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M. Chairman, | ampleased to be here today to di scuss
the budgetary and economc inplications of proposals to
exenpt Social Security finances from the Bal anced Budget
Act's deficit calculations and of S 2016, Senator
Moynihan's bill to return Social Security to a pay-as-
you-go-system  This statement tries to cl arify a nunber
of the issues underlying what has been a spirited, but
somewhat confused, debate about the nerits of alternative
approaches to financing Social Security. It exam nes

the follow ng four issues:

0 How current budget policy can enhance the
nation's ability and w llingness to support the
increased costs of future Social Security

benefits;
0 The likely effects of S. 2016 on the econony;
0 The inpact of payroll tax reductions on the
distribution of after-tax incones of famli es;

and

0 The choi ce between pay-as-you-go and parti al

reserve financing of Social Security.



PAYI NG FOR THE BABY BOOM's RETI REMENT

In the Ubhited States today, there are 3.3 menbers of the
| abor force for every retiree. This rel ationship remnains
roughly constant for the next 20 years. Then, between
2010 and 2030, the ratio declines sharply to about two
workers for each retiree, and declines slightly
thereafter (under the Soci al Security actuaries'
i nt er nedi at e assumptions). The probl em then, is howthe
governnent can help the nation adjust to a rapidly aging
popul ation, especially in the transition period starting

20 years fromnow when the baby boombegins to retire.

Just as the baby booners caused sharp changes i n our
schools in the 1950s, in our colleges in the 1960s, and
in the | abor and housi ng nmarkets over the last 20 years,
it seens guaranteed that they will bring about i nportant
changes when they retire. Assets that have been built up
in corporate pension funds and, in all likelihood, in
hone equity will have to be liquidated to support the
consunpti on needs of the retirees. Barring a nedical
revol uti on, denmands on the heal th sector and on | ong-term
care facilities will sharply accelerate. The grow ng
pressure on slowgrow ng U.S. productive capacity coul d
spill over to heightened demands for inports. Maj or

segnents of the labor market will tighten as waves of



ol der workers | eave the | abor force, replaced by the |ess

experienced grandchildren of the baby boom

The real challenges to the econony in the next
century extend well beyond the Social Security system
| offer these observations as a backdrop for ny
discussion of Social Security to enphasize that we are
talking about how society wll extract a sharply
Increasing share of the fruits of production in the
future and allocate them to an enlarged retired
popul ation. Federal provision of Social Security is only
a part of this |landscape and, in sone ways, it is one of

the nost tractable.

Social Security and saving

Wen the baby-boom generation begins retiring, the
federal governnent will have to transfer nore resources
to the retirees to whom it has nade a promse of
payments. To do this, the governnent nust gain comrand
over the resources then avail abl e. Wt hout reducing
other spending, there is essentially only one way to do
this: by enhanced revenues, or "higher taxes"™ as we used
tocall them This need is inescapable: it follows from

the discrete denographic upturn in retirees and the



society has made to them But how does governnent
activity today have a bearing on the prospects for a

transfer of resources 20 years ahead?

~The only links between today's policies and the
paynent of tomorrow's retirenent benefits are the effects
of our current actions on the future size of the econony.
The nation will be better able to bear increased taxes
(or, a shift in the pattern of public spending) if
overall gross national product (G\P and national
wealth--held in both domestic and forei gn assets--are as

| arge as possi bl e.

The prinmary way for the governnent to enlarge the
size of the econony in the future is to take actions that
add to national saving--in other words, to reduce its
deficit. Reducing the federal deficit wll increase
nati onal saving during the 20 or so years that renain
bef ore the baby boombegins to retire. Added saving will
increase the productivity of the econony and the amount
of incone that will be available to be shared between
future workers and retirees. These inprovenents shoul d
make the reallocation of resources to retirees |less of

a strain on the working popul ation of that tine.



The reason for this anelioration is not that the
share of G\P required for Social Security benefits wll
be drastically reduced if GNP growh is spurred. The
sharewill be only a bit snaller because the sane forces
that work to increase the productivity of the econony
W ll also generate higher wages, which in turn wll
result in increased Social Security benefits. As a
result, the part of G\P that goes to Social Security
beneficiaries will grow al nost as fast as G\P as a whol e
wll. But presunably a society with nore incone is
better able to devote a fixed share of its resources to
retirenent benefits than one that is not so well off.
Moreover, wthout question, higher wealth woul d nmake it
easi er to finance Medi care benefits, which are not |inked

to the pace of G\P grow h.

Thi s argunent suggests that reduced budget deficits
W ll increase the nation's future ability to finance
retirenent benefits. But they nay also affect its
wllingness to do so because |lower deficits now w ||
reduce the share of future tax revenues that will go to
pay the federal government's interest costs. |If deficits
are cut, the federal government's interest paynents in
the next century will be reduced. Consequently, nore
governnent resources could be devoted to purposes that

directly benefit future citizens and taxpayers. Hence,



they may be nore willing to reallocate resources to
retirees than would a popul ation that had to devote a
significant portion of its tax paynents to paying the
debt-servi ce costs of governnent services that had been

consumed--but not pai d for--by previ ous generati ons.

Appropriate and | nappropri ate Uses
of Social Security Reserves

Reduci ng the deficit neans exactly what it says: reducing
governnent spending or raising taxes. But not all
spending and not all kinds of taxes have the sane
inplications for national saving. It would not help
national growth to gut public investnent or to raise
taxes in a way that discourages productive private
investnment. This qualification aside, the total federal
deficit was designed to measure just the right thing:
when it increases, the governnent is absorbing nore
saving; when it is cut, the governnent is absorbing | ess

savi ng.

Nonet hel ess, this concept of the total deficit has
recently been called into question by those who feel that
including Social Security surpluses in it deludes the
body politic. They speak of Social Security "masking

the deficit" or hiding the "true deficit." They argue



that sharper reductions in the federal deficit woul d have
been nore likely had the Social Security surplus not
hel ped to obscure the lack of change in the deficit in
all other federal accounts conbi ned since 1983. They
contend that the practice of investing Social Security
reserves in Treasury securities is an illegitinate use
of these resources to finance other activiti es. of

government.

This line of argunent is faulty on several grounds.
First, we do not know how fast the deficit in the rest
of the federal budget woul d have declined wthout the
grow ng Social Security surpluses of the 1980s. Wen the
Bal anced Budget Act's targets for the deficit were set,
it was well known that Social Security would generate
| arge surpl uses. Had those surpluses not been a
prospect, the targets in all Iikelihood woul d have been
set higher. If they had not been, the gap between the
targets and the actual deficits probably woul d have been
commensurately | arger. The reason the deficit has not
been cut by nore is not that the deficit targets were
insufficiently anbitious. Rather it was that the steps
needed to bring the deficit down were too painful and
that there existed little |eadership 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
t he remai nder of the budget since the Bal anced Budget Act
was passed in 1985 The Bal anced Budget Act took Soci al
Security off-budget precisely to highlight its i nportance
tothe overall deficit. Both CBOand OMB began explicitly
showi ng figures on the Social Security surplus and the
deficit inthe rest of the budget in early 1986, and they
have continued to do so ever since. The budget
resol uti ons adopted by the Congress for the fiscal years
follow ng 1986 clearly indicated the size of the expected
Social Security surplus and the projected deficit in the
bal ance of the budget. |If policynmakers have chosen not
to reduce the deficit in the non-Social Security budget
nore during that period, it has not been because that

deficit has been hidden fromvi ew

In addition, the Social Security surplus is not an
accurate measure of Soci al Security's offsetting effects
on federal borrow ng. A significant conponent of the
surplus is made up of transfers from other federal
accounts. These transfers work to increase the apparent
size of both the Social Security surplus and the non-
Social Security deficit, as is shown in Table 1. In
other words, the anount of surplus that the Social

Security trust fund is generating independently of the
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TABLE 1. SOCIAL SECURITY INCOME AND OUTLAYS
(By fisca year, inbillions of dollars)

1990 1991 1992 1993 194 1995

Income
IncomefromPublic:

Off-Budget Revenues 288 309 330 352 376 401
Intrabudgetarylncome:
Interest 16 22 27 34 42 50
Employer shareof
empl ogeere_tl rement 6 6 7 7 8 9
Taxesonbenefits 4 5 5 6 6 7
Other 2 a. a a a a
Subtotal _28 32 e 47 56 66
Total Income 316 341 369 399 432 467
Outlays
Paymentsto Public:
Benefit payments 243 260 277 294 312 331
Administrative expenses 2 2 2 - 2 3 3
Subtotal 245 262 279 297 315 334
Intrabudgetary Paymentsb 4 4 5 5 5 5
Tota Outlays 250 267 284 301 320 339
Surplus
AsConventionally Measured 74 8 98 12 128
Less Intrabudgetary
Transfers(Net) -24 -28 -35 -42 -51 -61
Surplus Excluding Intra-
budgetary Transfers 42 47 51 56 61 67
SOURCE: Congressional Budget Office.
a.  Lessthan $500 million.
b. Primarily interest paid to Treasury on normalized tax transfers and payment to Railroad

Retirement.




rest of the governnent is less than it appears and,
simlarly, the size of the deficit that the non-Soci al
Security budget is running independently of Social

Security is less than it appears.

Finally, the notion that |lending Social Security
reserves to the Treasury represents a msuse of those
funds reflects a msunderstandi ng of earnmarked revenues
inthe federal budget. First, Social Security contri bu-
tions eventually wll be used for Social Security
benefits; every dollar comng in results in budget
authority for the Social Security trust fund. Second,
the u.s. Treasury always uses whatever cash is on hand
to nmake payrments before borrowing. Thus, when any fund
shows a surplus, the excess cash is used to neet the
Treasury's current obligations, whether the excess cash
cones fromSoci al Security contributions, gasoline t axes,
or taxes on recreational fishing gear. In that sense,
the noney is used for nonearmarked purposes. There is
no sensible alternative tothis procedure: after all, why
should the Treasury borrow funds when it already has

t hen?

Third, strictly speaking, the only way to avoid
devoting earnarked receipts to other purposes is for the

Treasury to have no need to spend any excess funds
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derived fromthe earnarked accounts. This means not only

bal anci ng the overal |l budget, but running a surplus. In
ot her words, what sone consider to be ill-advised uses
of Social Security reserves will end only when the

government elimnates the deficit and contributes to
nati onal saving rather than using it up. But the case
for the government's budget to be in surplus surely
shoul d be argued on the nerits of its effects on nati onal
saving, not on a desire to avoid the appearance of

m susi ng ear mar ked funds.

So far, | have tried to show why the currently
fashionable view that only the non-Social Security
deficit can be viewed as the "true" federal deficit is
incorrect. The best measure of the extent to which the
federal governnent absorbs private saving renains the
deficit of the whole federal governnent (other than for

federal investments), including Social Security.

ECONOM C IMPLICATIONS (F S, 2016

On January 23, Senator Daniel P. Myni han introduced S
2016. In the subsequent debate, the effects of this bill
on the econony and on the distribution of incone have

played a najor role. Wat woul d enactnent of S 2016 do

11



to the econony? |If the neasure were enacted w thout
offsetting reductions in the deficit, it could have
adverse economc effects over both the short and | ong
run. (OBO has estinmated that S 2016 woul d increase the
$138 billion baseline deficit by $40 billion in 1991 and
by greater anmounts in later years (see Table 2). This
figure is slightly lower than other estimates, partly
because it incorporates an assunption that wage rates
woul d increase somewhat in response to the reduction in
the employers' payroll tax rate, thereby raising other
tax revenues enough to offset a part of the direct

revenue | oss.

Short-Run Efects

Because the econony is operating close to its full

capacity now, a significant reduction in payroll tax
rates wthout offsetting deficit reductions elsewhere
could harm the econony's perfornance over the next
several years. A significant payroll tax cut could
Increase total denmand for goods beyond the economy's
capacity to produce them, l|leading potentially to in-
creases in both inflation and the trade deficit. The
Federal Reserve would be likely to try to head off such

extra inflation by raising interest rates, which are

12



TABLE 2.

BUDGETARY EFFECT OF S. 2016

(By fiscal year, in billions of dollars)

1990 1991 1992 1993 199 195
Off-Budget (Social Security)
Basdline Surplus 66 74 85 98 112 128
Changes.
Payroll taxes -5 -42 -58 -62 -67 -71
| nterest .a 2 _6 1 A7 =23
Total changes -5 -45 -64 -74 -84 -94
Surplus, S. 2016 61 30 21 24 29 A
Off-Budget (All Other)
Basdline Deficit -204 212 -221 -239 -242 -246
Changes: _
Income tax offsetb 1 4 6 6 7 7
FERS offsetc a a a 1 1 1
Interest a a 1 1 2 2
Tota changes 1 5 7 8 9 10
Deficit, S. 2016 -204 -208 214 . -231 -233 -235
Total Budget
Basdline Deficit -138 -138 -135 -141 -130 -118
Changes:
Payroll taxes -5 -42 -58 -62 -67 -71
Income tax offsetb 1 4 6 6 7 7
FERS offsetc a a a 1 1 1
Interest a -2 -6 -10 -10 -20
Tota changes -4 -40 -58 -66 -75 -84
Deficit, S. 2016 -143 -178 -193 -207 -204 -202

SOURCE: Congressional Budget Office

a Less than $500 million.

b.  Assuming that nominal GNP isheld constant, areducticn in Social Security taxeswould incresse
income and, therefore, increaseincome taxes. These estimates are net of increased income tax

revenues.

c. A reduction in Socid Security taxes would automatically increase the tax rate for the Federal
Employees Retirement System.




already quite high by historical standards when adj usted
for inflation. These higher rates could further reduce
I nvest nent and conpl i cat e many probl emareas, such as the
cash-flow probl ens of devel opi ng countries and domestic
corporations that are already heavily i ndebted. In
addition, they could make resolving the currently
formdable problens of the thrift industry even nore
difficult.

Long-Term Efects

Qver the long run, significant increases in the federal
deficit could exacerbate several current econonic
probl ens, such as low net investnent, slow growh in
productivity, and faltering conpetitiveness in interna-
tional markets. A further increase in the federal
deficit froma cut in taxes would divert nore of our
limted saving away from investnent (including research
and devel oprrent) that could increase our productivity,
competitiveness, and |iving standards. Conpetitiveness
woul d al so suffer if the higher interest rates that woul d
acconpany |lower saving caused the dollar to appreciate
on foreign exchange narkets, naki ng Anerican goods nore

expensi ve and forei gn goods cheaper.
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Sone anal ysts have argued that reduced payroll tax
rates for enployers could hel p i nprove the conpetitive-
ness of American goods by reducing this conponent of
| abor costs. This outcone, though, seens unlikely. Mbst
studies of the payroll tax conclude that the employers®
share ultinately has little effect on employers' costs
because it is absorbed by workers in the form of | ower
wages than they would otherwise get. This inplies that
a reduction Iin employers' rates would be net wth
offsetting increases in wage rates or additional fringe
benefits. As aresult, there mght belittle i nprovenent
in the costs of enployers, and therefore in the

conpetitiveness of the goods that they produce.

Effects on the Income DO stribution

A nmaj or inpetus behind the current effort to reduce the.
payroll tax is the recent trends evident in the dis-
tribution of income and the progressivity of the tax
syst em Between 1980 and 1990, average adjusted real
famly income-~family i ncone di vided by the appropriate
poverty threshold--of the top fifth of famlies rose by
31.7 percent, while the average i ncone of famlies inthe
bottom four incone quintiles either rose nuch nore slowy

or actually declined as in the case of the bottom i ncome

15



quintile (see Table 3). During this same period, the
total federal effective tax rate of famlies in the top
two incone quintiles declined, while in the bottomthree
quintiles it rose (see Table 4). A though federal taxes
In 1990 are nore progressive than they were in 1985, they
are less progressive than they were in either 1977 or

1980.

The increased reliance on social insurance payroll
taxes is the nmjor explanation for the reduced
progressivity of the tax system Lowering payroll tax

rates over the next 25 years with no offsetting changes

TABLE 3. AVERAGE ADJUSTED FAM LY | NOOME
(Income expressed as multiples of the poverty thresholds)

Percentage Change

1977- 1980- 1985

Quintilea 1977 1980 1985 1990t 1990 1990 1990
Lowestc 095 08 080 084 -118 -32 4.5
Second 206 192 186 200 -2.7 43 7.3
Third 309 293 296 318 28 84 7.2
Fourth 434 417 435 470 84 126 80
Highest 870 861 983 1134 303 317 153
Top 10 percent 1146 1139 1339 1576 376 384 177
Top 5 percent 1522 1542 1865 2252 48.0 46.1 20.8
Totald 384 369 3% 439 14.3 187 108

SOURCE: Congressional Budget Office Tax Simulation Model.

a Ranked by size of adjusted family income.

b.  Projectedbased onInternal Revenue Service and Census Bureau data, using CBO economic
forecast.

Excludes families with zero or negative incomes.
Includes familieswith zero or negative incomes not shown separately.

2 o
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In other federal spending or taxes would aneliorate this
situation somewhat. |f the Bal anced Budget Act deficit
targets were adhered to, however, offsetting changes in
spending or taxes would be required. Wet her the end
result would be to nmake federal taxes nore or |ess
progressive or the distribution of incone nore or |ess
equal would depend on the nature of these offsetting
neasur es. Arong the mnmany possible offsets to the
deficit-increasing effects of a payroll tax cut, | wll

discuss two in ny statenent today--an increase in incone

TABLE 4. TOTAL FEDERAL EFFECTIVE TAX RATES

Percentage Change

1977- 1930- 1985

Quintilea 1977 1980 1985 1990k 1990 1990 1990
Lowestc 9.5 84 106 9.7 2.6 161 -81
Second 156 157 161 167 6.6 6.0 38
Third 196 200 193 203 36 12 51
Fourth 219 230 217 225 2.6 -2.2 3.6
Highest 271 273 240 258 -4.6 -55 74
Top 10 percent 287 284 244 264 -8.1 -7.3 82
Top 5 percent 305 295 245 267 -125 -95 9.0

Totald 228 233 217 230 12 -10 59

SOURCE: Congressional Budget Office Tax Simulation M odel.
a Ranked by size of adjusted family income.
b. Projected based on Inter nal Revenue Serviceand CensusBur eau data, using CBO economic

forecadt.
C.  Excludes families with zeroor negativeincomes.
d. Includes families with zero or negative incomes not shown separately.

17



tax rates and the inposition of a federal val ue-added

(sales) tax (VAT).

Effects on the Dstribution of After-Tax | ncones

Lowering payroll taxes woul d not appreciably increase the
rel ati ve share of after-tax i ncone received by | ow i ncone
famlies. |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--on |ower-inconme famlies would be reduced
relatively nore than those of m ddl e- and upper-income
famlies (see Fgure 1) . The payroll tax reductions
would raise the after-tax incones of famlies in the
| onest incone quintile by 1.1 percent and the after-tax
incone of famlies in the highest income quintile by 1.2
percent. These results reflect the assunption that the
employers' share of payroll taxes is ultinmately paid by

workers in the formof |ower wages.

Offsetting |l ncreases i n Income-Tax Rates

If the $50 billion in lost revenue fromthe payroll tax

wer e repl aced through a surcharge of about 10 percent on

18



FIGURE 1. S. 2016
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i ndi vidual incone taxes, the US tax system woul d be
nore progressive (see Figure 2). About four-fifths of
taxpayers would receive net cuts in taxes paid. The
relative change in after-tax incomes woul d range froma
1 percent increase anmong famlies in the bottomquintile
to a 0.9 percent decrease anong famlies in the top

quintile.

Repl aci ng payrol| taxes with i ncone taxes woul d al so
change the distribution of taxes paid anong different
types of taxpayi ng households. The hi gh-incone el derly,
nost of whomdo not pay Social Security taxes, would be
nore likely to pay higher net taxes than younger
taxpayers. For example, elderly famlies in the one-
fifth of the population wth the highest incomes would
face an average net decrease in after-tax income of 1.5
percent conpared with a net decrease of 0.9 percent for

all famlies in the top quintile.

Effects of Inposing a Federal value-Added Tax

If the revenue lost fromlowering payroll tax rates were

nmade up by i nposing a val ue-added tax, it woul d make the

20



FIGURE 2. S. 2016 WITH OFFSETTING
INCOME TAX SURCHARGE
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tax systemless progressive, as shown in Figure 3.' The
one-fifth of famlies with the |owest annual incomnes
woul d face the largest net increase in taxes. MNany of
t hese househol ds spend nore than their annual inconme by
borrowing or by selling assets, as for exanple would be
li kel y anong the el der | y. Househol ds in such circunstan-
ces would pay relatively little in payroll taxes, and
thus would receive little or no tax relief fromlowering
such taxes, but they woul d pay val ue- added taxes on their
pur chased consunption. Replacing payroll taxes with a
VAT woul d be regressive, with effects ranging froma 2.0
percent decrease in after-tax i ncones anong the one-fifth
of taxpayers with the lowest incones to a 0.1 percent

I ncrease anong taxpayers in the highest inconme quintile.

Wi | e repl aci ng payroll taxes with a VAT woul d nake
the present tax systeml|ess progressive, let me note that
these neasures overstate the increase in regressivity
because a portion of famlies with low incomes in a
particul ar year are not needy by other standards. Sone

househol ds, for exanple, are able to sell assets to pay

1. 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
asareplacementforlower payroll taxes.
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FIGURE 3. S. 2016 WITH OFFSETTING
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for spending that exceeds incone. Val ue- added taxes
would take up a larger share of the incone of such
househol ds than it would of households that finance
spending entirely from their annual incone. In this
case, value-added taxes woul d appear regressive, even
though sonme famlies able to pay for spending out of

exi sting wealth may not be needy.

‘G her A ternatives

Reduced payrol| taxes could be offset in many nore ways
than the two exanpl es di scussed above. Sone peopl e have
suggested that higher gasoline taxes should be con-
sidered. A detailed discussion of this alternative is
not included in this statenent |argely because it coul d
have far-reaching effects on the econony, which would
requi re considerabl e analysis. In order to raise $50
billion in net revenue, it would be necessary to raise
t he gasol i ne tax by about 50 cents a gallon--an increase
that is beyond the realmof US historical experience.
Prelimnary simulations of the distributional effects of
replacing $50 billion in payroll taxes wth higher
gasol i ne taxes, however, suggest that this alternative

woul d be even nore regressive than a VAT.
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| MPLI CATIONS G- S 2016 FOR SOO AL SEQUR TY FI NANC NG

The previous discussion of the overall econom c,
budgetary, and distributional inplications of S 2016
does not address the nore narrow but equally inportant
Issue of how the nation should finance Social Security
benefits. S. 2016 has rekindl ed an ol d debate on Soci al
Security financing. Should payroll tax rates be set so
as to produce annual revenues approxinately equal to
annual outlays (in other words, pay-as-you-go financing)?
QO should a reserve be built up (in other words, parti al
reserve financing), thereby establishing substanti al

Interest earnings as an inportant source of financing?

Until 1972, tax rates were scheduled so that
significant trust fund buil dups woul d devel op i n the | ong
run wthout subsequent |egislative action. These
substantial reserves never naterialized, primarily
because benefits were increased sufficiently to absorb
the reserves before they could build up. As a result,
the programwas run on a de facto, pay-as-you-go basis
during the 1951-1972 period. The Social Security
Arendnents of 1972, which i ndexed benefits to inflation,
effectively | egislated the pay-as-you-go structure. Five

years later, the 1977 anendnents reversed course and

restored a significant trust fund buil dup over the 1980-
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2010 period by noving a schedul ed payroll tax increase
from 2011 to 1990. For the first tine, however, |ong-
range financing was not sufficient to neet anticipated
program costs for the next 75 years, and the trust fund
bui l dup was to be dissipated by 2030. This pattern of
trust fund buildup and subsequent depletion (now
projected to occur in 2046) was nagnified by the Soci al

Security Amendnents of 1983

The Case for Partial Funding

Two principal cases are made for building up a |arge,
payrol | -tax financed accumul ati on in advance of the baby
boom's retirenent. (he case is based on providing
greater equity between t he baby-boomgenerati on and t hose
that followthem The other is an explicitly political
argunent relating to the difficulty of enforcing a

surplus in the total federal budget.

The |Issue of Equity. |If each succeeding generation of
Arericans 1s of approximately equal size, pay-as-you-go
financing raises no particular intergenerational equity
| SSues. The payroll tax rate for each generation of

workers can be held roughly constant and still satisfy
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the benefits promsed to each generation of retirees.
Indeed, later generations of retirees can receive higher
real retirenent benefits than their predecessors, even
If the nunber of retirees grows sonewhat over tine, as

long as real growmh in productivity holds up.

But if, as is the case for the baby-boomgenerati on,
there is a discrete junp in the size of one generational
group, pay-as-you go financing raises an issue of equity.
The baby-boom cohort is able to pay a |ow payroll tax
whi | e wor ki ng, because there are so nmany of them paying
for a snall preceding generation. Wen the |arge cohort
retires, however, their successors (the groups born since
the 1960s) w Il have to bear a hi gher payrol | tax rate.
dven these denographics, advocates  of advance
accurmul ation would nmaintain the current payroll rate,
which is above the anmount needed for pay-as-you-go
financing for the next 20 years. This increase, they
contend, would guarantee that the baby-boom generation
bears its fair share of the burden and does not stick the
succeedi ng generations with a big, wundeserved bill.
(Beyond the 20 year nark, payroll rates woul d agai n have
to be raised to reach a long-term sustainable |evel,
adequate to pay for the projected higher ratio of

retirees to workers.)
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The Issue of Budget Surpluses. |If the only way to raise
nati onal savings over the next 20 years is for the
governnment to run large surpluses in its overall budget,
doing this outside the Social Security accounts nmay be
politically inpossible. To achieve these surpluses wth
the Social Security accounts held to a balance (as is
I npl i ed by pay-as-you-go financing) mnmeans that the rest
of the budget nust run a surplus. But today, the rest
of the budget is mles from even being bal anced, |et
alone running a surplus. Moreover, the rationale for
running surpluses in these non-Social Security accounts

has never been sold to the el ectorate.

In response, the proponents of Social Security
accunul ation say that the only way to achi eve an overal l
surplus is to aim for a bal anced non-Social Security
budget (a concept the public has consistently endorsed)
acconpanied by a Social Security surplus (the public
under st ands t he concept of saving for retirenent, andthe
Social Security surplus is already enbodied in current
law) . The Administration's proposed Social Security
Integrity and Debt Reduction Fund, | would note paren-
thetically, seens simlarly notivated, as do many of the
plans calling for an off-budget treatnent of Social

Security.
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The Case for Pay-As-You-Go Fi hanci ng

In a practical sense, pay-as-you-go financing (under
which rubric I would al so include plans for accumul ating
nodest reserves to provi de protection agai nst the adverse
consequences of recessions) has been the actual 'syst em
for paying for Social Security nearly since its
I ncept i on. It bears repeating that this system has
worked, and it has net the highest political test: Social
Security has built political support unequal ed by ot her
pr ogr arns. Pay-as-you go financing helped build this

support.

The Issue of Equity. Looki ng only at the payroll tax
rate over time is too narrow a basis for viewi ng equity
anong generati ons. If the nation chooses to solve its
admtted savings problem over the next 20 years, baby
booners wll pay the price even wth pay-as-you-go
financing. For exanple, if the government i nposes hi gher
I ncome or gasoline taxes or cuts public services any tine
soon, the baby booners are precisely the ones who wil |l
bear the brunt of these. |If the baby boomers decide to
save nore privately as they nmature (not an
i mpossibility) , thenthey will be the ones who wi Il have
to lower their current consunption. In contrast,

succeedi ng generations are likely to enjoy higher real
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wages as a result of |abor shortages during the baby- boom
retirement years, whil e baby booners nay have had poorer
chances of real wage growt h and career advancenent duri ng
their working years. Moreover, baby booners may not
benefit as nuch as previous generations when they
liquidate their assets, such as hones or thrift plan

accumulations, when they retire.

Thus, broader conparisons of the relative economic
positions of the baby-boom and subsequent generations
suggest little need, if any, toredress i nequities. That
is to say, there is no reason based on equity
considerations to require the baby boomers to bear

unnecessarily high payroll rates in the next 20 years.

The Issue of FHexibility. Pay-as-you-go financing has
an additional virtue over a rigid plan for running
surpluses in Social Security, stemmng fromthe need to
keep legislative options open. In practical terns,
hol ding to a course of Social Security buildup for the
next 20 years effectively closes the books on changi ng
that program Wile in many respects precludi ng changes
In Social Security is a desirabl e goal, we shoul d al ways
acknow edge that societal changes we cannot now foresee
may nmake certain Social Security changes desireable as

well. Consider, for exanple, narital arrangements,
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participation in the work force, immagration, private
pensi on accumul ations, |ife expectancies, health status
of the aged, and the changi ng physi cal denmands of work:
all of these have a bearing on how we structure Soci al

Security.

Pay- as-you-go financing keeps the books open on
Soci al security--not for capricious, short-run fiddling,
whi ch everyone shoul d oppose, but for periodi c reexam na-
tion. By the sane token, if we |learn that we have got
it wong in naking 75-year projections, pay-as-you-go
financing will readily permt future adjustnents in
Social Security or el sewhere, whereas the accumul ation
strategy, conbined wth a comn'tmént to maintain total
governnent surpluses, nmay prove to be too tight a

straitjacket.

Resolvinag the Issue of Social Security F nanci ng

Finally, let nme turn to howto resolve the issue of the
proper financingplan for Social Security. M. Chairman,
as you know, CBO does not nake policy recommendations,
and | will not deviate fromthat practice here. But a

few observations are in order.
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First, the issue of Social Security financi ng shoul d
not be regarded as havi ng been settled by the 1983 Soci al
Security Arendnments. The issues | have rai sed today were
not debated in full at that tinme, and they deserve to be
debated before the issue can be considered resolved.
Second, it is clear that no substantial policy change in
Social Security can be neaningfully decided in isolation.
| have already pointed out the links of Social Security
to overall national saving and budget policies. | would
also add now its obvious link wth health care prograns
for the aged. It is unthinkable to change the payroll
tax based on considerations of retirenent benefits al one
when we know that the Medicare trust funds will be in
troubl e, probably even before the'baby booners retire.
Finally, since the trust fund buil dup in the next coupl e
of years is warranted just to offer protection agai nst
a recession, there is little need to resol ve the Soci al

Security financing issue right away.

GONCLUSI ON

Social Security is woven deeply into the fabric of
Anerican society. The program affects roughly 133
mllion workers and nore than 39 mllion beneficiaries,

with its payroll taxes accounting for nore than one-
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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
paynents exceeding their incone tax liabilities, and
about three-quarters face conbined enployee/enpl oyer
payrol| taxes that are greater than their incone taxes.
More than one-half of aged Social Security recipients
depend on these benefits for the major share of their
total incone. Mreover, mllions of other famly nmenbers
recei ve i nsurance protection agai nst i ncone |ost with the
retirement, disability, or death of a worker. These
statistics highlight that any program changes, whether
they alter benefit paynents or the way the program is

fi nanced, deserve nuch careful st udy and debat e.

Large federal deficits conbined with relatively | ow
U.S. savings rates jeopardi ze the future growth in the
standard of living for Amrericans. Wthout significant
economc growh, future taxpayers nay be both |ess
willing and less able to support existing federal
commitments, including those for Social Security and
Medi care. Therefore, S 2016 raises the issues of not
only how we structure our taxes to finance Social
Security, but also what our overall commtnents shoul d

be to savings, investnment, and econom c grow h.
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