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Mr. Chairman and members of the Subcommittee:

In the near future this subcommittee inevitably will be required to vote on major legislation to reform Social Security. I
applaud your current effort to prepare for this task by developing a framework to guide your deliberations. Too many policy
debates begin with proposed solutions even before the problems have been fully defined. Only with a framework can one
assess how to balance competing objectives and goals and gain some sense of how different pieces fit together.

I suggest that your framework include the following elements: a nonpartisan, historical perspective of the problems that force
Social Security on the table today; a set of principles that should undergird both current and future Social Security policy;
some process guidelines; and a comprehensive measurement system that emphasizes the lifetime value of benefits and taxes
under Social Security and other programs for the elderly and near-elderly. I don't mean to imply that this framework will lead
to unanimous consensus over what should be done. It can, however, lay out in clearer fashion the benefits and costs of
various actions and remove from consideration options that fail to address basic problems or that unnecessarily violate
fundamental principles.

The Social Security "Problem" in Historical Context

Defining Social Security as a problem in some ways is like defining a cancer cure as a problem. Unlike crime rates,
educational test scores, or children begetting children, most of our budgetary problems in the fields of health and retirement
come from gains to society—not from a deterioration of conditions which may require new resources to redress. This should
warn us that Social Security's budgetary "problem" derives more from an excessive set of promises than from new and
unexpected needs.

As has been made quite clear by the trustees of the various Social Security trust funds, the promises of benefits within the
Old Age, Survivors, and Disability Insurance (OASDI) are significantly in excess of the payroll taxes and other income sources
available to the trust funds. You have received testimony on these issues and I will not dwell on them here. The problems
posed by Social Security, however, extend far beyond mere adequacy of trust fund balances. In the early 1950s,
expenditures on retirement, disability, and health occupied less than 10 percent of federal expenditures. Today they comprise
almost 50 percent, and the number is continually rising. Social Security by itself is now over one-quarter of all federal
expenditures other than interest on the debt. When the baby boomers begin to retire in the first third of the next century,
the federal government could devote almost all its revenues to retirement and health to the exclusion of almost everything else.

This nation, I believe, is committed to taking care of its most disadvantaged citizens, as well as trying to ensure a basic
retirement living for our elderly. Nonetheless, needs compete for limited resources. We must choose wisely which additional
dollars of resources can best be used to meet which additional needs. The current unsustainable growth rate in retirement
and health expenditures, in my view, is helping to support a disinvestment in our nation's and our children's future. Our
current budget, through rules that often operate automatically, effectively allocates larger shares toward retirement and
health and smaller shares toward educating our youth, helping children who now have the highest poverty rates in the
population, preventing crime, restoring promise and order in some of our central cities, or simply allowing individuals to keep
more of their tax dollars. I don't mean to imply that making other budget choices is easy. We are on a path, however, that
almost no one would choose, not even as a compromise.

Social Security and other government programs for the elderly and near-elderly have several related problems that go
beyond their impact on the federal budget: 

(1) First, they schedule and set in place a huge decline in the use of our human capability and capital. By encouraging
longer and longer retirement periods relative to life spans—the very early withdrawal from the workforce of a large number
of extraordinarily talented people—they reduce enormously the productive capacity of the nation. 

(2) Second, our federal government increasingly favors consumption. Each year, it devotes larger budget shares toward
higher levels of consumption and more years out of the workforce, rather than other longer-term objectives. 

(3) Third, Social Security and other programs for the near-elderly and elderly, despite substantial resources, are very
inflexible: they do a poor job taking care of the elderly poor, typically those who are very old, and they create a large
number of inequities for second earners in families. 

(4) Finally, there is good reason to believe that Social Security may reduce societal saving by (a) reducing the workforce
and, thereby, leaving less societal income from which to save; (b) making large transfers from younger savers to older
consumers; and (c) displacing some personal saving that would be made for retirement, although the claims in this last
case are often exaggerated.

Document date: April 10, 1997
Released online: April 10, 1997

http://webarchive.urban.org/index.cfm
http://www.urban.org/CEugeneSteuerle


Although resolving these problems requires some difficult and fundamental decisions to be made in the near future, it does
not mean that these decisions need to have a large impact on the elderly. With adequate forethought and preparation, reform
can still mean that almost all future retirees receive greater or equal lifetime benefits than those who retired before them.
Benefits generally can be maintained; it is the growth in benefits foreordained in current law that must be slowed.

The Basic Sources of Budgetary Pressures

There are a variety of reasons for the past and future growth in the cost of Social Security. Three dominate. First, annual
benefits are scheduled to grow forever in real terms for each succeeding cohort of retirees. Second, we live longer and retire
earlier, and most of us can now expect to spend approximately one-third of our adult lives in retirement, during which period
we will be primarily dependent upon younger taxpayers for our income and health care support. Without increasing early and
normal retirement ages in Social Security, the fraction of our lives during which we would receive government support would
rise even more. Third, changes in birth rates and related demographic patterns now mean that just around the corner there
will be a reduction in the workforce that is equivalent in its economic impact to an increase in the unemployment rate of over
10 percentage points.

This last source of pressure is unavoidable. No matter how we define "old age"—for example, by a given life expectancy—the
proportion of the population that is closer to death will soon rise dramatically, with most of the change occurring during about
a twenty year period when the baby boomers become "old." Needs of the "old" will increase during this period and require
adjustments in federal outlays.

The two other sources of pressure, however, could be placed more under control. Growth in real benefits per person can be
pared, as can the number of years of promised support. After taking into account earlier retirement, remember that the
typical annuity for an individual now lasts about 18 years and for a couple about 25 years. Some combination of these
changes alone could bring the Social Security system into budgetary balance.

The simple fact is that future cohorts of individuals in their 60s and even early 70s will not be "old" by traditional standards of
having short expected life spans. As a whole, moreover, this age group is already among the richest and most capable of all
age groups, while our societal standard—both public and private—is to treat them as unproductive and create incentives to
move them out of the workforce.

The pressure put on younger workers is already significant, with about $1 in $5 of their cash earnings already being
transferred to support federal programs for the elderly and near elderly, some additional amount going to state and local
programs for the elderly and near-elderly, and the effective federal tax rate projected almost to double in coming decades
due to a scheduled drop in number of workers to retirees and the lack of control over health costs.

First Principles

Dealing with these various issues and problems can be done best, I believe, by reference to basic principles and then making
appropriate trade-offs among them.

Principles of Social Security

The first set of principles relates to the fairness and efficiency of Social Security itself:

1) 
Addressing Fundamental Needs. The basis purpose of a governmental system of elderly support is to help those in their last
years of life to maintain more than poverty level income and insure that they receive a basic level of health services. Social
Security's success here has been remarkable and should not be abandoned wantonly. 

2) Equal Treatment of Equals. All law should promote equal justice - - in the case of Social Security, avoid any arbitrary or
capricious difference in taxes or benefits among those who are more or less equally situated. 

3) Efficiency. As much as is reasonable, the system should not distort work, saving, or other individual behavior. 

4) Individual Equity. Individuals have the right to receive a fair return on their transactions. 

The first principle almost inevitably requires some redistribution in society—from young to old and from rich to poor—and
hence conflicts with the third and fourth principles. Alternative reform proposals place different emphasis on different
principles. Nonetheless, once the redistributive function has been accomplished, the government should be guided as much
as possible by the latter principles in allocating its resources.

In a society providing minimum levels of benefits to individuals, moreover, each individual carries some responsibility to avoid
relying upon others. If you and I have equal lifetime incomes, but you save and I spend during our earning years, then in a
simple welfare system you would end up paying for my retirement, as well as your own. Social insurance, therefore, carries
along with it obligations to pay as well as rights to receive.

Principles of Budget Policy

A second set of principles applies more broadly to budget policy, which seeks over time to allocate scarce resources to the
greatest needs and demands of society: 

(5) 
Ownership of Government. Future voters and generations have a right to some ownership of government and to a say in how
to allocate the additional tax resources that accompany economic growth. 

(6) A Level Budget Playing Field. Different items in a budget should not arbitrarily be divided into those that grow rapidly with
only minority support and those that decline unless they can obtain the backing of a supermajority. (By minority support, I
refer to the ability of a majority of one in either house or a President by himself to block changes favored by a majority; by
supermajority, I refer to the need to obtain a majority in both houses of Congress and Presidential approval.) 

(7) A Comprehensive Budgetary Perspective. To promote both equity and efficiency, when different programs have related
goals, they need to be considered as a whole. 



These latter issues are often ignored when budgetary decisions are taken one at a time or put into strict compartments. In the
United States today, as well as much of the industrial world, programs for health and retirement have begun to dominate
other budget items and are scheduled automatically to absorb more than all of the revenue growth that accompanies an
expanding economy. The uneven playing field of the budget—the so-called entitlement problem—means that over the
long-run items such as education and the environment receive smaller shares of funding so as to support significant growth in
expenditures for retirement and health. Put another way, our government resources are increasingly and automatically
devoted to consumption in old age relative to education of our youth, greater crime prevention, a fixing up of our central
cities, and simply getting our youth off the streets after school and during summers.

Good budget policy, therefore, tries to avoid excessive promises even if rising incomes in theory make such promises
affordable. Ownership of government is reserved for each future generation not simply as a matter of right or of justice, but
because we are humble enough to admit that we do not know today all the circumstances that will arise tomorrow. Perhaps
programs for the elderly should be even larger than anyone contemplates, maybe taxes will have to be devoted instead to
problems not even anticipated. To lock into law benefit and tax increases for the future that can only be overturned by a
future supermajority, however, borders on being an act of distrust in democracy itself. 

Any set of proposals for Social Security reform should be assessed by reference to this type of set of fundamental principles. 

Process Guidelines

In addition to basic principles, it is important that any reform effort begin with some process guidelines. Let me suggest three
that are important for Social Security.

First, Social Security reform must bring long-run revenues and expenditures into line and not depend upon
perpetual, long-term, deficit financing within Social Security itself . We cannot consider our problems solved if we
merely reach 75-year balance of receipts and expenditures, a traditional Social Security goal. Such a balance implies that
after a few years of surplus in the current period, due largely to the relatively small birth cohort now retiring, Social Security
can run perpetual deficits that will be financed by the general taxpayer, who pays for the interest or redemption of principal of
moneys attributed to the trust funds. This is foolhardy. Long-run expenditures and sources of funds must also be brought into
line.

Second, reform of programs for the elderly, as much as possible, ought to be considered as an integral whole.
There are very important interactions among Social Security, Supplemental Security Income (SSI), and Medicare, among
others. For example, if Social Security and Medicare were considered together, I believe that we would be less likely to
continue the trend toward increasing Medicare benefits relative to cash benefits. Some worthwhile trade-offs would become
more apparent, such as increasing cash benefits for some poor elderly in exchange for more tightly controlled Medicare
expenditures. As another example, transfers to the poor through SSI or Social Security should be integrated.

Third, reform ought to center on long-run structural, not short-term cash flow, problems. To achieve this goal,
reform should begin as soon as possible. When the baby boomers begin retiring, the fiscal impact of paying off the many
new unfunded promises made to them hits with a bang. The longer we continue to delay dealing with Social Security's
problems, the more likely legislation will be centered on cash flow fixes, rather than long-term reforms. For instance,
increasing tax rates or cutting back on cost-of-living adjustments can add quickly to trust fund balances. Raising the
retirement age, reducing the rate of growth of unfunded benefits for each new cohort of retirees, or gradually building up
private funds and saving, on the other hand, occur only gradually over time. One reason for gradual implementation of the
latter reforms is to avoid large differences in benefits between new retirees from one year to the next. While the cash flow
revisions add quickly to trust fund balances, they often fail to deal with the issue of how Social Security should be structurally
designed for the long-term.

Finally, any accounting system should be complete. It should account not only for what is happening to Social Security,
but to the government budget as a whole, and to private individuals as taxpayers, recipients, and savers. As one example, it
is important to beware of magic money that derives from incomplete accounting. Attempts to let government borrow at a 2
percent real interest rate and then encourage government accounts or private accounts that supposedly grow at a stock
market rate of, say, 6 percent are misleading, if not dangerous. Orange County writ large. If government can win by
arbitrage, then someone else is losing. If one really believes that all government has to do is to arbitrage some money to
solve its long-term problems, then let's simply increase government borrowing even more and then invest that money, or
force private savers to put money aside, in the stock market! Magic money is being used by some to argue that hard choices
don't have to be made. That is, it is tempting to promise continued huge increases in the elderly and near elderly's share of
the national pie simply by having their money grow faster than the economy—that is, faster than income and consumption of
everyone else. Not only is magic money often involved, but even if available it doesn't solve many of the longer term
problems associated with the waste of our human capital or capabilities.

Measuring Lifetime Benefits and Taxes

Social Security reform discussions often start with too narrow a focus—the value of annual benefits for particular sets of
beneficiaries. While this measure is adequate for some purposes, a more comprehensive way of viewing Social Security
requires looking beyond annual costs toward the value of expected lifetime benefits—the amount of money it would take for
households to buy a private insurance policy that provided equivalent benefits.

With a lifetime perspective, it is easier to view many of the trade-offs comprehensively. For example, recent debates over cost
of living adjustments have focused on their impact on annual benefits. If one wants to reduce lifetime benefits by 10 percent,
however, it may be better to cut back on benefits of the young elderly than on the old elderly, who are most affected by cost
of living adjustments.

Lifetime benefits allow one to consider more directly the choice made between higher annual benefits and more years of
support. For a couple retiring at age 62 today, annuity payments can be expected to last for one-quarter of a century on
average. That is, because Social Security operates like an insurance policy with a right of survivorship, the longer living of
the two partners will on average receive 25 years worth of Social Security benefits. For any lifetime benefit package, reducing
years of expected support allows one to maintain higher annual benefits.

The combination of real growth in annual benefits, combined with more years of retirement support, has led over time to a
significant increase in lifetime benefits. For an average- income one-earner couple retiring at age 65 in 1960, for instance,
total Social Security cash benefits were worth about $99,000 (in 1993 dollars). Today those benefits cost about $223,000. In
another 25 years, the Social Security pensions of new retired couples with average incomes will have a value of about



$313,000 (see Table 1). Remember again that one reason these lifetime costs are this high is that benefits are scheduled to
last for more than two decades.

Until recently, almost all recipients—whether rich or poor—received more in benefits than they paid in taxes and the interest
they could have earned on those taxes. Those who were richer, moreover, consistently received transfers (benefits in excess
of taxes) as large, if not larger, than those who were poorer. To take an example, low-income couples retiring in 1980 paid
into the system about $27,000 in taxes and got back $150,000—a net transfer of $123,000. High-income couples retiring in
that year paid in about $83,000 in taxes, but got back $316,000—a net transfer of $233,000. Only now and in the future will
that situation gradually begin to reverse itself—and even then low-income households will sometimes receive fewer net OASI
transfers than those with higher incomes.

When Social Security and Medicare benefits are added together, an average-income couple retiring today is promised
benefits not far from 1/2 million dollars—growing toward $800,000 by the year 2030. For some high-income couples retiring
in the future, the value of benefits will approach 1 million dollars.

Conclusion

I have suggested that a framework for reform should give considerable attention to historical context, principles, process, and
use of comprehensive measures. While a good framework will not provide any final answers, it will help focus attention on the
main issues at hand and help keep poorly designed options off the table. If the subcommittee can achieve those objectives, it
will have advanced the Social Security debate by several stages and have made it much easier to develop a system that
serves the needs of citizens in the next century.
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