 STATEMENT BY

Aice M Rivlin
Director _
Congressi onal Budget Ofice

before the
Joint EconomC Committee
U.S. Congress
Septenber 22, 1981

This document must not
be released before its
delivery, scheduled foOr
10:00a.=. (EST)
September 22, 1981



Mr. Chairman, | am pleased t0 appear today tO discuss the
problems Of the Social Security systemin the context of overall
economic performance. | plan to conment both on the effects that
_changing economc ecoanditions Ny have on the financial soundness
of the Social Security trust funds, and on the net budgetary

inplications of several policy options for Social Security.

The Social Security systemis a matter of concern today for
two reasons. Pirst, the balance in the Qd Age and Survivors'
Insurance (OASI) trust fund=—the largest of Social Security's
three trust funds——has declined rapidly in recent years, without
further Congressional action, the OAS fund wll be unable to pay
benefits sometime late in 1982  Balances in the conbined trust
funds, which include DOsability Insurance (DI) and Hospital
Insurance (BI) as well as (OAS, are considerably greater, but
whet her these reserves WI| prove adequate to ensure payment of
all benefits for the next five to ten years depends largely on the

perfornmance of the econony.

Second, Social Security paynments have been grow ng rapidly,
both in relation to the Goss National Product (G¥P) and to the
federal budget (see Table 1). Social  Security outlays have
increased from23 percent of G\ in 1960 to a projected |evel of
about 6 percent of G\P this year. Social Security outlays now
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represeant more than ome-fourth Of the total budget, and the cBo .
projects that they wll account for nearly 30 percent of federal

spending by fiscal year 1984.

Achieving a bal ancéd budget by 1984 will require major
reductions in spending if no new taxes are to be imposed. Total
spending for benefit paynments to individuals will cone to about
$315 billion in 1981, and is expected to grow t0 almost $400
billion by 1984 QGher najor outlays in that year are éxpect ed to
TABLE 1. TOTAL QD AGE, SRMMERS DSABLITY, AN HBEATA

INSURANCE (OASCH) QUTLAYS AS A PERCENT (F THE FEDERAL
BUDGET AND (F CGROSS NATICNAL PRCDUCT (in billions of

dol | ars)
QASCH Per cent Per cent

Year Qut | ays of Federal Budget of GNP
Act ual

1950 .8 19 3

1980 1.7 12.7 2.3

1970 3.8 18.7 3.8

1975 78.4 24.2 54

1980 152.1 26.2 59
Proj ected

1981 169.0 25.6 6.0

1982 190.6 26.6 6.0

1983 210.0 27.9 6.0

1984 231.0 28.9 59

NOTE Projected figures based on €30 economc assumptions,
Sept enber  1981.



be $260 billion for defense and $85 billion for net interest
costs. Snce total revenues in 1984 are projected to be about
$750 billion, a bal anced budget would |eave little room for other
-federal spending unless benefits to individuals or spending for

def ense were to be reduced.

SO AL SEOR TY | N THE RECENT PAST

This is the second tine in four years that the Social
Security system has faced broj ectioqs of dangerously 1low
r eser ves. Whea the Social Security Anmendnents of 1977 were
passed, nost analysts believed that financial soundness was
guaranteed for the 0AsI and pI funds for at least the next several
decades. A that time, the Social Security Adminiscration's
actuaries recognized that, under their ecomomic assunptions, the
margin for error in the trust funds would be quite small for at
least the next five years. The ecomomy's perfornance has in fact
been significantly worse than was projected, res'ulting In Social

Security’s current funding difficulties.

A conparison of actual experience wth the economc
assunptions used by the Social Security actuaries to project trust
fund bal ances illustrates these problens (see Appendix Table A).
The 1977 Trustees' Report, for exanple, projected an increase in
the Consumer Price Index (CPI) of 5.3 percens in 1979 and 4.7
percent in 1930. The actual increases in those two Yyears,

however, were 11.3 percent and 13.5 percent, respectively.
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Inflation raises .trust fund outlays because benefit amounts
are linked to the ¢p1, but in the past such increases have been
offset by increased revenue 1ncreases resulting froa higher
-‘vages. In 1979 and 1980, however, prices rose faster than wages,
0 that real wages declined by about 2 percent in 1979 and by 5
percent in 1980. The 1977 Trustees' Report, in contrast, had
projected real wage increases of 2.5 and 2.4 percent for those two
years. In fact, real wage growth has been ouch |ower and
inflation considerably higher than was anticipated even under the
“pessimistic™ set of economc assunptions used by the Social

Security actuaries to project trust fund balances at the time of

the 1977 Amendments.

The trust funds would have even greater financing problens
were it not for the large——and tO SONE extent unanticipated—
gronth in the labor force that has occurred over the lase decade,
and that has helped to increase tax revenues to the funds. This
growth MAy, however, contribute to the lomg=rwun financing problens
of the system when the eime cones for this exceptionally |arge

cohort of workers to retire.

Despite unprecedented growth in the Ilabor force, the
economy’s failure to performas well as projected has resulted in

substantially lower trust fund balanees than had been expected.
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The combined OASI and DI trust funds' reserves at the beginning of
calendar year 1981 anounted to 18 percent of annual outlays,
compared with the 21 percent anticipated in the 1978 Trustees'
Report. Trust fund reserves as |ow as this are a cause for sone
concern. A minimum reserve of 9 to 12 percent of annual outlays
must be on hand at all times in order to pay benefits wthout
delays and nuch larger reserves would be needed to provide a

cushion agai nst adverse economc conditions.

dven Soci al Secu;:ity’s sensitivity to economc performance,
prudent budgeting nmay call for much larger trust fund reserves
than have been realized in the recent past or than are currently
anticipated. Without these reserves, frequent or sudden program
changes may be required. In a programthat represents a loag=term
commitment around which people plan their 1lives, such changes can
cause substantial hardship and nay undernine‘ overall public
confidence in the system Larger reserves=-such as the 75 percent
of annual outlays recomended by the 1979 advisory (Qouncil on
Social  Security=——would insulate the Social Security prograns from

the consequences Of unexpectedly poor economc perfornance.

SENSITIVITY (- THE TRUST FUND BALANCES TO ECONCM C GOND TI ONS

Any set of economc assumptions iS highly uncertain, and the
uncertainty grows as the period of projection extends further into
the future. Despite such reservations, however, the ¢Bo has
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prepared two Sets of ten-year projections Of trust fund incomes,
outlays, and balances, USing two SetS Of economic assunptions (see

Tables 2 and 3).

The first set of 'assunptions Is an extension of the ¢Bo's
basel i ne economc assunptions for the next five years. In this
scenario, it is assuned that the trends in employment and growth
projected through 1986 will continue through 1990. This set of
assumptions S somewhat nore optimstic .than those used by the
Social  Security actuaries for the lower of their etwo internediate

economc pat hs.

The second set portrays a nore pessimistic scesario, which
builds on an alternative three-year forecast constructed by Data
Resources, Inc. Under this scenario, slow noney growth conflicts
wWth the Administratiom’'s tax and spending polici es to produce
continued high levels of interest rates. Because nom nal
interest rates do not fall in line with the slower rate of
inflation, real interest rates rise sharply in the early years.
The result is significantly sSlower real growh than in the C20
baseline projection, and a growh rate in real wages conparable to
that which occurred over the last decade. Even this set of
assunptions is not extrenely pessimistic, however, in that it too
assumes Steady economc growh and declining rates of inflation.
(Both sets of assunptions are showa in Appendi x Table B).
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TABLE 2. PROJECTIONS OP SOCI AL SECURITY TRUST FUND QUTLAYS, INCOMES, AND BALANCES, BY FISCAL YEAR (In
Billions of dollara): BASED ON CBO ECONOMIG ASSUMPTI ONS

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990
OASI
Outlays 122.5 138.1 151. 8 166.2 181.3 196. 8 214. 2 232.8 253.8 276.5
Income® 122.6 128.7 140.4 154.1 172.8 190.0 -205.4 2227 230.1 271. 4
Year - End Bal ance 24.7 15.2 3.8 -8.3 -16.8 -23.7 -32.5 -42.6 -57.3 -62.5
Star t-of~ Year Bal ance 2.1 17.9 10.0 2.3 -4.6 -8.6 -11.1 -14.0 -16.8 -20.7
(as Percent Of Outlays)
DI
Qutl ays 17.5 19.3 2.0 21.0 22.3 24.2 25. 7 27.8 2.7 32.0
Income® 13.3 21.8 26.0 29.2 36.1 41.8 46. 6 52.0 57.6 70.1
Year - End Bal ance 3.4 6.0 11.9 20.1 3.9 51.5 72. 4 %.6 124.5 162.6
Sart-of-Year Bal ance 43.9 17.8 2.9 5.8 Q0.0 139.9 2005 2606 324.9 389.2
(as Percent of Qutlaya) '
nI
Outlays 2.0 33.2 38B.2 43.8 50.1 57.0 64. d 73.6 83.6 A9
Income® 3.0 38.4 42.8 47.3 53.1 61.3 67.4 73.0 78.0 82.8
Year-End Bal ance 18.4 23.7 28.3 31.8 34.9 3.2 41.8 Al.2 35.8 23.5
Start-of-Year Bal ance 49.9 55.6 62.0 64.6 63.6 61.2 60. 5 5.8 49.3 37.5
(aa Percent of Outlays)
QASDH

Qutl aya 169.0 190.6 210.0 231.0 253.7 278.0 34.7 334.2 367.1 4034
Income® 168.8 183.9 209.1 230.6 2620 293.1 319. 4 347.7 3747 424.3
Year - End Bal ance 46.5 44.9 44.1 43.7 51.9 67.0 81.7 9.0 1028 1236
Start-of-Year Bal ance 27.7 24.4 21. 4 19.1 17.2 18.7 22.0 24.5 25.9 25.5

(aa Percent of Outlays)

SOURCE: CBO. Baaed on CBO's prelinminary econonmic assumptions. Includes the effects of the Omnibus
Reconciliation Bill of 1981.

NOTE: Minus sign denotes a deficit.

a. Income to the truat funds 18 budget authority. It includes payroll tax recelpts, interest on
balances, and certain general fund transfers.



TABLE 3. PROJECTIONS OF SOCI AL SECURITY TRUST FUND QUTLAYS, [INCOMES, AND BALANCES, BY FISCAL YF.AR (lIn
Billions of dollarsa): BASED ON PESSIMISTIC ECONOM C ASSUMPTI ONS

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

]
by

OAS1I
Outlays 122.S  138.3 1524 166.7 181.6 197.6 214.2 2321 252.2 274.2
Income® 121.5 127.1 137.5 147.6 163.9 179.0 192.6 2087 224.2 254.9
Year - End Bal ance 23.6 12.5 - -24 -21.6 -39.3 -5/.6 ~79.1 -102.5 -130.5 -149.7
Start-of~Year Bal ance 20.1 17.1 82 -1.5 =11.9 -19.9 -26.9 -34.1 -40.6 ~47.6
(aa Percent of Outlays)
DI
Outlays 17.5 19.3 2.1 21.1 22.3 24.2 2.6 2.6 2.4 31.6
Income® 13.2 21.6 25.4 28.1 4.4 39.7 44.1 2.4 4.8 66. 8
Year - End Balance 3.3 57 11.1 18.0 30.1 a5 7 64. 2 &.9 111.3 1465
Start-of~Year Bal ance 43.9 17.4 28. 3 52.4 .7 124. 4 1783 2325 291.9 3524
(aa Percent of Qutlays)
H
Qut | ays 2.0 33.2 38.2 43.8 5.1 57.0 64. 7 73.5 8.4 A7
Income® 32.7 3.0 42.0 45.5 5.6 8.1 63.6 68.7 73.2 78.2
Year - End Bal ance 18.1 2.9 26. 6 28.3 28.8 0.0 28.8 24.0 13.8 -2.7
Sart-of-Year Bal ance 49.9 5.6 50.8 60.7 5.7 0.6 46. 3 3.2 288 14.6
(as Percent of Qutlays)
OASDHI
Qut |l aya 169.0 190.8 210.7 231.7 254.1 2785 304.5 333.1 3651 4005
Income® 167.3 186.7 204 9 221.2 2490 276.9 300.3 326.7 352.2 4000
Year - End Bal ance 45,1 41.0 35..2 24.8 19.7 18.0 . 13.8 7.5 -5.4 -5.9
Start-of - Year Bal ance 21.7 23.6 19.5 15.2 9.7 7.1 59 4.2 2.0 -1.3

(aa Percent of Qutlaya)

SOURCE: CRO. Includes the effects of the Omnibus Reconcl|tatton BL1ll of 1981.
NOTE: Mtnus stgn denotes a deflctt.

a. Income to the erust funds 1e budget authority. It tncludes payroll tax recelpts, fnterest ON
balances, and certain general fund transfers.



Uhder the C30's baseline projection, the three trust funds
Wll econtinue t0o have a positive conbined balance, although
balances in the QAS fund wll becone negative in 1984 and wll
Temain below zero for the rest of the decade. The conbi ned
balances of the three funds wll continue to be low relative to
total outlays, especially in 1984 through 1986. If borrow ng
among the three trust funds iS authorized, however, the ¢BoO
projeczs at this time that trust fund balances would be j ust
sufficient to allow paynent of al benefits through 1990.
Negative balances in the QAS fund will be offset by growth in the
DI fund, and in the H fund through 1987. After 1987, however, H
balances wll begin to decline due to projected increases in
hospital costs. By 1990 the conbined bal ancés of the three funds

as a percent of outlays wll also begin to fall.

Uhder the pessimistic sScenario, the financial condition of
the trust funds would Dbe considerably worse. Uhder these
assumptions, balances in the conbined funds would fall below the
| evel needed to pay benefits sone tine in 1985  Conbined bal ances
woul d continue to decline through the rest of the decade, and they
would fall below zero in 1989. As under the baseline asswmptions,
the situatfon would be nost critical in the OAS fund, although
the H fund would also begin to decline rapidly after 1986 and
would be depleted by 190. The balance in the O fund woul d
continue to increase as a result of the higher tax rates for this
fund enacted in 1977. The growth in this fund s bal ance, however,
woul d not offset the declines in the other two.
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In shore, although the C€BO currently projects that the
combined trust funds will naintain an aggregate bal ance sufficient
to allow expected benefits to be paid over the next decade, the
“"margin  for  error iS very  small. | f econoni ¢
conditions-—especially real wage growth=—are even Slightl); worse
than now projected, |egislative action beyond the authorization of
interfund borrowing would probably be necessary to ensure the

viability of the system

OPTIONS FOR THE FUTURE

Four najor types of action could be taken with respect to the
Social  Security trust funds. First, the Congress could choose to
make no changes beyond the adoption of interfund borrowng. Sone
risks are inherent in this strategy, however, given the
sensitivicy of trust fund balamces t0 adverse economc conditions
and the very small nargins for error anticipated over the next
decade. Further, since Social Security does represent a loag=term
coomtnent that affects people’s plans, making decisions about
changes in the system as early as possible is desirable to allow

potential beneficiaries some tine to adjust.

Transfers to the Social Security trust funds fromother parts

of the budget represent a second posasible course of action. (e

such plan——finaneing Of one=~half of H benefits from general

revenues, with the rsallocation of about one half of H taxes to

the other two funds—has been proposed by Representative P ckle.
10



The CBO estimates that this would result in about $21 billion in
additional revenues to the 0AsDI funds -im fiscal year 1983, and
about $100 billion through 1986. This amount would be enough to
-raise the conbined reserve ratio to nore than 40 percent by 1986.
A change of this type would be simply a reallocation Within the
unified budget, however, and would not contribute either to
balancing the budget or to reducing the growh of governnent

spending.

A third type of option would generate additic;nal trust fund
revenues through tax increases. This could be accomplished by
further increasing the Social Security tax rates, by raising the
taxable wage base, or by taxing a portion of Social Security
benefits and allocating the resulting revenues to the trust
funds. Any of these options could be designed to restore
financial soundness to the system and al would nove toward a
bal anced budget. Such tax increases m ght, however, have negative
effects on labor supply and work incentives, and would do nothing

to decrease the size of the governnent sector.

Reductions iN benefit paymenes are the fourth possible course

of action and the only one that would both contribute to a
bal anced budget and help to reduce the growh of government

epending. So far, most Social Security benefit reductions have
11



applied eomly to ;pecific and relatively snall groups of
beneficiaries. Exanples of further cuts of this type might
include the cancellation of the earnings test exenption for
workers between 70 and 72 years eold, the elinination of benefits
for otherwise unentitled parents Of entitled children over 6 years
old, and the extension of the family maximwm benefit rates oow
applied to disability cases to retired worker and survivor
families aS well. Each Of these proposals would save about $2
billion to $3 billion over the next five years, and total savings
woul d- be snall relative to trust fund outlays. Only relatively
fev beneficiaries would be affected, but reductions for nany of

these people would be very large.

In contrast, broad-scale benefit reductions affecting all
beneficiaries in the sane way would produce nuch greater saviags
and woul d not disproportionately affect specific recipients. Such
benefit reductions eould be designed to affeect new beneficiaries
only, or they could apply to both current and prospective

beneficiaries.

Sort-run savings would generally be 1limiced for changes
that affected only new beneficiaries, Since even aew beneficiaries
woul d need sone warning of n@jOor reductioms. Longer-run savings,

however, could be very |arge. Examples of this type of proposal
12



woul d 4nclude raising the age of retirenent, reducing incentives
for early retiremeat, and changing the formula used tO cnléula:e
initial Social  Security benefits. Proposals to raise the
retirement ége almost all include lengthy phase-in periods, SO
there would be no immediate savings. On the other hand, the
Administration's plan to reduce incentives for early retirenment by
lowering benefits for workers retir;'.ng at age 62 to 55 percent of
the full benefit could save up to $17.6 hillion by 1986. Thi s
proposal could seriously disrupt the retirenent plans of people
now Nearing 62, however, if it Wwere implemented Wihout a phase-in
period. The Administration’s proposal to index the "bend points"
in the Social Security benefit comoutation_ foraula by only 50
perceat Of the rise in covered wages over the next five years
would be less disruptive. It would also produce substantial
long-run savings--enough, in fact, to offset alnost entirely the
projected lomg=run defieit in the system  Savings through 1986

under this propesal would be about $4 billion,

Mich larger short-run savings would result from changes in
the way Social Security benefits are indexed=—an approach that
would affect current as well as prospective beneficiaries. S nce
benefit increases would be smaller for al recipients, immediate
savings would be large. Benefits in relation to contributions
would also differ less for workers retiring in different years
than they would under proposals affecting new beneficiaries only.

13



|n additionm, n#ny observers believe that Social Security benefits
have been overindexed in the recent past, because of both the
now-corrected technical flaw in the Social Security benefit
-formla and the way homeownership costs are treated in the Cl.
Purther, prices have risen faster than wages over the last three
years, which nmeans that incomes of workers have declined relative

to those received by Social Security beneficiaries.

Oh the other haad, large reductions in the ecost=of-living
adjustment (COLA) could create substantial hardships for those
among the elderly with relatively low benefits and little other
incone. This would be especially likely if the changes applied
not only to Social Security but also to =msans=-tested entitlenent

prograns such as Supplemental Security Incone (SSI).

Benefit outlays could be reduced through indexing changes in
several ways. Cost=of=-living Increases could be postponed for a
short period, an index other than the CPI eould be used to
calculate corAs, or somewhat less than the total increase in the
cPI could be used to adjust benefits. A three-month post ponement
of the QLA fromJuly to the start of the fiscal year in October,
woul d save an estimated $2.9 billion in 1982 If this change were
made permanent, total savings through 1986 would be $14 billion to
$15 billion. Wsing the lower of wage and price increases to index
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benefits would save nothi hg in 1982, since wages and prices are
expected {0 iNcrease at similar rates, although this Option would
help to =maintaia trust fund balances if real wages fell in the
future. Finally, if benefits were simply increased |ess than the
full anmount of the CPI, savings in the inmmediate future would
probably also be 1less than under the proposal to postpoune the
GQA  Savings could be very large, however, if the cut in the
CQA were repeated over several years. If the OXLA were
restricted to 85 percent of the (A* in each of the next five

years, cumulative savings through 1986 would be about $22 billion.

CONCLUSION

In sumary, the perfornance of the econony iS erucial to the
financial posizion Of the Social Security trust funds. Tinder the
C30's baseline assumptions, interfund Dorrowng alone wll be just
sufficient to alow benefits to be paid in a tinely fashion
throughout the 1980s. O the other hand, wunder slightly nore
pessimstic assunptions, trust fund balances are projected to
decline below a viable level by the mddle of the decade. Under
these eircumstances, either additional revenues to the trust funds
or reductions in benefits wll be aecessary. Mreover, if the
size of the federal budget is to decrease relative to the N2, and
substantial growh in spending for defense is to occur, reductions

in Social Security benefits will alnost certainly be needed.
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APPENDIX TABLE A CO!PARISON G- SOA. SEORTY ADMINISTRATION
TRUSTEES' |INTERMED ATE ECONOM C  ASSUMPTI ONS
WTH ACTUAL BEXPER ENCE (in Percents)

Average | ncrease in

Trustees' Unemployment Increase Average (Qovered Real Wage
Report Rate In Ce1 Wages | ncr ease

Yor 1977
1977 Raport 7.1 6.0 8.4 2.4
1978 Report 7.0 6.5 7.7 12
Actual Experience 7.0 6.5 7.3

Por 1978
1977 Report 6.3 54 8.1 27
1978 Report 6.3 6.1 7.2 11
1979 Report 6.0 7.6 85 0.9
Actual Experience 6.0 7.6 80 04

Por 1979
1977 Report 57 53 7.8 2.5
1978 Report 59 6.1 7.9 18
1979 Report 6.0 9.4 83 -11
1980 Report 58 1.5 84 -3.1
Actual Experience 5.8 1.3 9.3 -2.0

For 1980 '
1977 Report S.2 4.7 7.1 2.4
1978 Report S.4 5.7 7.9 2.2
1979 Report 6.2 7.4 80 06
1980 Report 7.2 14.2 9.6 4.6
Actual Experience 7.2 13.5 85 -5.0

souRcE: (fice of the Actuary, Social Security Administration

NMOTE: Minus sign denotes decrsase.
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APPEND X TABLE B ECONOMC  ASSUMPTIONS  UNDER TWD  SCENARIOS,
HSCAL YEAR 1981-1990 (in Percents)

Change iN Unemploy- (Change Treasury Change in
Piscal Tear Real GNP __aent Rate in cP1 Bll Rate Real Wages?

1981

"C80 Baseline 16 7.4 11.0 14.6 -14
Pessimstic 14 7.4 10.9 14.6 -19
1982

BO Baseline 27 7.4 7.8 12.7 3
Pessiai stie 13 7.6 81 14.5 -7
1983

(BO Baseline 4.1 7.0 7.0 118 14
Pessimistic 32 7.3 7.2 14.6 -.2
1984

C80 Baseline 4.0 6.6 6.4 104 20
Pessimistic 22 7.3 6.2 13.6 10
1985

(BOBaseline 38 6.3 6.0 94 13
Pessimstic 30 7.2 6.0 126 10
1986

(BO Baseline 3.4 6.1 59 88 12
Pessimistic 30 7.1 57 11.5 2.2
1987 :

BOBaseline 31 6.0 58 81 13
Pessimstic 30 7.1 54 . 10.6 17
1988

(BO Baseline 29 6.0 56 81 12
Pessimstic 29 7.0 58 9.6 17
1989

BO Baseline 28 6.0 5.6 7.8 11
Pessimistic 28 7.0 56 87 1.7
1990

BO Baseline 27 6.0 56 7.6 10
Pessimistic 2.7 7.0 56 81 11

SORE  (ongressional Budget office

a. (Change in real average covered wages cal culated on a cal endar
year basis.
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