on the bulk of
their retirement investments by having their savings professionally managed.

The Moynihan Proposal
As mentioned above, we would like to commend Senator Moynihan for igniting

the current debate and for recognizing that the Social Security surplus cannot be
used twice--to reduce the deficit and to finance retirement security. 4,11 workers,
but especially workers aged thirty and younger, owe Senator Moynihan a debt of
gratitude for forcing a reexamination of this issue sooner rather than later, when
the), are closer to retirement.

If the current diversion of Sccial Security annual surpluses to finance unrelated
government spending continues, Senator Moynihan's concern that the Social Securi-
ty system will become actuarily unsound is well justified.

To meet all OASDI claims between now and 2010 will probably require an OASDI
payroll tax rate of 10.4 percent or less. Under current law, however, the rate will be
12.4 percent indefinitely. It is this difference that generates the "Social Security sur-
plus."

The Moynihan proposal returns the Social Security system to a pay-as-you-go
system by eliminating annual Social Security surpluses through a 2.2 percent pay-
roll tax cut. Thus, after Senator Moynihan's tax cut,the revenues collected each
year will closely approximate the amount needed each year to honor all OASDI obli-
gations. This proposal has the virtue of returning surplus OASDI taxes to those who
paid them since, under the current system, they are being diverted to reduce the
unified budget deficit.

The problem with this approach, however, is that benefits, as expressed as a per-
centage of workers' paychecks, are expected to rise from 10 percent to 17 percent
over the period as the baby boom generation retires and lower fertility rates togeth-
er shrink the worker/retiree ratio from 3.3 to 1.8.

Adopting Senator Moynihan's tax rate reduction proposal will, without legislating
later tax increases, drive the Social Security system into a long-term taxable payroll
deficit of at least -2.9 percent, up from the present -0.7 percent proclaimed by the
Social Sec-zity actuaries. And yet, when the Social Security deficit hit -1.82 per-
.".nt of tarable payroll in 1982, all commentators agreed that urgent action was nec-

essary tv' resolve the ,)ASDI crisis
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ALTERNATIVE I-B FORECAST

OASt TOW Cost Raw
Calendar Yesrbesda a percsl

1% Ta:l Payro

2OuW .... ........ .................. 102 7
2 0 10 .... .... ... .. . . ....... ... 10 .7 6
202U ........ 13 70
2030...................................... 1623
2040 .. . ....... . ...... . . . .. . .... 1658
2050 1..674......... .... .... .... 163 4
2060 ...... ....... 17.19

Souce The 1989 Awn ut R' of the board of Truees of the Federal O-Age and SurvNm Insurance 26-Ctawtson of [stsrated Icoe
Rates and Cost Rates by Trust und on 1989-2065 (Cont)

As the chart shown above illustrates, under the "pay-as-you-go" system, the
OASDI tax would therefore also have to leap from 10 percent to 17 percent, in
tandem. This practically guarantees an intergenerational donneybrook in the 21st
century.

And, as the graph below indicates this conflict would take place at a time when
Health Insurance (HI) payroll taxes are expected to significantly increase to finance
the burgeoning of the Medicare system as well.

ALTERNATIVE I1-B FORECAST

HI Total Cost Rate
Calerwrd Year Epressd as a percent

of TaxablePyO

19 9 0 .... ...... ......... . 2 .6 6
2000 ............. 3... .... . 3.54
20 10 .... .. ..... . ...... 4.27
2020 ................... ..... ........... 526
2030 ... ... .... .. ..... .. .. . . .. . . . .. . .. .. 6 50

2040 .............................. . 7.06
2050 . . . ............ 7.22
2060 .......................... ..... ........ .... ... ..... ........... . 7.40

Source The 1989 Arnual Werl of the 8aad of Tristees of the fedef3 Old-Akge and Sun.vrvs Insurace Trust Fund and the Federal Disabtrty
Insurance Trust Fund Tabe [2

President Bush's Proposal
The President implicitly acknowledges the problem recognized by Senator Moyni-

han, but tells us to wait until 1996 to begin to solve it. Like Senator Moynihan, the
President agrees that the current trust funds cannot be used for dual purposes. He
proposes to address this issue by phasing-in his proposed Social Security Integrit:"
and Debt Reduction Fund.

Under this proposal, the accumulating OASDI surpluses would still help balance
the budget in 1993, 1994 and 1995, but by diminishing amounts. From years 1996 to
2000, all OASDI surpluses will be used exclusively to lower the national debt. Under
the President's plan. the national debt held by the public will peak at $2.4 trillion
and fall to $1.7 trillion or less in 2000.

Left unsaid is what will happen in 2001 and beyond. If his policy is continued
thereafter, the entire national debt will be retired in 2005. And for at least several
decades, the nation would have a national surplus, instead of a national debt! This
surplus is expected to soar to $11 trillion in 2035 if very conservatively invested-an
amount equal to $1.7 trillion in 1990 constant dollars or 15 percent of the anticipat-
ed Gross National Product (GNP) in that year. We do not believe it would be
healthy for the Federal Government to own, for its own account, private assets of
this magnitude.
Senator Symma ' Proposal

The proposal made by Senator Symms is a break with conventional thinking, and
offers an innovative solution to the current debate. Senator Symms' proposal and a
similar proposal made by Congressman Porter embody the philosophy of attempting
to get a better return on today's workers' retirement investments. Even more im-
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portantly, the philosophy behind theii plans will, with some essential adjustments,
ensure true retirement security for workers and retirees while simultaneously rais-
ing benefits.

Under the Symms proposal, 2 percent of taxable OASDI payroll would indeed be
set aside to generate Tier I benefits in portable pension plans privately managed by
professional money managers. The Symms plan would, however, allow individuals to
withdraw funds for purposes other than retiremen-t. including expenses for higher
education, downpayments for first-time homebuyers, and medical expenses

While the qualified withdrawal objectives are laudatory, we believe that these ob-
jectives violate our first principle which dictates that OASDI revenues should be
dedicated solely for the purpose, of paying benefits Additionally, Senator Symms'

plan does not explain how the subsequent shortfall in OASI)l resources will be re-
plenished given the fact that current law benefits in his plan are not adjusted In
effect, current law benefits will be honored, but no method is proposed to fully fi-
nance those benefits. (It should be noted that Senator Symms has publicly stated
that he supports a proposal, made by former Social Security Commissioner Robert
Ball in testimony before the Senate Finance Committee in 19S2. to expand imrmigra-
tion levels as a means of paying for future benefits.)

Congressman Porter's Proponsal
The Porter plan, like the Symms proposal, sets aside 2 percent of taxable OASI)I

payroll to generate Tier II benefits, but unlike the Symms proposal, it proportion-
ately reduces current law Scial Security benefits. In effect, the Porter plan reduces
the growth rate of real Social Security benefits across the board and by equal per-
centages for all beneficiaries, and then uses the savings to fund Tier II portable pen-
sion plans. I

His proposal reduces the progressiveness of the current system, and thereby vio-
lates one of our basic principles To made whole, Tier I benefits should be skewed to
maintain the current progressive structure.

Social Security Actuaries' huntingng Forecasts
We do wish to bring to the Committee's attention, at this time. the largely unno-

ticed, but significant changes being made b% the Social Security Administration's
actuaries. In 193, under the actuaries' most -ommonly cited forecast, the so-called
Alternative Il-B forecast, the OASDI trust funds were Scheduled to have a surplus
of over $20 trillion in 2046. The actuaries, however, are now projecting that the
OAS[)I trust funds will be bankrupt in 204;' In the meantime, the economy grew
smartly, which improves ()ASDI solv.ncy. This puzzinig changes gives new meaning
to the phrase "close enough for g vernment work "

Congress and the Adminiistrat; ,m are the actuaries' customers If this happened
elsewhere, they would be sucd for malpractice We would recommend that '.e (om-
mittee hold a hearing to determine hw, these !icredibe change could happen.

At the same time, the SSA actar,.. -,;ing th Alternative ll-B forecast, assume
that the OASDI trust funds will yield a 2 per cent real rAte of return This is unilike-
ly. From 1935 to 19S5, Treasur, securities ho,, hare]y ept pace with inflation,
yielding 0.1 to 0.5 percent real rates ol return. It the SA actuaries rate of return
assumptions prove optimistic, then the ret rememw! hi'm''fits of those thirty and
younger are at risk.

Given the fact that Congress and the Admin. tration f,,rnalate policy impacting
hundreds of millions of workers and retires based ont fnreect, provided to them by
the Social Security actuaries, it is imnperative that ,4 'truth in calculating" require-
ment be imposed

Soci,' Securiti in the 19SOs
In examining the fiscal pattern of the OASDI trust funds, it is apparent that

there were essentially three phases to the trust funds fiscal balances prior to the
enactment of the 1983 Social Security Amendments. During Phase I, 1982-1990, the
trust funds balances were projected to lose $100 billion. This situation was forecast-
ed to reverse itself in Phase I1, 1990-2017, when the trust funds were projected to
accumulate a surplus totalling $2.7 trillion In Phase III, beginning in 2017, the
OASDI trust funds were projected to begin to lose money, tumbling into significant
deficits in 2026 and beyond. These phases are reflected in the graph shown below:
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In ranking the magnitude of the problems to be solved by any reform package at
that time, it is clear that the long-term deficit projected to occur in Phase III was
the most serious. The second largest problem was the surplus that was projected to
accumulate in Phase II. The most minor problem was the deficit being projected in
Phase I-the 1980s, but this dominated debate. The Social security Commission,
viewed OASDI as an ongoing funding problem over the next 75 years. Although on
average, OASDI was projected to take in 74 percent of what it was going to spend
between 1983 and 2060, this masked the timing differences identified above. As
Mark Twain once said: "A man with one foot in ice water and another on hot coals
is, on average, comfortable." Thus, the Commission, on average, made up for the
shortfall.
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As indicated in the above illustrated graph, when the Social security Commission
recommended and the Congress legislated reforms to resolve the Phase I insolvency
threat, the effects of those reforms carried over into Phases II and III, generating a
multi-trillion dollar OASDI surplus in the 21st century.

In the process, the 1983 Amendments fundamentally changed the structure of the
Social Security retirement and disability system from a "pay-as-you-go" system to
one which attempted to vest itself by establishing a massive sinking fund. In effect,
the Amendments mandated that today's workers not only pay for today's retirees'
benefits, but that they also begin saving to accumulate funds to pay for their own
retirement benefits.

Following the enactment of the 1983 Social Security Amendments, the Phase II
surplus grew immensely. Congress had turned Social Security into a cash cow!

Conclusion: Back to the Past?
This is not the first time Congress has been faced with the issue of what to do

with a large Social Security surplus. In 1939, faced with an accumulating reserve
fund of $47 billion, Senator Vandenberg (R-Michigan) of the Senate Finance Com-
mittee stated that this accumulation of funds was "the most fantastic and the most
indefensible objective imaginable. It is scarcely conceivable that rational men
should propose such an unmanageable accumulation of funds in one plan in a de-
mocracy." Senator Vandenberg would undoubtedly be shocked at today's mounting
trillions!

The proposal we have been advocating since 1983 suggests using the Social Securi-
ty OASDI surplus, in conjunction with more aggressive investment policies, to trans-
form Social Security into a national pension system that provides true retirement
security. Such an evolution will remove the economic distortions caused by the
Social Security payroll tax and, by creating a large real Social Security surplus,
eliminate the necessity for future Social Security OASDI tax increases.

Interestingly, Congress debated this issue once before. In 1935, during debate to
create a Social Security system, Senator Clark (D-Missouri) offered an amendment



399

allowing employers who had their own compulsory anruity program for their em-
ployees the right, along with their employees, to opt out of the program.

The Clark amendment was defeated in the Senate Finance Committee on a tie
vote, but was later passed by the "New Deal" Senate, with a Democratic majority of
more than 2:1, by a vote of 51-36. We think the Senate was right on June 19, 1935,
and a "motion to reconsider" would be in order!

Later, the Clark amendment held up final agreement on the Social Security legis-
lation in the House-Senate Conference Committee for three months. Unfortunately,
the Senat" receded to the House on the Clark amendment, with the proviso that a
special, joint 1.gislative committee be formed to study the underlying issue and
report to Congress the following year. The Clark amendment was never reconsid-
ered, but we hope that Congress will do so now by forming a new Commission on
Social Security to study methods of strengthening the public/private retirement
system. It's time to go back to the past.
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STATF.MENT AY STUART J SWET AND ANNr C CANFIFLD

Mr Chairman and Members of the Subcommittee, we are pleased to have the op-
portunity to submit testimony on the related issues of making the Social Sectiritv
Administration an independent agency and removing the Social Security Iruqt fulld's
from the unified budget

We would like to commend the Subcommittee for reviewing proposals today
which, in our opinion. are central to maintaining the integrity of our nation's key
retirement income policy-Social Security

As we begin, we would like to state that we are testifying as two former Senale
Legislative Assistanti, with over IR years experience, who specialized in public
policy issues considered by the House Ways and Means and Senate Finance ('am.
mittee Our only purpose for testifying is to bring a promising idea to the attention
of the Subcommittee

Since its birth fifty years ago. Social Security has played a dominant role in the
financial planning of individuals By providing basic protection against economic
hardship during old age or disability, Social Security has saved millions of Ameri,
cans from deprivation during the most vulnerable periods of their lives

For the more fortunate, Srocial Security has meant reduced demands for payi ig
benefits to the impoverished; the number of elderly or disabled individuals who
would have become public charges at the federal, state, or local level would have
been far greater with out Social Security In effect, many of the "near por" have
been paying for the safety net they eventually use

Nevertheless, public confidence in Social Security is eroding at an alarming rate
Young Workers in overwhelming numbers tell .ollsters they do not believe future
generations will honor the system established by their grandfathers For then. con-
tribo'ting to Social Security increasingly takes on the characteristic of an v'xlmnive
charity at a time when they are financially pressed to afford what their parents
have, a home and a secure future This feeling is fueling support for a reduction in
Social Security tax rates And those nearing retirement, or already retired, fear that
their benefits may be sacrificed as part of the effort to drive federal spending and
revenues closer into balance,

We need to reassure the young and the old that the federal government Nvill
honor it Social Security promises Consequently, we believe that institutional
changes are needed to insulate Social Security against harmful policy shifts adopted
for unrelated budgetary purposes We must also Find a way to prove to y-uulger
workers contributing to Social Security is not a charitable activity

Therefore, we endorse the proposals to make the Social Security Administration
an independent agency and to remove the Social Security truat funds from the uni.
fled budget These proposals reinforce the promise that Social Security exists ',lely
to provide security for the retired and disabled In addition, the proposals also -stab.
lish new procedural impediments that will stand in the way of miynne seeking to
amend the Social Security program for artificial reasons

The need to protect the Social Security Trust Funds from outside interfetenci, will
grow geometrically in the years ahead Projections of substiiantial Suciiil Security re-
.erves are currently being made by Socinl Security Administration nct uaris 'res.
ently. OASDI balances total $30 billion Ilowever, Ihese balance art, Iiojecmlid to

*^n,, # Ui Itrlnn hofnrob tho 21mt rpnitirv even if the econrniy vrnws hvlo%% historic
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rates By 2010, the OASDI reserve will leap to over $5 trillion, rocket ahead to $10
trillion by 2020, before peaking at $18 trillion in 2040

These enormous reserves are required, the actuaries say, to ensure that the "baby
boom" generation receives the retirement benefits it has been promised Starting in
2030, payroll tax revenues alone will be insufficient to pay benefits Thus. the actu-
aries believe we need to build a large reserve between now and 2025 That way in-
terest earned on the reserve, plus the reserve itself will fill the gap between payroll
tax revenues and expenditures between 2030 and 2060

As the reserve grows, the temptation to invade it will be tremendous Historically.
(ongress has spent previous OASDI reserves by boosting benefits However, given
the size of the upcoming reserve, expanding other federal programs, or funding ne'A
ones, is also a probability Given the increasing unpopularity of high Social Security
tax rates, Congress may also lower payroll taxes

Any of these actions threaten the re cementt security of the "baby boom" genera
tion and their decendents We need this "rainy dny" reserve because there are ex-
cellent reasons for believing it ,ll pour in 2030

l'nsuririg that Social Security is administered independently cf the political proc
e.ss becomes a necessity considering the potential misuse of the reserve This under.
%cores the wisdom of removing Social Security from the unified budget and trans-
loIrming the Social Security Administration into an independent agency.

However, these reforms are not sufficient The "rainy day" reserve will be so
large that it in unwise to leave it in the hands of any federal agency, even an inde
pendant one Therefore, we recommend that employers be required to send payroll
tax receipts in excess of the amount needed to finance ongoing benefit payments to
qlualified private sector investment managers. Under our proposal, these managers
will invest OASDI funds in excess of immediate cash needs professionally -just the
way they already do for millions of Americans through pension funds. Finally, the
managers will write checks to the Social Security Administration as needed to fi-
nance the "baby boom" retirement

There is a major side benefit to this protective reform Presently, funds in the
Social Security Trust Funds may only be invested in special obligation Treasury se-
curities Historically, these securities have yielded rates of return well below those
received by investing in the equity and corporate bond-markets. By way of demon-
stration, the Social Security actuaries forecast that special obligation Treasury secu-
rities held by the Social Security Trust Funds will only yield a 2% real rate of
return Private pension funds, by comparison, earned a 7% real rate of return by
n'est ing in the stock market over the past fifty years

Recently. the actuaries provided a Member of the Senate Finance Committee with
an analyses of how significant such a reform will be The difference in the size of the
"rainy day" fund is shown below

ESTIMATED OASDI INCOME AND COST, !985-2060 BASED ON ALTERNATIVE Il-B

CW1"r I,* pfv
1(XXV *0 v I
,inr. t ? LeW'Juf I Co cI
rpirtnt I&N pXe" rel

ril# of iflpn fall of WIa

$199 5 $1995 $193 2
1995 4696 414 9 368?7
2005 953 2 1.1651 640
2015 1.8151 2.152 1,324 7
2025 3.085 5 6.2622 2.190 I
2035 4,879 6 14.205 4 5.0984
2045 1.5880 34,.3134 8,6050
2055 11708 5 88,021 I 14.0331

If our recommendations are Implemented, Congress can responsibly increase
Social Security benefits and cut payroll taxes without jeopardiiin the retremel
,ecultv of current and future rt'tirees and the disabled Iloth the odand the#
will b'enefit hnndsomelv The reverse is also true W' niuMI Ad nOW (0 r"4 OW
ni-iton1e of our national retirment system, Sxciil Swicrify. on wil1dIMo1l
1 ,. 1 - .. ,1.. 14A -. ", nd , ncion nroierim fior Afn'ri'l&na
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A Looming Federal Surplus
Ity ST'AR J Sitssr

lit Ansericsns were relieved when
(Tacgress and President Reagan lost year
approved , with practically no change, the
bip.rtrisan lan submilled by the Nattanal
Cummuissk on Social Security Reform to
"sate the sytem." What they de't know
Is Ihat the plan slands to lead to nmnre
swerplng changes In the American econ.
oay than l the South had won the 0%II
ar. The cause for alarll Is peculiar: For

the next 0 )ears. the Social Security cash-
bena-tils prorammS are tor we! funded.

Curr-titly. the coliecllve balances In the
Old Age and Sirvivors I(aASI and the IAs.
ability Insurarce (DItItrst funds are only
12 11ltlon. However, the surplus is pro-
jected by attuariris of the Socilx Security
Adminstratioat ISSAI to exceed $1 Irillt i
txfore lie beginning of the neat centry-
even if the ecm(maiy performs below ex.
peclatluns and uia.
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ics are asuamd By Social Se(
2010. the surplus Is
projetled to soar In Assuming a
inure than $5 tell And Unlavc
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lion by 2021 be'lure Reep
peaking at 120 trll. Receipt
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mtle to existing I 115s
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And one doesn't have to be a cynlc to
see how letplln It will be for politicians
to spread "surplus funds" that won't be
nirded for nearly 60 years Who btlIleves
they will be able t resist handing out new
benefits when a $20 trillion surplus will ac-
cumulate In OASDI funds If they forbear?
In today's terns, ihat would beo like asking
Congress not to tamper wtih an OASDI bat.
ante of more than 1 trillion.

11 Congress refuses to undo what It did
itu 1983. probably the oly way that today's
workers anid l,eir children can be assured
liat Social Security promises will be hon.
red is through passage of a eotstiltulonal

amendnient. Stch an antendinenl viii have
to furbid Congtess from dlistribulng
OASDI funds without the consent of those
who provided them.

But the problems do not end there. They
only begin, and some re quite surprising
giveti the fi scal concerns that dominate po-
litical dialogue today. The first vexing

problem Is: flow does the government In.
vest $20 trillion without violating tradi-
tional boundaries between the public and
private sectors?

Under current law. the treasury secte-
tary. the secretary of health and human
services. and the secretary of labor are the
Irstiees of OASf| funds They must Invest
any cash balances In the funds in U.S.
Treasury securities. With the U.S. debt
held by nonfederA entities at more than
$1.1 trillion atid with less than $30 billion In
OASCi assets. lintilled Investment choices
have not been a problem. But they wiii be
a problem unless the government conintlLs

u s1 to 410 )cars of large federal deflLs in
the mn OAStI portion of the budget. Oth.
erwlse. there will not be enough Treasury
debt to purchase'

What tl.n, will we do with a grow-
ing, nluasive federal surplus? The options
are not aillractlve. One choice would be to
buy publicly traced stocks. Bas even this
has limited pos3tbililes. Right now, the
New York Stock Exchange has a market
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Fortune 1000 companies the federal gxv.
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tilion. It's possIble to Intagine Congrets
amad the administration being lobbied by
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their stores rather than those of other
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ctvipaies Bonds do not offer a way out
either. Will purchasing bonds avoids di.
recl ownership problems, their will not be
rtiugh binds to go around In 2010 ei.
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The reason this dangerous acculnula-
tlion was created Is simple: politics. in
1982. the Socal Security Contmlsion.
wiamate nicntbers were chosen by congres-
slonal leaders and the president, decided
that any solution it recommended would
leave no chance that Congress would ever
race another OASDI funding shotlage ill
this renury That neant contingency plan.
ning. assuming Ihe worst wa geoin g to hap-
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Another way to visualize this is to con-
sider what the negative cash flow would
have been, assunilog a continuation of
palor experience. During 1982. which was a
poor year for OASDI due to the recession.
the funds lost $11 billion. If the recession
had continued throughout the 10s. the
funds would have lost about III billion a
year for seven years. a total of 171 billion.
Assuming that the recession was going to
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under way. But was it necessary to in.
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PREPARED STATEMENT OF SENATOR STEVE SYMMS

IFebruary 5, 1990]

I want to express my appreciation for my colleagues, Senators Moynihan, Hasten,
Sasser, Sanford, and Heinz, who have led the way in this debate on the proper ac-
counting for the Social Security Trust Fund and the correct level of Social Security
tax.

I want to begin my statement by bringing to the Committee's attention this quota-
tion from the General Accounting Office report on the Social Security surplus.

On page 6, it says, regarding the surplus,
"In our view, the preferable course of action would be to make the accu-

mulation of social security trust fund reserves an economically meaningful
process, one that represents a net addition to national savings.

My bill, which I introduced January 25, S. 2026, provides for an economically
meaningful process, which actually will increase the national private savings rate
for every American family.

My bill provides for establishing for every American worker a new account within
the framework of Social Security: a "defined contribution" account, using the accu-
mulating Social-Security surplus to finance real savings. These accounts will be sub-
stantially the same as President Bush's "Family Savings Accounts" but I would
start the process by putting the accumulating Social Security surplus into each
worker's account.

Putting the surplus into each worker's Family Savings Account would protect it
from spending by Congress, and it could not be used to pay off the national debt or
cover up the Federal deficit. This is what the American people really want. That is
why the debate has become so heated in the past few weeks.

The Social Security system is a so-called "defined benefit" program. I would not
change that in any way.

I am not "messing around" with Social Security. My proposal is to create an addi-
tional benefit within the framework of Social Security-to establish a "defined con-
tribu'ion" account, similar to what Federal Employees already enjoy with the Fed-
eral Employees' Thrift Savings Plan.

THE CURRENT REALITY OF "PAY AS WE GO"

Many people around the country have an idea that there is a real, accumulating
surplus in the Social Security trust funds as if the excess tax revenues that are
coming in this year and next (and for the next 20 years) are being saved for the
Baby Boom generation.

That it is a myth. The excess Social Security taxes this year are being used to buy
government bonds. Government bonds do not represent savings: money is spent cur-
rently.

You can't borrow money from yourself and spend it and then tell your creditors
that you have real assets.

WHAT DOES EVERY AMERICAN WANT?

Constituents are writing us in anger that their Social Security taxes are being
used for other purposes than for savings toward their own retirement. But it makes
people mad that Social Security taxes are used to conceal the true size of the deficit
in other Federal Funds accounts. They want real savings.

The Social Security Benefits Enhancement Act would use those surplus funds to
increase the private savings rate of every American family, rather than spending it
for other government programs. This is what our constituents want.

I want to point out to the Committee that the future financing problem is very
much a hypothetical problem, in the sense that it is based on assumptions about
immigration that may well change in the next 25 years, and on economic assump-
tions that are very tenuous at best-given the current state of economic science.

A SIMPLE EXAMPLE

Finally, Mr. Chairman, let me give one simple illustration of the individual fami-
ly's benefits under this proposal.

Let's take the example of an average worker, one who earns the average wage
today of $20,400 for his family. That is the average wage of someone subject to
Social Security tax today.

Let's assume this person works his entire life, 49 years until retirement, at this
average wage. Assume this average wage grows at the real (adjusted for inflation)
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rate of percent per year. That is a rather slow rate for real wages to grow-they
have often grown faster in the past.

Under current law, the real Social Security benefit of this worker will increase
from $7,100 per year now to $13,272 in the year of his retirement. That is a substan-
tial increase in his current defined benefit under Social Security as it exists in cur-
rent law.

Now assume, further, that we take the Social Security surplus, approximately two
percent, and save it in a tax-sheltered account, just as I have proposed. Here is the
substantial amount of increased benefits at various rates of interest:

2 percent $37,787
3 percent 50,082
4 percent 67,364
5 percent 91,816
6 percent 126,604
7 percent 176,324

This is why I have called my bill the "Social Security Benefits Enhancement
Act." These additional amounts of savings available to the average worker cannot
be provided under the current "defined benefit" Social Security law. The accumulat-
ing surplus is simply taken by the government and used elsewhere. That is mani-
festly unfair, Mr. Chairman.

The Social Security actuaries have assumed, in all of their calculations of the
Social Security surplus, that the trust funds accumulate interest on their govern-
ment bond funds at the very low rate of 2 percent. The average yield on the stock
market since the mid-1920s has been closer to 9 percent! The current real yield on
corporate AAA bonds is between 5 and 6 percent.

PREPARED STATEMENT OF SENATOR STEVE SYMMS

(February 27, 19.90]
Mr. Chairman, I would like to particularly commend to my colleagues' attention

the testimony we will hear later this morning by two former Senate aides, Anne C.
Canfield, who used to work for me, and Stuart J. Sweet, who used to work for Sena-
tor Heinz.

Anne and Stu were the fi;st two individuals in the country to bring to the public's
attention the expected Social Security surplus in 1982, prior to the enactment of the
1983 Social security Amendments, which, of course, only increased the size of the
surplus.

They did a significant amount of analysis on this issue while working here and
developed a proposal in 1983, which is described in their testimony. Since leaving
the Senate, they continued their work really as a matter of personal and academic
interest. -

I would recommend that all of us on the Committee, as well as the witnesses and
members of the press carefully review their testimony because it offers a very cre-
ative solution as to what we should do with the social security surplus.

It should be mentioned that they briefly review in their testimony and have re-
viewed in many previous publications the Social Security actuaries' forecasts.

What I find most interesting about their testimony today is their revelation that
the Social Security actuaries have changed their 1983 forecast of a $20 trzilion sur-
plus in the OASDI trust funds to a $12 trillion surplus in their 1989 forecast-at a
time when the economy grew smartly and therefore only improved OASDI solvency.
As they state in their testimony, "this puzzling change gives new meaning to the
phrase 'close enough for government work'."

I believe we should accept their recommendation for hearings specifically on the
issue of the actuarial process at Social Security. We need "trust in calculations from
the actuaries."
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How Much Will Benefits Increase"?
A typical young worker, age 18 today earning $20,400
(real wages grow at 1/2% per year) retires at age 67 ...

Social Security (defined benefits plan)
. Now
$7,100/yr.

Year 2040
$13,272/yr.

Family Savings Account
(defined contribution=2% of wages)

At 2% compound interest
At 3% compound interest
At 4% compound interest
At 5% compound interest

At 6% compound interest

-0-
-0-
-0-
-0-
-0-

At 7% compound interest -0-

$37,787
$50,082

$67,364

$91,816

$126,604

$176,324
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PREPARED STATEMENT OF CAROLYN L. WEAVER

Thank you, Mr. Chairman. It is an honor to be here today to testify on Senator
Moynihan's proposal to cut the social security tax. It's also a pleasure to be here
when the concern is over whether social security's reserves are too large, rather
than whether they are about to run out, which was the case during much of the
time I worked for the Committee in the early 1980s.

It was 7 years ago--give or take a week or two-that the consensus recommenda-
tions of the National Commission on Social Security Reform were introduced into
Congress by Senator Dole, and within two weeks of that, hearings and markup had
begun in the House. The sense of urgency was great, with the nation's giant retire-
ment program already having exhausted its reserves and relying on funds from
Medicare to keep benefits going out on time. By April, the 1983 Social Security
Amendments were law.

In the past 7 years, social security has fared far better than generally anticipated.
Buoyed by a strong economy, the annual surpluses in the OASDI trust funds are
running at $65-$70 billion, fully 55% higher than projected in 1983 on the basis of
SSA's intermediate assumptions. The accumulated reserve, which now stands at
$170 billion, is nearly double the 1983 projection. Based on the more pessimistic eco-
nomic assumptions the reform commission used, the progress has been even more
remarkable. For the first time in many years, Congress is facing the prospect of a
decade or more of sustained and substantial reserve accumulation.

Senator Moynihan, in introducing a bill (S.2016) to cut the payroll tax this year
and move back toward pay-as-you-go financing, has commenced a debate that is
both important and long-overdue. Are the social security surpluses, and the payroll
taxes needed to sustain them, actually being saved and increasing capital formation
so as to lighten the burden of retirement benefits in the next century? If not, is a
return to pay-as-you-go financing the answer.

Let me say at the outset triat I do not support the Moynihan bill. While I share
the Senator's concerns about the management of the social security surpluses, and
believe that the issues he has raised must be resolved, a return to pay-as-you-go fi-
nancing, in my opinion, would be a mistake at this point. Social security faces an
enormous liability in the years ahead that will begin to be felt in earnest in the
early part of the next century. Every effort should be made to increase saving in
anticipation of this liability, and advance funding is one way to do this.

ADVANCE FUNDING AND NATIONAL SAVING

Under the 1983 amendments, tax income to the OASDI trust funds is projected
(using SSA's intermediate assumptions) to be higher than necessary to meet retire-
ment benefits for the next 25 years. During this period, the trust funds are sched-
uled to amass a large, interest-bearing reserve of government bonds. Interest earn-
ings, together with tax income, are projected to keep the retirement program in sur-
plus for another 15 ykjars. Beginning in 2030, when expenditures begin to outstrip
tax and interest income, benefits are to be met by redeeming the trust funds' bond
holdings. Fifteen years later, reserves are projected to be exhausted and the pro-
gram insolvent. (Including Medicare, the reserves would not become as large and
they would be depleted more quickly.)

The popular idea behind advance funding, as this arrangement has come to be
known, is that if we can just live with somewhat higher payroll taxes over the next
few years and save the excess revenues, we can increase future rcal incomes and
lighten the burden of social security in the next century. In effect, today's workers
can help finance a portion of their own retirement benefits.

The economic logic is that by running trust fund surpluses that are used to retire
outstanding (publicly held) government debt, the government can increase the funds
available for private investment. This, in turn, would allow for increased capital for-
mation and ultimately higher future real incomes with which to meet the cost of
retirement benefits. Payroll taxes can be lower than otherwise because of the sub-
stantial interest accruing to the trust funds. Meanwhile, income taxes need be no
higher, since interest payments that would have been made to private investors
would be made to the trust funds instead. Advance funding thus offers the potential
of lowering the overall tax burden in the next century.

I underscore the word potential because, as Senator Moynihan and others have
highlighted in recent months, advance funding does not automatically or even nec-
essarily increase saving and lighten future burdens.
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THE PROBLEM A'ITI THE CURRENT ARRANGEMENT

The problem with the current arrangements is that any apparent saving through
the social security systern can be undermined by actions taken in the rest of the
budget, or eve;a by subsequent actions in social security. There is nothing in the law
that requires or ensures that the surpluses are saved on an ongoing basis-that is,
that real resources are transferred from present to future generations.

For example, if the excess payroll taxes now being collected have the effect of re-
laxing fiscal restraint in the rest of the budget--financing new spending programs
or reductions in income taxes-they are effectively frittered away on current con-
sumption. The trust funds accumulate a portfolio of government bonds, or IOUs
from one part of the government to another, but there is no commensurate increase
in saving or capital investment that might lighten the burden when those bonds
come due. Such a practice. if sustained, would simply shift the current cost of gov-
ernment to social security taxpayers, and shift the problem of meeting future bene-
fits to the general fund of the Treasury, which must meet the ever-growing interest
payments to the trust funds Rather than representing sums that would have been
paid to private lenders, these interest payments would amount to a new liability in-
curred on account of the trust fund build-up, and they would have to be met without
the benefit of the economic growth that real savings could have fostered.

The concern here is not with social security "funding the deficit," where this is
taken to mean reducing the government's new borrowing from the public. This is
precisely what should occur with the social security reserves being invested in gov-
ernment bonds. The problem arises when the social security surpluses fund an in-
crease in the deficit in the rest of the budget, allowing it to be higher than it other-
wise would be, This makes an assessment of the current situation quite a bit more
subtle than generally realized.

Mismanaging the budget, of course, is not the only way the social security sur-
pluses can be dissipated. Social security expansion, financed in part by depleting re-
serves, would have precisely the same adverse consequences for national saving.
Rather than adding to the nation's capital investment, the extra payroll taxes levied
today would underwrite an expansion of social security's long-range liability and the
government's overall indebtedness.

As reserves accumulate, the political pressures will be strong to pay larger bene-
fits to groups deemed particularly deserving-whether aged widows, the incapacitat-
ed near-elderly, the working elderly, "notch babies," two-earner couples or any
other group. And there will always be Medicare in need of a helping hand. The
long-range Medicare deficit is so large that it alone could consume all available re-
serves and surplus monies in OASDI. rendering the entire system insolvent by 2030.

Keep in mind that social security operates free of any funding requirements, such
as those imposed on private pension plans by FRISA (the Employee Retirement
Income Security Act). There is no requirement in the law, for example, that a cer-
tain level of reserves be maintained against a portion of accruing liabilities, or even
that annual balance between spending and revenues must be maintained. The
system can, and periodically does, operate with deficits and declining reserve ratios.

Evidently, advance funding offers the potential of increasing national saving
while keeping payroll taxes lower than they otherwise would be, but it also poses
the risk of aggravating the nation's long-range fiscal problems. Ensuring that the
surpluses are saved-for decades into the future-requires maintaining control over
both social security and the rest of the budget.

THE MOYNIHAN BILL

The Moynihan bill would cut the payroll tax in the near-term and return to pay-
as-you-go financing of OASDI. While this precludes the risks outlined above, where-
by advance funding can increase rather than reduce the overall tax burden in the
next century, it also precludes the possibility of reducing that burden through ad-
vance funding. This is my first reservation with the bill. In addition, by substantial-
ly narrowing the reserve margins in the next 4 to 5 decades, the bill increases the
risk of periodic funding crises and thus makes further payroll tax increases quite
likely. In the longer term, the bill raises the ultimate tax rate in the law rather
than controlling costs or enhancing the economic resources available at that time,
both necessary ingredients for securin future benefits. Finally, it leaves uncorrect-
ed the central flaw in the government s current plan to advance fund social securi-
ty-the absence of a meaningful and enforceable plan for saving the surpluses. The
trust funds would still accumulate hundreds of billions of dollars worth of govern-
ment bonds that presumably would be put to no better use than the bonds held
today.
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Under the Moynihan bill, the payroll tax increase that took place on January 1
would be canceled, leaving the overall FICA rate (OASDHI, employer and employee
combined) at 15.02% of taxable earnings. In 1991, the rate would be cut to 13.1%, or
a $660 annually for workers earning $30,000. The maximum tax saving, for those
earning at or above roughly $55,000, would be $1,200. The 1991 rate would prevail
through 2011. That's the good news.

Though few in the popular press have noticed, a cut in the payroll tax can not be
sustained indefinitely if the government is to meet rising real benefits to a growing
population of retirees. The switch to pay-as-you-go financing substantially reduces
the reserves and thus the interest earnings that can be used to finance benefits in
future years. A series of payroll tax increases in future years is unavoidable. The
Moynihan bill then goes one step further: beyond switching to pay-as-you-go financ-
ing, the bill includes additional tax increases to close an emerging long-range deficit
in the retirement program.

As spelled out in the bill, in the span of just 15 years, between 2010 and 2025, the
payroll tax would increase 40%, climbing to 18.3% of tax:able earnings. 'n the aggre-
gate, that amounts to a tax increase over the period ot $1.5 trillion, in tultay's dol-
lars, for a group of workers expected to outnumber retirees by only about 2 to 1.
Twenty years later, the social security tax would bounce to 19.1%, fully 25% higher
than the maximum rate in the law since 1977. And this is before dealing with Medi-
care. (Were the long-range Medicare deficit tackled in the same way, the maximum
rate in the bill would be closer to 25%.)

From an economic standpoint, these rates are truly staggering. They are payable
on the first dollar earned and every dollar earned up to the ceiling amount, with no
deductions or exemptions. In addition, social security taxes are not deductible from
the Federal income tax. Average tax rates on the order of 20% or more, layered on
top of all other Federal, state and local taxes levied at that time, would impose seri-
ous distortions on already-strained labor markets

There are those who argue, Robert Myers among them, that the ultimate tax rate
under the Moynihan bill is the same as it would have to be under the present fi-
nancing arrangements. The argument is that the retirement fund is projected to be
insolvent in 2045 and when Congress takes steps to close the long-range deficit, it
will result in the same overall tax rate. But this glosses over an important point:
the long-range gap can be closed by raising taxes or by restraining long-range bene-
fit growth.

When proposals were put forth in 1983 to close the long-range deficit by tax in-
creases, they were defeated in both the reform commission and in Congress. The
long-range problem was seen to be demographic in nature, requiring long-range ad-.ustments in benefits. The last time Congress raised taxes in an effort to solve the
long-range financing problem was 1977.

The Moynihan bill also raises the prospect of a renewed financing problem within
the next decade or so and periodically thereafter. While reserves at 100% of annual
outgo can withstand a reasonable recession, they can not long withstand a deep or
prolonged recession, or back-to-back recessions such as experienced in the late 1970s
and early 1980s. Even a period of sustained low growth would erode the reserves
and leave the system vulnerable to more routine economic downturns.

Apart from the obvious undesirability of having to modify social security any
more frequently than necessary, pay-as-you-go financing opens the door to addition-
al tax increases. Each of the last two financing bills, first in 1977, and then in 1983,
included hefty increases in social security taxes. According to data compiled by the
Finance Committee staff, the 1977 amendments increased payroll taxes nearly $400
billion during the 1980s. The 1983 amendments increased them by another $40 bil-
lion in the 1980s (not counting the $22 billion from expanding coverage or the $30
billion from the taxation of benefits).

CONFRONTING THE THE LONG-TERM LIABILITY

The social security retirement program (excluding Medicare) is slated to spend
$15 trillion, in present value terms, over the next 75 years. A disproportionate share
of this liability is concentrated in the years 2010 to 2030, the period spanning the
retirement of the youngest and oldest members of the baby-boom generation. In this
21-year period, the SSA actuaries project that the number of people on the benefit
rolls will swell by 24 million, or just over 50%, while the number of covered workers
will remain flat. Benefit costs in relation to taxable payroll are thus projected to
jump 50%. Leaving the full liability implied by today s benefit promises to be met
by workers at that time-without setting in place policies to increase national
saving and economic growth in anticipation of that liability-seems like a risky way
to secure the foundation of retirement incomes for baby-boom retirees.

32-393 0 - 90 - 14
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In my view, it is surely worth the effort to try to make advance funding work.
One way is by reforming and extending Gramm-Rudman, with the objectives of in-
creasing the visibility of the deficit in the rest of the budget and ensuring that sur-
plus monies are used to increase government saving, not to fund current consump-
tion. This can be accomplished in any number of ways-with social security in or
out of Gramm-Rudman, and thus with long-range surplus or zero-deficit Gramm-
Rudman targets. What is essential is that the overall Federal budget move into bal-
ance in 1993, as called for under Gramm-Rudman, and that the non-social security
portion of the budget move into balance shortly thereafter-and stay there. In the
event social security is removed from Gramm-Rudman, new limitations (such as sur-
plus or funding ratio targets) would have to be enacted to prevent unfunded expan-
sions of the program.

More substantial reforms are also possible. Surplus monies could be invested in
individualized retirement accounts and recovered at retirement as part of the bene-
fits offered by social security. This option would provide a most direct mechanism
for controlling the use of surplus funds and increasing national saving. Its advan-
tage over government-directed investments in the private sector is that it would
avoid the problems associated with centralizing and politicizing the investment deci-
sion; on the other hand, it may require some restructuring of future benefits to
more closely align taxes paid and benefits received.

If the government is unwilling to take the steps necessa-y to make advance fund-
ing work, then a return to pay-as-you-go-financing is, indeed, the only option left. In
that sense, I agree with Senator Moynihan. Using the payroll tax to relieve pres-
sures on the income tax or to finance new government programs is bad economic
policy as well as bad social policy. But a return to pay-as-you-go financing is an
option that should be coupled with restraints on long-range spending. I, for one, am
not sanguine about the likely willingness of future workers to impose on themselves
considerably higher taxes than we are willing to impose on ourselves today. Rela-
tively modest steps, such as changes in the way benefits are computed for new retir-
ees or increases in the retirement age, would bring benefit costs back into line with
available resources and help make room for the greatly increased cost of health care
programs for the elderly. If, in future years, there prove to be many more workers
who are more productive than now anticipated, such a decision could always be re-
considered.

A FINAL THOUGHT: WHAT WAS AND WAS NOT INTENDED IN 1983

Having served on the staff of the Finance Committee and the reform commission
in 1983, I would like to comment briefly on my understanding of the decisions that
were made at thqu time about how social security should be financed. On this, I am
in general agreement with Robert Myers. The 1983 legislation was not seen as fun-
damentally altering the way social security was financed. The intention was to,
first, make reasonably sure benefits could be met through the 1980s. To provide for
a margin of error, "pessimistic" economic assumptions were used, rather than the
intermediate assumptions traditionally used. When the economy performed well-
indeed, better than projected with the intermediate assumptions-substantial re-
serves accumulated.

In addition, the intention was to restore long-range balance in the OASDI trust
funds. The long-range was evaluated, as it traditionally is, using a 75-year summary
statistic (based on intermediate assumptions). This showed the 1983 financing pack-
age producing aggregate income roughly equal to aggregate outgo over the period.

The 1983 financing package thus appeared minimally adequate in the short-range
and, for a pay-as-you-go system, adequate over the long-range. There were no year-
by-year or decade-by-decade projections (beyond 1990) which would have revealed,
and helped focus attention on, the large build-up and subsequent depletion of re-
serves or the substantial contribution of interest to the overall financing of social
security. These projections did not become available until after the legislation was
enacted.

Apart from this, the prospect of sustained surpluses would have seemed very
remote at the time. Social security had been running deficits for 8 straight years
and was finally faing system-wide insolvency. Policymakers were coming out of a
decade-long period in which the actuaries pronounced the system solvent only to
find it insolvent again. Little wonder the debate over the investment and manage-
ment of trust fund assets was limited to a relatively unimportant side-issue: the in-
terest rate to be paid on special-issue government bonds.

Advance funding was thus a by-product of the decisions made in 1983-particular-
ly the decision to have a level payroll tax rate after 1990 in the face of known demo-
graphic trends-rather than the outcome of a reasoned debate and conscious choice
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to abandon pay-as-you-go financing. Had it been more than that, Congress surely
would have explored-if not resolved-some of the issues we now confront, includ-
ing: how large a reserve fund should be accumulated and how quickly, what finan-
cial instruments should reserves be invested in, and who should make those invest-
ment decisions.

Apart from the question of how the system should be financed, there was also the
question of how high the ultimate payroll tax rate should be. On this, there was
considerable debate, and considerable difference of opinion. As mentioned above,
though, the majority view was that the maximum rate established in 1977 should
not be increased. The 1983 amendments simply accelerated the 1977 tax schedule.

On the basis of this, I conclude that the Moynihan bill would not alter any deci-
sions regarding funding basis per se; it would, however, alter what was a central
decision on taxes.



COMMUNICATIONS

AMERIC4N BAR A8sOCIATION,
Washington, DC, Mardh 21, 1990.

Hon. LLOYD BENTSEN, Chairman,
Committee on Finance,
US. Senate,
Washington, DC

Dear Mr. Chairman: In connection with your Committee's recent hearings on pro-
posals to reduce Social Security taxes I am writing to share with your Committee
the policy of the American Bar Association on the sub, '-

The ABA's House of Delegates at its February 199 Midyear Meeting addressed
the issue of proposed Social Security tax cuts and passed a resolution opposing legis-
lation which would cut significantly current Social Security tax rates and return
the financing of social Security to a "pay-as-you-go" system. The Association also
took the position that the trust fund should be removed from the Federal Govern-
ment's operating budget. Since the true Federal deficit is being masked by including
the Social Security trust fund. The report of the ABA's Commission on Legal Prob-
lems of the Elderly that provided background to the House in adopting the ABA
policy is also enclosed. The background report does not constitute ABA policy. Only
our resolution is ABA policy.

The ABA has long been interested in the soundness and solvency of the Social
Security system. The ABA, through its Commission on Legal Problems of the Elder-
ly, has devoted a great deal of its time over the years to advocating improvement of
the Social Security and health care systems. It is the belief of the ABA and its Com-
mission that nothing is more important to the elderly population of the country and
to those who will retire in the future than a sound and solvent Social security
system in which they can have confidence. The pending legislation introduced by
Senator Moynihan (S, 2016, raises serious doubts on that score and undermines the
public's confidence in the system.

Thank you for the opportunity to provide you with the ABA's position on pro-
posed Social Security tax cuts. The ABA would be pleased to present testimony
should your Committee conduct additional hearings on this issue. We ask that this
letter be made a part of the hearing record.

Sincerely,
ROBERT D. EVANS.

Attachments.
AMERICAN BAR AizoCIATION COMMISSION ON LEGAL PROBLEMS OF THE ELDERLY-

REPORT TO THE HousE OF DELEGATES

RECOMMENDATION

BE IT RESOLVED, that the American Bar Association opposes legislation which
would cut significantly current Social Security tax rates and return the financing of
Social Security to a ;-jy-as-you-go" system.

BE IT FURTHER RESOLVED, that the American Bar Association, recognizing
that the true Federal deficit is being masked by including the Social Security trust
fund, supports legislation to remove the trust fund froir the Federal Government's
operating budget.

(414)
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REPORT

The Old-Age, Survivors and Disability Insurance Program (OASDI--our Social
Security system is funded through a non-progressive payroll tax (FICA) on the
first $51.300 in income Based on legitimate concerns that this revenue will be insuf-
ficient when the so-call "baby boomer" generation begins retiring around 2010. Con-
gress in 1983 enacted legislation scheduling step increases in the tax to ensure the
solvency of the Social Security trust fund. This was done on the basis of recommen-
dations by a bipartisan commission that considered in 19S2-83 what was required to
keep the Social Security system solvent As of January 1990, the trust fund totals
approximately $65 billion.

Notwithstanding the original intent behind the trust fund, the Federal Govern-
ment is using these reserves for current operations rather than for debt reduction
or investment. This practice masks the true Federal deficit, resulting in unsound
fiscal policy and erosion of confidence in the future solvency of the Social Security
system.

In response to this fiscal imbalance--as well as to the recent FICA increase-Sen-
ator )aniel Patrick Moynihan (who was a member of the bipartisan study commis-
sion) introduced legislation S. 2016 on January 2.3, 1990 to cut significantly the
OASDI tax rates and return Social Security financing to a "pay-as-you-go" system.
Under this mechanism, the government wifl collect only money needed to take care
of today's retirees, but not future retirees.

Nothing is more important to the elderly population of the country and those who
will retire in the future than a sound and solvent Social Security system in which
they can have confidence. The pending legislation raises serious doubts on that
score and undermines the public's confidence in the system.

Accordingly, the American Bar Association recommends that the Association
oppose this legislation for the reasons spelled out in the attached position paper de-
veloped by the Save Our Security iSOS1 Coalition. The Commission also recommends
that the Aisociation adopt the position that the Social Security trust fund should be
removed from the Federal Government's deficit calculation, for reasons also dis-
cussed in the SOS position paper. SOS is a coalition of over 100 national, state, local,
labor, aging, disability and religious organizations that support a strong Social Secu-
rity and health care system. The Coalition is chaired by the Honorable Arthur S.
Fleming, former Secretary of Health, Education and Welfare, a former member of
the ABA Commission on Legal Problems of the Elderly, and a foremost expert on
the Social Security system. The position paper was developed with the assistance of
another leading expert on the Social Security system, the Honorable Robert Ball, a
long-time former Commissioner of the Social Security Administration. Many SOS
member organizations have endorsed the position paper, including the American
Association of Retired Persons (AAIIP). National Education Association (NEA), Na-
tional Council of Senior Citizens (NSCS) and Families U.S.A. (formerly The Villers
Foundation.

Respectfully submitted,
JOHN H. PICKERING, Chair,

Commission on Legal Problems of
the Elderly.

POSITION PAPER ON THE MOYNIHAN SOCIAl. SECURITY TAX CUT BILL.

SAVE OUR SECURITY COALITION (SOS)

Senator Moynihan has raised a valid and important point about the fiscal imbal-
ance in the Federal Government's operating budget and the fact that the true Fed-
eral deficit is being masked by including the Social Security reserves when deter-
mining the deficit. The SOS Coalition believes:

There should be no immediate-eut in the OASDI tax rates.
* Old-Age, Survivors and Disability Insurance does not yet have sufficiently large

contingency reserves.
* Most experts believe, at a minimum, a 1 to 1 V2 year contingency reserve is nec-

essary to protect the system in times of economic downturns.
* Currently the contingency reserve is at three-fourths of a year. A 1 /2 year's re-

serve will not be reached until approximately sometime between 1993 and 1995 de-
pending on economic performance.
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The Social Security trust funds should be removed from the Gramm-Rudman-Hol-
lings deficit calculation.I

e If the trust funds were removed from the Gramm-Rudman-Hollings calculation,
the Social Security trust funds would cease to "mask" the deficit, thereby, encourag-
ing action to reduce the non-Social Security deficit.

* If the Social Security trust funds are not counted in calculating the size of the
deficit either taxes should be increased to provide additional revenues or the
Gramm-Rudman-Hollings law should be substantially revised in order to prevent se-
rious reductions in vital domestic programs.

* SOS believes that a sizable reserve must be preserved in the Social Security
trust funds in order to avert major benefit cuts or payroll tax increase in the future.

* However, the specific level of surplus and the payroll taxes necessary to support
that level is a subject of legitimate debate and discussion.

If the goal of the Moynihan proposal is tax relief for middle- and low-income
workers, consideration should be given to ways to accomplish that goal which will
not erode confidence in the Social Security System. (For example, expansion of the
earned-income-tax-credit.) 2

* It should also be recognized that the Moynihan plan provides for reducing taxes
for employers without establishing any need for such relief.

* In addition the Moynihan plan lowers the Social Security tax rates for both but
does not have a plan to increase taxes in order to offset the additional deficit cre-
ated by this cut.

e The Moynihan plan, by removing large amounts of revenue from the operating
budget and not replacing them, could in the short-run, result in a sequester that
would negatively affect vital domestic spending programs.

* The Treasury, as it has been doing since the beginning of Social Security over
50 years ago, is investing the Social Security reserves in government securities and
when it does so is issuing demand notes with the same legal standing as a govern-
ment bond and is making regular interest payments on these notes.

* The unsound fiscal policy now being followed by the Federal Government re-
suits in the money borrowed from the trust funds being used for current operations
rather than for debt reduction or investment.

* A sound fiscal policy would result in the money borrowed from the trust funds
being used, for example, to help retire the Federal debt. This, in turn, would mean
that the Federal Government's financial burden of redeeming the demand notes in
the trust funds would be much easier to meet when the payment of benefits begins
to exceed income in approximately 2020.

STATEMENT OF THE AMERICAN FOUNDATION FOR THE BLIND

This statement is submitted for the record on behalf of the American Foundation
for the Blind, in the hearing on proposed cuts in the Social Security Tax.

The American Foundation for the Blind is a national nonprofit organization
whose primary mission is to ensure the development, maintenance and constant im-
provement of services for blind and visually impaired people in the United States.
Recognized as Helen Keller's cause in the United States, AFB works in partnership
with more than 1,000 specialized agencies, schools and c-ganizations of and for blind

ople.
The American Foundation for the Blind is in favor of a reduction in the Social

Security tax now, and subsequent cuts as necessary to maintain the Social Security
Trust Fund on a pay-as-you-go basis, with a one and one-half or two years reserve.
Further, the Social Security Trust Fund should be removed from consideration as
part of the Federal budget process that permits the fund to mask the budget deficit.

It is unfortunate that current reserves are used to mask the icit, and if contin-
ued will make it more difficult to remove the fund from budget deficit consider-
ations.

One of our concerns is that if the Fund is permitted to balloon and hide more and
more of the actual deficit, political considerations may cause legislation to actually
raid the fund by moving the excess over pay-as-you-go needs and applying that

'Tampering with the Social Security System now could seriously erode t he confidence of both
the beneficiary and the worker popu actions -,.,at has been established as a result of the 1983
amendments to the Social Security Act.

I Alleations that the Government is "stealing" from the trust funds result in serious misun-
derstandings:
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excess to an actu il budget deficit reduction. In effect, we can see the possibility of
the U.S. Government reneging on its debt to the Fund and using the trust fund for
actual budget purposes.

If the Federal Government cannot now stand up and act to overcome the deficit
problem by removing the Social Security Trust Fund (as well as other Trust Funds)
from the general budget, how can it do so in the future when the situation will be
worse?

It should be recognized that a large buildup in the Social Security Trust Fund will
not alleviate the problems of taxes in the future. The money will still be "borrowed"
by the general treasury and the taxpayer will havt. to foot the fill when payments
are due. Lowering taxes now will not acerbate the problem.

The FICA tax should he lowered to give the lower income workers and employers
some break. The taxes are very regressive to a low income employees and their em-
ployers. As you recognize, even at the minimum income tax level of 15%, an addi-
tional 7.65% tax on all earned wages makes a large difference in spendable income.
A low income person with a 22.65% tax, plus a state/county income tax (as high as
11% in some States), property taxes and sales taxes does not have much left to pay
rental or mortgage and leave much for daily living. That probably has something to
do with the low savings rat- in the United States.

The Foundation's concerns are for all people affected by the FICA tax problem;
and in particular with people who are blind and attempting to maintain themselves
in the labor market. As a general rule, earnings by blind workers are lower than
the average for non-disabled workers and the tax bite has very adverse effects on
them.

In summary, it is our proposal that (1) the FICA tax rate be lowered to give low
income people a tax break inasmuch as the trust fund is being built up and Used to
manipulate deficit figures. If the tax is continued as is, the social security worker is
being taxed to build up a fund that will cause greater deficit problems and then will
be taxed to pay off the debt to that fund later. A pay-as-you go system is better
since it represents the actual needs; (2) Remove the cap on income subject to FICA
at the same time the tax rate is lowered. This will permit the trust fund to carry
the benefit pay out, build a reserve of one or one-ard one half years benefits; and (3)
transfer more of the FICA tax into the Medicare fund. The Medicare fund can use
additional funding to provide better health care services and for long term care.
This will help maintain the Medicare fund into the next century.

STATEMENT OF THE BROOKINGS INSTITUTION

[By Ralph C. Bryant]

MACROECONOMIC CONSEQUENCES OF SENATOR MOYNIHAN'S PROPOSAL FOR REDUCING

SOCIAL SECURITY PAYROLL TAXES

The attached charts summarize differing estimates of the likely macroeconomic
consequences of adopting Senator Moynihan's proposal for reducing the social-secu-
rity payroll tax.' I assume, deadpan, that the Congress and the Administration
follow the Senator's suggestions for reducing the payroll tax, but do not make any
other changes in expenditures or tax rates. This assumption does not embody a
probability estimate, one way or another, of the Moynihan proposal being adopted.
Rather, I merely ask the "what if' question: how would economic activity, inflation,
interest rates, and the U.S. external imbalance change if Senator Moynihan's sug-
restions were actually implemented?

These estimates are the result of a short-cut analytical procedure for obtaining
model-based predictions. The raw material for the procedure is a set of standardized
simulations from several different multi-country macroeconometric models. The
models are diverse-none is fully reliable-and yield predictions that differ signifi-
cantly from each other. The estimates here are thus, at best rough orders of magni-
tude.2

'Warwick McKibbin contributed the simulations from the MSG2 model. Henry Aaron and
Robert Solomon made useful suggestions. Glenn Yamagata provided able research assistance.

2For details of the analytical procedures and how they are based on standardized model simu-
lations, see Bryant, Henderson, and others (1988, chap. 4). None of the modeling groups whose
simulations are inputs to the calculations have endorsed my particular use of their simulations
or participated in the preparation of this note. The modelingfgroups should thus be absolved of
any responsibility for the inferences I have drawn here about Senator Moynihan's proposal.
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Despite severe uncertainty about- the appropriateness of any individual model,
these estimates for a variety of models are, taken together, indicative of the likely
consequences of the Moynihan proposal. I know of no other analytical procedure
that yields more reliable estimates.

Two sets of charts a'e presented. The first, labeled A, shows the effects of the
Moyr.ihan proposal on the assumption that the Federal Reserve keeps monetary
policy unchanged. The second set, labeled B, makes the more realistic assumption
that the Federal Reserve pursues an incrementally restrictive monetary policy to
offset the stimulative effects on output and prices of the incrementally expansive
fiscal policy.

The first-year macroeconomic consequences in 1990 would be small, according to
most models, because the proposed 1990 changes in the Moynihan tax reductions
are themselves small. 3 For the second year and thereafter, the effects on most
maor macroeconomic variables would be sizable.

The reduction in payroll taxes without any change in the money stock would have
the typical consequences of stimulative fiscal policy. Real GNP would rise by some
4 to 11/2 percent relative to what it otherwise would have been (chart A-i). The

price level, and hence inflation, would be higher (A-2). Nominal short-term and
long-term interest rates would rise, perhaps by more than a percentage point (A-3
and A-4). Even real (inflation-adjusted) interest rates could rise perceptibly (A-5).
The budget deficit would rise sharply (A-6), in the second year (1991) by some 1/3 to
/ percent of GNP and increasing to some 3/4 to 13/4 percent of GNP after several
more years; in current-dollar amounts, this would be an increase in the deficit of
some $25-50 billion in 1991 and some $60-120 billion by 1995-96. The dollar would
probably appreciate by a modest amount (A-7), while the current-account deficit (A-
8) would rise by increasing amounts through time (for example, to some .2 to .7 per-
cent of GNP by 1995-96, or some $20-85 billion).

Assessment of whether these incremental changes in the economy are bad or good
depend, of course, on what the performance of the economy would be in the absence
of the payroll tax deductions. The consequences for inflation and aggregate econom-
ic activity would be clearly unfortunate if the economy were otherwise growing
along an acceptable path. If the economy were soft, the incremental buoyancy at-
tributable to the payroll tax deductions would not, by itself, be unwelcome. Any
policy stimulus to aggregate demand necessitated by a soft economy, however,
should preferably come from monetary rather than fiscal policy. Fiscal stimulus
would cause interest rates and the twin deficits to be larger than with monetary
stimulus, with unambiguously inferior results for national saving and domestic in-
vestment.

The Federal Reserve tries to keep nominal aggregate demand growing at a pace
consistent with the economy avoiding either a recession or a resumption of higher
inflation. The most plausible assumption to make about Federal Reserve policy,
therefore, is that she Federal Open Market Committee would respond to enactment
of the Moynihan proposal by tightening monetary policy (somewhat in the first
year, by a larger amount in subsequent years). The B set of charts explore the likely
consequences of a Federal Reserve policy sufficient to roughly offset the effects on
real GNP of the payroll tax deductions. Such a policy would restrain price increases
(compare charts B-2 and A-2). But it would lead to dramatically higher nominal
interest rates, especially for short-term rates in 1991 (B-3 and B-4). Real interest
rates could rise by well over 100 basis points (B-5). The added interest costs of serv-
icing the government's debt would lead to still more ballooning of the budget deficit
(compare charts B-6 and A-6), a sizable additional appreciation of the dollar in ex-
change markets (B-7), and still further worsening of the external imbalance (B-8).

The interest-rate, exchange-rate, and budget-deficit consequences of the Moynihan
tax reductions, even by themselves but especially if heightened by the likely tight-
ening of Federal Reserve policy, would be precisely the opposite of what the country
needs to increase national saving and domestic investment. Consumption would rise
and investment would be markedly lower than what would otherwise occur. If the
current generation of political leaders in this country seriously cares about the
future welfare of their children and their children's children (including the equity
and the efficiency of the then-prevailing Social Security system), they will not be
able to adopt Senator Moynihai's proposal.

Senator Moynihan is fundamentally correct in stressing the misuse of the surplus
in the Social Security trust funds to mask-the deficit in the rest of the Federal gov-

s Models that emphasize forward-looking expectations predict somewhat larger effects in the
first year, since the announcement in the first year of the entire program is assumed to lead
consumers and investors to anticipate the effects that occur in later years.
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ernment's accounts. His frustration and anger with tht President and the Congress
for their failure honestly to cope with the budget deficit is justified. It has been in-
equitable to have payroll taxes rising sharply in recent 'ears while personal income
taxes as a share of government revenue have correspondingly fallen. Nonetheless,
these trenchant points do not warrant adoption of Senator Moynihan's proposal.

It is often said that the proposal is intended merely to catalyze a better debate
about budget and Social Security priorities, and that enactment of the payroll tax
reductions would subsequently force the needed changes in government expendi-
tures and other (non-payroll) tax policies. Such an outcome is conceivable. But at
the least this line of reasoning is dangerous-tantamount to the argument that,
when one's car is stuck in three feet of mud at the edge of a swamp, the recom-
mended way to get out is to drive still deeper into the swamp to dramatize the seri-
ousness of the situation.

EXPLANATORY NOTES FOR THE CHARTS

The charts are stapled in two groups. The set labeled A plots the effects of the
Moynihan proposal on the working assumption that the Federal Reserve maintains
monetary policy unchanged (defined as keeping the money stock unchanged on a
"baseline" path). The B set of charts, in contrast, makes the illustrative assumption
that the Federal Reserve pursues a more restrictive monetary policy, sufficient to
keep real GNP roughly unchanged from the "baseline" path it would have followed
without the Moynihan tax reductions.

The charts show deviations from a "baseline" path. The baseline is a projection of
what would happen in the absence of policy changes. The baseline paths themselves
are not plotted; instead, the charts concentrate on the incremental changes result-
ing from the Moynihan tax reductions (and, in the B set of charts, from the offset-
ting modifications in Federal Reserve policy). In effect, the baseline paths are the
horizontal lines beginning at the zero points on the vertical scales.

Separate charts are shown for eight U.S. macroeconomic variables: real GNP, the
price level (consumer price index), short-term and long-term interest rates, an iafla-
tion-adjusted ("real") long-term interest rate, the budget deficit as a share of nomi-
nal GNP, the exchange value of the U.S. dollar, and the current-account balance as
a share of nominal GNP. As an indication of the effects on foreign countries, charts
are also included for Japanese real GNP and German real GNP.

The most prominent curve in each chart, the heavy solid line, refers to an average
prediction, obtained by averaging a subsample of 13 different model simulations.4

The charts also show several other curves prominently (heavy dashed lines); these
curves, intended as a measure of the variability of models' responses, define a crude
"confidence" region around the average. This region was calculated by adjusting the
underlying simulation responses by plus and minus one standard deviation around
their means. Thus in the A charts, the curve labeled "stronger" fiscal policy repre-
sents the predicted outcome with fiscal policy assumed to be more powerful than the
average response by one standard deviation, and vice versa for "weaker." In the B
charts, since both fiscal and monetary policies are assumed to change, there are cor-
respondingly four curves showing the calculated effects for "stronger" and "weaker"
policies (stronger fiscal impacts combined with stronger monetary impacts; weaker
fiscal impacts combined with weaker monetary impacts; weaker fiscal impacts com-
bined with stronger monetary impacts; stronger fiscal impacts combined with
weaker monetary impacts). The two of the four combinations defining the outer
boundaries of the region are highlighted.

The charts also plot the predicted consequences for selected individual models (but
not all those used in calculating the average and its confidence region). The individ-
ual model predictions shown are derived from standardized simulations of two dif-
fering versions of the Federal Reserve staffs Multi-Country Model (MCM1 1986 and
MCM2 1988), two versions of the OECD's INTERLINK model (OECD1 1986 and
OECD2 1988), the 1986 version of Data Resources Inc. international model (DRI
1986), the 1988 version of the Federal Reserve staff's MPS model (MPS 1988), the
1989 version of a rational-expectations model constructed by Warwick McKibbin
and Jeffrey Sachs (MSG2 RE), and adaptive-expectations and rational-expectations
versions of the INTERMOD 1.2 model constructed by a group at the Canadian De-

4 Details of how this average was calculated, as well as information on the individual models
included, are given in Bryant, Helliwell, and Hooper (1989). This average is a rough and ready
measure of central tendency, but is only one of several different averages that could be calculat-
ed.
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partment of Finance. A primary source document describing each of these individ-
ual models is given in the list of references below.

When making these calculations, I made the following assumptions about the tax-
revenue loss that would result from Senator Moynihan's proposal:

Y DOW-amo Dn t in olar amount as percent Arol in
yearcur t pi of nomrma crient-pfe constant 1990GNP Mrsa

1 (19 90 ) .......................................... ............................................ 7.0 0 .124 7.0
2 (199 1) ...................................................................... . ........ 55.0 0 .907 52.4
3 (1992) ................................................................................. ... 59 .1 0.907 53.8
4 (1993 ) ....................................................................................... 63.6 0.90 7 55.1
5 (1994) ............................ 68.3 0.907 56.5
6 (199 5) ......... ...................................... ................................ 73 .5 0.907 57.9
7 (199 6) ...................................................... . ... ........................ 79.0 0 .90 7 59.3

The estimates of $7 billion and $55 billion for 1990 and 1991 are based on newspaper
accounts of Senator Moynihan's proposal. The underlying numbers for GNP assume
growth in real GNP along the baseline of 2-1/2 percent per year, baseline growth in
the GNP deflator of 4.88 percent per year, and hence a growth in nominal GNP
along the baseline of 7-1/2 percent per year. The implicit assumption is that the tax
revenue lost from the Moynihan proposal grows proportionately with the economy
after 1991.

In the B set of charts, the Federal Reserve is assumed to tighten monetary policy
so as to offset the effects on real GNP of the payroll tax deduction. The amount of
tightening required varies, of course, across the models. As an illustrative approxi-
mation, I chose a path for monetary policy, measured in terms of deviations of the
level of the money stock from baseline, that roughly keeps the average real GNP
across models unchanged. This path reduces money below the baseline level by V2
percent in the first year (1990), and by 4 / percent in 1991 and each subsequent
year.

The standardized model simulations for U.S. fiscal policy on which this analysis is
based are available, for a wide range of models, only for changes in government ex-
penditures. In principle, the analysis should make use of standardized simulations
for changes in tax rates, including simulations differentiating between payroll taxes,
personal income taxes, corporate income taxes, and excise or sales taxes. When-it
was possible for me to obtain direct simulation output from assumed changes in
taxes (INTERMOD model and the MSG2 model), those data were used in the projec-
tions. For the other models and the averages, the effects are proxied by using the
simulation output from changes in government expenditures. My use of this an-
proximation is yet another reason why these estimates should be treated as only
illustrative. For a summary of the available empirical evidence on the differential
effects of alternative types of fiscal actions (including a contrast between expendi-
ture changes and tax changes), see Bryant, Helliwell, Hooper (1989, section V).
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ILLUSTRATIVE CHARTS: MACROECONOMIC CONSEQUENCES OF SENATOR MOYNIHAN'S
PROPOSAL FOR REDUCING SOCIAL SECURITY PAYROLL TAXES
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US. LONG-TERM INTEREST RATE
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US. BUDGET DEFICIT AS SHARE OF NOMINAL GNP
SEN. MOYNIHAN'S FISCAL PROPOSAL; NO CHANGE IN MONETARY POLICY
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JAPANESE REAL GNP
SEN. MOYNIHAN'S FISCAL PROPOSAL; NO CHANGE IN MONETARY POLICY
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GERMAN REAL GNP
SEN. MOYNIHAN'S FISCAL PROPOSAL; NO CHANGE IN MONETARY POLICY
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US. LONG-TERM INTEREST RATE
SEN. MOYNIHAN'S FISCAL PROPOSAL; OFFSETTING MONETARY POLICY

LEGEND6-1-

IAVG FIS -ANG MN

I m FS - V" MONQ 41 - ,

.'-oll :'---- - -- -- 2
/ '7.d- -- -- -- ----- -- --... .... .. ... .......- ,

"lid

Io 1 2 3 4 5 6 1

STGR FM - V" ON

MC~~ l8

o0ECW u

OE~DlUU

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

fiMFE

YEAR OF SIMULATION

AN 31IM



US. "REAL" LONG-TERM INTEREST RATE
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US. BUDGET DEFICIT AS SHARE OF NOMINAL GNP
SEN. MOYNIHAN'S FISCAL PROPOSAL; OFFSETTING MONETARY POLICY
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US. CURRENT ACCOUNT BALANCE, AS SHARE OF NOMINAL GNP
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STATEMENT OF JEFFREY R. GATES

INTRODUCTION

Czechoslovak President Havel, in his February 21st "Family of Man" address to
the Congress, advised, "As long as people are people, democracy, in the full sense of
the word, will always be no more than an ideal. One may approach it as one would
the horizon in ways that may be better or worse, but it can never be attained."

Similary, finding the "optimum" economic security program in a free enterprise
economy represents an elusive goal, ever receding like the horizon-yet a goal
toward which those in public life must necessarily strive. In Social Security we see a
compassionate democracy at its best-the love of our fellow man reflected in the
willing shared burden we bear in striving to take care of our own.

Yet despite this admirable intention, it is clear that this program has gone astray.
Our attempt to fairly care for one group is now causing an unfair burden to an-
other. Social Security is now the largest single tax paid by most American house-
holds, a cruel reversal of our national policy of progressivity in the levying of taxes
on income.

In addition, Social Security entitlements are now the greatest form of "wealth"
for a majority of American households. Thus, for most U.S. families, their most sig-
nificant "asset" is an assurance that someone else will be taxed on their behalf.
Surely there can be no stronger indictment of the economic policy that has thus far
shaped our avowedly private property economy.

If U.S. economic policy continues to perpetuate today's concentrated pattern of
capital ownership I and allows today's "baby boom" to become an asset-poor "senior
boom," the fiscal strains we are experiencing today will seem modest by comparison.

CAPITAL OWNERSHIP IS LIKE MANURE

The only thing wrong with income-producing private property is that not enough
Americans own enough of it. Personally, I am of the capital-ownership-is-like-
manure school: pile-it-up-in-one-place-and-it-stinks; spread-it-around-and-it-does-
some-good. The problem with Social Security finds its roots in the fact that so few
Americans accumulate significant income-producing capital.

The marketplace is utterly ruthless on this point. The genius of the market is
that it directs income to those who provide what the market considers to be produc-
tive "inputs." With a national economic policy that encourages the concentrated
ownership of those productive inputs (i.e., in the form oT income-producing assets), it
should come as no surprise that income is likewise highly concentrated (i.e., absent
governmental intervention such as redistributing income via Social Security tax-
ation).

We really only have two choices. We can continue to encourage the concentrated
ownership of economic "inputs" and live with the fiscal symptoms by addressing the
resulting "downstream" income distribution problems. Or we can begin to focus
"upstream" and utilize government incentives to encourage a steady expansion in
the ownership of those income-producing assets.

Absent an ownership-expanding economic design, the nation's political design is
such that those left asset-less are assured that (with a majority vote) they can in-
stead access an income stream via the government-availing themselves of the po-
litical marketplace rather than the economic marketplace as the means by which
they provide the "input" essential to generating income in a political economy.

Of course, that approach (with Social Security as its most obvious manifestation)
is strictly a "downstream" approach-one that treats only the symptom while leav-
ing the "upstream" cause intact. Widespread economic self sufficiency is the only
cure. The key question is whether this Committee is willing to acknowledge the
problem and begin the process of addressing it.

IOf the personally-owned corporate stock in the U.S., the top 10% of wealthiest households
own 89.8%, while the top one percent owns 58.4% and the top 0.5% owns 45.6%. See U.S. con-
gress Joint Economic Committee The Concentration of Wealth in the U.S. (1986). This profile
undoubtedly badly understates wealth concentration because it is based oi 1983 research that
fails to reflect the ownership-concentrating effect either of the tax incentives for investment en-
acted in 1981 or the subsequent dramatic increase in merger and acquisition activity (including
leveraged buyouts). For exa.nple, in 1982, average wealth of the "Forbes 400" richest individual
was $200 million; by 1986 average wealth topped $550 million.
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WHOSE ECONOMIC FUTURE IS IT?

The steady build up of problems that cannot be solved is a good indication of the
need for a shift in the way we look at the problems, and the need for the construc-
tion of a new paradigm or a new model in order to find new possibilities for address-
ing the problems. The paradigm I recommend is that the Committee evaluate how it
can contribute to the formulation of a-national economic policy designed to promote
widespread economic self sufficiency via widespread capital ownership.

In order to achieve this goal, it must be understood that "the rich get richer" not
due to their inherited intellectual or moral superiority but simply because our
system for financing capital assets is designed that way. To understand why that is
the case requires understanding that practically all corporate funds are provided
through but three sources:

1. Retained earnings-which create no new owners,
2. Tax benefits (primarily depreciation)--which create no new owners,2 and
3. Debt-which (except via LBOs and ESOPs) is repaid for existing owners.

It is this "closed system of finance" (a term coined by the U.S. General Account-
ing Office) that explains why the economy's capital base expands while its capital
ownership buse does not and, absent policy intervention, will not. Sales of new equi-
ties are not a significant net source of corporate funds nationwide (seldom more
than 3%) and are now substantially negative due to the volume of stock buybacks
(more than $311 billion in 1988).

Prior to the advent of employee stock ownership plan (ESOP) financing, policy
and practical restraints made this "closed system" virtually impenetrable. For ex-
ample, it is difficult to access retained earnings for this purpose because, by the
time those earnings are retained, they belong to existing capital owners. Similarly,
the cash flow available through depreciation is available only once the asset is
placed in service and, by then, the asset (as well as the accompanying depreciation)
belongs to someone.

Likewise, qualifying for the debt necessary to buy assets on a self-financing basis
is difficult in the absence of collateral, a scarce commodity among non capital
owners. Equity purchases, of course, require cash, and it is those already within this
"closed system" who can best afford to purchase those new equities with the discre-
tionary income generated by their already-owned capital.

The point is that current national economic (and tax) policy supports this "closed
system" of finance, an ownership-concentrating tendency that can be changed only
if that policy begins actively to favor instead ownership-expanding financing tech-
niques.

FINANCE IS A SOCIAL TECHNOLOGY

The reason the current techniques of capital finance fail to empow, r a broad base
of citizens is simple, they are not (as yet) designed to. Like so much of our institu-
tional life, they just sort of grew-unintentionally, incrementally, accidentally-
most of them enforced not by rule so much as by common business practice. 3

Capital finance is a type of social technology. Its practitioners even use technolog-
ical terms to describe its oft times arcane workings, terms such as "leverage" (an
analogy to mechanical technology) and cash "flow" (a metaphor from hydraulic
technology). Although that technology is invisible and intangible, its operations are

2 From 1975-1985, the two primary corporate tax benefits for capital financing totalled
$1,056.6 billion, comprised of $158.7 billion of investment tax credit and $1951.9 billion of depre-
ciation deductions. (Internal Revenue Service SOI Bulletin, Fall, 1988). Given today's capital
ownership pattern, approximately half of those tax benefits (i.e., $528.3 billion in tax savings)
were used to finance additional income-producing assets for the already wealthiest 3-5% of U.S.
households.

3The Federal Reserve is a partner in the process that perpetuates this "closed system"-by
facilitating bank credit to fuel this system (e.g., via its discount rate operations) and by accom-
modating deficits incurred to finance tax benefits that feed this system (e.g., by its open-market
operations). For example leveraged buyouts (LBOs) are often partly Fed-facilitated (for example,
when LBO-related bank debt is presented for discount by member banks, thereby expanding the
money supply). The ownership of government debt securities (another income-producing asset) is
similarly concentrated. The Treasury estimates that, of those securities held by U.S. individuals,
93% are owned by 10% of the population while 71% are held by just two percent. That form of
"wealth" totalled $900 billion in 1980; it now approaches $3,000 billion. The annual ownership
income earned on that form of wealth (i.e., taxpayer-funded interest payments to non-govern-
ment holders of U.S. securities) now exceeds $150 billion.



441

as real as the income-producing physical assets its operations bring into being,
assets whose ownership (or lack thereof) touches each of us every day.

Financial technology is the social, contractual "software" that connects American
households to this nation's productive "hardware': the technology embodied in our
nation's capital instruments and means of production. Properly designed, this finan-
cial technology can represent progress of the highest order, with this culture's labor-
saving, job-displacing, income-producing technology financed so as to empower a
broad base of those whose culture gave rise to that technology.

The economic reality of the Social Security problem lies much deeper than any
analysis offered to date. The answer lies not in a simplistic "downstream" redistri-
bution of income (as in now achieved via Social Security taxation) nor in a simplistic
"redistribution of wealth." Rather, the answer lies in a recognition that our finan-
cial technology must evolve to ensure that more American families become owner-
ship participants in this nation's economic future.

The steady degradation of our fiscal condition stems largely from the fact that our
capacity for creating income-producing capital assets has outstripped our capacity
for creating income-receiving capital owners. We continue to practice our compas-
sion "downstream" of where the problem lies. We should continue to be sensitive to
the distribution of income as a social safety net (e.g., via Social Security). But, for
the long-term, we should begin to focus our analysis "upstream" and begin the de-
signing of an economic policy that better connects American households to their
economy. Jobs alone are an insufficient connection; they must be connected by own-
ership as well.

A NEW PARADIGM FOR SOCIAL SECURITY

Social Security must, itself, begin to move from the- myth of a government prom-
ise to the reality of productive assets. At the barest of minimums, any surplus
should be saved by investing it in productive, private sector capital-but with an
awareness that, absent an investment strategy designed to promote widespread cap-
ital ownership, such investments will inevitably fuel the "closed system of finance"
described above.

It is not enough that those investments simply be invested to increase the nation's
real wealth and that such investments stimulate economic growth and higher reve-
nues. It is essential that those investments be made with an eye to promoting wide-
spread economic empowerment by asking just whose wealth is being increased be-
cause it is only with long-term efforts to encourage widespread economic self suffi-
ciency that we can reduce pressure on the Social Security system.

We need a shift in the income-redistribution paradigm of Social Security. In that
model, even the right actions will not work. For example, if, as some urge, the sur-
plus funds in Social Security are invested in the private sector-those investments
(absent an emphasis on ownership-expanding financing techniques), will serve to
further concentrate capital ownership. For example, if the funds are invested in cor-
porate debt instruments, as those debts are repaid they serve to finance capital
assets for those already within the "closed system" of corporate finance.

Similarly, if the excess funds are used to retire government debt (as others urge),
that may well result in lower interest rates and increased investment-but for
whom? If those investments are financed at lower interest rates within today's
"closed system" (and there is no reason to think they would not 5e), the result is the
similar: fueling that "closed system" of finance.

Investing without regard for the operation of this "closed system" is irresponsible,
counterproductive, and inequitable. To draw a medical analogy, the Social Security
paradigm has thus far represented an extreme version of symptomatic medicine by
treating only the economic symptom-the lack of income, rather than treating the
"upstream" cause: the lack of personally-owned assets with which to generate
income.

Appropi-iately invested, the Social Security surplus could, itself, form the core of a
"preventive medicine" approach to this economic malady. Given today's aging baby
boom demographics, today's widespread lack of economic self sufficiency can only
worsen unless this failure of economic policy is systematically addressed.

Our current assumptions influence the very way in which we think about the
Social Security problem. For example, policy makers tend to assume that the prob-
lem is a widespread lack of income and, thus, the debate tends to focus solely on
that "downstream" manifestation of the problem and to color the analysis and even
the terminology of the debate. This testimony, if it is successful, will broaden the
focus of the debate by altering the assumptions and thereby changing the way in
which this Committee thinks about the problem.
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TOWARD AN ASrr-BACKED ECONOMIC SECURITY POLICY

Currently, the Social Security trust funds represent nothing more or less than a
promise by the government to tax or to borrow to provide income to Social Security
beneficiaries. By investing in "phantom assets" (i.e., government I.O.U.s), the sys-
tem's capability for providing that income is based not on economics but on politics.
The "asset" that backs Social Security's promise is not productive assets in the
economy but instead the political willingness of taxpayers to bear the burden of
income redistribution in the form of taxes.

This testimony suggests that the focus of the program should be to match that
economic need (for income) to economic capability-in the form of productive assets
capable of generating that income. This approach would have two components, one
symptomatic, the other preventive. The symptomatic component would continue as
before to address the income needs of Social Security beneficiaries, but would begin
the shift to the accumulation of income-producing productive assets (versus simply
income redistribution via taxation) as the means by which those needs are met.

The preventive component would ensure that those productive assets are financed
in such a way as to promote widespread capital accumulation by the next genera-
tion of beneficiaries. For example, a prescribed (and growing) portion of the Social
Security surplus could be invested in ownership-expanding financial instruments
such as notes representing ESOP-type financing or securities backed by ESOP loans.
Similarly, equity investments could be targeted to companies meeting a prescribed
(and growing) threshold of employee stock ownership.

By investing so as to encourage stock ownership among employees of those compa-
nies in which the funds are invested, trust fund investments could also positively
impact corporate performance and spark U.S. competitiveness by improving motiva-
tion, productivity, commitment, dignity, morale, quality, creativity, entrepreneur-
ship, labor-management relations, etc.

This investment philosophy would also promote "patient" capital by facilitating a
corporate environment able to focus on the long term while also helping to
"anchor" domestic capital, preserving the economy's job-creating (and tax) base.

An ownership-broadening trust fund investment policy would also update the gov-
ernment's role in promoting economic opportunity by helping to create widespread
income opportunities not just from jobs but also from capital ownership-an infla-
tion-dampening and competitiveness-enhancing economic policy.

IN SEARCH OF AN ECONOMIC EMPOWERMENT AGENDA

The key is to be responsibly forward looking, anticipating future obligations and
putting a financially sound program in place to deal with them. That program
should include a substantial measure of ownership-expanding private sector invest-
ments. By investing in support of widespread economic self sufficiency, Social Secu-
rity's investments could help to relieve the out-year pressure on Social Security
while also helping to relieve the fiscal strain inherent in any delay in shifting to an
asset-backed Social Security funding strategy.

Of course, fiscal, tax and monetary policy are all components of an indivisible
whole in thus far neglecting to design a national economic policy supportive of wide-
spread economic self sufficiency. For example, in addition to directing government
trust fund investments into ownership-expanding corporations (e.g., those with
ESOPs), government's fiscal power could support widespread economic empower-
ment by directing its purchasing, contracting, licensing, loan guarantees, etc. to
such firms.

Similarly, tax policy (a key component in corporate finance) could be comprehen-
sively adapted to such an economic empowerment agenda.4 Monetary policy could
likewise be coordinated in support of ownership-expanding corporate financings
(e.g., by preferring such financings via special reserve requirements or rediscount
rates).

In closing, let me mention a subtle political point that is often missed by those
who bemoan governmental intervention in the operations of our free enterprise
system. The frightening fiscal dynamics of the fast-emerging "baby boom" demo-
graphics (of which I am a part) scream for government to wake up to its need to
advance an economic policy designed to encourage widespread sharing in this na-
tion's economic potential.

4 See suggestions at pp. 10-16 of my March 15, 1989 testimony before the Committee on Ways
and Means.
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If we choose to simply permit our capital financing system to operate as it cur-
rently does-and passively wait for those dynamics to emerge, we are choosing to
perpetuate a growing fiscal nightmare well into the next century. The subtle politi-
cal point is this: government must itself act to ensure that our free enterprise eco-
nomic system does, in fact, operate to economically empower those within that
system.

The evidence suggest, that the system does not yet fulfill that need, and that the
resulting fiscal strains are themselves endangering the operation of our free enter-
prise system. The analysis suggests (i.e., the "closed system" of finance) that the
system as it currently operates will continue to fail to meet that need and that,
absent policy intervention, this failure poses a grave danger both to the economic
system and to those within it.

This testimony is not meant to suggest a specific destination but only a direction
in which our economic security policy should head if the interests of the Social Se-
curity system are to be compatible with the needs of the economy and society.

Personally, I prefer widespread capital ownership over concentrated ownership.
And I believe that any company can only be improved by a substantial dose of em-
ployee stock ownership. Yet, absent a comprehensive national economic policy de-
signed to achieve those goals, neither will occur and this nation and its people will
be the poorer for it.

RICHARD JOSS,
Winslow, WA, February 22 1990.

Ms. LAURA WiLcox, Hearing Administrator,
Senate Finance Committee,
Washington, DC.
Mr. ED MIHPALSKI, Minority Chief of Staff
Washington, DC.
Re: Social Security Taxes

Dear Ms. Wilcox and Mr. Mihalski: This letter is being sent for inclusion in the
printed record for the hearings on Social Security Taxes. The purpose of this letter
is to request that the Senate Finance Committee change its focus on generational
equity for Social Security from a benefit equity to a contribution equity.

Now that the Social Security program has matured to the point where most new
benefit recipients have been contributing participants for most of their working ca-
reers, it is possible to define generational equity in terms of contributions rather
than benefits. 'Under this scenario, the contribution formula would be fixed (per-
haps 6.0% employee and 6.0% employer taxes up to the wage base). The duty of the
Social Security Trustees and their actuarial advisors is then to ensure equitable dis-
tribution of funds through careful adjustment of eligibility criteria, cost-of-living in-
creases, etc.

In particular, as the baby boom generation nears retirement, it would seem that
prudent trustees would allow the trust fund to build up somewhat, and would estab-
ish later retirement eligibility criteria and smaller cost-of-living adjustments.

If these actions are taken now and communicated effectively, and the private
sysbtm of retirement fund accumulation is encouraged and supported, all our citi-
zens will have the opportunity to plan for a financially secure retirement, without
projecting a heavy tax burden for our children or grandchildren.

Sincerely,
RICHARD R. Joss.

STATEMENT OF RICHARD M. LALLY

J. BXNNETT JOHNSTON (D-LA),
Senate Hart Offwe Building,Washington, DC.

Dear Sir: Respectfully request I be invited before your committee to give personal
testimony, present a list of witnesses and numerous documents in the matter of cor-
ruption in the Social Security Administration and the use of corrupt officials there-
of by a small but significant number of corrupt surgeons and insurance companies
in defrauding millions of working men and women of their Social Security taxes
while disenfranching them of their legitimate right to brinj lawful malpractice ac-
tions to report crime and from receiving lawful workmans compensation benefits
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for life. This corrupt criminal combination is in effect using the Social Security Ad-
ministration as a defrauding device which causes the disabled American worker to
receive V3 of the lawful financial support he/she has entitlement to.1

Further that this corrupt criminal combination is being used by an unknown
number of criminal surgeons to intentionally cause an unknown number of perma-
nently disabled working men and women every year.

Further that this corrupt criminal combination is using the prestige, influence
and power of this legitimate medical profession to avoid detection.

That this corrupt criminal combination is causing attempted murder, criminal as-
sault and battery, fraud, intimidation and possibly murder and suicide and untold
personal and economic suffering-its tearing at the very social and economic fabric
of this nation!

That it is taking place to my personal knowledge in Syracuse, NY and Burlington.
VT

Further that this corrupt criminal combination has to be nationwide.

CORRUPTION IN THE SOCIAL SECURITY ADMINISTRATION

Who Am I And How Did I Arrive At This Conclusion.
The Corrupt S.S. Judge, The Corrupt D.D., The Criminal Surgeon, The Victim
And The Insurance Company Come Together.
The Mechanics Taking Place.
That The CC Exists.

The Corrupt S.S. Officials Make It "A Crime Waiting To Happen" And It Happens."
Democracy In Action.
Summary.

Abbreviations Used-

S.S.-Social Security.
S.S.A.-Social Security Administration.
LTD-Long Term Disability benefits (income).
S.S.D.B.-Social Security Disability Benefits (income).
D.D-Social Security District Director.
CCC-Corrupt Criminal Combination.

What you are going to read has taken place over a 4 year period. I can not reduce
to writing the complete story, my personal appearance and sworn testimony is re-
quired.

It has taken me 8 months to collect, code, cross-reference, research and analyze
the material involved.

This corrupt criminal combination is praying on the working men and women of
this country and is being financed by their Social Security Taxes and Medicare
Funds.

The crimes associated with this one almost unbelievable however, on April 29,
1945 we came upon an almost unbelievable event-Dachau.

Gentlemen-I would not be disabled today if there was not for corruption in the
Social Security Administration.

The document is being submitted under the aegis that I have exhausted all ave-
nues of redress and now look to my elected representatives.

WHO AM I AND HOW DID I ARRIVE AT THESE CONCLUSIONS

I am Richard M. Lally K-A 7300 Cedarpost Road, Liverpool, New York 13088,
telephone 315-451-2307.

I received a Bachelor of Science degree from Drake University College of Pharma-
cy June 1956. While always employed I graduated 5th out of 37 and received upon
graduation the Phi Delta Chi scholarship award for the graduating senior with the
highest grade point average. I mention this only to give credibility to the fact that
anyone with a degree of intelligence, a medical background, the presence of a li-
brary local College of Medicine and a little help can research the spine and discover
why he is disabled. No one has a monopoly on medical knowledge-it is all docu-
mented in the literature-and the spine holds few secrets not documented.

On 9/89 I began an intensive study of my spine disability at Syracuse University
Library College of Medicine. I researched all available surgical textbooks, medical

We will find out later where the %s of the financial support goes; number of witnesses 95;
number of pages 200; the number of pages outstanding unknown.
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journals and other relevant sources. I retrieved all my medical records, X-Rays,2 re-
viewed my Social Security records and constantly referred to my diary. I am exam-
ined by 2 more surgeons-visited a few attorneys. I discovered my surgically in-
duced disability was permanent-impossible to repair. 3 I would not walk or stand
for over 1/2 hour for the rest of my life-and that this was done-intentionally. 4At
this time-2/90--the presence of the corrupt criminal combination is a certainty.

Now fully knowledgeable of my disability and incensed that this 1st disability was
intentional-driven by pain and some help, I go for the several documents that I
now know have to exist-and will link up the corrupt criminal combination. I find
my actions have not gone undetected.

I am met with a planned almost unbelievable counter attack. I am knowledgeable
about everything-but the ferociousness of the response shocks and unsettles me.

I receive 3 intimidating letters from these cowards. 2 with threats about terminat-
ing my Social Security and insurance disability income.

My Social Security records arrived from storage-incrementing evidence is
present-the surgeons reports-the old ones removed and new ones inserted in their
place-A TAMPERED S.S. FILE!

On 3/10/90 1 requested the Social Security storage area to serd me documenta-
tion on the movement of my Social Security file-to date no answer.

My Registered letters go unanswered, telephone calls not returned, I find 4 subor-
nated individuals, the insurance company, surgeon (local) sends me a contrived med-
ical report (30 days in preparation). The insurance company stonewalls and my hos-
pital records have been blantly tampered with.

On 3/16/90 1 receive a stroking call from the local Social Security Director.
On 4/12/90 1 receive a snarling intimidating call from him.
The criminal surgeon who disabled me is tampering with my Social Security file,

my hospital records and suborning people. His statute of limitations for medical
malpractice ran out in June 1989-What is he worried about? his statute for crimi-
nal assault and battery does not run out until November.

To the uninformed--to the disadvantaged-to the disabled American working
men and women seeking to find the cause of their disability. These acts are- meant to
terrorize-these acts are the ultimate tools of corruption and crime!

This 1st unspeakable crime would have been impossible without the unbridled
corruption in our Social Security Administration and the American workers are fi-
nancing this CCC with their even increasing Social Security taxes and are them-
selves targets of it.

To date to cover up the CCC's action Medicare has been billed $31,000.

THE CORRUPT SOCIAL SECURITY JUDGE; THE CRIMINAL SURGEON; THE VICTIM AND THE

INSURANCE COMPANY COME TOGETHER

Key-"2-Paragraph "Letter "See the Judge," "WC. Benefits"
On 11/85 I am intentionally permanently disabled by surgery. I will not walk or

stand over a /2 hour for the rest of my life.
I returned to the surgeon-report the disability and he keeps me coming back to

his office 7 times-he does nothing-his office notes show nothings wrong-I am
crippled.

Strangely I am receiving LTD benefits from the insurance company. They are re-
ceiving the same office notes (nothing wrong) as I am. The insurance company has
to know something is wrong.

After the 6th visit I receive from the insurance company a notice to sign up for
Social Security. "I might be eligible" and to "prosecute" the case (means see the
Judge).

On the 7th and final visit I request Workers Compensation Benefits-absolutely
not-" (it is Workers Compensation Compensable) and if I live through 80 years it is
worth $358,000 to me tax free and $358,000 to the insurance company. Also, after
this visit this criminal surgeon sends out the "2 paragraph letter" 1st paragraph
(nothing wrong) second paragraph (totally disabled (no cause given).

2 All documents have been source, dated, coded and cross-reference by me. They cover a 411
year period-2 operations they require my personal appearance and sworn testimony to lead
you through this maze of crime corruption and fraud.

3 In 2 months I find out what happened to my spine-a spine surgeon of 35 years experience
does not know-incredible-he knew.
4 I am shown how to read my critical X-Rays on 10/89.
5 My retrieved S.S. file from storage did not contain the cassette tape of the hearing on 7/20/

87--It was to "bulky" to be sent-I assure you it will be interesting to hear.
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I sign for Social Security and the 1st two actions are handled by the New York
State Disability determination-commission-They call the surgeon twice, about the
ambiguous letter-he refuses to comment and states, "read my office notes of 12/18/
86" which is the "2-paragraph letter." CORRECTLY, I am denied Social Security
Benefits

After the 2nd denial for Social Security the insurance company sends a letter"appeal" (means "see the Judge")
After the 2nd denial for Social Security the insurance company sends a letter

"appeal" (means "see the Judge")
After 2 denials-next stop the corrupt S.S. Judge.
At the hearing I don't want S.S. I am almost insulting to him. I wish a postpone-

ment-NO. I get S.S. disability on the spot. I challenge the attorneys fee (reason
later) the insurance company pays his fee in full.

HOW

The Corrupt Social Security Judge receives the "2-paragraph" letter, knows why
he received it and knows what to do with it -he and the D.D. have seen and used it
before.

A. The corrupt Social Security Judge executes a fraudulent "Favorable Decision"
document: 6

In this fraudulent document he:
1. Drops the 1st paragraph of the "2 paragraph letter" in which the surgeon

states there's "nothing wrong."
2. Uses only the 2nd paragraph of the "2 paragraph letter" in which the surgeon

states you are totally disabled (no cause given) in his lengthy wordy "Favorable de-
cision."

3. This fraudulent "Favorable Decision" also states "further action necessary"
and is- sent forward to the next higher authority-the corrupt District Director. We
now have a document with the Facade of Legality.

B. Thae corrupt D.D. and the Fraudulent "Award Certificate" From him I receive
an "Award Certificate" which states "The Doctors and other trained personnel who
decided you are disabled believe your health may improve "and further" that, there-
fore, in a few years we will review your case to see if you are still disabled or not! If
yes they will continue-If no benefits (income) will end!

I discover what my induced disability is-and it is forever-impossible to correct.
I double check-triple check-ret., ie; e my Social Security file from storage and
nothing! nothing! These people do not exist-and in view of the damning medical
evidence I uncover-that recovery is impossible-it is impossible for them to exist!
This document is nothing more than legal fiction.

THE MECHANICS TAKING PLACE

Key "2paragraph letter"and "WC. Benefits"
On the 2nd visit after the surgery the criminal surgeon checks me out to see if

the disablement is indeed a fact-assured it is he takes the following "presumptive
action."

He calls the insurance company-there has been an error-In return for their si-
lence he will deny me W.C. benefits for life-worth to me as before $358,000 and to
them $358,0007 also he will arrange for me to be placed on S.S. disability (by means
of the corrupt S.S. Judge and the "2 paragraph letter") thus reducing their LTD
payments to me by 50%.

To arrange this-the S.S. people are very expensive-he will need ($000.00) six
weeks after the intentional disablement-the deal is cut-the ($000,000) check is
sent.

NOW THE FOLLOWING ACT8 TAKE PLACE

1. Out of the insurance company check the criminal surgeon keeps ($000,000)
2. The criminal surgeon gives the corrupt S.S. judge ($00,000)
3. The corrupt S.S. judge sends the corrupt D.D. ($0,000)

* My case is a little more complicated because of my action. It will require my personal ap-
pearance and sworn testimony.

7 Source; New York Life Insurance Company and Northvestern Mutual Life Insurance Com-
pany, Syracuse, NY. All values rounded off.
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Using the "2 paragraph letter" with skill and experience the corrupt S.S. Judges
"favorable decision" leaving out the damning 1st paragraph (nothing wrong) of the
"2 paragraph letter" is-sent forward to the District Director along with ($0,000).

The DD sends the intentionally disabled worker the "Award Certificate" with the
previously noted statements.

At this point we can even assume the DD has been duped but, with the following
statement he actually indicts himself he states "this action supersedes our previous
determination and in accordance with the 2 previous denials and the now criminal
"2-paragraph letter."

The award certificate is nothing but legal fiction.

WHY THIS TYPE OF "AWARD CERTIFICATE"

This "award certificate" is nothing more than legal fiction. Its sole purpose is to
deter inquiry and to conceal corruption. The surgeon, the judge, the D.D. and the
insurance company have been involved in a crime-an unspeakable crime-and they
seek concealment. That "2 paragraph letter" is not new-it is old. It has been used
before. The phrases is the "award certificate" have been carefully chosen to lead the
victim to believe there is another legitimate bureaucracy existing. There is nothing
but outer space behind the facade of the letter!

The surgeon knows about the "2 paragraph" letter-how to use it-"why to use
it" and when to use it. He is 65 years old he handles that letter with cunning,
knowledge and experience-he's used it before-he's a pro-but he's not greedy he
doesn't do this ALL the time.

The victim is totally confused-in an unexpected foreign world-LTD, occupation-
al W.C., S.S.D.B., pain and disability. The financial impact distracts me from the
cause of the disability. My attorney informs me about occupational W.C. benefits-I
begin writing other surgeons and as we shall later see-it, almost, further disables
me.

THE CORRUPT S.S. OFFICIALS MAKE IT "A CRIME WAITING TO HAPPEN"o AND IT HAPPENS

The surgeon decides on the evidence present that I will make a perfect candidate
for "His surgery." He is not going to kill me-he is only going to disable me.

I have an exceptional life expectancy. 8
I have a compensable occupational W.C. condition.
I have the income to receive the maximum W.C. income benefits.
I have established work record and income to receive S.S.
I have private insurance providing LTD benefits.
He has his support group in place:

He will have protection from the medical profession-he will lie to them.
I will never know what happened-every one is stupid but him.
He will use the "2-paragraph" letter.

THE CORRUPT S.S. JUDGE IS IN RESIDENCE

He has used it before.
He knows what to do with it.
He knows why it was sent.
He executes the fraudulent "Favorable Decision" document.

THE CORRUPT S.S. DISTRICT DIRECTOR IS RESIDENCE

He received all of the above.
He has received this material before.
He knows which kind of "award certificate" to issue. He uses the "award certifi-

cate" that is legal fiction-meant to deter inquiry.
The job is done-it will take awhile to arrange things-he is no magician, the

office notes (nothing wrong) have to be generated-the waiting time required by S.S.
regulations-the insurance company-the money-the judge-these things all take
time.

I as a Pharmacist have malpractice insurance-I am humaK can make a mistake
and cause harm. Insurance companies sell it. The surgeon has the same.

He is 65 ready to retire-his reputation can't be hurt-its an honest mistake most
cases are settled out of court via mutual legal silence-there are thousands each
year we all know it. What is his problem?

6 My life expectancy is 79 to 81. Add to this my father is alive and well at 99, my mother died
at 87 and my maternal uncle at 102.
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His problem is that malpractice insurance-no insurance pays for intentional
injury. He can't settle-in court or out of court. That's why he has been stalking me
for 4 years. His statute for criminal assault and battery does not run out until 11/
90, That is why at this late date he is tampering with my S.S. file, hospital records,
etc.. Why can't I find out recent movements of my S.S. file from storage? The cor-
rupt S.S. officials don't wish me to know. The criminal surgeon and corrupt S.S. offi-
cials don't wish anyone to know they have contempt for human life.

THE INSURANCE COMPANY ARRIVES ON THE SCENE LIKE THE FIRE DEPARTMENT-THEY
KNOW ARSON WHEN THEY SEE IT-THE PRIZE W.C. BENEFITS $358,000

Split 4 ways-1I-surgeon-2 S.S. Officials & 1-Ins. Co. N.Y. State W.C. Benefits
$15,600 X 23 years = $358,000

The insurance company has to know what is going on-but they did nothing
wrong-they were presented by a fiat accompli-why not profit from it. This victim
is a faceless disabled Pharmacist-human being No. 06102 they have never seen me-
and don't want to see me-things happen-forget him-he'll never know.

The insurance company and its employees are not deaf, dumb and blind-they
know what they are doing. They knew why they were doing it. They knew how to do
it. They showed experience-They'd done it before-Those appeal letters (means to
see the Judge) went out like clockwork.

THAT THE CORRUPT CRIMINAL COMBINATION EXISTS

On 11/ /85 I am criminally assaulted, battered and disabled. On my last visit I
inquire-about occupational W.C. he became visibly upset-animated-he over-re-
acted-absolutely not. I write 2 others and strangely they both deferred to him.
Does he have a monopoly on the subject-of course not. He has already shook down
the insurance company for his and the S.S. officials share of my W.C. benefits. That
has already been taken care of (split 4 ways).

I become a threat to the Corrupt Criminal Combination.
I write a surgeon out of state about W.C.-I have shown another surgeon 2 arti-

cles from the Syr. Univ. Med. Library-I challenge S.S.-I have a medical back-
ground-(I have a compensatible W.C. case) I am an intimate threat.

On 10/87 (fraudulent documents are placed in my file in July). I will be either
seriously further disabled or dead (remember my spine is impossible to repair) by
proposed surgery.

I unexpectantly go out of state, while he goes on vacation, for the 2nd surgical
opinion, which this surgeon states "no operation." Since that date the surgeon has
he himself or induced others-to commit 18 criminal acts attempting to avoid detec-
tion and prosecution. I have the documents coded, dated and cross referenced ii,-
cluding the names of 2 surgeons who are withholding incrementing documents. His
documents will not stand up to any scrutiny.

On 7/88 I am criminally assaulted and battered in an effort to conceal all of the
above (by this surgeon who said I shouldn't have an operation) and wake up from
general anesthesia in a hospital room unattended- -of the state of Vermont, the city
of Burlington. Remember my spine is impossible to repair and this 2nd operation
has left me in almost constant pain-requiring narcotics everyday.

Does this CCC exist-you bet it does-the surgeon who made the offer-a
lawyer-who had my complete trust and respect-called and lied to me about the
statute of limitations-when I found that out-it adds up. The 2nd surgeon (a recent
immigrant) was pressured to at least criminally assault and batter me. When ones
will possibly attempt murder--(at least felony assault), a lawyer, suborn others and
an immigrant surgeon-at lease commit criminal assault and battery-it exists!

AN UNRELATED EVENT TAKES PLACE? TWO MURDERS AND ONE SUICIDE

My neighbor (unknown to me) has spine surgery the same day as I-with dis-
abling results same thing-nothing wrong--On 11/86 he kills his surgeon-returns
home kills his wife and himself. Several others are questioned by police-they don't
even know about my neighbor-no medical investigation about my neighbor or the
others questioned! From his partner I received an intimidating letter with a threat
concerning my S.S. disability income on 2/5/90!

Did my neighbor contact the F.B.I. or the U.S. Attorney-if he did he was wasting
his time-I called the U.S. attorney on 3/6/90 said I wished to meet with him about
a corrupt S.S. judge and a surgeon for at least felony assault-he suggested I call
the S.S. I replied for these crimesl-he said I'll have an F.B.I. agent call you-never
called. Incredible!



449

WAS THIS MAN TO RECEIVE HIS "2-PARAGRAPH LE rrER? 9

DEMOCRACY IN ACTION

In 1950 your predecessors collectively lawfully and with wisdom called upon the
youth of this nation to respond to an outside threat to this nation. We made our-
selves available to make the ultimate sacrifice-many did. Like our forefathers-we
laid aside our plans, bore arms and became citizen solders.

I didn't realize it at the time but we responded to protect and preserve for our-
selves and others to come more than our soil. It was for our form of democracy-.
bolted in place by our Constitution and Bill of Rights.

This nation now faces another threat-It had as its origins secretly. greed, con-
tempt for human life, abuse of power and authority and has developed over the
years into a insidious criminal corrupt combination and I have document, J it in
these pages. You may put any label on it you wish.

According to the results of the Harvard Study Commissioned by N.Y. State for
1984 there were 2500 cases of permanent total disability resulting from malpractice
and negligence. If we have 250 million in the U.S. That translates into 37,500 cases
nationwide. I will attest to the fact that they were not all unintentional. What
makes it possible is the unblieveably of it. But, I will, also, give you sworn testimony
that these criminal acts were not unknown. I was certainly not the 1st victim.

On 9/89 I realized I was a hostage to the CCC. On 11/89 I was fobbed off by an
F.B.I. agent and on 3/6/90 by an assistant U.S. Attorney. They can explain them-
selves later. This CCC is actually a mini-corrupt pseudo-oligarchy. These people
are responsible to no one-No one! The American working men and women of this
nation stand naked before it-defenseless and innocent-who will be the next victim
to have their life dumpstered.

This thing, disabled me, maimed me, almost killed me, defrauded me and will
eventually bankrupt me. Am I the 1st? These pages show that is nonsense.

It is my inalienable right-I and millions were ready to and did die for it-and I
am using it and in so doing an encouraging other to use it.

To show we have an instrument-our constit'ation-to rely upon when we have
exhausted all other means. Our right to address our elected officials to whom we
have given the right to investigate and legislate when we discover a threat to our-
selves and to our form of democracy.

No where in our constitution is there a reservation for any form of any oligarchy.

SUMMARY

Gentlemen: I have wrung out all the emotions from this document.
No one will ever be able to wring out the emotion from my experience and the

untold of number of individual who have been thru my experience. I have taken on
the entire corrupt criminal combination and now require your assistance for myself
and for those who follow.

On 11/00/85 I walked into a hospital came out disabled-go through 4V2 years of
crime, corruption, fraud and intimidation end up writing the Congress of the United
States. This is a shame to our nation.

Society has the right to know, has to know what is going on in Syracuse, NY,
Burlington, VT-and elsewhere. The "2 paragraph" letter is not new and it is a de-
finitive threat to the American working men and women.

They should be notified of the presence of the "2-paragraph letter" (or it's equal)
as soon as possible.

I have done the best with this document considering the difficult circumstances.
Respectfully,

RICHARD M. LALLY.

9 That man was a wonderful extremely, well liked neighbor. At the hearing I will attempt to
tell you why he killed that surgeon then his wife and then himself.
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NW YORK STATE DEPARTMENT Of SOCIAL SERVICES
c!fice of Disability Determinations

(Rav 10/82) DF-232

Request for Medical Advice

Case Surn ae I-/l Anw ys '1.gt A/ , 3 -. :7c

1. From: Unit X- V7 Analyst (Signature) .*,- _ ___

Initials Date

2. Referred to Dr. " . #1" i/,7

3, P4vtce prepared; case file returned to
originating Analyst named above in Item I. .M.D. &110/

4. Description of problem: (See notes below regarding cardiac cases)

O Analysis of ECG tracing, see reverse

o Other (Describe) 5-". , ,-

Advice:

- o4

(Signature) (Date)

S TO ANALYST: 1. If stress ECG's are to be reviewed tracings must be in file.

2. If bypass surgery was performed give date.

3. Is there an adequate description of heart related
pain in file if it is an issue?
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REPORT OF CONTACT c f .... , .o o.,,,,

(Us* ink or type-,i;,r I - . -,R-- o/
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000 010 DOS
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- - CL. ZRICAt

%,-3002 (8-8t)Onoll'Obe *U.S. GOVEQ#ENT PqINTING OFFICE: 1986 491-373/30168
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/r7I-,T ,n . ---- 2k
I I1 e: Richard M. Lally A V/.*44 W4ANC,

Ibis Patient returned to 1iy office on Dece;Nbr 18. 1986. He has -rea y

every well from his deccvmressIfve linec-tory. He has no increasing neuro.
l.gCal deficit. He can wak, stand, and bend forward and alnst touchs hisesave about 4 to S". -He Ws no list. His wounid has healed well. He can

Ri-adweg s2515. le Tnd-A73cn1a useZSft and he has to sit down and reit. He can't stand or walk or sit too long.r- dO:not-thinkc he Is able to return to his profession as a pharmacist. This re-fea long periods of standing and continuous sitting. He can't lie down andreft when he feels discomfort. I think it would be inappropriate for him to re-turn to this type of work. He is totally and permanently disabled from his worka.; pharmacist. He may not do work which requires him to sit for over 20 minutesNo-lifting or bending repetitively. Hie can not carry objects over 15 lbs. HeLsfol DLclirb -stairs. He has t -aodecsiv wsig

r~r*&A-Y b46#A -e 0 -VAIMPOA) 91 Y~e
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*1:P4464PH ON4 y .5 M 5 LSb ~/,V 1/v/ews 4J'Vr /is
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