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- year's deficit is a serious danger, but the pattern of persistent, growing deficits and
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he Committee for a Responsible Federal Budget is a bipartisan private nonprofit
organization created to educate the public about the Federal budget, the budget
process, and other important economic issues. For fifteen years, we have worked to
promote public understanding of the fact that Federal fiscal policy is unsustainable
and encourage candid discussion of real choices to solve the problem. No single

debt poses a serious threat to our future economy and standards of living.

Current public debate focuses on short term problems, diverting energy and attention
away from more serious chalienges we face over the longer term. Political leaders

- continue fo discuss individual programs and policies as if each existed in a vacuum.

But various aspects of spending and tax policy must fit together like a jig saw puzzie.
Policy makers must take into account trade-offs among individual programs and
consider the impact of spending decisions on tax policies. Changes at the Federal
level affect-other levels of government and the private sector. Moreover, current policy

- choices will affect future economic and social conditions. Unless policy makers keep

all these separate pieces in view, choices they make in one area may foreclose
desirable options in others. : :

Changing demographics make the problems we face much more urgent than they

otherwise would be. Medicare, Social Security, and the tax system generally are

. viewed as sources of the long-term problem, and they must contribute to the solution.

Ignoring the inter-relationships among these issues and their collective impact on the
Federal budget and the overall economy is folly.

. The Graying of America is a project we initiated in 1995 to examine the major public
- policy issues that impact and are impacted by America’s changing demographics.

This is a two-part initiative. This report completes the first phase. It documents why

. current public policies and private behaviors will have to change, highlights the ways
- in which issues overlap, and urges a strategic approach to public policy. In the

second stage of the project, we will examine specific options to reform entitiements
and tax policy.

| Through this projebt the Committee for a Responsible Federal Budget appeals for

prompt, concerted, coordinated action. At this point, we have reached only these

. conclusions:

. o Increased economic growth is imperative to our nation’s future economic and

social health;

t
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e Major demographic trends must drive public policies for the future;

« Government must make decisions to solve the problems we face in an ¢verall
economic and budgetary context; and

e The Federal government alone cannot solve all of our problems. The private
sector and State and local governments each must play a role.

The United States is a wealthy and vibrant country. It is well within our grasp to
address these issues and solve these problems. The guestion is, do we have the will
to do so?

We present here too much and too fittle information. We repeat much that we and
others take to be common knowledge, because we believe the facts bear repetition.
We do not propose specific solutions. We do hope 10 spur a new kind of debatg about
public and private responsibilities, the roie of government and what we are willing to
support with tax dollars, and about the kind of government we need to meet our entire
population’s needs and continue to lead the world into the 21% century.

Support for this project was provided by the American Business Conferenge, the
American Gouncil of Life [nsurance, CIGNA Corporation, the Food Marketing Institute,
the Kerr Foundation and the University of Oklahoma, Kraft General Foods, the
National Association of Manufacturers, and the National Governors’ Associatiop. The
Committee is grateful for their generous contributions of rescurces and expertise.

The Committee also thanks Amy Van Buskirk of our staff for her perseverance and
energy, Greg Rapawy and Matt Williamson for their cheerful -and valuable heip with
research, analysis, and data presentation, Joan Simmons for her thoughtful comments
and last minute assistance, and the many others who provided encouragement,
comments, data, and feedback.

BiLL FRENZEL CAROL COoxX WAIT TIMOTHY PENNY
Co-Chairman President Co-Chairman

July 1997
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Chapter 1. Introductios

=]

The population of the United States is aging, and it is becoming more diverse. The
changes over the next fifty years will be dramatic and will bring new challenges to
our social, economic, and political systems. Fifty years is a long time, but it is well
within the lifetimes of the- younge_r half of our current population.

Our nation has the strength and resources necessary to respond to the challenges of
the 21% century through a combination of adjustments in public policy and private
behavior. Future standards of living are at stake, not for aging baby boomers alone,
but for the entire U.S. population.

These challenges should not defeat us, but demographic reality means we will have to
. change our expectations, change our behavior, or both. There is no immediate crisis.
That is part of the problem. The absence of an immediate crisis permits
procrastination, which works against us. The sooner we acknowledge the need for
adjustments, the more time we have to prepare for them the greater our range of
choices, and the smoother the transition can be.

An Action Plan to Meet Our Future Needs

Relatrvely small adjustments can add up to blg changes over the course of twenty,
thirty, or fifty years, Basic steps include:

¢ Reach agreement on the problems and the goals.

{-e - Build consensus on the kinds of solutions that will be effectwe and politically
sustainable.

e Design backward: that is, begin with the future goals and work back to what we
have in place today to design transitions that maximize a sense of fairess across
generations.

. The Federal government has powerful fools it can use to achieve these goals.
Federal tax and spending policies redistribute resources throughout the economy. It
restrains private activity through regulatlon To be most effective, these policies must
be complementary.
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If we do this right, current beneficiaries and champions of current government |
should not feel unfairly singled out. It should be easier to forge an ef
consensus if we focus on where we are going, rather than on where we havé
That is in everyone's best interest.

The Challenges Ahead

Today, just below one out of eight people in the United States is age 65 or old
the post-World War {1 baby boom generation retires, the number of elderly wi
By the year 2030, one out of five Americans will be a senior citizen. With re
age, the United States will be a “Nation of Floridas.”

As the population ages, there will be fewer workers relative to retirees 2
economy will grow more slowly. (See Figure 1.1.)
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Figure 1.1
Real GDP Growth
(Average annua! change, in percentages)

4.1%

1.7%

1950-1973 1974-1995 1996-2020 2020-
Actuals Projections

SOURCES: CRFB based upon historical data from Bureau of the Census (1975) and The Eco
Report of the President (1997); and CBO projections (March 1987).
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Future workers and retirees will divide future economic output among themselves.
These resources will be used to satisfy consumption and investment needs. If a
greater portion of the population is retired, a greater share of future output will be
required to support the retirees. Continued earnings from employment, accumulated
savings, employment-based pension benefits, Social Security, Medicare and other
government programs, as well as assistance from family and other sources will
determine each retiree’s share. The extent to which the income claims of older adults

‘affects the nonelderly population will depend on the size of the overall economy.

Dividing up goods and services is easier for growing economies than for stagnating
ones and for richer nations than poorer ones. Although we cannot grow our way out
of all problems, in this case, more is better because everyone can gain. This is true
whether governments or private markets make the allocation decisions.

- Thus public poiicies and private behaviors that promote investment today and faster

growth tomarrow best serve our long-term collective interest. Investment and growth
improve the ability of future workers to produce sufficient goods and services for

-themse!ves and their children as well as for the growing elderly population.

Instead, both individually and collectively through government, we are doing just the
opposite. We are more interested in increasing current consumption than in investing

- for the future. Growth requires investment in human and physical capital by the public

and private sectors. Investment takes savings. Savings lowers current consumption.
By saving and investing too little, and by continually running Federal budget deficits,
we implicitly agree to lower future levels of income and consumption than we
otherwise might be able to enjoy.

None of this is a secret, at least not to policy makers in Washington DC and experts

| around the country. The public has a very short attention span. Thus the disconnect

between current policies and long-term economic reality persists. Cuiting current
consumption is visible, whlle the payoﬁs are long-term and harder to recognize and
appreciate.

The present political climate is the equivalent of quicksand. By the time we realize
that we are in serious trouble, it will be very difficult to get out. Political incentives
focus on the next election. Political campaigns are lengthening in duration and
sometimes seem never-ending. Reformers and those who oppose them use

| misleading language, sometimes intentionally, but often times because the words

have become entrenched in the policy vernacular.? Not surprisingly, the results of
opinion polls indicate that the public does not understand the issues and is wary of
major changes. Demagoguery works in the U. S. electorate, and politicians use it to
their advantage. A small and growing number of elected officials are asking the right
questions and are taking politically risky positions. The majority, however, seem
content to remain silent or to stake out safe ground.

2 For example, see the glossary of Social Security and Medicare terms in chapter 5.
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Establishing a Comprehensive Agenda for the Graying of America

Ask a Washington politician what we must do to meet the needs of our aging
population. Nine out of ten will respond: “Save Medicare” and “Preserve Social
Security for our children.” Those answers miss the point. Millions of seniors depend
on Social Security and Medicare for their financial security. Millions more will look to
government for similar assistance in the future. It is imperative that public asgistance
be there to meet their needs. Nevertheless, public strategies must prepare| for the

impact of demographlc change on the entire population, including older Americans,
not on “saving” existing programs.

We are not doing our children any favors if we ask them to shoulder the tax|burden
needed to continue current Social Security and Medicare benefits for one more
generation. First, that probably cannot be done. And even if it could, our children
cannot expect to enjoy those same levels of benefits when they retire. In fairngss, we
must pursue more equitable policies that seek a better balance of financing burdens
and benefits across generations.

Stand-alone, program-centered approaches isolate the program and its beneficiaries
from other issues. This approach narrows the discussion, makes problems|appear
more manageabie, simplifies the policy options, and reduces the chance far major
change. It focuses on “winners” and “losers,” because any solution involves
increasing taxes or cutting benefits from current levels. This approach alsd avoids
looking at the cost of maintaining the status quo for anyone except program
beneficiaries. It lets program supporters use the straw dog of “destroying” the
program rather than engage in an open debate on overall pnontles the program’s full
merits, and proposed alternatives.

The disadvantages to this type of program by program debate should be gbvious.
Focusing on one program at a time frustrates discussion of larger issues, impedes
establishment of priorities, avoids benchmarking against broader goals, igngres the
wider effect of proposed solutions, and protects constituencies of existing programs at
the expense of others. It presupposes public priorities and revenue sources
inconsistent with current economic and demographic trends. In the end, this| narrow
perspective can lead to ineffective, short-sighted, even counterproductive policies.®

* For example, the “Maintain Benefits” option proposed by the largest faction of the 1994-85 Social
Security Advisory Council would rectaim revenues raised by taxation of Social Security benefits from the
Medicare Hospital Insurance (HI) Trust Fund after 2010. This approach assumes that other spurces of
revenue will be found to finance Medicare. Instead, a comprehensive approach would avoid exerting
ownership over specific revenue streams. |t would lock at the combined financial security |needs of
senior citizens together with the needs of other components of the population, establish priprities for
Federal funding, and allocate revenues accordingly after considering the relative merits in|terms of
efficiency and equity for each type of revenue source.
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- Policy makers must set a more comprehensive agenda. Th:s agenda would promote

financial security for all segments of the population, fairly, within and across
generations. Specific elements include:

+ Policies to promote stronger economic growth, efficiency and competitiveness and
to eliminate disincentives to work, save, and invest;

» Sound fiscal policy and budget discipline to achieve and sustain Federal budget
balance over the near-term business cycle and over the Iong-term

e Renewed commitment to taking care of the needs of the most vulnerable
individuals in our population and strengthening incentives for individuals to assume
_greater responsibility for lifetime income;

o Reordering public priorities to favar investment and long-term economic growth
over consumption and short-term political payoffs; and

* Improved equity within and across generatlons in tax policy and in government
expenditures.

This agenda would require policy makers to adopt a strategic vision stretching well
into the next century. It would require many difficult trade-offs, but, ultimately, they
should prove more effective than ad hoc approaches. Policy makers should begin fo
build a new consensus about public and private roles and responsibilities and about
public priorities. New priorities should dictate the options menu for the future.
Sources of financing should reflect updated demographic and economic trends.
- Transition provisions should be designed to cushion the effect on individuals already
in or near retirement.

Difficult Questions and Hard Choices

The proposed agenda is broad enough to trigger a long list of difficult questions.
Public debate would benefit from an explicit discussion of these issues. It would focus
on where the country should go and the hard choices we have to make to get there,
not merely on where we are or have been. This agenda could provide the opportunity
“to reconfirm basic values, identify areas of consensus, define differences, and weigh
trade-offs. There are no objectively right answers to these questions. However, it is
difficult to design effective policies until we reach consensus on politically sustalnable
answers.

The most fundamental questions, including those listed below, concern political
values. These focus on the division between individual and public responsibilities.
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e When does self-reliance become a euphemism for selfishness?* Or, can
value self-reliance, and still make allowances for factors beyond individua
that potentially can affect anyone, especially the most vulnerable individua
society—the young, elderly, poor, sick, and disabled?

» Are universal benefits essential to a sustainable social safety net? Will mos
pay taxes only if they benefit personally? Or, are people willing to count
benefits and public good as part of their return on investment? How do ta
determine whether they are getting their money's worth?

= Does concern for those less fortunate, and tax-supported assistance fo
reject or conflict with greater emphasis on individual responsibility as
reliance?

» Should taxpayers subsidize individual choice? For example, in an era whs¢
women work outside the home, should one-earner retiree couples con
receive the same, if not greater, benefits from Social Security and Medi
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two-earner retiree couples who paid more in payroll taxes but had comparaple pre-

retirement incomes? Should people who smoke receive the same Vete
Medicare benefits as people who don’t?

e Is there a reasonable trade-off between individual freedom and
dependence? Are limits on individual choice more acceptable in some are
others? For example, is it all right to prohibit junk food purchases with food
cap housing subsidies or limit their use to specific properties, and to
subsidies only up to the cost of managed health care?

¢ To what extent should individuals and famiiies be responsible for their oy
being over their lifetimes? When should we step in and help, collectively,
government? What criteria should we use to identify individuals wh
assistance? Age? Income (annual or lifetime)? Wealth? Political clout?

» How much of their assets should older adults be allowed to preserve
receive public income and health care support? Should the cost of their
be recaptured or shouid their assets pass on to their children and heirs
asset recapture rules avoid creating incentives to engage in evasion schen
stifi protect the dignity of people as they age?

» How do we protect taxpayers from free-riders—those who do not act respor
contribute their fair share, then benefit from the availability of public assistar

» Does society have an obligation to make sure that basic levels of supp
access 1o health care, food, housing) are universally available?

* For recent discussion of these issues, see Uchitelle, New York Times (January 13, 1997) an
New Republic (February 3, 1997).
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» Is there a minimum standard of living below which no member of our society
shouid be allowed to fall? If so, how do we reconcile that level consistent with our
collective willingness to pay taxes?

The next group of questions focuses on establishing the scale and scope of the
Federal role for the next several decades.

» How good is good enough? Within the last generation, average standards of living

doubled. 1s a 30 percent gain (as implied by current productivity rates) good

~enough for the next generation? Is it reasonable or desirable to reduce
expectations regarding future incomes and standards of living?

o To what extent should public policies redistribute income within and between
generations? Across regions of the country?

o If individuals choose not to save for their retirement, should govemment save for
them? How should we determine the appropriate level of forced savings? Does
government-mandated saving implicitly guarantee a minimum rate of return?

» How should we define adequate levels of financial security? Should standards
vary by age? Should publicly guaranteed access to health care depend on age,
income, or some combination of factors? Can programs, benefits, and services
designed to meet the needs of the entire elderly population, rich and poor, be
delivered at an affordable price? o

» Should public assistance vary depending on income, age, place of residence, and
so on, or should it be uniform? Are tiers of benefits acceptable sa long as the
lowest tier satisfies acceptable standards? Are tiered benefits more acceptable in
some areas, for example, housing, than in others, such as health care?

'« What should be the role of the government?

> To provide a guaranteed income, that is, a negative income tax. Within this
income, individuals then could decide how much to spend to meet needs such
as food, housing, and heaith care.

> To provide fixed assistance for specific purposes, for example, food stamps
and two-bedroom housing vouchers? "

> To guarantee access to defined baskets of services, for example, a list of
covered medical services and procedures or hospitalization for a specific
number of days?
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» Should eligibility for benefits and levels of assistance reflect life expectancy?

» Once public roles are defined, how can people be encouraged to meet individual
and family responsibilites? Carrots such as tax deductions and credits, or
penalties for would-be free riders?

» What should be the division of public responsibilities among levels of govetnment,
Federal, State, and local?

» Having agreed on the role of government, how can costs be controlled?

The effects of the aging of the population will cut across the economy, the population,
and time. Broader goals and a comprehensive economic and budgetary perspective
would bring necessary discipline to the debate. Policy makers and voters could better
understand trade-offs and could make more informed choices. Strategic planning
would force us to consider issues over a longer time horizon. It should facilitate
coordination among budget, tax, and regulatory policy measures. That should make
government more efficient and effective and provide an overall yardstick to evaluate
progress.

The alternative to this strategic planning approach uses a shorter time horizon,
engages in more myopic program-specific decision making, and puts less emphasis
on macro effects for the whole population and the entire economy.  Although far
easier, this route will not prepare the Nation adequately for coming changes in the
population and the economy.

Dimensions of the Demographic Changes

Between 1996 and 2030, the number of people aged 85 and above will double,
groewing to 20 percent of the overall population. The number of people aged |85 and
above will triple. Not only will there be more eldetly people in the population, |but the
average elderly person will be oider.

+ The population is becoming more racially and ethnically diverse, the young more
rapidly than the old.

> Today, 72 percent of those under age 65, and 85 percent of those age|65 and
older, are White, not of Hispanic origin.

> In 2050, 57 percent of those under age 65, and 34 percent of those age 65 and
older, will be peopie of color or of Hispanic origin.
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» The economic condition of the older adults has improved dramatically since the
1960s. Due principally to Social Security, Medicare, and other public programs,
the overall poverty rate among the elderly has been cut in half, but groups of older
adults still experience high poverty rates. Poverty rates for older African
‘Americans and senior citizens of Hispanic origin are more than two-and-one-half
| times higher than for Whites. Poverty increases with age. Individuals 85 and older
are more likely to be poor than younger seniors. Single women living alone are
more likely to be poor than older men or elderly couples.

» On average, racial minorities and people of Hispanic origin have lower levels of -
income and wealth, higher rates of poverty, shorter life expectancies, and lower
levels of educational attainment than Whites. If these trends do not change, a
growing share of the future labor force could lack essential knowledge and skills
the economy will need to support a larger retired population and larger segments
of the future elderly population will be poor. These conditions could prove even
more unfavorable to economic growth and could lead to increased social tensions.

~ Complex Economic Issues

The U.S. economy is a sum of domestic resources and productive activity. It involves
millions of workers, families, and businesses as welt as thousands of governmental
bodies and other organizations. Relationships are complex and interrelated: there
are a “lot of moving parts." There is much that economists have to learn about why
the economy behaves the way it does and how public policies affect it.

We do know that economic growth depends on growth in labor, capital, and total
factor productivity—TFP (e.g., technology). Holding the other two constant, the
Congressional Budget Office (CBO) assumes the slowdown in the growth of labor will
drop annual real GDP growth from 2.0 percent in 2005 to 1.7 percent in 2020.° The
Social Security Administration (SSA) assumes an eventual 1.4 percent GDP growth
rate. There is na magic bullet that will spur growth sufficiently to overcome the effects

-posed by the aging population, but investment in both physical capital and the
education and training of the future labor force are essential to offset the slowdown in
labor and to increase productivity and long-term growth.

« It is impossible to project standards of living 20, 30 or 50 years from now. Some
economists believe that increased elderly consumption will be offset by reduced .
investment needs for a slower growing labor force. Others project the greater
demands of a larger older population will slow, even stop, overall improvements in
the standard of living. :

~ 5CBO (March1997).
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A Committee for a Responsible Federal Budget (CRFB) “back-of-the-envelope”
calculation finds, even with the aging population, real per capita consuimption
would increase 31 percent by 2030 relative to 1995 levels.® However, this
improvement may be optimistic. Unless changes are made, living standands may
fall. CBO projects that current policies would produce large budget deficits, drive
up interest rates, and lead to a downward economic spiral.

» Low net national savings rates lower investment and impede growth in productivity
and oufput. A 1991 study estimated that if savings rates do not return to their pre-
1980s levels, by 2020, consumption (although higher than current leveis) will be an
estimated 10 percent lower than it would be if savings rates had not declined.’

« Since the 1980s, the United States has used foreign capital to finance some
domestic investment. The global population is aging. Other economically-
developed nations have populaticns that are aging more rapidly than our own.
Their public retirement programs, like Social Security, have large unfunded
liabilities. The developed nations’ needs for resources to finance publi¢ aging-
related liabilities combined with ongoing needs for investment capital could raise
globai interest rates. As a result, financing Federal deficits could become even
more expensive than currently anticipated.

e Federal budget deficits reduce national savings. Balancing the budget, even
running sustained budget surpluses, is the most direct way government gan free
up domestic savings for new investment.

Unsustainable Federal Budget Policies

Congress and the President have reached broad agreement to balance the budget in
2002. This agreement includes spending increases and tax cuts. It seeks tg extend
Medicare H! Trust Fund balances until 2006. (Under current jaws and policies, the Hi
trust fund would be exhausted in 2001.) The agreement does not address medium-
and tong-term imbalances in Medicare or Social Security. Thus the agreement takes
advantage of currently favorable economic and demographic conditions to acgomplish
a minimal fiscal goal—budget balance in 2002—without setting in place any
substantial measures to even begin to address the long-term issues.

8 1f instead, the ratio of workers to retirees did not change, consumption would be 47 percent higher. By
comparison, consumption doubled befween1960 and 1995.
7 Harris and Steindel (1991).
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» Federal government deficits might be more justifiable it they financed investments
{e.g., infrastructure, research and deveiopment). However, Federal spending
increasingly focuses on consumption, largely in the form of individual transfer
payments (entitlements), not investment, which is funded under the discretionary
side of the budget.

e CBO projections of current policies indicate Federal spending, not counting
interest, will increase 4 percent as a share of GDP between 1996 and 2030. This
increase largely reflects increased Social Security, Federal retirement, Medicare,
and Medicaid spending for retired baby boomers. If future taxpayers are unwilling
to pay higher total taxes to fund this level of government, other programs will be
crowded out, or Federal deficits and borrowing will spiral upward out of control.

« By 2030, annual budget deficits would explode, growing to 8 or even 12 percent of

- GDP (depending on the feedback effects of Federal barrowing on the overall
econony), compared to 1.4 percent in 1998. Deficit financing would cause huge
increases in interest expense. Federal borrowing from the public would exceed
100 percent of GDP and could reach 120 percent. Debt and deficits this high are
unsustainable.

Figure 1.2
Social Security, Federal Retirement, Medicare, Medicaid, and Net Interest Consume
: Total Federal Revenues
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» Federal budgets are supposed to allocate resources according to national
priorities. If this were true, it would mean that pension and health benefits far older
adults are our highest priority. The Federal budget already allocates 71 percent of

How Will Baby Boomers Fare?

Baby boomers range from 32 to 51 years in age. They number 78 miliion
percent of the voting age population, making them a potentially powerful {
force.

entitlement spending and 38 percent of all spending to programs benefit
elderly. By 2030, the elderly population will be the only Federal priority. If

ng the
current

policies were to continue, spending for Social Security, Medicare, Medicaid,
Federal pensions, and net interest would exceed Federal revenues friom all

sources. (See Figure 1.2).

By comparison, State and local government budgets include sig
expenditures for education and income support that benefit children and

nificant
young

adults. In 1995, States used about 60 percent of their general fund spending for
elementary, secondary, and higher education, cash (welfare) assistance, and non-
elderly Medicaid. On the one hand, because the younger population is projected to

remain fairly stable as a percentage of the overall poputation, States budg

ets will

not face the same type of demographically driven budget pressures as the Federal
budget. On the other hand, larger elderly populations and smaller active working

popuiations will affect State revenue bases in the same way as the Federal
will be affected.

If allowed to continue, these policies would be unfair to younger genei
Younger workers would face the prospect of higher and higher tax burde
eroding standards of living in exchange for little assurance that they would
similar benefits when they retire.

The status quo does not serve the best interests of the groups that depen
on government assistance. As the competition for scarce budget resources
up, the least poiitically powerful and the most vulnerable are at greatest
cutbacks.

As boomers focus on retirement, they should recognize how much they |
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segments of the population. Individuals who are closer to retirement or
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have longer to adjust to changes. Boomers worry about their retirement w
supporting their children. Policy change affecting current retirees could
boomers directly if they have to provide more financial support for their pare
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* The oldest boomers became eligible to join the American Association of Retired
People (AARP) last year, but their expectations are inconsistent with the reality of
retirement. Almost half of the boomers plan to retire early, yet few are saving at
the rates needed to maintain their current standards of living in retirement even if
Social Security and Medicare benefits are maintained at current law levels.® The
savings gap is even greater if any substantial changes to public retirement and
health care programs are factored in.

e |t is impossible to predict accurately how boomers will fare in retirement. Most
studies expect retired boomers to match or exceed the standard of living currently
enjoyed by their retired parents.® But these projections assume no changes in
Social Security, Medicare or tax policy that will adversely affect their pre- and post-
retirement incomes. Although matching their parents' current standard of living
may not sound so bad to some, it means that standards of living in retirement will

- not reflect the real economic growth that even a more slowly growing economy will
provide over the coming decades. Furthermore, it ignores the very modest
standards of living in which many older adults currently find themselves.

o ltis possible that the aggregate impact of boomers’ retirement could dampen the
value of financial assets and housing. Some economists project declines in the
value of assets, particularly housing, when retired boomers sell them to finance
retirement consumption. Without transition provisions, changing to a consumption-
based tax system could have a negative impact on assets accumulated prior to the
conversion and further erode retirement incomes.

¢ Growing disparities in income among current workers will be mirrored in retirement.
White, well-educated males will have the highest incomes in retirement. Groups
-more likely to have low retirement incomes and to depend more heavily on public
programs include women (particularly single heads of households), racial
minorities, people of Hispanic origin, those with less education, and low-wage
earners. '

o Making more determined efforts in the near future to conform publié policies and
private behaviors to changing demographic and economic realities would permit
more gradual transitions and wider sharing of resulting costs. -

® Employee Benefit Research institute (EBRI), Matthew Greenwald & Associates, and American
Savings Education Council survey results reported in National Journal (November 2, 1996). Most
retirement planners use a 60 percent to 80 percent replacement of pre-retirement income as an estimate
of what is needed to preserve pre-retirement standards of living.

® CBO (September 1993}, Sabelhouse and Manchester (1995), AARP (1994).
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Analytic Issues

e Economists and other policy analysts are iil-equipped to anticipate and understand
the outcomes of major policy reforms. There is a great need for additional data

and research on very basic issues such as linkages among savings, investment,
and growth.

» There is widespread agreement that economic growth is essential ahd that
additional investment in human and physical capital is necessary to achieve it.
There is, however, little agreement about which specific policies will achieve those
ends. In part, that is because changes in one are of the economy are offset in
other areas and produce only modest aggregate change. {n addition, the success
of many proposed policy options rests on changing individual behavior. Because,
for example, there are numerous thearies about why people save, it is difficult to
predict whether they will increase net savings in response to specifi¢ policy
changes.

» Questions about statistical measurements of the economy complicate the ability of
policy analysts to inform policy makers. The accuracy of the consumer pride index
(CPI), for example, has been widely criticized. If the CPI overstates inflation, as
many economists believe, real improvements in the standard of living have been
understated and cost-of-living adjustments (COLAs) for Social Securjty and
Federal employee retirement programs and indexing on the revenue side of the
budget have been overly generous. A lower CPI significantly would improve long-
term deficit projections and raise projections of real economic growth. in addition,
a lower CP| would reduce substantially Social Security costs over the long-term.

» Even among Federal agencies, economic and analytic assumptions vary. The
absence of consistent assumptions across government agencies complicates the
types of cross-cutting analyses a comprehensive framework requires. For
example, the Social Security Actuary uses different economic assumptiops than
the CBO and different demographic assumptions than the Bureau of the Census.
The Health Care Financing Administration (HCFA) uses different assumptions than
the Bureau of Economic Affairs (BEA).

« As the population becomes more diverse, knowing how policy changes affect
different population subgroups becomes more important. However, concerns
about individual privacy conflict with the cbjective of knowing more abput the
economic and demographic characteristics of those receiving government benefits
and tax breaks. Currently, policy analysts perform limited “snapshot” estimates of

'° For example, a 1 percent reduction in the Social Security COLA beginning in 1996 would improve the
long-run OASD! actuarial balance by 1.4 percent—over 60 percent of the currently estimated|actuarial
gap.
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the average impact of policy changes. It is difficult to follow beneficiaries over time
to assess the longer term effect of policies. Analysts know little about how
subgroups of the beneficiary population are affected. Without this information, it is
difficult to evaluate who really benefits from the sum of public policies, whether
overall policy objectives truly would be fulfilled, and whether the results would be
disproportionately burdensome or overly generous relative to lifetime tax burdens.

Setting Goals to Address the Graying of America

It may be difficult, but it is not impossible, to engage the public in a debate about these
difficult issues and choices. The American public is smart enaugh to know that
changes will have to be made. But it will take leaders who are willing to recognize that
solving these problems will take more than politically expedient promises to “save”
entitiement programs or to provide middle-class tax relief. It will take voters who are
willing to accept that both of these options tend to lead in the opposite direction from
where we need to go.

Given the challenges we face over the coming decades, agreement on broad goals is
a prerequisite to adopting the types of public policies and private behaviors that
support a brighter and-more secure future. While the following suggestions are
always relevant, they will be more important as the population ages.

» Promote stronger economic growth, productivity, and competitiveness.

¢ Promote adequate. stable financial securify for the elderly.

* Promote equity of taxes and benefits both within and across generations,

* Encourage individual responsibility and promote individual opportunity,

¢ Minimize distortions of individual behavior,

¢ Exercise Sound ﬁéca! policy and enforce budget discipline.

Short-Term Goals

| We cannot hope to build a consensus over sustainable economic and budget policies
overnight. We will not develop and implement the changes needed to position the
United States for the millennium in a year — perhaps not in a decade. But we can ill
afford the status quo. In the short term, we can and should make progress.
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« Balance the budget. Congress and the President have agreed to balance the
budget by 2002. This is a good start. Now they must enact into law the $pecific
measures to achieve that goal. Next, they shouid agree to keep the budget in
balance thereafter, absent war, major emergencies, or economic exigencies.

¢ Don’t make the problem worse. Weigh impending demographic changes when
considering proposals such as “back-end loaded IRAs” and capital gajns tax
breaks. Expanded health care benefits for older adults are also problematic.
None appears that costly over the short term. But all have the potential to explode
just as the baby boom generation refires and budgetary pressures hecome
exponentially greater than they have been during the last two decades. (Similarly,
tuition tax credit proposals are less costly teday than they will be when the baby
boomlet reaches college in the next 10 to 20 years.)

Discrete policy proposals must be accompanied by other changes to reduce
spending dramatically in other areas of the budget or to raise taxes. Otherwise
they could force future politicians to choose between huge deficits and canceling
benefits.

» Lower the level of rhetoric. We must educate the public about these issues. No
government mandate will be as effective as voluntary changes in individual
aftitudes and behavior. Elected ieaders can play an enormously positive role by
helping their constituents to understand the issues and trade-offs. Voters, |in turn,
should require elected leaders to define responsible policy agendas when they run
for office to keep campaign promises once elected.

> Increase the level of public understanding about issues and the need for
change.

> Change the scope of public debate from a program-by-program approach to a
comprehensive perspective. Look at issues across the budget, the economy,
and generations.

> Discourage political rhetoric and quick fixes that make it harder to solve long
term problems.

¢ Promote .consensus around the need for common standards to measure
proposed policy changes: What is the impact on net national savings and
investment? Are results consistent with overarching policy objectives

» Improve data collection and encourage further research into egonomic
implications of the aging of the population to increase understanding about which
policy changes will work and which will not and how their effects will be distributed
across the population,
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Chapter 2. The Demographic Perspective

The population of the United States is aging.! Between 1970 and 2030, the median
age of the population will increase by 10 years. (See Figure 2.1.)

Figure 2.1
Median Age of the U.S. Papulation
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SOURCE: Bureau of the Census (1875 and February 1996).

! Unless otherwise noted, the source for data included in this chapter comes from the April 1996 Bureau
of the Census publication 65+ in the United States for statistics on the social characteristics of the
elderly. Pre-1970 statistics are from the Bureau of the Census, Historical Statistics of the United States;
Colonial Times to 1970 (1975). Population projections are from Bureau of the Census, Population

Projections of the U.S. By Age, Sex, Race and Hispanic Origin: 1995-2050 (February 1996). Other
references are noted.
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Why the Population is Aging

The aging of the population is the result of two factors: the large number gf births

following World War Il (the baby boom generation), and dramatic improvements in life
expectancy. '

The Baby Boom

+ Members of the post—-World War Il baby boom were born between 1946 anfl 1964.
Today, they number 78 million. This is the only cohort in U.S. history to be larger
than its successor—or “baby bust’—cohort. (See Figure 2.2.)

» The baby boomers will reach age 65 between 2011 and 2030. |In thosge years
alone, the number of people age 65 and older will increase by 30 million. Ih 2030,
69 million people will be 65 and older, and they will make up slightly over 20
percent of the population.

Figure 2.2
Baby Boom, Baby Bust
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SOURCE: Historical data: Bureau of the Census (1975). Projections: Bureau of thé Census
intermediate assumptions (February 1996).
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Figure 2.3
Life Expectancy at Birth
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SOURCE: Historical data. Board of Trustees bf the Federal Old Age and Survivors and Disability Insurance
(OASDI) Trust Funds (1997). Projections: Bureau of the Census intermediate assumptions (1986).

Life Expectancy

e Between 1935 and 1995, average life expectancy at birth increased more than 12
years for men and 15 years for women. 80 percent of newborns in 1991 can
expect to reach age 65, which is 33 percent more than in 1940. (See Figure 2.3.)

e Upon reaching age 65, men are now expected to live past 80, 3 years longer than
in 1940. Women who reach age 65 are now expected to live to 84—almost 6
years longer than in 1940. (See Figure 2.4.) ' ' :
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Figure 2.4
Life Expectancy at Age 65
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the Census intermediate assumptions (1986).

How the Population is Changing

e There will be more seniors and the average elderly person will be older.
1965, the number of peopie age 65 and above has almost doubled; an
double again by 2035. The number of the oidest old (those 85 and abo
tripled and is expected to triple again by 2035. The population as a

however, is expected to grow by a third.

¢ The number of children and youth below the age of 20 also will increase,

about as fast as the number of people in the prime working age range of 2

As a share of the total population, children and youth will decrease slightly

percent to 27 percent between 1996 and 2030.
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The population is becoming more racially and ethhicaily diverse, the young more
quickly than the old. Asians and people of Hispanic origin are the fastest growing
segments of the population. (See Figure 2.5.)

Figure 2.5
Racial and Ethnic Composition of the Population by Age
Under 65 ~ 65 and older
by Race and ' : : by Race and
Ethnicity Total Population by Age Ethnicity

1995 Under 65 @ 65 and Older
. Under 65
2030 65 and Older
Under 65 Rt 65 and Older
EWhite, non-Hispanic : s White, non-Hispanic
mrNon-White or Hispanic mNon-White or Hispanic

SOURCE: Bureau of the Census (February 1996).

As the population ages, each worker will have to support a greater number of
dependents.® Currently, there are 71 dependents for every 100 individuals of
working age. By 2030, the ratio of dependents for every 100 workers will increase to
97 due to the growing number of older adults. (See Figure 2.6.)

2 Dependents are defined as children and youth below the age of 20 and seniors 65 or above.
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Figure 2.6
Number of Dependents per 100 Workers
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. Future needs and priorities will be different. The challenge facing public g

Implications for Public Policy

It is clear that the population of the United States will change significantly duf
next several decades. As the population becomes both older and more ¢
analysts can anticipate, but not accurately predict, economic and social ch

makers is how to balance both present and future interests, as well as the n
the different segments of the population.
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Aging is, by definition, a dynamic process. As individuals age, their physical,

economic, and social characteristics change. Economists assume that people
“life cycle” perspective their individual economic situations. in other words,
should behave in ways that smoothes out consumption over their lifetime
saving while working and earning incomes to maintain a higher level of consuny
retirement). Even so, it is not reasonable to assume that each generation will
exactly as the preceding generation. Someone who is 35 today acts ang
differently than today’s 65 year old did 30 years ago. In 30 years, the 35 yeal
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“have different needs. The availability of informal sources of support from family and

- by age, race, ethnicity, gender, or family structure, disparities continue to exist. The

‘makes the policy issues more complicated. - Policy makers need to be aware of
- evolving differences and take them into account as they desigh policy options.
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Just as the circumstances of today's older adults are different from past generations of
seniors, tomorrow’s elderly population will possess many different characteristics and

other private organizations will change along with the availability of public support.

Existing trends may not hold up over the long term, but they provide the best
indicators of what the future might look like. Thus they can help determine what future
policy directions might be appropriate. While looking at the trends, it is important to
keep in mind that averages can be misleading. Within the elderly and the nonelderly
populations, economic, social, and cultural differences exist. While economic trends
have generally been positive among all segments of the population, whether grouped

fact that we cannot predict whether these disparities will persist, worsen, or improve

The Growing Elderly Population

The elderly segment of the population is growing in absolute and relative terms, and
will continue to do so in the future; the “oldest old” (individuals age 85 and above) are
growing the quickest. (See Table 2.1.} :

Table 2.1
Elderly Population, 1935-2050

1935 1965 1996 2010 2030 2050
 People (in thousands) '

o 65andabove 7,804 18,451 33,872 39,408 69,379 78,859
+ 85 and above 318* 1,169* 3,747 5,671 8,455 18,223
As a percentage of the total population:
« 65 and above : 6.1 9.5 12.8 13.2 200 - 200
« 85 and above 02 - o8 1.4 1.9 24 46
As a percentage of those age 65 and above:
« 85 and above 41" 6.4* 111 14.4 12.2 23.1

SOURCE: Bureau of the Census (1975 and February 1996).

* Mid-point of decenmal census data :




24—Committee for a Responsible Federal Budget

Ongoing research indicates that current Census and Sacial Security Adminis ration
(SSA) projections of the future number of the oldest old (individuals age 8 and
above) may be conservative. (See Figure 2.7.) If so, current projections of Social
Security costs may be too optimistic. The implications of longer life expectancies for
Medicare and Medicaid are |less certain. Some researchers believe that fewer seniors
will be disabled and older people generally will be healthier?® If so, per capita
Medicare and Medicaid costs would not be as high as current expenditure rates imply,
but greater numbers of people living to advanced ages could mean that aggregate
costs would be higher than currently projected. Healthier and longer life spans may
delay, but not completely avoid, costly end of life health care spending.

Figure 2.7
U.S. Population, Age 85 and Older in 2050
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SOURCE: National Institute on Aging (NIA) (1996).

* Research results supported by NIA.

® Manton et al. (1997).
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Because women five longer than men, there are, and will continue to be, more older

women than men, with the difference greatest among the oldest. Mortality rates for

elderly women have improved more rapidly than for men, but the gap is projected to
narrow. (See Table 2.2.)

Table 2.2
Elderly Population by Sex
1935 1965 1996 2010 2030 . 2050

* Percentage below 65 who are:

s Men : 50.4* 48.9* 50.0 49.8 49.8 49.9

+ \Women - 49.6* 51.1* 500 - 50.2 50.2 50.1

Percentage of 65 and above who are: .

+ Men 49.4* 46.5* 40.9 429 - 45.7 45.7
~ = \Women 516" 56.4* 58.1 57.2 54.3 54.3

Percentage of 85 and above who are: ‘

+ Men | 42.9* 36.4* 28.0 312 357 38.6

« Women 57.1* . 636" 72.0 66.8 64.3 61.4

SOURCE; Bureau of the Census (1975 and February 1996).

* Mid-point of decennial census data.
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The elderly are becoming more diverse in terms of race and ethnicity, the

oun
elderly more quickly than the old. (See Table 2.3.) Yo
Table 2.3
Elderly Population by Race and Hispanic Origin

1935* 1965™ 1996 2010 2030 2050
Percentage 65 and above who are: .
+  White 93.4 91.9 89.5 87.3 84.7 81.3
» African American 6.3 7.4 8.1 8.7 10.0 10.8
s Other 0.3 0.7 -— -— -
¢ Asian American - - 2.0 3.4 4.7 8.6
« Native American —— ee 0.4 0.6 06 131
White, Non-Hispanic** -— 85.2 80.8 74.6 66.0
Hispanic** | — — 47 7.2 11.2 17.5 -
Percentage 85 and older who are:
+ White ——- - 90.9 90.1 86.7 84.7
¢ African American -— ~- 78 7.0 7.5 8.6
» Asian American --- e 1.0 2.3 50 5.9
« Native American - -— 0.4 0.6 0.8 0.8
White, Non-Hispanic*® 87.4 84.4 76.0 68.6
Hispanic** — 3.8 6.1 1.7 17.8
SCURCE: Bureau of the Census (1975 and February 1996).
* Mid-point of decennial census data.
** People of Hispanic origin may be of any race.
The rest of the population is becoming diverse mare rapidly than the |elderly

population. (See Table 2.4.)
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Table 2.4
Nonelderly Population by Race and Hispanic Origin

1935* _ 1965* S 1996 2010 2030 2050
Percentage below 65 who are:
o  White 89.6 856 81.8 79.4 75.8 73.1
s  African American 10.0 11.1 13.3 14.2 15.5 16.5
s QOther . 0.5 33 — — —— ——
»  Asian American - - 3.9 5.4 76 9.2
« Native American -— — 0.9 1.0 1.1 1.2
White, Non-Hispanic** - R 71.5 66.2 57.0 49.5
Hispanic** — — 11.3 14.8 20.8 - 26.3

SOURCE: Bureau of the Census {1975 and February 19986).

* Mid-point of decennial census data.
** People of Hispanic origin may be of any race.

Life Expectancy

_ All subgroups of the population enjoy longer life expectancies than they did previously.
The number of years of life remaining bath at birth and at age 65 continue to increase.
(See Table 2.5.) However, life expectancies vary among subgroups of the population.
Longevity is infiuenced positively by levels of income, wealth, and education. Higher

income, better educated people tend to live longer than those with lower incomes and
less education.*

Women live longer than men.. Whites have longer life expectancies than any other
racial group. White women are most likely to reach age 85. In 1991:

« Fewer than half (46 percent) of African American men lived to age 65 or abave,
compared to 68 percent of White men.

e« B2 pércent of African American women lived to age 65 or above, compared to 82
percent of White women.

» However, since 1900, data indicate that at age 85, life expectancy rates for African
Americans and Whites cross over. That is, African American men and African
American women are expected to live longer than White men and women. More
recent data indicate that this crossover pattern may have ended.’

* Preston and Taubman (1994),
* National Center for Heaith Statistics data (1991) cited by Bureau of the Census (April 1996).
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seniors, particularly single women age 85 and above, and elderly people ¢
remain poor. -

Table 2.5
Life Expectancy at Birth and at Age 65
(In years)

1940 1980 1996 2010 2030 2050
Life expectancy at birth
Total
« Men 60.8 66.6 72.6 74.1 76.9 79.7
o Women 85.2 731 79.4 80.6 B2.4 84.3
White '
« Men 621 B87.4 73.7 75.5 78.7 82.0
» Women 66.6 741 80.1 81.6 83.7 859
African American
« Men 51.5 81.1 64.8 85.1 67.9 70.8
* Women 54.9 66.3 74.6 75.5 77.8 79.7
Life expectancy at age 65
Total _
s Men 11.9 12.8 15.5 16.8 18.5 20.3
« Women 13.4 15.8 19.2 20.0 21.2 224
White
» Men 15.1* 15.9* 15.8 17.3 19.3 21.6
+ Women 17.0% 19.7% 19.4 20.4 21.9 23.6
African American
s Men 13.2* 14.9% 136 14.3 154 16.5
+ Women 14.2* 17.7 17.7 18.3 19.3 20.3
SOURCE: Bureau of the Census (1975 and February 1896).
* Remaining life expectancy at age 60.

Economic Characteristics
The economic circumstances of the elderly have improved significantly since the
1970s. Elderly incomes have increased more in real terms than the incomeg of the
younger population. Much of this improvement can be attributed to govgrnment
transfer programs, especially Social Security and Medicare. Poverty rates ampng the
elderly are now lower than for younger people under age 35, but higher than for
people between the ages of 35 and 64, the prime working years. However, incomes
and assets vary considerably among segments of the elderly population, an::c solrne
color,




e Women's participation rates drop 9 percentage points and 7 percentage points at
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Labor Force Participation Rates

Labor force participation among those at and approaching age 65 has dropped
substantially and is projected to continue to drop. (See Table 2.6.) The largest drops
in iabor force participation for both men and women occur at ages 62 and 65, the
eligibility ages for early and normal Sacial Security retirement benefits. Although the
combination of private pension and employment policies and Social Security normal
refirement age explains the drop at age 65, it is likely that exits from the Iabor force
are strongly influenced by Social Security's early retirement benefits at age 62

» For men, labor force participation rates drop 12 percentage points at age 62 and
10 percentage points at age 65.

~ages 62 and 65. -

Table 2.6
Labor Force Participation
(Percentage of subject population in the labor force)

1950 1060 1996 2010 2030 2050
All ages 59.9 60.2 66.8 . 64.9 59.4 58.6
e Men = 86.8 84.0 748 732 67.2 66.5
« Women 339 37.8 59.3 57.1 52.0 51.2
« 55t064 587 - 60.9 579 55.5 536 54.4
« Men 869  86.8 7.0 65.1 63.4 " 63.9
« Women 27.0 372 496 - 46.3 448 451
Above 65 270 . 209 12.4 102 9.6 8.7
« Men 45.8 33.1 16.8 14.5 - 135 124
« Women 9.7 10.8 8.8 7.2 _ 6.7 59

SOURCES: Bureau of Labor Statiétics:1950, 1960, and 1996, SSA mid-range prdjections: 2010, 2030,
and 2050.

% Technical Panel on Trends and Issues in Retirement Savings (1995).
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Between 1940 and 1995, the average age of new Social Security retirees dropped five
years for both men and women. It now stands at 3.6 years. In 1895, 49 pergent of
men and 55 percent of women began receiving Social Security retirement benefits at
age 62.

Some analysts believe that labor force participation rates among older workgrs are
bottoming out. Reductions in public and private pension plans will create ecqgnomic
incentives for people to work longer. As the growth in the labor force |slows,
emplayers are more likely to encourage older workers to continue working ins?ead of
promoting early retirements.

ihcomes

In the two and a half decades following World War If, strong economic growth
produced growing family incomes. Economic growth continued in the 1970s and
1980s, but at a slower pace. If women had not entered the workforce in large
numbers, real (inflation-adjusted) family incomes might have declined. (See|Figure

2.8)
Figure 2.8
Median Income of Married Couple Famiilies
/ EWife in paid labor force

850,000 CIWife not in paid labor force
$40,000

E $30,000

o

0

o

(o))

& $20,000
$10,000

$0
1850 1860 1970 1980 1980 1992

SOURCE: Bureau of the Census (September 1993 (b)).
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Since 1950, the inflation-adjusted income of elderly persons has improved by more
than 2.8 percentage points per year, a much stronger growth rate than experienced by
any younger age group. (See Table 2.7.) Seniors' incomes continued to improve
during the 1970s and 1980s when the incomes of some other age groups declined in
real terms. Income transfers through Social Security and Medicare are largely

responsible for these continuous improvements in the financial condition of older

adults.
Table 2.7
Median Money Income of Persons by Age: 1950-80
(Average annual percentage change, 1992 CPI-U-X1 adjusted dollars)
_ : | Age
© Years 20-24 25-34  35-44 45-54 55-64 65 and abdve
~ Males :
1950-60 057 . 303 3.29 3.79 3.42 3143
196070 2.19 2.76 293 328 3.39 351
1970-80 -0.08 -0.54 0.61 0.89 0.39 1582
1980-90 n.a. -1.44 -0.66 -0.23 -0.19 1198
195090 n.a. 0.93 153 1.92 1.74 268
. . | Females
1950-60 -0.14 0.53 2.38 © 325 2.27 2i32
1960-70 - 161 3.66 2.83 a2 4.98 375
1970-80 1039 0.82 061 -139 - -1.74 3037
© 1980-90 na. - . 129 352 . 342 185 183
1950-90 n.a. 157 . 202 2.10 1.81 2/82

SOURCE: CRFB calculations based on Bureau of the Census data (September 1993 (b)}.

Because incomes of older adults are growing faster than those of the rest of the

population, the gap between the median income among elderly households and that

of the rest of the population is narrowing. (See Table 2.8.)
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Table 2.8
Median Income of Households
(1994 Dollars)

Year 1867 1975 1985 1994
Houssholders 15 years and older:

¢ Total $29,317 $31,117 $32,530 $32,264
« 65 and above 11,268 14,728 18,255 18,805
SOURCE: Bureau of the Census (September 1996 (a)).

Despite general improvements in median income, large disparities remain between

men and women and by race for all age groups. (See Table 2.9.)

Table 2.9
Median Money Income of Persons: 1992

Total Below 65

65 and abgve

All Ages Total 25-34 35-44 45-54 5564

Total &5-74

75+

All races:
* Male $20,654 $22,013 $21,605 $29,827 $32,379 $25271
* Female 10,774 11,803 13,713 15468 15875 10,168
White:
* Male 21,645 23464 22,548 30,977 34,001 26,619
* Female 11,036 12,081 14,440 15659 16,114 10,467
African American:
* Male 12,754 14,162 15,456 19,426 20,639 14,837
* Female 8,857 10,142 10,632 14,495 14,351 8,177
Hispanic origin:* '
* Male 13,810 14,304 15,121 18,843 18490 16,034
* Female 8,357 9,046 10,583 11,303 10,831 6,845

$14,548 $15737 $12,848

8,189 8225
15,276 - 16,598
8,579 8,500
8,031  843p
6,220 6,480
9,253 10,234
5968 6,030

8,153

13,434
8,567

7437

5,927

7,987
5,879

SOURCE: Bureau of the Census (September 1993 (b))

*Peopie of Hispanic origin may be of any race.
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» In 1992, older White males had median incomes 90 percent higher than those of

African American males and 65 percent higher than those of Hispanic males of the
same age group. '

e The gap between elderly White and elderly African American women was 33
percent. There was a 44 percent gap between White women and Hispanic
women, '

e Over the last 40 years, median African American family income has risen from
about h_alf to about two-thirds of the income of White families.

Poverty

- The poverty rate among the elderly has declined dramatically since the 1970s and -
now stands at half of its former level.” Whereas the elderly were then twice as likely to

. be poor as the overall population, the elderly are now less likely to be poor. In
contrast, the poverty rate among children has increased by a third. The rate for
nonelderly adults has risen slightly., (See Figure 2.8 and Table 2.10.)

e In 1995, 10.5 percent of the elderly were poor, compared to 26 percent in 1870
and 16 percent in 1980. Although the poverty rate has declined, many individuals
age 65 and above are still poor. Among the older population, poverty rates
increase with age. Thirteen percent of all individuals age 75 or older were poor in

1995, compared with 8.6 percent of seniors ages 65 to 74. Over a fifth (21.2
“percent) of individuals age 65 and older living alone were poor.

»  Aimost twice as many children as seniors were poor in 1995. Between 1970 and
1995, the poverty rate for children rose from 15 percent to 21 percent.

o Poverty rates for African Americans and Hispanics of all age groups are two or

more times higher than poverty rates for Whites. In 1995, 9 percent of Whites age

85 and above were poor, while 25.4 percent of older African’ Americans and 23.5

- percent of older Hispanics fell below the poverty threshold. Among the population

age 75 and older, 11. percent of Whites, 33 percent of African Americans, and 27
percent of Hispanics were poor. | :

7 The “poverty rate” used here is the official. definition of poverty based on pre-tax income, only,
excluding capital gains. It does not include the value of noncash benefits (e.g., employer-sponsored
health insurance, food stamps, Medicare, Medicaid, housing assistance). A discussion of poverty rates
under alternative definitions is included later in this chapter.
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Figure 2.9
Poverty Rates by Race and Age: 1980 and 1895

M Ali Races [ White African American [ Hi i

38%

1980 1995 1980 1995
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SOURCE: Bureau of the Census {September 1996 (b) and Wehb site (1297)).

e In 1995, 42 percent of African American children and 40 percent of Hispanic
children were poor compared to 16 percent of White children.

« The percentage of older adults at or near poverty, that is, with incomes below 125
percent of the poverty line, has fallen more slowly than the percentage in poverty.
Since 1990, the percentage of elderly fiving near poverty has ranged between 18
percent and 20 percent, within a percentage point higher than the rate|for the
population as a whole.

The official definition of “poverty” is based upon money income, excluding capital.
gains before taxes. To evaluate the effect of taxes and benefits, the Census Bureau
estimates poverty rates under alternative definitions that take into account government
programs and taxes.® This analysis shows that the improved economic condition of
the elderly can be attributed to government transfer programs. Half of all elderly
persons, and 22 percent of all persons, would fall below the poverty level without
income from Social Security and other Federal cash transfer programs.

% Bureau of the Census (September 1993 (a)).
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Under the most comprehensive measurement of income (including imputed return on
homeowners’ equity, Federal nonmeans-tested and means tested programs, and
taxes), the 1992 poverty rate falls from 12.9 percent to 6.2 percent for elderly persons
and from 14.5 percent to 10.4 percent for all persons. (If imputed home equity is not
included, the poverty rate would be 10.4 percent for people 65 and oider and 11.7
percent overall.) Including the annuity value of home equity or the potential income
that could be accessed through a reverse equity mortgage is controversial because
most older adults stay in their homes and homeowners would have to pay housing
costs for alternative living arrangements if they didn't own their own homes. Home
equity represents a 44 percent of elderly assets .

. Table 2.10
Poverty Rates by Age and Race

1970 1980 1990 1992 1993 1995

Total: . _
All races 12.6% 13.0% 135%  14.8% 15.1% 13.8%
White 9.9% 10.2% 10.7% 11.9% 12.2% 11.2%
African American 33.5% 32.5% 31.9% 33.4% 33.1% 29.3%
‘Hispanic* n.a. 21.8% 26.2% 29.6% 30.6% 30.3%
65 and older.
Allraces 246% - 157% - 12.2% 12.9% 12.2% 10.5%
White o 22.6% 13.6% 10.1% 10.9% 10.7% 9.0%
African American 48.0% 38.1% 33.8% = 33.3% 28.0% 25.4%

Hispanic* n.a. 32.6% 225% = 22.0% 21.4% 23.5%

- Children below 18: : : .
All races © 15.1% 18.3% - 20.6% 21.9% 22.0% 20.8%

White 10.5% 13.9% - 19.6% 16.9% 17.0% 16.2%
African American 41.5% 42.3% 44.8% 46.6% 45.9% 41.9%

Hispanic* _ n.a. 33.2% 38.4% 39.9% -39.8% 40.0%

Below 125 percent of poverty: 7
Total 17.6% 16.4% - 18.0% 19.7% 20.0% 18.5%
Eiderly na.. 25.7% 19.0% 20.5% ©19.7% 17.7%

SOURCE : Bureau of the Census (September 1996 (b) and Web site (1997)).

*People of Hispanic origin may be of any race.




36—Committee for & Responsible Federal Budget

More than 93 percent of the individuals age 65 and above received Social Secu
benefits in 1894. (See Table 2.11.)

.'ty

Shares of Money Income from Earnings and Other Sources, 1894

Table 2.11

Elderly Families

Nonelderly Families

individual 85 or Farmily with Individual below 65 Family with
Clder Living Alone | Householder Age Living Alone or Housgholder
Source of Income or Wlth Non- 65 or Older with Non-relatives, below iage 65
relatives, only Only
Percentage of Families Receiving Income of Specified Type
Earnings 13 42 85 a3
Social Security 93 93 6 10
S8l 7 5 4 ]
Other (public
assistance,
unemployment, 8 15 20 10
workers’ comp. b
Efc.)
Dividends, 64 76 52 67
Interest, rent '
Private pensions, 39 54 6 16
annuities,
alimony, other .
Percentage Distributicn of Income, by Type
Total percant 100 100 100 100
Earnings 11 29 88 89
Social Security 47 34 2 2
S8) 1 1 1 0
Other (public
assistance,
unemployment, 2 3 3 o
workers' comp.
Etc.)
Dividends, 20 14 4 4
Interest, rent
Private pensions, 19 19 3 3
annuities,
alimony, other
Median income $11,331 $26,402 $18,446 $41,941

SOURCE: SSA (19896},
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For most seniors, Social Security is the largest share of their income. Almost fwo-
thirds of the elderly receive half or more of their annual income from Social Security.
Social Security provides three-fourths or more of the income of 43 percent of the

elderly, but less than a fourth of the income of seniors with the highest incomes. (See
Table 2.12.)

Table 2.12
Distribution of Money Income by Source,
- Aged Units 65 and Above, 1964

Quintiles of Total Money Income

Total: First  Second: Third: Fourth;  Fifth;
All Aggd Upto $7,735- $12,214- $18,732- $32,18$
Units $7,734 12,213 18,731 31,179  or mor
Number (C00) : _ 23,887 4,867 4,663 4778 4,829 - 4,750
- Total percent 100.0 100.0 100.0 100.0 100.0 100.0
Percent income from: _ ) ' .
Retirement benefits 60.8 84.4 '+ 885 | 80.0 72.1 43.8
Social Security 421 81.2 81.1 65.9 48.3 227 -
Railroad retirement 0.6 0.7 1.0 0.7 1.0 0.4
Government employee pensions 8.4 0.8 24 53 40.2 10.2
Private pensions and annuities 9.7 1.7 40 8.1 12.7° 10.6
Earnings 18.0 0.2 22 8.2 10.9 286
Income from assets 176 27 5.4 10.3 144 244
Public assistance 0.9 11,0 2.0 08 04 0t
3R

Other ' 2.7 16 19 2.8 22

SOURGE: Grad ( 1996).

Assets and Wealth

As expected, the accumulation of savings over their lifetimes means that, at
comparable income levels, the elderly hold higher median assets than the total
population. For each income. quintile, and for all quintiles combined, median elderly
asset holdings in 1993 were more than double the median for the population as a
whole, whether or not home equity is included as a part of the total. (See Table 2.13.)

« Over 40 percent of the net worth of elderly households is in the form of home equity, about
the same share of net worth as for the total population.
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» Wealth is highly concentrated, more so among the elderly than among the | overall

population. Among households headed by individuals 75 or older, the non-housing -
median net worth of the most affluent quintile was 78 times greater than that of the poorest -

quintile. Among all households, the highest quintie’'s median net worth was 48 times
greater than that for the poorest quintile of all households.

Measured net worth differs substantially by race. In 1993, the median net worth df white
households was 10 times greater than that of African American or Hispanic housgholds,
with the greatest disparity among the lowest income quintiles.

Table 2.13
Median Net Worth by Age of Householder
{In 1993 dollars)
1981 1993
Median networth:
* Al households $38,500 $37,587
excluding home aquity 10,858 . 9,505
* 65and above 94,074 86,324
excluding home equity 27400 20642
+ 75andabove 80,636 77,654
excluding home equity 24,0540 18125
Median net worth, lowest income quintile:
*  Allhouseholds 5,406 4249
excluding home equity 1,089 949
s G5andabove 33,523 300400
excluding home equity 3,710 2993 .
¢ 75and above 33,601 32,149
excluding home equity 4,823 3499
Median net worth, highest income quintile:
« Al households 121,423 118995
excluding home equity 51,702 45392
e 65and above 454,599 354,781
excliiding home equity 317,853 215,335
e 75andabove 525,312 475498
excluding home equity 420,986 273,500

SOURCE: Bureau of the Census (1985).
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Consumption

In 1994 the elderly consumed 30 percent less than the average for the total
population. (See Figure 2.10.)

« Financial planners suggest that retirement incomes of 60 to 80 percent of pre-
retirement income are sufficient to maintain standards of living in retirement. That
is because retirees can expect to consume less than the working-age population.
They are largely finished raising children, they have fewer work-related expenses
(transportation, clothing, etc.), and they perform themselves tasks they purchased
when they worked (e.g., yard care, eating at home instead of dining out).

« Elderly households have higher health care needs. They spend more than twice
as much of their income on health care as the overall population.

Figure 2.10
Composition of Consumer Expenditures: 1994

mUther
Clnsurance
mEntertainment
mHealih Care
o Transpartation
mApparel
mHousing

= Food

All Consumer Units Age 65 and above Age 75 and above
$31,731 $22.527 $19,280

SOURCE: CRFB based on Consumer Expenditure Survey data posted on the Bureau of Labor Statistics
(BLS) Web site (November 1996).
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Consistent with improvements in income and reductions in poverty, the older| aduits
consume more that they did 10 years ago. Between 1984 and 1994, consumer
expenditures of the elderly aged 65-74 increased 11 percent in real terms. Thoge age
75 and above experienced an even greater gain of 21.5 percent. Consumer
expenditures for younger age groups declined or stayed relatively flat. (See [Figure
2.11)

Figure 2.11
Changes in Consumption,
1994 compared with 1984
(Percentage change using 1994 dollars)

Age

All Ages —
under 25 |-
25-34 |-
35-44 -
45-54 -
55-64 |-
65-74 -

78+ |-

| L | s i ] . 1

-20% ~-10% 0% 10% 20%

SOURCE: CRFB based on Consumer Expenditure Survey data posted on the BLS Web site (Ncvember

1996).

Education Levels

Today's elderly are less likely to have completed high schoo! or attended college than
younger populations. Future elderly generations will have even higher lgvels of
educational attainment.

Because those with higher levels of educational attainment tend to have| higher
incomes, a greater number of future seniors should have higher retirement incomes.
The importance of a college education to earnings has increased over time.




1

In 1939, the annual average income of college-educated males 25 years old and
above was 2.5 times higher than that of males who only completed elementary school.

In 1990, the advantage was 3.7 times greater. (See Table 2.14.)

Building a Better Futur

_ Table 2.14
Educational Attainment by Age and Race, Ages 25 and Above: 1995
_ Percentage with
HS Graduate or  Some College or Bachelor's
More More - Degree or More
Ali persons 81.7 47.8 23.0
Age in years;
e 25t034 87.1 53.2 25.0
o 35t044 88.4 55.0 266
e 451054 B86.2 53.8 219
+ 55t084 77.2 399 19.0
e 65i074. 68.9 32.5 14.2
e 75andolder 56.8 268 11.2
Ragce: '
¢  White 83.0 45.0 240
«  African American . 73.8 375 13.2
s« Other 75.4 49.5 285
Hispanic origin* 53.4 27.1 9.3
Non-Hispanic 85.9 51.1 25.4
SCURCE: Day and Curry (1998).
* People of Hispanic origin may be of any race.
Health

We do not know today what future advances in medical science will mean for the
quality of health for an increasingly older population. People above 55 are already
demanding changes from the health care system. Not only do they expect the best
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care when they are sick, but they also want preventive care that keeps them
and functionally independent as they age ®

Although it is possible that future elderly populations will live longer, healthier
is also possible that the growing elderly population will require additional resour
heaith care and supportive services. The Federal budget pays for about ha
elderly health care expenditures. Almost all elderly are covered by Medicar
almost half of nursing home care is financed by Medicaid. As the population
more pressure will be put on the Federal budget to increase heaith care sps
(See chapter 4 for more on the budgetary issues.)

As people live longer and the number of the oldest old (age 85 and above) incr
total spending for health care is projected to grow rapidly, even if people are ge
healthier. Health care spending per capita rises dramatically with age. To
capita elderly spending for health care is 3.5 times the amount spent for peoy

nealthy

ives, it
ces for
f of all
e, and

ages,
=nding.

eases,
nerally
tal per
lle age

19 to 64." Within the older population, health care spending varies substantially. The

health care costs of people age 85 and above are 6 times higher than those fo
64-year-olds and 2.5 times higher than those for the youngest old (age 65
- (See Figure 2.12.)

r19 to
to 69).

Figure 2.12
Per Capital Health Care Spending by Age, 1977 and 1987

Constant 1987 Dollars

$10,000
L O 1977 W 19087
$8,000 |-
$6,000
$4.000 -
$2.000 - $1.776 ©$1,535
$1lﬂ' M.
- $745
5605
Ali Ages Under 19 19-64 65+ 85+

SOURCE: HCFA data cited by Bureau of Census (April 1896). -

® National Committee for Quality Health Care (1996).
' Much of the detailed information about health care expenditures comes from the 1987 Nation
Expenditure Survey. More recent data are not available.

al Health
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Health care spending among elderly adults, is as highly concentrated as the younger
population. Most elderly, even thos._e 75 years old and above, consider themselves in

" good health.

o Seventy percent of the elderly identify their health status as good, very good, or
excellent. This percentage has remained fairly stable over the last 20 years. (The
fact that this percentage has been stable shows that increases in health care
spending do not necessarily lead to better heaith status. Per capita personal health
care expenditures for the elderly increased 50 percent in real terms between 1977
and 1987.) '

~ » Seventy-five percent of 65 to 74-year-olds and two-thirds of persons aged 75 and

above report good, very good, or excellent heaith.

Nevertheless, as age increases, so does the incidence of disease and chronic

~conditions,

» Men age 85 and above experience a death rate from heart disease 4 to 6 times -

higher than for men 65 to 69 years of age.

s Although the death rates from heart disease generally improved for Whites and
African Americans between 1960 and 1991, death rates from cancer increased for
‘all elderly age categories of both Whites and African Americans.

With advancing age, people are more. likely to experience difficulty with performing
personal care and household tasks. Half of persons 85 and above report they needed

assistance with everyday activities."* Only 9 percent to 11 percent of those aged 65 to-

74 indicate they needed help. No matter what their age, elderly women are more
likely to need assistance than men. African Americans show higher rates of functional
limitations than Whites, and their limitations are likely to be more severe.

Health Insurance

The elderly are almost universally covered by Medicare. Fewer than 1 percent of

elderly individuals have no health insurance. (See Figure 2.13.) Seventeen percent

of the nonelderly population and 14 percent of children are uninsured. Younger |

adults, ages 21 to 24, have the highest uninsurance rate of any age group.

" From 1891 Census Survey of iIncome and Program Participation {SIPP).
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Employment-based retiree health insurance is available to a sizable min rity of
workers.” The existence of this coverage may make it easier for workers to retire
before age 65, when they become eligible for Medicare. Since 1 992, employers
,} providing retiree health insurance coverage are required to disclose these liabilities on
' their balance sheets. Although some employers have dropped retiree coverage, most
employers seem to be instituting changes to limit their costs (and liabilities) for such
coverage.

Figure 2,13
Uninsured Population by Age

Percentage of Subject Population
25%

3 _32%
0%

25% |-

20% |-
165% - |
10% |- |

5% [ §

1%

25-34 35-44 45-54 65.64 ES+

Total ~Under1a 18-20 21-24

SOURCE: EBRI (March 1998).

Social Characteristics

As people age and become more frail, their marital status, living arrangements, and
other social characteristics help determine the need for services. Spouses and other
family members are key sources of informal support and care. While eiderly
individuals who live alone tend to be in better health, they are also more likely|to use
formal social (community) services and to be institutionalized than those who live with
others.

" In 1993, 38.7 percent of wage and salary workers between the ages 46 and 64—9.8 million
individuals— reported employer-sponsored retiree health insurance coverage. For the vast majority of
these workers, coverage under empioyment-based plans will continue throughout retirement. |Only 14
percent would only be covered until they become eligible for Medicare at age 65. EBRI (July 1985).
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Living Arrangements
Predictably, the number of elderly living alone increases with age.

e 64 percent of those age 65 to 74 were married and living with their spouse in 1993
compared to 24 percent of those age 85 or above.

¢ Between 1980 and 1993, the number of 65 to 74-year-olds living alone increased

only slightly from 23 to 24 percent. Almost half of persons 85 or above lived alone
-in 1993, up from 39 percent in 1980,

» Elderly African American men and African American women of all age categories
were more likely to be widowed than White men and White women of the same

age categories. Thirty-five percent of African American men were widowed

- compared to 18 percent of White men. Elderly Hispanic men and Hlspanlc women
were slightly more likely to be widowed than Whites.

The youngest old (65 to 74) are more likely to be married than the oldest oid. Elderly
men are twice as likely to be married and living with a spouse than elderly women.
Elderly women are three times as likely to be widowed than elderly men.

e Overall, one out of three elderly women age 65 to 74 was widowed in 1993, The
proportion increased to three out of four women age 75 to 84 and to four out of five
for women 85 and above.

» Women are more likely to outlive their husbands not only because they have
longer life expectancies than men, but because they also tend to marry older men.
in addition, both divorced and widowed elderly women are less Iakely to remarry
than divorced or widowed men.

s However, elderly women are twice as likely as elderly men to live with a relative
other than a spouse. One out of seven women age 65 to 74 and 29 percent of
women age 85 and above live with another relative.

In general, family size is shrinking. In 1970, 1- and 2-person households were 46
percent of all households. In 1995, they were 57 percent of the total. On average,
Whites lived in households with fewer people. Elderly Hispanics lived in larger
households than other groups, but the size of Hispanic households differs by national
origin. (See Table 2.15.)

e About the same percentage of White (45 percent) and African American (46
percent) elderly people age 85 and above lived alone.

. Relat'ive-to Whites, aimost two-and-a-half times as many African American elderly
(22 percent) and almost three times as many Hispanic elderly (26 percent) lived in
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households with three or four persons, reflecting more frequent presence of
children and grandchildren.

Table 2.15

Average Number of Persons per Household
65 Years 651074 7510 84 | 85and
All Ages and Above Years Years Above
All races 2.63 1.77 1.91 1.61 1.44
White 2.59 172 1.87 1.58 1.41
- African American 2.84 2.12 2.26 1.90 1.80
Hispanic* 3.41 220 2.33 1.96

SOURCE: Bureau of the Census (April 1998).

* Peaple of Hispanic origin may be of any race,

Institutionalization

The nursing home population increased 29 percent between 1980 and 1990. | This is
greater than the rate of increase of the overall elderly population (22 percent), but
slower than the 35 percent growth rate for the oldest old.

Institutionalization increases with age.

e In 1990, 1.4 percent of the younger old lived in nursing homes, 24 percent of
those 85 and above lived in nursing homes. From 1984 to 1988, the medjan age
for the first nursing home admission was 81 for men and 84 for women."

¢ Ninety percent of all nursing home residents are elderly. 42 percent of hursing
home residents are age 85 and above—double the percentage in 1960. 70
percent of nursing home residents are women. Women 85 and above make up the
largest single share (34 percent) of nursing home residents.

» Those reaching age 65 face a 35 percent to 43 percent risk of being
institutionalized sometime during their remaining lifetimes.

Disability rates among the elderly appear to have declined between 1982 and|1994."
If this trend continues, a smaller percentage of future elderly may need nursing home
care. '

'3 Analysis of the Longitudinal Study on Aging cited by the Bureau of the Census (April 1996).
'Y Manton, et af. {1997).
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Geographic Distribution

The most populous States also have the largest number of elderly residents. In 1994,
the States with the largest populations also had over a million elderly residents each:
California, Florida, New York, Pennsylvania, Texas, [llinois, Ohio, Michigan, and New
Jersey. Florida (18.4 percent elderly) and Pennsylvania (15.9 percent elderly) also
ranked among the States with the largest proportion of elderly residents. Other States
where more than 14 percent or residents are age 65 and above are: Rhode Island,

lowa, West Virginia, Arkansas, North and South Dakota, Connecticut, Massachusetts,
and Missouri,

» Today, Florida is the only State where elderly residents comprise more than 16
percent of the population. By 2020, 32 States will have elderly populations this
‘ '3|ze or greater

» In 2020, the Census Bureau projects that over half of all elderly will live in ten
States: the nine States that currently have the Iargest elderly populations, plus
North Carolma

o Elderly African Americans make up 10 percent or more of the elderly populations
of 12 States and the District of Columbia. All of these States were in the South
except for Michigan,

. Elderly Hispanics are concentrated in the Southwest Florida, New York, and

Rhode Istand.

. States in the South and the West will experience the largest growth in elderly

residents. Some of this growth will result from migration. Since the 1960s, the elderly
have been relocating to the southern and western reglons of the Umted States. (See
Figure 2.14.)

Most elderly do not move to other States. Those who do tend to be better educated -

and better off financially. These moves can bring substantial retirement incomes to
receiving States. In 1989, Florida was estimated to have received $6.5 billion in
transferred income from the elderly moving into the State. New York was estimated to
have lost $3.3 billion.
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Figure 2.14
Southern and Western States Will See Greatest Growth in Populations
65 and Above and 85 and Above
(Percentage change relative to national average growth rate, 1993-2020)

< 50% n.a.g.
50-99% n.a.g. :
100-150% n.a.g. National Average Growth (n.a.g.) = 62.7%

= 150% n.a.g.

< 50% n.a.g.
50-99% n.a.g. =
100-150% n.a.g. Mational Average Growth (n.a.g.) = 106.5%

> 150% n.a.g.

SOURCE: CRFE based on Bureau of the Census data (April 1996).
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- Conclusion

~ By the middle of the next century, the U.S. population will be dramatically different

- from today’s population. The population will be older and it will be more racially and

- ethnically diverse. These major changes will reshape American society in the 21
century and will drive a redefinition of public and private roles and responsibilities.

. As racial and ethnic minorities become majorities, they should gain better access to
occupational and educational opportunities, reversing disparities in incomes,
. educational attainment, and life expectancies that disproportionately affect these
population subgroups. If not, the future labor force wilt not be as productive as it could
- be, the overall economy will not grow as fast as it otherwise might, and the burden of
supporting a larger elderly population will be heavier.,

~ As baby boomers age, they have an essential role to play. By saving more, workers
can reduce their future dependency on public sources of retirement income. In
addition, they can provide the capital needed to fuel a bigger future economy. Greater
educational attainment increases individual productivity and lifetime incomes.
| Healthier life styles can reduce long-term health care needs. Staying in the workforce
' longer decreases the number of unproductive years. These types of changes can
" help reduce the burden imposed by a larger elderly population.

Although policy makers cannot predict exactly how projected demographic changes
will interact with current’ economic trends, they can take a longer perspective,
anticipate the major issues, begin identifying the available options, and weigh the
- trade-offs that are necessary to balance the needs of older members of society with
those of the younger, working age population. By turning their attention on these
longer term issues, policy makers can focus the public debate on the types of
questions that need to be addressed and, in the process, help raise public’s
awareness of the need for change public policies and private behaviors.
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Chapter 3. The Economic Perspet:tiw

o Doll_ar bills don’t taste very good. People don't eat Social Security, pension, or
: pay checks. What really matters is what they can buy with those payments, and
that depends on the production and distribution of goods and services. As the

- population ages, workers will make up a smalier percentage of the population, and the
percentage of the nonworkers will be larger. Active workers will have to produce
sufficient quantities of goods and services to meet their own needs, as well as those
of a larger population of retirees. Just to maintain standards of living, the economy

- has to grow as fast as the growing cost of supporting an aging population.

Economic growth is the answer to the aging challenge. A bigger, stronger, faster-
growing economy would make the aging of the population easier on all-—children,

workers, and retirees. While stronger growth is the answer, it will only be part of the
- answer. -

» There is no magic bullet that will allow us to grow our way out of the problem.
According to Federal Reserve Chairman Alan Greenspan, we would have to triple
the rate of annual productivity improvement just to grow out of the financial
imbalances in Social Security. Growing out of demographically-driven Medicare
and Medicaid problems would require additional boosts to productivity.’

~« We are unlikely to sacrifice all other societal goals in favor of economic growth.
The types of changes that promise the most economic efficiency have important
distributional, equity, and policy implications. For example, a flat tax structure
promises greater efficiency, but compromises progressivity in tax burdens. In
addition, it would reduce retirement savings incentives.

« Sensible economic policies often fly in the face of political reality. The public
undervalues benefits accruing to general society (social goods) and future gains.
Powerful political constituencies wilt oppose changes adverse to them. Efforts to
buy in political support easily can end up negating the potential benefits of
changes.

' Remarks to the Union League of Philadelphia {December 1996). This estimate Is consistent with the
-, 8SA Office of the Actuary's sensitivity analysis of GDP growth assumptions underlying its long-term
OASDI projections.
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Nevertheless, if we focus on four basic objectives, chances are we will achieve
economic growth than if we don't set basic goals.

- and skills necessary to become more self-sufiicient. |n addition, the publ

increase national savings and investment. Most economists agree: inc
national savings raises the capital stock and helps to fuel a faster

higher

easing
rowing

economy. While higher levels of savings and investment would reduce
consumption below what it otherwise would be, they would increase| future

standards of living. As the proportion of nonhworkers to workers grow
worker will have to be more productive., Greater investment in physical and
capital would help make that possible.

Batance the Federal budget. Federal deficits and borrowing deplete the

, each
human

scarce

pool of national savings. Conversely, deficit reduction increases national

savings. Not only does a balanced budget potentially free up current res
for private investment, but lower borrowing reduces claims against the
economy and leaves more future income for future consumption. (See ch
for a discussion of the Federal Budget.)
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Encourage more people to enter the labor force and keep those who are
working, working longer. More workers mean a bigger economy. People are

living longer. That is good news. But, if they don't use the additional years

to the economy, they become a bigger drain on those who are working,

means we have to remove barriers that keep people from entering and sta
the labor force.

to add
~ This
ying in

Encourage people to assume more responsibility for their economic security
throughout their lifetimes. Greater individual self-sufficiency reduces the need

important and a necessary role in the distribution of incomes, but too

~ for publicly (tax) financed support. Government policies and programs play an

arge a

public role creates greater inefficiencies, complexities, disincentives, and
unintended consequences. These reduce the equity of policies both within and
across generations and contribute to popular perceptions that the government is

intrusive and unfair. If we expect individuals to assume more responsil

ility for

their economic security, we must facilitate their ability to acquire the knowledge

be educated about retirement savings. Individuals should understand b
need to begin planning and saving early for retirement and learn the mech
savings (specifically, the benefits of compound interest). And, they should
monitor more closely their pensions and other savings.
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Recent Economic Trends

- The post-World War [l boom lasted a quarter of a century. During the 1970s, despite
declines in productivity growth, strong growth continued as large numbers of women
and baby boomers entered the labor force. Since the early 1980s, growth and

productivity have slowad, and improvements in real hourly compensation have almost
- stopped. (See Table 3.1).

Table 3.1- .
_ Economic Trends, 1950-94
(Average annual percentage change from previous period)

Real _ Personal

Compensation/  Labor Force Consumption

Real GDP Qutput/Hour Hour Growth Expenditures
195059 4.0* 2.8 n.a. _ 1.1 2.8
o 1950-54 4.7* 3.1 - n.a. 0.8 2.7
¢ 1955-59 3.2~ 2.6 n.a. 1.4 2.9
1960—69 44 28 26 1.7 43
s 1960-64 4.1 _ 3.3 2.7 1.3 3.9
s 1965-69 4.6 2.3 2._4 2.0 4.7
1970-79 - 32 1.9 14 2.7 3.0
o 1970-74 2.8 2.1 1.5 2.6 3.2
o 197579 3.6 1.7 0.9 27 37
1980-89 | 238 10 | 0.2 1.7 3.0
"« 1980-84 2.2 1.2 -0.2 _ 1.6 2.2
s 1985-89 34 0.9 0.5 1.8 39.
199095 1.8 09 0.3 1.1 1.8
185073 4.1 2.9 2.4* 1.6 : 3.7
1974-95 2.5 1.0 0.3 1.8 2.7

SQURCE: CRFB calculations based on the following: 1950-59 GNP, productivity, and personal consumpticg
expenditure data from Historical Statistics of the United States, Colonial Times to 1970 (1975). All other da|
. from the Economic Report of the President (1997). '

* Real gross national product (GNP).
**19680-73.
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The economic slowdown not only affects current standards of living, but aiso will affect
future retirement incomes. Slower wage growth results in lower lifetime incomes and
less retirement income. Low- and moderate-income families depend more on|wages
and salaries than do high-income families. Therefore, stagnant wages and salaries
affect those families more than wealthier families.

Median family money income, which grew an average of 3.7 percent a year in
inflation-adjusted terms during the 1960s, was $612 lower (after inflation) in 1995 than
it was in 1990. During the 1960s, two-thirds of increases in family income came from
increases in men's (husband’ s) earnlngs Since the 1970s, improvements in family
income are due largely to the rising number of two-earner couples Median incomes
for one-eamer families have stagnated.? The growth of women'’s participation in the
labor force appears to have leveled off, signaling the end of income growth from this
source.,

Trends in per capita income show increasing premiums for education and experience.
Younger male workers began to experience declines in real money income during the
1670s. Younger male workers with lower knowledge and skill levels have fared the
worst. Entry level, real hourly wages for male high schoo! graduates dropped 30
percent batween 1979 and 19932 During the 1980s, on a per capita basjs, real
maney income declined for all male age groups except the elderly. Entry level wages
~ for female high school graduates dropped 18 percent during the same |period.
Although older women (age 35 to 64) suffered declines in real money income during
the 1970s, women of all ages saw their income grow during the 1980s.

2|n 1970, on average, there were 3.58 persons per family, compared with 3.19 in 1995. Thus|declining
fam:ly size may have helped cushion standards of living from the effects of stagnating family incomes.

® Mishe! and Bemstein (1996).
4 Danzinger (1994).
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The economy is shifting toward services and away from manufacturing and goods
producing sectors. (See Figure 3.1). Some rapidly growing service jobs are highly
compensated (e.g., communications, computer-related and professional specialty
areas). However, some of the greatest growth in service sector employment has

- taken place in low-wage business services and retail trade. Most important, these

employers are less likely to sponsor health insurance and pensions.” Between 1983
and 1994, these two séctors accounted for 33 percent of new jobs. During the same
period, the share of jobs in the goods producing sector, which generally pays higher
wages and provides more benefits, fell 5 percent. In 2005, goods producing

industries will represent 18 percent of total employment, compared with 27 percent in

1983.°

Figure 3.1
Employment Share by Major Industry

100% 4

80% - |[E0ther Service
EIGovernment .
60% EZWholesale and Retail Trade
~1|E@Transportation
B Manufacturing
40%

B Mining and Construction

20%

° 1950 1960 1970 1980 1990 1995

SOURCE: Bureau of Census (October 1996},

® For mere information about employer-sponsored benefits, see chapter 9,Private Retirement Plans.
% BLS (December 1995).
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As a conseguence of these and other trends, income disparity is increasing. In 1995,
the top 5 percent households received 21 percent of all household income, whereas
the bottom 40 percent received 12.8 percent. Twenty years earlier, the shares were
15.9 percent and 14.9 percent, respectively.7 Between 1975 and 1995, average
income for the top quintile of househoids increased 35 percent in real termg (from
$80,834 to $109,411). Over the same time period the average income of the bottom
quintile increased only a net 1.5 percent (from $8,227 to $8,350). Average income of
the bottorn quintile actually fell 0.5 percent between 1990 and 1995. Median
household income also declined by 2.4 percent. :

The implications of these economic trends for an aging population are many.

« Individuals with lower lifetime incomes accumulate lower personal savings gnd are
less likely to participate in employer-sponsored pension and health insurance
plans. |f greater numbers of workers have low lifetime earnings and little or no
privately-sponsored pension and health benefits, farger numbers of future retirees
will have low retirement incomes and will be more dependent on public programs.

« Itis easier to raise taxes when incomes are growing.- Social Security and Medicare
payroll taxes increased 15 times between 1950 and 1980, and only 6 times since
then. If incomes are stagnating or declining, people are more likely to resist tax
increases that reduce incomes and consumption.

« Payroll taxes are regressive to begin with. Stagnating or declining real| wages
compound this problem. Low-wage, lower skilled, and younger workers are
disproportionately burdened by payroll taxes. Unlike higher income, better skilted
workers, low-wage, low skilled workers do not have the same prospects for
improving their incomes over their lifetimes. This means that the burden ofl payroll
taxes will not lessen as they grow older.

7 Bureau of the Census (September 1996(a)).
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The Importance of Savings and Investment

Since 1960, the net national savings rate (national savings less depreciation) has
declined from above eight percent of GDP to below 2 percent. The decline in net
national savings is about equally shared between Federal budget deficits and the
decline in private savings. (See Table 3.2).

Table 3.2
Net National Savings and Investment
(In percentage of GDP)

: 186069 1970-79 . 198089 1990—94

Total net savings 8.1 7.0 3.3 .19
+ Total government savings -0.1 -1.0 -2.6 -3.3
Federal government savings -0.2 -1.7 -3.8 -38
State/Local government savings 0.0 0.7 0.9 0.3

* Total private savings 83 . 8.0 6.5 5.2
Business savings ' 3.2 24 1.5 15
Personal savings 5.1 5.6 49 3.6

Total net investment 7.9 76 41 24
s Net private investment 7.2 7.3 57 3.4
« Net foreign investment : 05 0.2 -1.8 -11
Statistical discrepancy ) 0.3 0.6 0.2 0.5

SOURCE: Survey of Current Business (1997).
Totals may not add due to rounding.

‘Because economic growth requires investment and investment requires savings,
policy makers are concerned with how to increase national savings. Increasing
retirement savings is an important subsidiary objective. If more individuals engaged in
higher levels of retirement saving, they would assume greater responsibility for and
control over their own retirement incomes. In addition, once retired, they would rely
less on public income support programs.
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Although there is widespread agreement about the need to increase savings
are no easy answers.

o The way to increase Federal savings is to balance the budget, even run
surpluses. This increases the level of current resources available for
investment and reduces future debt burdens. (This topic is addressed marg
chapter 4.)

e The major result of many proposed policy changes may be to shift reg

, there

budget
private
fully in

ources

around. Current proposals to increase retirement savings range from using the

sovereign power of government to mandate saving to relying on the per
power of tax incentives to encourage saving. The trouble is, while both hi
potential to increase retirement savings, neither promises to increase net §
at the aggregate level. If net national savings do not increase, there

additional resources to invest.

» Policy objectives can conflict. Policy options to increase private savin
investment rely, by in large, on using tax incentives or eliminating disincen
save under the tax code. Because they lower Federal revenues, these optid
conflict with efforts to reduce Federal budget deficits. Economists disagres
the ultimate impact of tax cuts on the budget. Supply-side theorists argue t
positive feedback effects of tax cuts and corresponding higher saving
investment will more than offset the revenue losses. Others argue that r
losses will be greater than the gains from higher growth. Under
“scorekeeping” rules, budget estimators project that tax cuts will lose revenu
increase the deficit.® '

® Technical Panel of Trends and Issues in Retirement Savings (1995).

® For example, the 1995 Congressional Budget Resolution proposed to cut capital gains taxes.
supply-siders argued that the reduction in capital gain taxes would produce higher investment 2
robust economic growth, and thus produce greater revenues to the Treasury, the Joint Cong
Committee on Taxation scored the provision as losing $119 billion in revenues over 10 years.
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Personal Savings

The level of personal savings declined sharply after 1985. (See Table 3.3).

Table 3.3
Personal Savings: 1971-93
(Percentage of net national product (NNP))

Type of Saving 1871-80 1981-85 1086-90 1991-93

Net personal saving 7.2 ' 8.1 5.8 5.9
Retirement ‘ 37 : 6.7 5.7 5.6
" Pensions _ 3.7 . 54 44 42

Individual n.a. 1.3 1.3 : 1.4
Life Insurance 0.5 ' 0.3 0.6 0.5

Other 3.0 1.1 -0.6 0.2 .
SOURCE: Sabelhaus (1996). |

This causes concern because personal savings historically have contributed half or
more of national savings. Economic theories about why personal savings have

declined abound, but none provides a fully satisfactory explanation. A combmatzon of
explanations is likely. .

e When people feel wealthier, they are less inclined to save. The decline in
personal savings coincided with the tremendous run-ups in the real estate and
stock markets. . Not only did the savings rate fall during the late 1980s, but
consumer debt increased as people took advantage of higher asset values to
finance consumption, housing, and durable goods.

. Savmgs behavior may be countercyclical. When people are confident that their
incomes will grow in the future, they feel less need to save. Consumer confidence
was high during the recovery followmg the 1981-82 recession. Personal savings
fell from 9.1 percent of disposable income in 1981 to 4.8 percent in 1989. Savings
rose during the 199091 recession, reaching 5.9 percent in 1992, but falling to 3.8
percent in 1994, once the economy recovered.
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« The number of people in their “peak savings years” (ages 45 to 64) declined and
the number of retirees increased. People who are approaching retirement have
more income and are more concerned about saving. Retirees are expected to
stop saving, even use up accumulated savings, to maintain their standards of
living. However, the timing of the demographic changes does not coincide with the
decline in savings, and the size of the demographic shifts were relatively| small.
People ages 45 to 64 declined as a share of the adult population from the 1960s to
the mid-1980s. The proportion of retirees grew beginning in the early 1970s

¢ Government policies inhibit savings.

> Tax policies affect after-tax income and wealth. The cutrent tax system taxes
savings and investment more than other uses of income. With lower after-{ax
returns, people have less incentive to save. Although it is not possible to
estimate what the savings levels might have occurred under different tax
policies, it is possible to assess changes in savings as a result of tax proyisions.
Table 3.3 shows that people respond to tax incentives to save. Since 1970, as
various tax-advantaged retirement saving options have grown (IRAs, 401(k)s,
Keoghs, etc.), retirement savings have risen. At the same time, loverall
personal savings rates have declined. Today, nonretirement savings are
negligible.

> Workers may feel less need to save if they expect Social SecurtY and
Medicare to take care of post-retirement incomes and health care needs. ° Or,
they may not understand that payroll taxes are not personal savings.!" Retired
people are able to consume more because Social Security and, more
importantly, Medicare, provide benefits guaranteed to last through their

" remaining years."> Some economists argue against this explanation because
the timing is off. The creation of Medicare and Medicaid in 1965 and the rapid
expansion of Social Security benefit levels in the 1970s pre-date the decline in
personal savings in the 1980s.

> Means-tested programs like Medicaid may cause people to use, avaid, use
up, or give away savings to gualify for benefits. -

10 palls, however, indicate growing numbers of respondents believe that Social Security and [Medicare
are in trouble or that benefit leveis will be cut back by the time they retire. For example, $ee EBRI
gJanuary 1997), Farkas and Johnson {1997}, and AARP (1985).
1 A 1995 DYG telephone survey of 2,000 Americans age 18 or older conducted for the AARP found that
four-fifths of respondents think of payrolf taxes as retirement savings. AARP (1995}, -
'2 Gokhale et. al. (1996).
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Figure 3.2
Household Reasons for Saving by Age, 1992

1992

Under 25 : B5+
Age of Household Head

ERctirement SlUncerminty E3HomeMajor Purchase EXTransters to Family E30ther  JDon't Save/Can't Save

SOURCE: Samwick, based on the 1992 Survey of Consumer Finances (1997).

* See Samwick (1997).
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The Impact of the Decline in Savings

Increases in elderly consumption have caused net national savings to decline."

Scocial Security and Medicare provide seniors with annual (annuitized) sou

rces of

income (in the case of Medicare and Medicaid, in-kind income). Because they no

longer have to fear outliving their resources, seniors can and do consume m
addition, Social Security and other government transfer programs give the
more income to consume. Skeptics of this theory again point to the
problem. The expansion of government transfer programs pre-dated the de

pre. In
elderly
timing
cline in

national savings. They also doubt that the increases in elderly consumption are

large enough to account for the decline in saving.

People do not know how much they should save to maintain their pre-reti
standards of living after retirement. - '

rement

> Public opinion studies indicate that people are not aware of how mugh they
should be saving for retirement.’® When they are better informed, 40 percent to
50 percent of those polled indicate a wiliingness to increase their personal

savings rate.

> Although thrée-fourths of workers are confident about their retirement
prospects, 25-30 percent of them had not saved anything for retirement.

ncome
18

Although it is not possible to know exactly the extent to which the decline in domestic

savings have affected the economy, current and future consumption levels are
be lower than they would have been if no decline had occurred.

s A 1991 study' estimated that if the decline in savings observed since the 1

permanent, consumption in 2020 (while higher than today's levels) will
percent lower than it would have been had savings levels stayed at theif
levels. '

According to CBO, during the 1980s, people enjoyed twice the standard ¢
their parents enjoyed when they were the same age. Now, because of low

ikely to

980s is
be 10
1980s

of living
savings

rates, siower growth in the labor force, and lower productivity, CBO estimates that

it will take three generations for standards of living to double.

Foreign debt is being used partially to offset the decline in domestic §
Income and interest payments on these investments leave the country.
first time, in 1994, U.S. payments on foreign-held assets in this country ex

4 Gokhale, Kotlikoff, and Sabelhaus (1997).

5 | untz (1994); EBRI, 1996 Retirement Confidence Survey (January 1997).
% EBRI, 1995 Retirement Confidence Survey {December 1895).

7 Harris and Steindel (1891).
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receipts on U.S.-owned assets abroad. The size of payments leaving the country
-will grow if we continue to depend on foreign sources of capital. Depending on
foreign capital may become more difficult. The rest of the world faces similar, even

more acute, demographic pressures. (See next section.)

The good news is that the damage can be undone.
budget and running consolidated budget surpluses equal to annual Social Security

Permanently balancing the

surpluses would restore savings to approximately the pre-1980 level.

The United States is not alone — the global population is aging. (See Table 3.4). ltis
- not possible to predict what impact this change will have on the world economy. As
with the U.S. domestic situation, the greater the size of the world economy, the easier
it will he to accommodate the competing claims for resources and output.

e Other developed nations are facing more acute and more immediate problems
than the U.S. (See Tables 3.5 and 3.6). They will have proportionately larger
elderly populations than we do, and their public commitments to provide income
assistance are greater. Under current policies, these countries are projected fo run
large budget deficits o meet the needs of their elderly citizens. Between 2000 and
2030, public debt will increase due solely to the aging of the population by as much
as 190 percent of GDP in Japan to a low of 2 percent in Iceland. U.S. public debt

will rise 44 percent of GDP due to aging.'®

Global Perspective

Table 3.4

Population over Sixty Years Old

(Weighted average percentage by region)

Region ' 1990 2010 2030 2050
OECD - 182 23.1 30.7 ©31.2
Latin America and Caribbean 6.9 9.3 16.0 235
Eastern Europe and Former Soviet Union 15.3 182 22.7 26.5
Middie East and Northern Africa 7.0 8.1 12.4 18.1
Sub-Saharan Africa 48 4.5 5.9 9.9
‘Asia | - 74 9.5 16.3 221
Memo;

19.2 28.2 289

United States 16.6

8 OECD (1996).
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High levels of public borrowing will put significant upward pressure on| global
interest rates. It will be harder to attract the investors that currently help make up

for low U.S. domestic savings rates. Public and private borrowing costs wi
worldwide, making it much more difficult to finance public programs a

investrment.

il go up
d new

Table 3.5

G-7 Nations: Elderly as Percent of Working-Aged Population
(Population 65 and above as percent of population age 15 to 64)

Country 1960 1990 2010 2030
Japan 9.5 17.1 33.0 44.5
Germany 16.0 21.7 303 492
France 18.8 20.8 245 59.1
italy 13.3 21.6 31.2 8.3
United Kingdom. 17.9 24.0 25.8 88.7
Canada 13.0 16.7 20.4 9.1
United States 15.4 20.4 36.8

19.1

Source. OECD{19986).

Table 3.6

G-7 Nations: Total Dependency Ratio

(Population ages 0 to 14 and 65 and above as a percent of population age 15 fto 64)

Country - 1980 1990 2010 4030
Japan 56.6 435 56.7 70.5
Germany 47.4 453 50.0 1i75.1
France . 61.3 51.1 51.2 67.9
Italy _ 47.9 45.5 515 o7
United Kingdom 53.7 52.9 52.3 58.0
Canada 70.5 475 47.5 69.0
United States 87.4 51.7 50.5 £8.0

Saurce: OECD(1996).
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Labor Force Issues

Between 1950 and 1994, the labor force more than doubled in size. Over half the
increase occurred between 1960 and 1980, when the baby boomers entered the labor
force. Labor force participation rates for men have been falling, but the growth in
working women has more than offset this decline. As a result, overall labor force
participation rates have increased. Two-thirds of the population age 16 and above is
now in the fabor force, compared with 60 percent in 1950. (See Figure 3.3).

Figure 3.3
Labor Force Participation

Percentage of subject population
100

I ] | [ ] I I . ] t ! 1
0 T
1950 1960 1970 1980 1990 2000 2010 2020 2030 2040 2050

SOURCE: SSA (December 1992).

Since World War Il, Americans have been retiring earlier and are living 3 to 5 years
fonger in retirement.

« In 1950, 87 percent of men age 55 to 64 and 71 percent of men age 65 and above
were in the labor force. In 1995, two-thirds of men 55 to 64 years of age and 17
percent of men 65 and above were in the labor force.
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» In 1995, almost half of women age 55 to 64 were in the labor force, compared with

about a fourth in 1950. However, over the same period, the number of women
workers age 65 and above dropped 11 percent (from 20 percentto 9 percenit).

As the population ages, a smaller proportion will be of working age. During the twenty
years in which baby boomers will turn 65 (2011 to 2030), SSA projects the labor force
wilt grow by 5.7 million workers. By contrast, the labor force grew by 4 times that
number during the 1970s. ' !
Total economic output equals output per worker times the number of workers.
growing number of workers produce a growing economy. Conversely, a slowdawn in
the growth of new workers will slow down economic growth. After 2010, the grawth of
the labor force will slow to a trickle (0.2 percent according to SSA). CBO estimates
that a%the population ages, GDP growth will slow from 2.1 in 2005 to 1.7 percent in
2020. ;

The bottom line is there will be more retirees for each worker to support. The
combination of a growing number of elderly and a near stagnant working age
population will reduce the ratio of persons age 18 to 64 to persons age 65 and| above.
In 1940, the ratio was 9.1 to 1. Currently, the ratio is 4.8 to 1. In 2030, the Census
Bureau predicts it will be 2.8 to 1. Add children and young people below the age of 20
together with persons age 65 and above and the ratio of workers to dependenti will be
only 1.03 to 1 in 2030, compared with 1.43 to 1 in 1940, and 1.37 o 1 in 1995.

There are three ways to offset the economic effects of the slowdown in growtk of the
labor force. !

o Keep workers in the labor force. To encourage people to work fongei, public

and private pension plans will have to stop promoting early retirement, bﬁrriers to.

art-time

older workers will have to be reduced or eliminated, and opportunities for
work will have to expand. '

o Make each worker more productive. Investment, in physical and huma capital
stock, increases worker productivity. Higher levels of national savings permit
greater investment. Investments in education and training increase the knowledge
and skill levels of the workforce. :

¥ CBO (March 1997).
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» Increase immigration of working-age individuals. Higher levels of immigration
could boost the size of the labor force. However, the country is uniikely to accept
the levels of immigration necessary to offset fully the aging of the population. In its
long-term projections, SSA assumes annual immigration of 900,000 persons.”’ In
1990, the ratio of covered workers to beneficiaries was 3.4 to 1. To maintain that
ratio, annual immigration would have to almost double through 2010 and nearly
quadruple by 2030.' By 2030, a cumulative 110 million additional workers—
equal to 32 percent of the projected population—would be needed to maintain the
1990 ratio. The actual number of immigrants would have to be even larger
because in any given year, about one-fourth of immigrants are children or older
than age 65 and additional immigrants would be needed to replace those who
retire.

Longer Life Expectancies, Shorter Working Lives

People now stay in school longer and retire earlier than they did in 1940. Today,
- people spend slightly more than half their lifetimes working, compared with more than
two-thirds in 1940. Since 1940, life expectancy at age 65 has increased 3 years for
men and almost § years for women. But working lives have shortened. (See Figure
3.4).

_ Figure 3.4 .
Longer Life Expectancies, Shorter Working Live
1940 and 1995

Pre-Schooll

School Active Work Years : Retirement
MEN
WOMEN ,
- IV - 1 T 1 I
O 20 . 40 60 : 80

Age in Years

SOURCE: CRFB based on SSA and Bureau of the Census data.

# The Immigration and Naturaiization Service (INS) reported 720,500 legal immigrants for 1985 and
804,000 for 1894, The SSA assumption of 900,000 includes 600,000 tegal and 300,000 “other than
legal" immigrants.

2''CED estimates based on SSA intermediate projections. (1995).
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On average, people today stay in school four years longer than they did 50 yeafs ago.
Spending more time in school should have positive benefits for individuals and for the
overall economy. Better educated workers are more productive. - Those with jhigher
levels of educational attainment are more likely to be in the labor force and afe less
likely to be unemployed. Although disparities in earnings continue between men and
women, and among individuals of different racial and ethnic backgrounds, (higher
educational attainment consistently is associated with higher earnings. (See Table
3.7). :

:

Table 3.7
Mean 1994 Earnings by Educational Attainment
Persons Age 18 and Above

Some
Not a High College or
School High School Associate Bachelor's AdJ/anced

Total Graduate Graduate Degree Degree Degree
Total $25,852 $13.697 $20,248 $22,226 $37,224 $ds,105
» Male . 32,087 = 16,633 25,038 27,636 46,278 6‘7,032
« Female 18,684 9,189 14,995 16,928 26,483 30,905

Race and Ethnicity |
o White 26,696 13,941 20,911 22,648 37,996 56,475
+ Black 19,772 12,705 16,446 19,631 30,938 4b,653
s Hispanic® 18,568 13,733 17,323 21,041 29,165 Sﬂ 898

SOURCE: Day and Curry (August 1996).

* Peopie of Hispanic origin may be of any race.

The Retirement Decision

With longer life expectancies, improvements in health, and less physically de¢anding
labor, why don't people work longer? Almost half (46 percent) of current workers plan
to retire before age 65. Only 12 percent plan to continue working after age 65.
Earlier retirement lengthens the period of dependency during which people [rely on
savings, pensions, Social Security, and Medicare. Shorter working lives aliow less
time to build up those retirement resources. To the economy, retirement often
represents the loss of the most knowledgeable and highest skilled workers. | As the
growth of the labor force slows, keeping older individuals working longer!will be
important to overall productivity.23 '

22 Survey by EBRI, Matthew Greenwald & Associates, and American Savings Education Council. Survey
was performed in July 1996 and reported in the National Journal (November 2,1996). ;
2 The discussion in this chapter about retirement trends and issues is based upon the repprt of the
Technical Panel on Retirement Issues and Trends (1995). :
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Retirement Age

Retirement at age 65 is partially customary (see box that follows), but retirement
decisions are strongly influenced by the age at which individuals are eligible for private
pension and Social Security benefits. To enhcourage people to work longer, the
retirement eligibility age will have to be changed for Social Security and private
retirement plans.

+ Labor force exit rates peak noticeably at ages 62 and 65, the Social Security early
and normal retirement ages. Male labor force participation rates drop 12 percent
at age 62 and 10 percent at age 65. Corresponding women's rates drop 9 percent
and 7 percent. Other labor transition points are observed at age 55 and 60,
indicating that private pension provisions also lnfiuence people's decisions about
when to retire. :

» More people start receiving Social Security retirement benefits at age 62 than at
any other age. Men first became eligible for early retirement at age 62 in 1961.
~ (Early retirement was made available to women in 1956.) By 1965, 30 percent of
new male retirees were age 62 to 64. In 1995, 67 percent of new male retirees

| and 75 percent of new female retirees were age 62 to 64.

» Private pension plans contribute to the popularity of retirement at age 62. Over 40
percent of medium and large private establishments and aimost 50 percent of
~ small establishments allow normal retirement (full benefits) at age 62 or younger. 24
In addition, almost all private plans allow early retirement with reduced benefits.
Two-thirds set age 55 as the minimum early reterement age.

« Employer-sponsored retiree health insurance coverage also encourages early
retirement. Unless they are disabled, retirees under age 65 are not eligible for
Medicare. Retiree health benefit plans aré more common among medium and
large firms. A third of emploa/ees ages 45 or above work for employers who
sponsor retiree health benefits.*> Since 1992, when employers were first required
to note retiree health insurance liabilities on their financial statements, retiree
coverage has been falling. Erosion in retiree coverage for retirees younger than 65

could deter more workers from early retirement.

o -+ EBRI (1995).
ERBI analysis of 1993 Current Population Survey (April 19587).
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To Retire or Not to Retire

Before workers reach the eligibility age for retirement, they earn regular wages and
accrue higher future retirement benefits. Pre-retirement earnings largely determine
post-retirement benefits. Social security retirement benefits are based on eprnings
during covered employment. Employer contributions to defined contribution pension
plans typically are based on earnings. More than 80 percent of private defined!benefit
pensions are based on earmings at the end of a career or years of service.””
Under defined benefit plans, workers face a trade-off when they reach retirement age:
retire and begin receiving benefits immediately, or keep on working and forgo |current
benefits in exchange for higher benefits later. If the additional benefits earn¢d as a
result of continued work are farger than the retirement benefits forgone, then it is to
the worker's advantage to keep on working. :

28 See Cohen (1957). :

2" Under defined contribution plans, employers make specified contributions on behalf of emplgyees into
individual investment accounts. Benefits equal assets in these accounts at retirement. Under defined
benefit plans, the employee is promised a specific level of benefits upan retirement based or years of
service and earnings. See chapter 9 and appendix 1 for mere information about private pension pians.
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Reduced benefits for early retirement. Generally, workers who retire early
receive reduced annual retirement benefits in exchange for more years of benefit
payments.”® An “actuarially fair” trade-off is a 7 percent benefit reduction for each
year retirement precedes the normal retirement age. “Actuarially fair” means that
the value of benefits is equivalent, whether higher payments for fewer years or
smaller payments for more years. If the benefits are not sufficiently reduced, the
worker has an incentive to retire as soon as eligible; a larger-than-actuarially-fair
reduction for early retirement penalizes early retirees. (Employees whose primary
coverage come from defined contribution plans do not face such trade-offs. As
long as contributions continue, retirement wealth grow.)

Life expectancy differences. Assuming they have a choice, individuals with
shorter life expectancies may be better off if they retire earlier. Individuals who
expect to live longer than the actuarial assumptions built into the early retirement
benefit level also may gain from early retirement because they will live long enough
to receive greater lifetime benefits even at the reduced annual rate.

Substantial penalties for working too long. - Social Security and many private
pension plans discourage working beyond the normal retirement age.

> In Social Security, future benefits are increased by a “delayed retirement credit”
for each year worked beyond age 65. The current delayed retirement credit (5
percent for individuals the normal refirement age of 65 in 1897) is not
actuarially fair—the amount of the increase is not hlgh enough to offset the
benefits lost because of continued work. Increases in the credit are being
phased-in. By the time boomers retire, individuals who work beyond the normal
retirement age of 66 will receive delayed retirement credits of 8 percent per
year of continued work, an amount that is considered actuarially fair.

> -Research on private plans shows Eenaltles for workmg beyond initial retirement

eligibility age can be substantial.®® One study estimated that men in one plan

" who worked until age 68, instead of retiring at age 60, lost 40 percent of their
lifetime retirement incomes.

Benefit formulas offer different incentives. Three-ﬁﬂhs of defined benefit plans
base benefits on years of service and earnings at the end of employment (terminal

earnings). Over one-fith of plans multiply years of service by a fixed doliar

amount, and 11 percent use career earnings (as does Social Security). The net
lifetime pension benefit gained from additional years of work is likely to be higher in
the first fwo types of plans than in the third.

2 For example, Social Security benefits claimed at age 62 are 20 percent lower than benefits at age 65.
Thls is considered to be actuarially fair.

® Research cited in the final report of the Technical Panet on Retirement Trends and lssues in

Retirement Saving (1985).
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Barriers to Working for Older Workers

|
Age discrimination could explain declining labor farce participation rates for old r men.
If so, eliminating age discrimination and other barriers could keep older workers

working longer. However, there is inconclusive evidence that these factors account for
the decline in labar force participation rates of older workers.

Older workers have lower unemployment rates than younger workers. Older and
yaunger workers are equally likely to be laid off. But older workers who lose théir jobs
are unemployed for longer periods. When they do find work, they face greater
reductions in earnings than younger workers. They are mare likely to bgcome
discouraged and drop out of the labor force aitogether (therefore not counted as
officially unemployed). :

« Five percent of men and 4 percent of women ages 55 to 64 were unempldyed in
1993, while the rates for men and women ages 25 to 34 were just below 7 percent.

|
s In the mid-1980s, about one-third of laid-off workers ages 55 to 64 and| three-
fourths of those age 65 or above left the labor force, compared with fewer than 10
percent of those ages 20 to 54. :

|
Employers may be reluctant to hire older workers because they feel that younger
workers, who have the potential for longer job tenure, are a better investment.i Older
workers are likely to have more health problems and, in smaller companies, couid
raise group health insurance costs. Finally, employers may fear that older workers are
harder to train, less able to cope with technological change, and less productive

because they have lower levels of motivation, commitment to work, and ambitio: .

Part -Time Work

Another way to keep older workers in the labor force is to increase opportunities for
part-time or temporary work. Pari-time work offers older workers a more gradual
transition into retirement. A 1994 survey indicates that more older workers wfu!d like
to work part time. A fifth of men ages 55 to 64 and over two-fifths of women ages 50
to 59 indicated that they would like to work part-time, but only & percent and 9 percent
respectively were part-time workers. More older workers may be reluctant to wbrk part
time because compensation and benefits are lower. Furthermore, employers Jﬁho-are
reluctant to hire older workers may find even stronger rationales against hirirg them
for part-time positions. '
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Part-time and contingent (temporary) workers are fikely to be paid at lower wage rates
and receive fewer benefits than full-time workers. Part-time workers comprise
approximately 20 percent of the labor force.*

» Fourteen percent of men work part time. Men ages 60 to 64 are more than twice
- as likely to work part time as men ages 25 to 59.

» Women of all ages are more likely to work part time than men. A third of women
ages 60 to 64 work part time, compared with a fifth of women ages 25 to 59
Overall, 30 percent of women in the labor force work part time.

Individual Responsibility for Retirement Incomes

At age 50, the oldest baby boomers can now be classified as "older workers.”
Although these leading edge boomers are only 15 short years away from the normal
retirement age, many may not be accumulating sufficient resources to support
themselves once they cease working,

Estimates of how much baby boomers need to increase their savings rate to avoid
“significanfly lower standards of living in retirement vary, but researchers agree that
boomers should save more.®" The size of the savings gap increases if future
reductions in Social Security benefit levels or increases in taxation are factored in.

The estimate of required additional savings decrease if bequests and home equity are
considered a source. of future retirement income.* Even if boomers begin to save
more as retirement age approaches, not all increases in personal savings necessarily -
would end up being used for refirement savings. (See discussion earlier in this
chapter on why people save.) ' _

Retirement income comes from three sources: Social Security, employer-sponsored
pension benefits, and individual savings and assets other than contributions to
employer plans, Increasingly, older adults are using continued employment in “bridge”
jobs or part-time work to transition into full retirement.

¥ part-time workers grew as a percentage of the labor force from 15 to 20 percent during the 1970s and
early 1980s, the same time growing numbers of women entered the labor force. Since that time, the
ﬁ1gure has remained about 20 percent .

Bernheim (1996), Sabethaus and Manchester (1995).
%2 Home equity could be accessed through instruments such as reverse equity mortgages.
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Defined Benefit Pension Plan Replacement Rates: 1992-93
(percentage of final annual earnings)

Table 3.8

Final Annual Eamings

$15000  $25000  $35000 $45000 $55000 $65,000
20 years of service

State and local government ; 1992
+ Pension benefits only 334 334 33.5 3386 337 338
s Combined pension and primary ' S

Social Security 70.5 63.4 60.1 572 54.2 55.1
»  Pension only: Not covered by '

Social Securtty 4238 428 428 428 428 428
Medium & large private enterprises: 1993
¢  Pension benefits only 245 214 201 194 19.0 19.2
e Combined pension and primary :

Social Security 62.8 51.9 47.3 438 409 377

30 years of service

State and Local govemment: 1982
s Pension benefits only 50.2 504 506 50.7 508 50.9
o Combined pension and primary

Sacial Security 96.7 89.5 84.1 78.1 738 ' 704
»  Pensicn only: Not covered by "

Social Security 632 632 . 832 632 632 ° 632
Medium & large private enterprises: 1993 :
+ Pension benefits only 368 320 300 292 288 289
e Combined pension and primary '

Social Security 84.2 717 64.6 58.1 497

Source: EBRI Databook, Table 4.14 (1995).

533
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In general, financial planners estimate that it will take 60 percent to 80 percent of pre-
retirement income to maintain the same pre-retirement standard of living in retirement.
For most workers, neither private pensions nor Social Security alone will be adequate

to maintain pre-retirement standards of living in retirement. (See Table 3.8). Although

combined Social Security and private pension benefits are close to reaching target
replacement rates for some workers, these levels at best are optimistic because
Social Security benefit levels are likely to be reduced.

‘o As Table 3.8 shows, even those workers who have private pensions will have to

supplement pension income with income from other sources.

e Social Security has a progressive benefits formula. It is designed to replace a
higher portion of the earnings of lower wage workers than of higher wage workers.

Under current law, Social Security replacement rates for workers retiring in 1997 at |

age 85 range from 59 percent of earnings in the 12 months preceding retirement
for low-wage earners to 25 percent for earners who always earned the maximum
taxable wage. * By itself, Social Security does not preserve pre-retirement
standards of living, even for low-income earners whose beneﬂts replace a greater
share of pre-retirement earnings.

s It is possible that Social Security reforms will be enacted before 2010. These
reforms likely will reduce benefits for some, if not all future beneficiaries, and raise
payroll taxes, if nat by raising rates, by increasing maximum taxable earings or
other measures. Workers will need to save more and wotk longer, or they will
experience reduced standards of living in retirement.

Savings Requirements

Figure 3.5 shows how important it is to begin saving early. The figure shows how
much an individual should save (in the form of private pension and other retirement
savings) to replace various levels of pre-retirement income. Social Security would
provide addition retirement income, depending on the replacement rates in effect at
retirement.

% «|_ow wage” eamers are defined as those with eamings of 45 percent of the projected avérage wage
index.
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Figure 3.5
The Miracle of Compound Interest
Savings required to achieve desired retirement income (as a percentage of salfary)

SOURCE: CED (1995).

Note: These estimates are based on a 6 percent real rate of return. Zeldes (1985) estimates the historical

average arithmetic real rates of return are 9 percent for equities and 2 percent for intermediate bonds

Retirement Savings

. | |
The 1996 EBRI Retirement Confi dence Survey® indicates that workers are aware of
the need to save. _

Only 26 percent of workers surveyed think Social Security will be thé most
important source of their retirement incomes. Slightly over 60 percent think their
contributions to employer-sponsored retirement plans will be the most important
source of their retirement incomes. 1

!
By comparison, 64 percent of current retirees surveyed report Social Secd:rity as
their most important source of retirement income.

Although most workers are confident that they will have enough monex for a
comfortable retirement, only a third have tried to figure out how much they have to
save to achieve their retirement objectives, and only a third of these were
confident that they had determined an accurate figure. This means that aﬁhough
they are saving, they may not be saving enough.

* EBRI (January 1997).
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The good news is that workers are thinking about retirement. Although they are not
saving enough, the majority of workers report saving regularly for retirement. Three-
fourths of workers who are offered retirement savings plans (e.g., 401(k})s, 403(b)s,
salary reduction plans) report they are contributing to the plans. However, over 40
percent of workers do not have access to employer-sponsored plans, and only 44

percent of workers who have access to employment-based plans actually participate
in such plans. .

Individual Retirement Accounts

Workers can supplement retirement savings through individual retirement accounts

(IRAs). IRAs provide favorable tax treatment for retirement savings for some workers. -

In 1993, 8 percent of all workers contributed to IRAs. The average contribution was
$1,789. Workers with other pension coverage were more likely to contribute to IRAs
than workers with o coverage.

Some members of Congress have proposed expanding IRA tax incentives to
encourage additional retirement savings. However, IRAs cost the Federal government
an estimated $8 billion ‘in revenue losses in 1996. IRA expansion would result in
further Federal revenue losses that would have to be offset in order to maintain deficit
neutrality. Although retirement savings might increase, as noted in the earlier
discussion about personal savings, if expanded tax incentives induce people to shift
taxable savings into tax-advantaged savings, not to increase their net personal
savings, no macroeconomic benefit will be realized. .

Lump Sum Distributions

One of the important advantages of deﬂned'contribution private pension plans is that
they are more portable. Workers typically receive lump sum distributions when they

change jobs or the plan terminates. These amounts can be rolled over into other tax-

qualified retirement savings vehicles—an existing or new IRA, far example.

However, lump sum distributions offer workers early access to retirement savings.
Despite incurring income tax and an excise tax penalty (typically 10 percent) on any
amounts that are not rolied over into other retirement savings, workers are using lump
sum distributions for other purposes. As a result, their eventual retirement incomes
will be lower than they would have been if workers could not have accessed these
funds.

in 1993, fewer than a fifth of recipients of lump sum distributions reported that they put
the full amount into tax-qualified retirement savings.* Over two-fifths used some of
the distribution for retirement savings.

% EBRI (1993).
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) Srhaller distributions (under $4,500) are more likely to be consumed than|iarger
amounts. Higher income and better educated individuals are more likely to use
the funds for retirement savings.

e Individuals between the ages of 51 and B0 when they received lump sum
distributions were the most likely to roll them over into tax-advantaged savings.
Over 40 percent of them rolled over the full amounts; another 20 percen$ rolled
portions into retirement savings. ' !

e Men were slightly more likely to roll over some of their lump sum distributions than
women (43 percent for men compared to 40 percent for women). Two-fifths of
Whites, 37 percent of Blacks, and 50 percent of individuals of other raceg used
some of their distributions for tax-qualified retirement savings. ]

1
.

Conclusion

Polling results on retirement issues consistently indicate major contradictions between
individual expectations and economic behavior. The polis show that baby bgomers
expect to retire before age 65 and live comfortably. They say that they, not
government and not younger generations, are principally responsible for their
retirement security. They do not support raising payroll taxes, but they are unwjlling to
support cuts in Social Security or Medicare benefits. Yet, most respondents are not
saving enough and have not even figured out how much they need to save in grder o
live comfortably in retirement.
These contradictory responses indicate large gaps in public understanding of basic
economic issues. Until the public is better informed, individual attitudes toward| saving
and consumption are not likely to change. And, if attitudes don't change, bghavior
won't change. In addition, until better informed, voters are not likely to supgort the
types of adjustments in public policy that are required to address changing
demographic and economic conditions. ‘

The reports about efforts to educate workers about retirement issues |appear
encouraging.®® Similarly, efforts to educate the public about broader economig issues
and how they are related to retirement security issues could change individual
behavior as well as help create a political climate that would support more resg onsible
fiscal and economic policies. Absent greater public understanding of these gomplex
issues, broader public policy goals (e.g., increase net national savings, keep| people
working longer), at best, are likely to be only modestly successful. -

]
F
14
b

% gee, for example, EBRI analysis of employer efforts of educate workers about defined cc'ntribution
pension plans and retirement investment issues (January 1996). . :
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Chapter 4. The Federal Budget Perspectivé

Forty percent of all Federal program spending is for benefits and services for older ?
adults. Without this assistance, half of the elderly population would be poor. Put
another way, take away Social Security, Medicare, Medicaid, housing, and other
- elderly support programs and the poverty rate among peopie over 65 would increase ;
fourfold." Many seniors depend on these programs for their financial security. So ;
much of Federal spending is directed to the elderly that projected demographic ;
changes wili greatly affect the Federal budget.

Between 1965 and 1996, entittements and other mandatory programs doubled from ;
5.5 percent of GDP to 11 percent. Medicare and Medicaid contributed almost of two- |
thirds of that growth in spending. Under current laws and policies, between 1996 and 2
2030, Social Security, Medicare, and Medicaid are projected to grow from 8 percent to
17 percent of GDP. | '

The flip side of entitlement growth is discretionary spending shrinkage. Defense, ;
international affairs, space, science, environment, and grants to State and local i
governments for highways, housing, education, and job training take up ever smaller
shares of the budget even though new activities are added.

Entitlements have had a parallel effect on Federal revenues. Although policy makers
have not been able to raise overall revenues as fast as entitlements have grown,
social insurance payroll taxes have grown from below 2 percent to 7 percent of GDP.
This growth in dedicated social insurance taxes leaves a smaller revenue base to fund
the remainder of government.
. . i

CBO projects if current laws are not changed Federal program spending would grow ?
to 23 percent of GDP in 2030, compared with 18 percent today.” Social Security,
Medicare and Medicaid will grow by 8 percent of GDP, while other programs shrink by L‘
4 percent. Federal revenues will remain at 19 percent of GDP. A 20 percent tax :
increase, program cuts equally large, or elimination of whole functions of government
would be required to ciose this gap and avoid running ever larger deficits.

These are optimistic estimates. The demographics are not likely to change. If
anything, research suggests boomers may live longer than current projections
assume.  If so, the cost of supporting retired boomers could be even higher.
Furthermore, the projections assume uninterrupted, moderate growth and no adverse
economic shifts or other emergencies that would make the projections even worse.

' Bureau of the Census (September 1993).
2CBO ( March 1997).
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In short, current budget policies are unsustainable over the long term. They would
result in growing deficits and debt that eventually would lead to higher taxes, a
downward economic spiral, and declining standards of living. Under these policies,
future retirees would get all of the governmental benefits and services, while future
workers would pay the tax bills. Future workers may have neither the means nor the
desire to support this burden.

In the interest of sound, long-term fiscal policy, current public decision makers must
find ways to make the financing of elderly programs more equitable and to control their
growth. Unless they begin to address these age-related issues, future public decision
makers will be faced with harder budget decisions and tougher economic issues. Yet,
neither the current political climate nor the budget process lends itself to an open,
constructive debate about the issues and problems we face.

Senior citizens are a potent political force. They follow public issues and they vote.
They are naturally concerned about the fate of Social Security and Medicare. They
are not alone: public opinion polls show that these programs enjoy widespread
popular support.® Substantial majorities of people of all ages believe that these
programs should continue. These programs provide economic security to retirees and
relieve younger family members of some of the direct burden of supporting their
elderly family members. In addition, workers look forward to Social Security and
Medicare for their own retirement.

3 See, for example, AARP, Social Security and Medicare: Anniversary Research (1995) and Public
Agenda, Miles to Go (1997).
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Popuiar opinions likely would change if voters understood better the issues and trade-

offs. However, Social Security and Medicare lack transparency. That is, most people

do not understand how these programs are financed and what they mean to our
economic future. For example, four-fifths of respondents to one poll think of payroll :
taxes as retirement savings, put away and earmarked in some way to pay for their i
individual benefits. * The public generally thinks of the Social Security and Medicare
trust funds as assets, not as liabilities of the Federal government and, therefore, of
taxpayers. Elected leaders do little to enlighten their constituents. Under these
conditions, it is difficult to move the public toward interest in fundamental reform of
these programs. Lack of popular support makes it all but impossible to develop
effective, coherent strategies to address changing economic and demographic
condittons. '

The “baby boom, baby bust, baby boom echo” situation demands that public decision

makers pay attention to the problems of potentially inequitable outcomes among
generations when transfers and taxes are taken into account. Payroll taxes finance

Social Security and Medicare. Medicaid uses general revenues. - Although the

distributional effects differ, both types of taxes transfer resources from younger,

working people to retirees. Younger generations benefit from improvements in the

standard of living produced by the generations preceding them. But the “baby boom,
baby bust” cycle means that the benefits-fo-taxes ratio for younger workers when they

retire will not be anywhere near as advantageous as it is for current retirees or as

current law promises baby boomers it will be when they retire.

The Current Budget Debate

It will take time before the political agenda can turn to these long-term budget issues.
In the nearer term, Congress and the President have identified balancing the budget
by 2002 as their top priority. In many respects, they are laboring under the best of
circumstances, = |

e The economy is in a period of sustained, steady growth. Inflation and
unemployment are both low. Interest rates are stable. Federal budget deficits are
lower as a percentage of GDP than at any time since 1974.

» Current demographics work for us. Entitlement spending is projected to rise more i
than a third between 1996 and 2002, but only 18 percent of that growth is due to
projected increases in the number of beneficiaries.” The elderly population is
growing at about the same rate as the overall population, and the good economy
reduces the number of beneficiaries in other programs. '

4 AARP (1995).
~ £ CBO (January 1997).
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Most elected officials agree on the big chunks of the budget: essentially, thgy want
to continue the status quo; reduce the growth in Federal spending for [almost
everything except Social Security; do what they must to stave off insolvency in the
Medicare Trust Fund for a few mare years; but few want to tackle structure reforms
in the context of balancing the budget. Cddly, officials do not want to be ajccused
of cutting Social Security or Medicare to balance the budget. They say those
programs should be treated separately— that the objective should be to save them
for future generations. By implication, they are ignoring the effects of these
pregrams on other parts of the budget. Indeed, listening to the current debate, one
could begin to question whether Social Security and Medicare arg even
government programs. :

Despite favorable economic, demographic, and political conditions, neither the current
budget process nor the current budget arithmetic makes it easy for Congress %nd the
President to reach a consensus on a specific plan to balance the budget.

The United States has no budget. Under the current budget proceafs, the
President has a budget, the Congress has a budget, but Congress and the
President never enact into law a single blueprint for fiscal policy.®

Some say Congress and the President are trying to do too much. In fact,
they are not bold enough. Social Security and defense are “off the table They
must pay interest. They choose to cut taxes. They seek shori-term fixes for
Medicare. As a result, they have little room to maneuver within the budget.! Under
these conditions, there are few options to balance the budget. The decisions are
difficult, but none of the likely approaches redress the long-term stfuctural
imbalances within the budget. Even though Congress and the President agreed in

1997 to balance the budget in 2002, future Congresses and Presidents will have to

revisit the budget repeatedly. The task would be easier and the Iong-terml_ results

would be much more satisfying if public officials imposed fewer constrdints on

themselves and on the debate.

Policy makers are postponing serious discussion about the medium- fo Iohg-term
viability of current fiscal policies. Ignoring issues because they are pblitically
difficult only makes them more difficuit. A more comprehensive, honest, arid open

debate could help educate voters about these issues and move the countr}toward

consensus about long-term policies. Political leaders cannot develop a ropd map -

to guide the country through these very rocky issues if they don’t know where we
are going, and that takes a big picture perspective.

There I1s No Budget

Each year, the President sends his budget to Congress. The President's budget is
often declared “dead cn arrival.” Some years, Congress ignores it. Some years,

“The 1997 Balanced Budget Agreement is a broad outline guiding FY 1998 appropria{ions and

reconciliation legistation. It will not be enacted into law.

H
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Congress officially votes it down. Congress never votes to adopt it. Congress has its
own less detailed plan, which is called a “budget resolution." The Congressional
budget resolution is not intended to become law. Normally, the House and Senate

compromise among themselves, but they have no incentive to compromise with the
~ President. The President does not sign or veto budget resolutions. Thus the
President and Congress never enact a budget for the country.

In 1997, Congress and the President agreed on a plan to balance the budget in 2002.
This outline was the basis for the Congressional budget resolution for the 1998

budget. Even with this level of agreement, the Congress and the President will

wrestle over many separate pieces of legislation covering appropriations, taxes, and
entitlement programs. But at least they are working from the same set of blueprints.
" Normally, they never have to agree whether they are building a bridge or a tunnel.
They never have to compromise on aggregate levels of revenues or expenditures, let
“alone on how resources should be allocated among competing priorities.

- Budget resolutions, which assume spending cuts or tax changes, may include

. reconciliation instructions. Reconciliation is a packaging device: specific committees
- are instructed to report modifications in existing laws to cut spending or to change
revenues to make them conform with budget resolution levels. The media almost
always report enactment of reconciliation bills as an “adoption of a budget agreement.”
But these bills only deal with changes to parts of the budget, and if the President or
Congress reaches an impasse at any point in the process, the status quo prevails for
tax policy and entitlement programs.

" The Budget Process Favors the Status Quo

When there are large political differences, the process can break down. All too often,
inertia sets in and fiscal policy remains essentially unchanged. That is part of the
~ reason it is so hard to change budget policy. The budget process is biased in favor of
the status quo

e The Federal budget process starts with a “baseline”— that is, a projection of
spending and revenues under current laws and policies often adjusted for inflation
and other factors to hold service levels constant. Almost all changes to existing
programs are defined as cuts. Changes that bring in more revenues are -defined
as tax increases.

» This process seriously disadvantages new programs or tax policies. Everything on
the books is in the base. To make room for anything new, Congress and the
. President must cut something else or raise taxes. -
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« Current law becomes the standard to determine winners and losers. Préposals
that would increase spending less rapidly than existing law create losers even
though beneficiaries receive higher payments. If current law includes scheduled
tax reductions, any diminution of those cuts is described as a tax increase, [even if
tax bills remain unchanged, even if they actually go down.

differences over differences. That is, relative to their opponents, each side talké about
how much more or less they would change existing tax and spending levels (eig., “‘My
proposed Medicare cuts are $100 billion smaller than theirs,” or “Our tax cuts arle $100
billion larger”). Often, it is difficult to distinguish between baseline differences and
policy differences. This debate tells the public little about priorities because it doesn't
tell how much proponents would raise in taxes or spend in money. The budgetidebate
should be a discussion about the size, scope, and role of government. Increasingly, it
is a battle about marginal changes to existing programs and policies. '

]

Congress and the President compare budget proposals by highlightint théir

The Budget Arithmetic: The Problem Is the Problem '

|
Budget arithmetic is easy. To reach budget balance, Congress and the Presidént only
have to cut spending, raise taxes, or combine the two. The problem is that although
that both sides agree that the budget should be balanced, there is no polltlcai
consensus about the size and scope of the Federal government.

!
Federal Deficits and Debt ’

Federal deficits can cushion the economy against unemplayment and other e(Lects of
economic slowdowns. However, running deficits during periods of growth puts upward
pressure on interest rates and inflation, and also reduces savings that otherwi?}e couid
fund productive investment. Over the long term, persistent deficits erode our capital
stock and undermine productivity and economic growth. Conversely, budget gnalysts
at CBO and OMB assume balancmg the budget will produce lower interest rates and
stronger economic growth.

Under current laws and policies, budget deficits will grow gradually in nominal dollars
and as a share of the overall economy. (See Figure 4.1.) Deficits increase [despite
the absence of wars, recessions, new programs, or tax cuts. This upward prpjection
highlights the growing mismatch between voters’ willingness to pay taxes and the
benefits they expect to receive from government. Much of the problem lies with
popular middle-class elderly entitlements, Social Security and Medicare. : These
programs affect revenues and outlays similarly; they consume an ever growinf share
of each. Resources spent for these programs are not available for other prg¢grams.
This makes funding the rest of government increasingly difficult. :

7 Because legislation enacting the 1997 Balanced Budget Agreement had not been eracted at
publication time, this chapter reflects current policy projections. It uses Office of Management and
Budget's (OMB) Historical Tables accompanying the FY 1998 Budget (1997(b)) for historical {data and
CBO's Economic and Budget Qutiook: Fiscal Years 1998-2002 {(January 1997) for projections.
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Figure 4.1
Annual Federal Budget Deficits o
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SOURCE: OMB (1997(b)) and CBO (March 1967).

in 1996, a combination of revenues at the upper limit of the historic range and
spending at the low end (measured as shares of GDP) produced the lowest deficit
since 1974. (See Table 4.1.)

Table 4.1 .

Federal Budget: Fiscal Years 1996 and 2007

Receipts ~ Qutlays Deficit :

1996 (actual) ' : '
Dollars in billions 1,453 1,560 107
Percentage of GDP 194 20.8 1.4

2007 (estimate) '

Dollars in billions 2,333 2611 278 |

Percentage of GDP - 188 : 21.1 2.2 1

SOURCE: CBO (March 1997).
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1

: |
The good news is short-lived. Under current [aws and policies, these revenugs and
spending levels will not continue. (Even under the 1997 balanced budget agregment,
deficits will go up before they are projected to go down.) Over the next tenjyears,
ravenues will fall below 19 percent of GDP. Spending will increase gradually to more
than 21 percent. By 2007, CBO projects a deficit of 2.2 percent of GDP, 50 percent

higher than it was in 1996. o
National debt is the cumulative effect of annuai Federal budget deficits.| The
 debt-to-GDP ratio measures the debt burden over time. From the end of World|War [i
to the mid-seventies, the debt-to-GDP ratio declined steadily. The economy grew

faster than new Federai borrowing. (See Figure 4.2.) -

Figure 4.2
Federal Debt Relative to GDP
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« 8ince 1974, the debt-to-GDP ratio has increased. The debt held by the public now
stands at 50 percent of GDP; gross Federal debt (including debt held by Social
Security and other Federal trust funds) is 69 percent of GDP. .

» If current fiscal policy does not change, debt held by the public will grow faster than
the economy. It couid be more than 100 percent of GDP in 2030. According to
CBO, interest payments would grow at an “explosive” rate and the total amount of
Federal debt “would reach levels the economy clearly could not support.”™

*» When the Federal government runs deficits, it borrows from the pool of domestic
savings or from abroad. Borrowing need not reduce economic growth if the
Federal government incurs deficits fo finance productive investment. These
investments would contribute to a stronger economy capable of repaying
borrowing costs. However, most of the projected future deficits would not go into
investment. They largely would finance increased consumption by the elderly and

~ interest on the debt. The General Accounting Office (GAO) estimates that gross
investment amounts to only 7 percent of total annual Federal outlays.®

+ |Increases in current consumption come at the expense of domestic and foreign
investment that would raise future levels of consumption. Deficits constrain the :
capital stock and may reduce the productivity and incomes of future workers below |
levels that could have been obtained had those funds been invested. Foreign I
borrowers wifl have larger claims against U.S. output, leaving less for domestic =
consumption. ]

e Under its scenario in which the economy responds to fiscal policies, CBO’s long-
term projections assume Federal borrowing at the levels necessary to sustain
current policies would drive up interest rates. Not only would higher interest rates
ripple through the economy, hurting private investment and borrowers, but it would
also raise the cost of Federal borrowing. This, in turn, would set off a vicious circle
of higher interest costs and larger and larger borrowing. :

e Because the rest of the world is also facing similar, if not more severe,
demographic changes, it may not be as easy in the future as it is today to finance
deficits abroad. Global capital conditions may mean even higher borrowing costs
than CBO or OMB project currently.

Receipts ' ' .

The Federal government collects revenues from a variety of sources, the largest of :
which are individual and corporate income taxes and social insurance taxes. Social |
insurance taxes are made up of Social Security and Medicare Hospital Insurance
payroll taxes, unemployment insurance premiums, and Federai employee retlrement
contributions. (See Table 4.2.)

® CBO (March 1997).
® GAO (1997).
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Table 4.2
Federal, State, and Local Taxes
(Annual averages as a percentage of GDP)

Federal Total Taxes:

Social Income Exclse Total State & Local Federal, State

Insurance Taxes Taxes Other Federal Taxes & Local

194048 1.6 9.8 26 0.6 146 — —
1950-59 2.0 12.2 25 0.5 172 — —
1960-69 34 11.7 2.0 0.8 17.9 8.5 26.4
1970-79 5.0 10.9 1.1 1.0 18.0 10.4 28.4
198089 6.4 10.2 0.9 0.9 18.4 10.2 28.5
1900-96 6.7 10.0 0.7 0.9 18.3 10.7 29.1
1997-2007 6.7 10.8 0.8 0.9 18.9 — —

SQURCE: Committee for a Responéibte Federal Budget (CRFB) calculations based on OMB (1997(a)).
19972007 based on CBO January 1987 projections.

e Over the last 50 years, total Federal receipts have averaged 19 percent or|less of
GDP. Federal revenues grew as a percentage of GDP in the 1940s and|1950s.
Since 1960, receipts have averaged 18.6 percent. They were as low as 17.4
percent in 1965 and as high as 20.2 percent in 1968 and 1981.

« Social insurance {axes have quadrupled as a share of GDP, primarily because of
increases in Social Security and Medicare. These taxes currently are 35 percent
of total Federal revenues.

¢ Since the 1950s, Federal income taxes and other revenues have declined as a
percentage of GDP, offsetting the growth in social insurance taxes. Federal taxes
have not risen above 19 percent of GDP for any significant period.

o Between 1950 and 1996, total Federal, State and local government rgvenues
increased by 20 percent, from 25 percent of GDP to 30 percent. Almost ajl of this
increase can be attributed to increases in State and local taxes, and most of that
increase took place between 1950 and 1970.

There is no analytically “right” level of taxation, but if the last 45 years are any guide,
Americans have little tolerance for Federal taxes much higher than 19 percent of GDP
or total taxes in excess of 30 percent of GDP for all levels of government.
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Outlays

In the early sixties, defense and other discretionary programs made up two-thirds of
annual Federal spending.” Federal spending on defense was the largest piece of the
budget, comprising over half of total spending. Now, entitlement programs and net
interest are two-thirds of the budget and discretionary programs are one-third. Unless
current policies change, this trend will continue. (See Table 4.3 and Figure 4.3.) If the
proposals essentially to freeze discretionary spending at current nominal dollar levels
are enacted, discretionary programs will shrink to 22 percent of total spending (4.3
percent of GDP) by 2007.

- Table 4.3
Federal Outlays
.(Annual averages as a percentage of GDP)

Discretionalj Entitlement Programs

Total Social Security Total Net Tofal Health

Defense Discretionary : Entitlements Interest Outlays Programs*

1962-69 8.7 12.5 26 59 1.3 18.8 0.7
1870-79 5.9 10.5 3.8 91 1.5 201 1.8
198088 5.8 A 45 105 28 223 2.8
1990-96 4.5 82 - 4.6 10.9 3.2 217 3.9

1997-2007 3.1 _ 6.3 4.7 12.0 2.9 20.8 - 5.0

SOURCE: CRFB caiculatzons based on OMB (1997(a)) 1997-2007 based on CBO projections
(January1997) . ,

* All health spending, including discretionary spending for the health benefits of civilian and military

employees and health-related research.

in real (i'nﬂation-adjusted) dollars, Federal non-interest spending increased by 142
percent between 1965 and 1998. -Growth did not take place evenly across the budget.

Some programs, particularly health care entittements, grow faster than the overall
budget. Spending for other programs is decreasing as a share of the budget. Total
discretionary spending has not kept up with inflation. Since the end of the Gulf War,

- annual defense spending has declined by more than $89 billion in real terms (27

percent). Non-defense. discretionary programs increased 10 percent ($22 billion) in

real terms.

*Discretionary” programs are funded on an annual basis through appropriations legisiation. Congress
and the President have the discretion to set funding levels each year. The Federal government is legally
required to provide funding for entitlement programs.
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Congress and the President do not have to enact annual legislation tg fund
entitlements. All individuals who meet statutory eligibility criteria are “entitled” to such
benefits. Entitlements also go to States who administer the funds on behalf of
individuals. Over the next decade, entittements and other mandatory programs are
projected to reach 60 percent of total Federal spending. Major entitiements inciude
the following:

« Social Security and Medicare provide nearly universal coverage for elderly income
support and health care.

¢ Means-tested programs to assist low-income individuals, including Megicaid,
which is the largest payer of long term care for the elderly and disabled,
Temporary Assistance to Needy Families (TANF), food stamps, Supplemental
Security Income (SSI), and the refundable portion of the earned income tax|credit.
Means-tested entitlement programs represent one-fourth of entitlement spending
and one-eighth of all Federal outlays."

e Other entitlement programs include Federal civilian and milifary pensions,
veterans benefits, and agricultural subsidies.

- Figure 4.3
Changing Composition of Federal Spending
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SOURCE: OMB (1997(a)) and CBO (March 1997).

" including discretionary programs, means-tested programs totaled 17 percent of total 1994 Federal
outlays. See Commitiee on Ways and Means Green Book {1996). :
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Social Security, Medicare and Medicaid are almost three-fourths of entitiement
spending. (See Figure 4.4.)

_ Figure 4.4
Social Security, Medicare and Medicaid Dominate Mandatory Spending
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 SOURCE: OMB (1997(a)) and CBO (March 1997).

Entitlement programs reach almost all of the elderly. Elderly families make up 21
percent of all families but receive 58 percent of all entitlement benefits. Just below
half of all families in the United States receive benefits from one or more entitlement
program. (See Table 4.4.) '

* Social Securify, Médicare, Medicaid payments on behalf of the eldéﬂy, and
pensions of retired civilian and military employees totaled an estimated 71 percent
of entitiements and 38 percent of all Federal spending in 1996.

« Over the next ten years, annual spending will increase by more than $700 billion,
or 80 percent compared with current levels. Social Security payments will grow at
about the same rate as the economy. Medicare and Medicaid are projected to
grow 3 percent to 4 percent faster. Growth will explain only 18 percent of the
increase in entitlements: the balance is due to statutory or formula-driven benefit
increases, inciuding cost-of-living adjustments. -
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Table 4.4
Entitlement Programs: Recipient Families, 1990

Percentage Percentage of Avyg. Benefits Percentage of

_ . of Families per Recipient All Benefits

Family Category All Families Receiving Family
Benefits {1990 doliars)

All Famiiies - 100 49 10,320 100
Income (1990 dollars)*
e« 1-29999 57 58 9,590 63
e 30,000-99,299 39 37 11,710 33
+ 100,000 or higher 4 N 15,220 4
Type*t
»  With chiidren 34 39 8,200 22
+ Elderly 21 98 13,870 58
o Other 45 32 6,930 20

SOURCE: CBO (September 1894).

* Family income is all cash income plus the face vaiue of food stamps. It exciudes the value|of other

benefits received in kind. Families with zero or negative income included only in totals.

~ Eamilies with children are aii families with at least one member under age 18. Families with etderly

members and children are included in the families with children category. Elderly families
famiiies without children who have at least one member age 65 or older.

are all

Figure 4.5
Federal Spending for the Elderly 1985-2030
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« if current policies do not change, by 2030, spending for Social Security, Medicare,
elderly Medicaid payments, employee pensions and net interest will consume
“almost three-fourths of the budget and will exceed total Federal revenues. (See
Figure 4.5.) Policy makers either will have to borrow to fund all remaining

programs-—defense, science and education programs, housing assistance,
welfare, etc.— or they will have to raise taxes.

Long Term Projections: The Implications of Current Fiscal Policy

The political debate pays a great deal of attention to relatively minor differences in
economic assumptions used by OMB and CBO. Over the long term, the OMB and
CBO deficit projections are more similar than different. If current policies continue,
deficits will rise substantially as a percentage of GDP. CBO also provides a more
dynamic projection, showing deficit levels if interest growth rates react to persistent
and growing Federal borrowing. Under this “economic feedback™ scenario, deficits
rise even more sharply through a cycle of borrowing, rising interest rated, larger
interest costs, even higher borrowing. (See Figure 4.6 and Table 4.5.)

Figure 4.6
Current Palicy Deficit Projections
35%
30% CBO, with
economic
250 feedback
OMB, without
economic
20% feedback
15%
10%
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5% economic
feedback

Q,

1005 2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 2050
Fisca! Years

SOURCE: OMB (1997(a}) and CBO (March1997).
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Experts agree that current fiscal policy is unsustainable over the long tem
economy cannot support the Federal borrowing implied by current tax and expe
policies. These policies would be a drag on economic growth. Eventually, sta
of living actually couid decline.

n. The
nd_iture
ndards

Table 4.5
Deficits Under Current Policy
(Percentage of GDP)
1998 2000 2010 2020 2030 2050
OmMB 1.4 1.6 1.4 4.1 8.4 16.5
CBC: .
+« without economic feedback 2.0 2.0 3.0 5.0 B.O 13.0
» with economic feedback 2.0 2.0 3.0 8.0 12.0 n.c.

. This perspective is absent from the current cash-based deficit accounting.

SOURCES: OMB (1997(b)} and CBO March 1997).

Notes. All projections assume real discretionary spending stays constant (grows with the rate of

inflation)

after 1998. The OMB projection does not assume economic feedback from Federal borrowing. CBO's

economic feedback projection reflects higher interest rates from growing Federal debt and lowse

r growth.

In 1985, the GAQ published long-term projections showing similar increases in the deficit. However,

these projections are not included here because they do not reflect current economic. condit
would be inconsistent with OMB and CBO projections.

fons and

n.c. = not computable (debt would exceed levels that the economy could reasonably be expected to

support).

Generational Accounting

Generational accounting’ is a somewhat controversial way to assess the effect of

current policies over the jong term. Generational accounting attempts to mea

ure net

lifetime tax burdens by age group. Because lifetime benefit commitments to gurrently
living generations exceed the lifetime taxes current generations would pay under

existing laws, this approach assigns the full amount of the revenue shortfall

future

2 See Laurence J. Kotlikoff, Generational Accounting: Knowing who Pays and When, for What We
Spend (1993). Generational accounting estimates lifetime streams of taxes and benefits by year of birth

based on current laws and transforms them intc amounts equivatent to the amount they would

be worth

if received al! at one time (present value). This makes it possible to derive a lifetime net tax rate (taxes

paid less benefits received). The complex and numerous assumptions that this approach ma

kes have

been criticized, but the methodology provides useful insight into the impact of policy across geperations.
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generations. Consequently, those future cohorts could face net tax rates as high as

78 percent. (See Table 4.6.)

Critics of generational accounting argue that generational accounting’s assumptions
are flawed. Given the broad scope and long-term nature of the approach, relatively
small changes in assumptions can have significant impact on the findings. For
example, changing the interest rate used to discount lifetime flows of benefits and
taxes can radically change the results. Whatever its weaknesses, however,
generational accounting produces many important insights into the generational
impact of policies that the current cash flow government accounting system overlooks.

Table 4.6

Estimated Lifetime Net Tax Rates by Year of Birth
(Averages for males and-females, in percents)

Year or Birth Net Tax Rate
1900 24 -
1910 28
1920 29
1930 31
1940 32
1950 34
1960 35
1970 36
1980 37
1990 37

Future generations 78

Source: CBO (November 1995) using Kotiikoff generationa! accounting modet.
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Conclusion

As the growth in entitlement spending clearly indicates, the Federal budget is| bound
by the policies and priorities of previous Congresses and Presidents. Many| of the
programs designed to address pressing problems 30, 40, even 60 years ago are still
with us. Similarly, policies adopted by the President and Congress today will affect
future budgets and future taxpayers.

Economic and demographic factors combine with entitlement and revenue policies to
exert a strong influence on the Federal budget. The combination of post-World War I}
economic and baby booms provided rescurces that supported rising. standards of
tiving for most of the population. In that environment, policymakers expanded
dramatically programs and services to assist the oldest members of society. The
United States economy has grown less rapidly since the mid-1970’s than it did in the
immediate post-World War |l era; and we are unlikely to see growth equal to that era
again in the foreseeable future. Demographic conditions remain favorable for now,
but are becoming less positive. Demographics projections become downright
problematic, from the point of view of the economy and the budget, as we mqve into
the 21% century.

None of this is news. The economic changes have provided fodder for academic
treatises and political campaigns. Problems associated with changing demographics
were forecast years ago. Policy makers should begin now to reconfigure Federal
policies and programs. The Federal budget must provide a framework for much of the
public discourse that is a necessary predicate to major shifts in public policy in a
representative democracy.

The Federal budget first allocates resources between Federal sector and ail other
sectors of the economy. Then the budget distributes resources among competing
Federal government priorities. The budget defines the nature and scope| of the
Federal government and identifies who pays the bills. Public sector budgeting is the
quintessential political activity. But public sector budgets have significant eqgonomic
and social effects. Therefore, as major reforms are debated, it is imperative that
policy makers respect two principles: the budget must be comprehensive—i.e. | it must
cover all programs, activities and functions of government; and it must be
transparent—i.e., easy for citizens to understand. Otherwise, voters cannot hold
elected officials accountable, '
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Chapter 5. Overview of Elderly Entitlement

Social Security, Medicare, and Medicaid provide essential financial security to' oider
adulfs.' Social Security provides retirement, disability, and survivors' benefits to
workers, their spouses, and dependents. Medicare provides near universal health insurance
to seniors? Medicaid pays for many seniors’ long term care, as well as acute care
expenses. Social Security benefits are limited by formulas based on lifetime eamings,
whereas Medicare and Medicaid provide open-ended benefits. -

In 1996, Social Security, Medicare, and the eldetly Medicaid benefits cost more than half a
- trillion dollars, equal to a third of all Federal spending. According to CBO projections of
current laws and policies, in 2030, spending for these activities will consume over half of the
Federal budget. Social Security and Medicare have been in actuarial difficulty practically
since their inception. Neither is currently in actuarial balance. Expenses of the Medicare
Hospital Insurance (HI) trust fund already exceed dedicated tax receipts. The HI trust fund
will reach a zero balance in 2001. Social Security benefit payments are projected to exceed

payroll tax receipts in 2012, and the Social Security trust fund will reach a zero balance in
20292 . : ‘

Confronting elderly entilements involves difficult political and policy questions. Budget
reality demands that the cost of these programs be restrained, but that runs counter to
public opinion polls indicating strong support for Social Security and Medicare. Elected
- policy makers have little political incentive to attempt any major reforms, particularly because
options would involve painful benefit cuts or tax increases.

Social Security, Medicare, and Medicaid pose many difficult challenges:

o The programs are poorly understood by the public. Misleading language creates part of
- the confusion. (See the following box for a glossary.) Complicated benefit and financing
structures also contribute to popular misperceptions. Voters do not know how these
programs work or who pays for them. They tend to think that Social Security resources
are separate from the rest of the' Federal government's resources. They do not

" understand Medicare’s effect on the overall heatlth care system. Even though Medicaid

is the largest single payer of long term care expenses, 85 percent of which benefits
elderly individuals who do not receive cash welfare assistance, they don't think of
Medicaid as an elderly health care assistance program.*

' In addifion to the foliowing chapters, more information about these programs can be found in
appendices 1, 2, and 3.

? Medicare also provides benefits to eligible disabled individuals under the age of 65.

¥ The combined Old Age Survivors and Disability Insurance (CASDI) trust funds are commoenily referred
to as the “Social Security trust fund” . '

4 Liska et al. (1996).
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Financing these programs involves large transfers of resources across generations
and raises difficult questions about equity within and between generations.
Contrary to popular belief, the people who receive benefits are not the ones who
pay for them. As long as successive cohorts of beneficiaries got a fair return on
their contributions, people were relatively happy. Now, costs are increasing while
the projected rates of returns are decreasing. Those who are receiving the
benefits want them to continue, but those who are paying the bilis may become
increasingly reluctant to pay into a system they think witl not be around to provide
them any benefits. Younger workers are more likely to favor Social Security
“privatization” schemes than older workers because they think they'll end up better
off. ' :
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Rapidly increasing Medicaid costs have prompted some States to question the -
current division of responsibility between the Federal and State governments.
Medicaid is a State-administered program whose costs are shared between States
and the Federal government. States are generally responsible for the poor, and
the Federal government is responsible for the elderly and the disabled. Some
Governors have suggested that the Federal government assume full responsibility
for Medicaid elderly, long-term care beneficiaries, possibly by adding new long
term care benefits to Medicare. Elderly long-term care beneficiaries comprise 5
‘percent of the total Medicaid population but represent 20 percent of Medicaid
spending. ' '

Medicare and Medicaid serve populations with the most expensive health care
needs—the elderly, the disabled, and the poor. Although, the Federal government
has undertaken a growing share of the responsibility for financing the health care
of these populations, not every member of these groups needs Federal assistance -
and not all barriers to health care are financial. Increasing Federal spending on
these programs is not the answer to all health care problems. It iikely would fuel
faster growth rates in national health care spending fo the detriment of all _
Americans. '

The Federal government has become such an important player that Federal
policies have a significant effect on the national health care delivery system. As
policy makers respond to budget pressures by trying to contain Federal health care
- costs, they risk shifting costs to private payers, thus jeopardizing the financial
- stability of some health care providers and, ultimately, disrupting access to and the
quality of health care for the entire population. '

Intergenerational equity is difficult to achieve with a baby boom, baby bust
demographic pattern. The combination of larger numbers of seniors, lengthening
life expectancies, and slowing economic growth progressively increases the cost
of elderly programs for younger workers.

Social Security and Medicare HI are financed with payroll taxes. Tying these
benefits to wage- and salary-based contributions gives them the appearance of
‘earned” benefits. However, payroll taxes are more regressive than broader based
income taxes. Payroll taxes fall more heavily on workers, particularly lower income
workers, who depend on wages and salaries for a greater share of their incomes
than higher income individuals. '

Although two individuals qualify to receive benefits, they may receive very different
levels of benefits simply because of demographic and socio-economic differences.

> Higher income, better educated individuals receive larger nominal dollar
benefits. They have longer life expectancies and collect benefits for longer
periods than lower income, less educated retirees.
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> Because Social Security benefits are based on the ‘primary” wage earner, and
no tax contributions are required to receive Medicare benefits, ong-earner

couples receive higher benefits relative to tax payments than two-earner
couples with the same family income. '

Budget Transparency and Elderly Entitlement Programs

A fundamental principle of good budgeting is that programs and policies should be
“transparent.” Voters should be able to tell where the funds are coming from|as well
as where they are going. Without transparency, the electorate does not understand
the issues and options and cannot hold public officials accountable for their taxing and
spending decisions.

Social Security is the prime example of how the absence of transparency has stymied
constructive policy discussion. Many people think their Sogial Security payrall taxes
are retirement savings, flowing into and residing in equivalents of private pension
accounts. They believe that Social Security benefits are employees’ rightfut returns
from payroll tax contributions. From their perspective, proposals to cut benefits
unfairly would deny earned benefits and to use trust fund receipts for any purpose
other than paying benefits constitutes outright theft,

The designers of first, Social Security, and then, Medicare, did their best to promote
this popular interpretation of these programs. The original architects sought to
distinguish these programs from other government programs. Each program |has its
own dedicated sources of revenue. Separate frust funds account for rogram
revenues and expenditures. Trust fund balances have accumulated from re enues,
including interest earnings, in excess of current benefit payments. Trustees gversee
the programs to ensure that each is managed in the best interest of its beneficiaries
(not the general taxpavyer).

The misperceptions of the trust funds largely have limited public policy concern about
Social Security and Medicare to the narrow issue of actuarial imbalance. Thus most
policy options focus on fixing the actuarial imbalances in the trust funds by raising new
revenues or cutting benefits. Few reform options attempt to address the larger effect
of growing Social Security and Medicare spending on the rest of the Eederal budget or
on the overall economy.

Despite appearances, Social Security and Medicare are not independent from the rest of the
budget. The resources to support them come from the same source as the revenues
supporting the rest of the Federal government—American taxpayers. During a| rapidly
growing economy, policy makers were able to expand benefits and raise the payroll taxes.
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But because the public has limited tolerance for taxes, these expansions have come at the
expense of other revenues and, consequently, other Federal activities.

Social Security, Medicare, and Medicaid Cost Projections

Each year, the Social Security and Medicare trustees report on the financial condition
of these programs. Although the reports give limited, stand-alone perspectives of

Saocial Securlty and Medicare, they provide ample evidence that the programs are in
trouble.®

Social Security is not in long-term (75-year) actuarial balance. The 1997 Social
Security Trustees’ Report indicates that an immediate 2.23 percent payroll tax
increase (or equivalent benefit cut) is necessary to bring the program into long-term
balance. Without it, payroll taxes will be insufficient to cover benefits. Between 2012
and 2028, interest income and then accumulated trust fund balances will have to be
used to finance benefits By 2029, the combined OASDI trust funds will be insolvent,
and there will be resources to pay only 75 percent of promised benefits.

The Medicare HI program is in even worse shape. Beginning in 1995, trust fund
balances had to be used to pay benefits. The trust fund will be depleted in early 2001,
leaving insufficient resources to pay all benefits. The current 2.9 percent payroll tax
would have to rise an additional 4.3 percent to bring this program into Iong-term
balance.

The other part of Medicare, the Part B Supplemental Medical Insurance (SMI)
program is financed through a combination of beneficiary premiums, a small amount
of interest income, and general revenues. The SMI trust fund is in no danger of
becoming insolvent.® The level of general revenue support for SMI is unhmlted--lt
equals the gap between SMI expenses and premium income,

¢ Originally, beneficiaries shared SMI costs 50-50 with the Federal government.

Because Congress wanted to protect Medicare beneficiaries from high health care

- cost growth rates, premium increases were restricted to the level of cost-of-living
adjustments (COLAs) provided to Social Security beneficiaries.

* Projections in this report reflect the intermediate projections used in the 1997 Social Security and
Medicare frustees’ reports, The trustees' reports also include two alternative projections using more
pessimistic and optimistic assumpfions.

® President Clinton has proposed to move home health services from the Medicare HI program to SMI.
Thig transfer is a budget gimmick. 1t would not change total Medicare spending. It would make the HI
trust fund balances last longer, helping to address the “crisis,” but the same level of spending would
come out of the SMI trust fund.
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e Current law requires beneficiary premiums to cover 25 percent of SMI costs
through 1998. After 1998, however, increases in Part B premiums wiil again be
limited to Social Security COLA increases. If no changes are made to maintain

SMi premiums as a percentage of program costs, by 2030, SMI premium in
projected to fali to 8 percent of SMI costs.

come is

The trustees’ intermediate projections show combined shortfalls in Social Security and

Medicare payroli taxes of 4.2 percent of GDP in 2030. (See Figure 5.1.)

Figure 5.1

Social Security and Medicare (OASDI/H1) Deficits as a Pe_rcentage of GOP
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SQOURCE: Boards of Trustees of the Federal OASD! and HI Trust Funds (1997).

Under current laws and policies, Social Security, Medicare, and WMedicaid
expenditures will increase from 9 percent of GDP in 1996 to 17 percent in 2030. In
2030, these programs will consume almost four-fifths of Federal revenues. (See
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Figure 5.2.) Unless taxes are raised substantially or huge deficits are incurred,
insufficient funds will remain to pay interest on the national debt and fund other
Federal programs.

' SOURCE: Board of Trustees of the Federal OASDI Trust Funds (1997) and CBO (March 1997).

Figure 5.2
Social Security and Medicare Expenditures as a Percentage of GDP
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20 _ M OASDI HI SMI [ Medicaid
| 17 17
17
15

1996 2000 2010 2020 2030 2040 2050

taxes, like non-cash benefits, come predominantly from employee compensation.

Payroll Taxes

Inl the 1930s, Social Security’s planners were concerned that the employer’s share of
payroll taxes would be passed through to consumers in the form of higher prices.
That, they argued, would tax the employee twice.

in today's more competltwe condltlons where increased cost cannot be passed
through easily in higher prices, most economists believe that employer-paid payroll
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+ Payroll taxes are regressive. Higher income individuals pay less of their jncome
in taxes than those with lower incomes. The same tax rate is imposed on workers
no matter what their wages. Wages above the OASDI taxable maximum ($65,400
in 1997) are not taxed. Non-wage income is compietely exempt from OASDI and
Hi taxes. In contrast, low-wage earners pay taxes on nearly all of their incomes.

» Payroll taxes now represent more than a third of employee benefit costs,” up
from a fourth 25 years ago. Amounts paid in payroll taxes could be used |instead

for cash wages or other types of benefits.

e Social Security and Hospital Insurance benefit payments are growing faster
than taxable payroll, their source of financing. As a percentage of |taxable
payroll, these benefits will rise from 15 percent in 1997 to 26 percent in 203). (See
Figure 5.3.) General revenues, not payroll faxes, finance SMI benefits. But if SMI
costs are taken into account, total Social Security and Medicare expenses in 2030

will equal 34 percent of taxable payroll.

Figure 5.3.
OASDI/HI Expenditures as a Percent of Payroll

Percentage of Taxable Payroll
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SOURCE: Boards of Trustees of the Federal OASDI and HI Trust Funds (1997).

’EBRI (1995).
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The Social Security and Medicare HI trustees report that an immediéte 6.6 percent

payroll tax increase is needed to bring the OASDI/H| programs into long-term actuariat

balance. That would raise the payroll tax rate to 22 percent. Some observers
have portrayed this increase as manageable. They point out that payroll taxes

increased 10 percentage points between 1965 and 1990. But they ignore three
important factors.

» The effect of successive payroll tax rate increases gets progressively harder to
bear because less income is available to tax. For example, increasing the payroll
tax from the current 15.3 percent by another 6.6 percentage pomts represents an 8
percent tax increase.

« - Larger shares of income are now included in the taxable base. In 1965, 36
percent of workers had incomes in excess of the maximum taxable level. This
percentage fell gradually to 10 percent in 1979. Today, only 5 percent of workers
have incomes above the Social Security taxable maximum, and all wage and
salary income is subject to the HI tax.

e Future expected growth in real wages, especially for low-wage earners, is not
expected to match growth observed between 1965 and 1990.

In the past, increases in social insurance payroll taxes have not resulted in
comparable increases in overall Federal taxes. Payroll fax increases largely have
been offset by declines in other sources of Federal revenue. Thus rising payroll taxes
could decrease the level of resources available for other programs or, if other
spending is not reduced commensurately, cause overall budget deficits to 1ncrease
(See Figure 5.4.)
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14%

Figure 5.4
Changing Compaosition of Federal Government Receipts
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Chapter 6. Social Security

he 1935 Social Security Act created a State-administered unemployment
compensation system and a federally-administered old age pension system. At
the time, the country was in the midst of the Great Depression. Twenty-five percent of
the workforce was unemployed. Fewer than 10 percent of the nonagricultural workers

were covered by prwate pension plans in' 1929. By 1935, most private plans were
bankrupt. o

To help the unemployed and to get people back to work, the New Deal created
‘unemployment assistance and massive public works programs. In addition to
providing income support for the elderly, the old age assistance program helped to
reduce unemployment by creating a way out of the labor force for oider workers. The
public assistance programs provided cash assistance to low-income aged or blind
persons and dependent children. :

Prior to the creation of Social Security, most ¢lderly had little old age income. They

had to keep on working, rely on support from extended family, friends or social service
and charitable organizations, or all four. An early SSA study' found that in 1937, the

first year Social Security paid benefits, only 35 percent of older adults had sufficient

earnings, savings, pensions, or annuities to subsist independently. As many as half of

these turned to friends or relatives for greater comfort (food, clothing, shelter). More

than three-fourths of older people were wholly or partially dependent on children, other
relatives or friends, or public or private social agencies. ‘Only 4.5 percent received

private pensions or annuities. Another 2.2 percent received Federal, State, or local

government pensions.

Today, almost all workers are covered by Social Security, and almost all retirees
receive Social Security benefits. (See appendix 2 for a description of Social Security
coverage and beneficiaries.) Social Security benefits are the Iargest source of income
for the elderly population.

Social Security is a very popular program. It should be. Until recently, participants
could expect to get more back from the system than they put in. Many have received
greater returns than they could have earned by investing their money elsewhere.

' Shearon (1938).
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Now, workers are right to be pessimistic about the chances that their Social Security
benefits will represent as good a return on their payroll taxes as those provided to
today's retirees.? Younger generations cannot expect their money’s worth from the
system. In part, this is an inevitable resuit of a maturing pay-as-you-go system.?®
Other factors, including longer life expectancies and the post-World War Il baby boom
(which create greater numbers of retirees), expanding benefits, and progressively
higher lifetime payroll tax contributions, also have contributed to an increasingly
burdensome system for successive generations of workers.

Issues

In the absence of Social Security, older Americans would be dependent on continued
income. from employment, their own savings and pensions, contributions from family
and friends, and support from other public or private organizations. Social Security
replaces a major share of what once was a matter of individual responsibility and
informal support mechanisms with formal, collective, taxpayer-financed support

Social Security is a participatory, pay-as-you-go system. Politically, this system is very
attractive. The same payroll fax contributions satisfy simultaneously the retirement
income needs of both retirees and workers. Although current contributions support
current retirees, current workers receive promises of future retirement benefits.
Economically, of course, contributions can be spent only once. Those promised future
benefits are unfunded liabilities of future taxpayers.

Social Security is a public means of transferring resources within and |across
generations. It determines how much each cohort of workers has to contribute to pay
for the retirement of preceding generations of workers. It defines each retiree's| benefit
level. The debate about Social Security reform re-examines and questions the nature
and scope of this Federal role.

o What is the appropriate Federal role in elderly incoi'he security? Social Segurity is
now the primary source of elderly income. Is it displacing, rather than
supplementing, private retirement savings? :

2 A 1996 poll found that 79 percent of respondents were “not too confident” or “not at all confident” that
Social Security would continue to provide benefits equal in value to those provided today. EBRI
(January 1997).
% |In a pay-as-you-go system, current contributions pay for current benefits. At the time Social Security
was created, retirees had not contributed toward newly-created benefits. They, like successive cohorts
of retirees, depended on the contributions of workers. Initially, because the number of beneficiaries is
smali relative to the number of contributing workers, contribution rates are low. As more and more
retirees collect benefits (unless the number of contributors grows sufficiently), rates have to increase to
support larger aggregate benefit payments.
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+ Social Security redistributes income within and across generations. Given current
and future economic and demographic trends, some of these outcomes will no
longer be reasonable. How should the distribution of costs and benefits be
reconfigured?

+ Can Social Security be sustained in anything close to its present form? What is
Social Security’s impact on the rest of the budget and the overall economy? What
role does the trust fund play in fiscal policy? Why do sources-of financing matter?

o What criteria should be used to evaluate reform alternatives? Does any other
‘ option besides preserving Social Security have any political feasibiiity? Social
Security is a pay-as-you-go system with substantial unfunded liabilities. Many
reform proposals would convert Social Security to a pre-funded system. How
could the transition to this type of system be handled? What are the inter- and
intragenerattonal consequences of this type of change?

- Although Social Security is curre'ntly running annual operating (cash flow) surpluses,

the system faces a large unfunded liability. Current law OASDI benefits for current -
and future retirees already exceed current trust fund balances and projected revenues -

by $3.4 trillion in present value terms, and this shorffall is growing. In total,
taxpayers will have to provide the equivalent of scme $20 trillion (in present value
terms) over the next 75 years for Social Security benefits.* If the current Social
Security program was transformed to a different system, accrued benefits under the
old program would exceed trust fund balances and income from the taxation of
benefits by $9 trillion (in present vaiue terms). As the baby boom generation retires,
the cost of providing benefits will increase at the same time that the proportion of
active workers supporting the system decreases, Social Security’s financial difficulties
can be measured in several ways.

e According to the 1997 Social Security Trustees’ Report, the combined Social

Security Old Age Survivors and Disability insurance (OASDI) Trust Funds

- (hereafter referred to as the “Social Security Trust Fund”) assets will peak at 245
percent of annual benefits in 2011 and will be exhausted in 2029.

+ Benefit payments will first exceed payroll tax income in 2012. By 2030, the size of
the gap between benefits and payroli tax income will equal 4.4 percent of taxable
payroll (9.8 percent if Medicare HI benefits are included). In 2030, Social Security
benefits will cost 17.5 percent of taxable payrolt (28 percent when combined with
Medicare HI benefits). (See Figure 6.1).

“ Goss (19986).
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Figure 6.1. OASDI Income and Costs
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SOURCE: Board of Trustees of the Federal OASD! Trust Funds (1997). .

percent in 2030. By 2030, Social Security and Medicare benefits together will

e Social Security benefits will increase from 4.7 percent of GDP in 199?{0 6.6
sonomy

represent one out of every seven dollars produced by the entire domestic e
(13.7 percent of GDP).

On paper, financial distress appears to be more than a decade and a half away,
making it hard to classify Social Security as a “crisis.” Policy makers are likely fo avoid
addressing Social Security until it is in a crisis. Delay, however, only makes the
problem worse.
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* Ten years ago, the trustees identified the need for a 0.62 percent increase in the
payroll tax to make projected dedicated Social Security resources equal to benefit
payments over the 75-year projection period. In the trustees’ 1997 report, the
needed increase is 2.23 percent. If no changes are made until 2002, the required
increase in payroll taxes will rise to 2.5 percent. -

* Changes to Social Security will redistribute the cost of the program. The sooner
changes are made, the more broadly they can be shared. Acting sooner enables
current retirees, who are receiving substantial returns for their contributions, to

share in solutions. It also gives workers needed time to adjust their savings
‘behavior and their retirement plans.

s Changes should be phased in gradually over many years. The sooner the phase-

in starts, the more gradual change can be. As the time to make changes shortens,
elected policy makers will have fewer options from which to choose, and each of
these will be more difficult to implement. '

- The Federal Role in Providing Income Security for the Elderly

Retirement income for today’s older adults comes from two primary sources: private

savings and tax-financed public benefit programs. Retirees also may receive informal _

support from children and other family members or social service and charitable
- organizations. :

e Private savings consist of both formal employment-sponsored retirement savihgs
and individual savings. Federal tax policy encourages many forms of retirement
savings.

 Tax-financed public retirement benefits include Social Security, Federal employee
pensions, and other income support programs. °

Social Security’s Contribution to Current and Future Retirement Incomes

Social Security is the largest source of elderly income. This is true for men and
women, Whites, African Americans, and Hispanics, single individuals and married
couples, and for all income categories except the highest quintile. Social Security
benefits are annuitized and indexed, providing seniors with iifetime, inflation-protected
incomes. Forty-two percent of elderly units (defined as couples with at least one
member age 85 or clder or singles age 65 or older) receive income from employment-
based pensions. Ninety-one percent of all elderly receive income from Social
Security.

* Social Security also provides workers and their families with important insurance protection against
disability and death of the primary wage earner.
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Designing Social Security

In 1934, Social Security was designed as much to meet political concemns as economic ones. Sixty yegrs
later, the debate about how to reform Social Security faces many of the same issues.

President Franklin D. Roosevelt identified three conditions that had te be satisfied by the new relirement
program: “No money out of the Treasury would go into Social Security; benefit payments would
resemble private pensions more than general welfare; and the program had to be actuarially sound.”®

President Roosevelt's 1934 Committee on Economic Security chose to foliow the German system of spcial
insurance, a compulsory program of wage-based taxes and benefits, instead of social assistance, as adopted
by Denmark and other Scandinavian and English-speaking countries. 7 #

The Committee settled on payroll taxes for employers and employees to finance the system.| These
addressed Roosevelt's first two conditions. To meet his third, the working population had to cantribute
enough to pay benefits for current retirees and to create reserves to help with future needs. Rather than
invest these surplus funds in private securities, they were invested in special Treasury debt instryments.

The payroll taxes and the reserve fund also served other purposes. They avoided making thef system
dapendent on annual Congressional funding actions. But, more important, they strengtheped the
program politically. Some of Rooseveit's advisors had argued against payroll taxes on the grounds that
they would place too great a burden on workers. Reflecting on his decision to use payroll taxes,
Roosevelt later commented: ‘

... those taxes were never a problem of economics. They were politics all the way
through. We put those payroll contributions there so as to give the contributors a legal,
moral and political right to collect their pensions and their unemployment benefits. With
those taxes there, no damn politician can ever scrap my soclal security program.®

Roosevelt's political instincts were right. The contributory tax and trust fund accounting structures used
to estabiish Social Security have obligated the Federal government in ways that make it very difficult to
alter the commitrment fo pay benefits.

® Schlesinger (1958). : _
7 Social Security is heir to the social insurance system adopted by Germany in the 1880s. The|German
system included compulsory insurance programs against illness, accident, disability, and old age. These
social insurance programs featured wage-related taxes and benefits. Employers, employees, and the
government shared the responsibility for financing the programs. Excess contributions accumulated in
trust funds, which were available when contributions were not sufficient to cover benefits.
® Denmark and other Scandinavian and English-speaking countries chose a social (or public) agsistance
approach. They adopted programs that provided benefits to needy individuals and were finan ced with
general revenues. Under a public assistance system, benefits are either uniform amounts provided to all
eligible individuals or vary according to need. Means-tested programs such as Supplementary Security
Income (SS1), family assistance programs, and food stamps are modern U.S. examples pf social
assistance programs.
® Schlesinger (1958).
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initially, Social Security covered workers from “commerce and industry,” or about 60
percent of the labor force. In 1996, 95 percent of all job positions were covered by
Social Security, and 175 million individuals are fully insured for retirement and
survivors benefits. Unlike Social Security, which is compulsory, employers are not
required to sponsor pension programs and employees are not required to participate
in such programs where available. Fewer than half (44 percent, or 51 million
individuals) of workers participated in employer-sponsored pension programs.

Perhaps the most important policy decision made by the members of the 1934
Committee on Economic Security (who designed Social Security) was to follow a
- social insurance, instead of a public assistance, mode! for a new Federal retirement
income security program. The controversy surrounding these two alternative systems
is alive today. It is very much a part of the current debate over whether to means test

Social Security benefits or to otherwise target Federal retirement assistance to the
most needy. . -

e Social insurance. Social Security is a social insurance system that is
characterized by wage-based contributions and benefits.. Social insurance
~conveys a sense of “earned benefits” and thus avoids the potential stigma of
- welfare or charity. The system creates a social contract among generations: each
generation of workers supports retirees with the expectation that when they retire,
they, oo, will be supported by future workers. .

> Critics argue that social insurance programs are more costly and less efficient
than public assistance programs. More resources have to be channeled
- through the tax system because a greater number of beneficiaries have to be
served. Because benefits are “earned” through paid-in contributions, there is a
natural tendency to compare amounts paid in to amounts paid out in the form of
benefits. If benefit levels or rates of return fall too low, contributors may
perceive the system as a bad deal and support for the system among higher
paid workers could weaken. Thus those with higher incomes (who paid in the
most over their working lives) receive larger nominal dollar benefit payments
than those most in need of assistance. '

> Supporters argue that universality is the only way to ensure lasting political
support for the program . Some benefits have to go to people who do not need
- them in order to ensure that people who do need the benefits get them.

» Public assistance. A public assistance program provides benefits based on need
' and is financed by general revenues. Public assistance avoids regressive payroll
taxes. Because it is not tied to contributions, there are no implied commitments to
pay specific benefits. The system is more flexible and easier to change. Public

- assistance programs are smaller programs.

> Proponents of public assistance programs argue that needs-based programs
are more efficient because they concentrate on a defined population of
beneficiaries and fewer resources are churned through the tax system.
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Income Redistribution through Social Security

in addition to providing retirement income, Social Security is designed to red
income.

> Opponents of public assistance programs claim that welfare programs lack

sufficient popular support and are most vulnerable to budget cuts.

This

impedes government's ability to provide adequate benefits to those mast in
need. Administration of needs-based programs can be burdensome and .
expensive. In addition, means-tested programs create disincentives fto work

and save for individuals at the margins of eligibility.

Replacement rates are progressive. A low-wage earner retiring at age 65

stribute

in 1996

received a beginning Social Security retirement benefit equal to 58 percent of pre-
retirement income. An average wage earner received 43 percent, and a maximum
wage earner received 24 percent of pre-retirement taxable earnings. Ih 2030,

scheduled replacement rates are 56 percent, 42 percent, and 28 percent. ™

However, in absolute terms, Social Security is regressive within generations.

Higher income participants receive higher benefit payments than lower

income

participants, Maximum wage earners who retire at age 65 in 1997 can expect to
receive average benefits of $15,955. Retiring low-wage earners can expect 57

percent less, or $6,810.

Because higher wage earners receive larger nominal doliar benefit payments, they
receive a disproportionate share (relative to their numbers) of aggregate Social
Security benefit payments. Based on median per capita Social Security benefits,
the lowest quintile of elderly units age 65 or above received about 10 percent of

aggregate benefits, whereas the top quintile received about 28 percent."

Life expectancies differ among subgroups of the population. Individuals with
higher incomes enjoy longer life expectancies than those with lower incomes.

Furthermore, people with higher incomes tend to have higher levels of edy

cational

attainment and, therefore, spend fewer years paying payroll taxes. If variances in
life expectancy and in years in school are taken into account, Social Security is

even more regressive within generations.

" ow" wage earners are defined as those earning 45 percent of the average wage. “Maxim
earners are defined as those who have always earned the maximum wage subject to payroll ta
"* CRFB calculations based on SSA data for 1994,

um"” wage
Xes.
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Figure 6.2
Social Security Retirement Benefits Payable at Normal Retirement Age
- {In 1996 constant dollars)
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SOURCE: SSA unpublished tables and Board of Trustees of the OASDI Trust Funds (1998).

o Because of survivor, dependent, and spousal benefits, married, one-earner
couples fare better than both single wage earners and ‘married, dual worker
couples. B . -

Social Security redistributes from the young to the old. Each new generation of
workers has faced higher payroll taxes for longer periods of their working lives than
the preceding generation.
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An Intergenerational Perspective

Under a pay-as-you-go system, the younger, working age population provides the
resources to finance benefits for the older, retired generation. Workers, in their own
turn, will eventually retire and collect benefits financed by succeeding generations of
workers.

The first retirees get back far more in benefits than they ever contributed in taxes.
Later retirees, just by virtue of having paid taxes longer, will never get the same type
of return. Until 1982, each new cohort of retirees did better than previous cohorts.
Lifetime benefits expanded faster than lifetime taxes. Two factors combined to make
this possible. '

o When Social Security began, there were few retirees coliecting Social Security
benefits and many workers paying taxes. Tax rates were correspondingly|low but
were sufficient to support retirees and to build up a balance in the trust fund
account.

+ The number of participating (taxpaying) workers grew as coverage expanded to
more of the workforce and more workers (the baby boomers and women) |entered
the labor market. In addition, payroll taxes have increased two ways: the|level of
wage income subject to taxation (the taxable wage base) has increased, |and tax
rates have risen.

Since the creation of Social Security, the ratio of beneficiaries to workers has
increased steadily. The baby boom was followed by a baby bust; most women now
work; almost all of the workforce is covered by FICA taxes, leaving no uptapped
sources for new taxpaying participants. As baby boomers retire, the [ratio of
beneficiaries to taxpaying workers will increase further even under SSA's most
optimistic projections. (See Figure 6.3).

How well individual workers fare under Social Security and Medicare depénds on
payroll taxes contributed over an entire career relative to benefits collected] Three
approaches to analyzing the treatment of participants are described below. [Each of
these provides a perspective on the treatment of different generations.
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Figure 6.3
Social Security (OASDI): Comparison of Beneficiaries to Covered Workers
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Payback Times

The Congressuonal Research Setvice (CRS) looks at the number of years it takes to

recover, in the form of benefits, taxes paid into the Old Age and Survivors Insurance

(OASI) program.”? Once taxes, plus imputed interest, have been recovered,

subsequent benefits represent windfall gains in excess of contributions. - This

approach is easy to understand, but it does not measure the size of individual gams or
losses. (See Table 6.1).

12 Kollmann (1996).
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Beginning in 1996, some workers will not live long enough to recover the taxes paid

into the system, plus imputed interest.”® (If differences in life expectancy by

ncome

are taken into account, minimum wage earners could experience somewhat less

favorable payback times, while the situation of maximum earners could be [slightly
more favorable.)
Table 6.1
Payback Times, Workers Retiring at Age 65
Remaining Life
Expectancy at Number of Years to Recover Taxes plus Intergst
Age 65
Year of Retirement Male Female Minimum Eamer Average Eamer Maximum Earner
1940 11.9 13.4 less than 0.1 0.2 0.4
1960 12.8 15,9 0.7 11 1.4
1980 14.0 18.4 22 2.8 B.1
1996 15.5 19.2 99 14.3 iB8.5
2005 - 16.0 195 13.9 - 204 2B.4
2015 16.4 19.8 15.4 23.2 36.8
2025 16.8 20.2 14.6 233 42.0
Note: Payback
times including
taxation of benefits: :
2025 16.8 202 245 42.5 16.5

SOURCE: Payback times are from CRS (1996). Life expectancy data are from Board of Trustees of the

QASDI Trust Funds (1937).

3 The results shown in Table 6.1 reflect the foliowing assumptions (see CRS report for resylts using

alternative assumptions): .

Retirement portion of the payroll taxes. The table shows payback times for the retirement portion only.

The CRS excludes disability insurance (DI) from its analysis because workers receive the
insurance coverage at the time they pay taxes. Similarly, the portion of tax that pays for

penefit of
survivors

insurance could be excluded because active workers realize an immediate benefit from insurance

coverage. (It is included in the table's payback calculations.) If excluded, payback times
shorter.

Combined employer-employee taxes. The tabie shows the time it takes to recover emp
employee taxes. Most economists believe that employer-paid payroll taxes come out of com
that the employee otherwise could have received in the form of wages.

Interest rates. The table assumes rates on long-term U, 8. Treasury bonds. Payback fi

would be

oyer and
hensation

mes vary

depending on imputed interest rates, or the rate that the worker would have earned if the amount paid

in taxes had been invested, instead, in an interest-earning instrument. The higher the
interest rate, the longer the payback time.

assumed
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Lifetime Rates of Return

Lifetime rates-of return provide a convenient, but not altogether adequate, perspective
on Social Security. Rates of return are derived by using streams of taxes paid into the
system and benefits received from the system upon retirement. These rates of return
can be used to compare outcomes across generations of retirees. Rates of return
also can be compared to rates of return from alternative investments to determine if

the individual could have been “better off' if the amount paid in taxes had been
‘invested elsewhere. ‘ | : .

 The rate of return analysis shows, as expected, that peopie who retired soon after
Social Security began providing benefits achieved phenomenal rates of return on

their contributions because they contributed little in taxes and collected benefits for
many years.

* As the system matured, rates of return have decreased. Some single wage
earners retiring today can expect less than 2 percent real returns—that is, less
than the long term growth.rate in the overall economy. Rates of return will get
progressively worse for future cohorts of retirees. (See Table 6.2).

Table 6.2 _
Real Lifetime Rates of Return: OAS!
(In percents)

Year : ,

Cohort Singie Males Single Females - One-Eamer Couples Two-Eamer Couples
Tums ' ' . Low/ ~ Avefage/
65 Low Average High Low Average High Low Average High | Low Average High
1940 145.4 1145 844 | 1477 1230 862 1692 135.1 101.7 | 1468 126.7 951
1960 13.1 11.0 84 145 126 98 17.0 14.6 119 14.2 13.0 10.3
. 1980 - 53 42 3.8 6.4 55 49 9.2 7.7 6.9 6.9 6.2 50
1995 28 18 10| .37 29 21 58 48 43| 39 35 25
2010 20 11 04 28 241 1.0 45 38 27| 28 = 25 1.4
2030 1.9 10 02 28 19 08 4.2 34 21 28 23 14
2050 21 12 00 28 20 08 43 34 22 27 24 1.2

SOURCE: Steuerle and Bakija (1994).
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Lifetime Present Value Transfers

Steuerle and Bakija compafe lifetime OASI| and Medicare tax and premium

contributions to benefit payments. Their analysis converts streams of contr

and benefits into 1993 present values." It shows that current retirees will
substantial windfalls from Medicare and Social Security.

¢ Assuming there are no changes to the programs, many retired baby b

butions
recejve

ocomers

(low-income singles and low- and average-income one-earner coupies) ¢an still

look forward to large gains.

High income boomer singles and couples face large negative net transfers
still receive significant benefits. (See Table 6.3) (Although other research shows
that health care utilization, adjusted for age and heaith status, rises with
Steuerle and Bakija assume the same value of Medicare benefits for all

categories, adjusting for sex and family status.)'

but will

ncome,
income

Table 6.3

Lifetime Combined OASI and Medicare Net Transfers

(Ih thousands of 1993 constant dollars)

Year

Cohort Single Males Single Females One-Earner Couples Two-Eamer Couples
Tums Low/ Average/
65 lLow Average High l_.ow Average High Low Average High | Low Average High
1980 56.5 815 822 975 1182 128.0 1748 2244 2551 1658 1963 204.5
1995 64.3 382 198 1108 932 47.0 2276 2492 2387 1912 195.8 118.2
2010 78.3 10.3 -1650 1335 777 -868 2996 2806 1862 2280 196.5 -29.1
2030 88.5 -37.2 -4518 1588 454 -361.0 3908 3351 321 2622 1788 | -3506

SOURCE: Steuerle and Bakija (1994).

4 Steuerle and Bakija (1994).

s For more on the relationship between income and health care utilization, see chapter 7.
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> Two-earner couples fare better. They will receive lifetime benefits worth almost

$1 million in present value terms ($921 thousand)—equal to 72 percent of
lifetime contributions.

> In 2030, single high income males will receive lifetime benefits worth $400
thousand in present value terms—equal to 47 percent of lifetime contributions.

Intragenerational Issues

The greater presence of women and of racial and ethnic minorities makes today's
workforce far more diverse than the working population of the 1930s. The labor force
of the future will be even more diverse. Social Security was designed for a largely

homogeneous population. It may prove less capable of addressing the needs of a

diverse population.

Social Security benefits are based on earnings and work history. As long as

disparities in earnings, stability of employment, and health status exist between men

and women and among racial and ethnic groups, subgroups within the population will
not achieve parity in nominal Social Security benefit levels. Whatever their cause,
inequities in wage levels between men and women or Whites, African Americans, and

other racial and ethnic groups will be perpetuated through the Social Security benefit
formula. ' '

In addition, differences in life expectancies and family structures will result in
differential lifetime benefits. Those who live longer will collect benefits longer. Married
workers and workers with children receive higher benefits than single and childless
- workers. One-earner couples receive higher benefits than two-earner couples with the
same family income and payroll tax contribution history.

Social Security Benefits and Race™

Eiderly African Americans and Hispanics are less likely to receive Social Security
income than elderly Whites, and the average benefits they receive are iower. (See
Table 6.4.) These differences help to explain why poverty rates for elderly African
Americans and Hispanics are more than 2.5 times higher than for elderly Whites.

' For more on the relationship between income and health care utilization, see chapter 7. -
'8 Data from Grad (1996).
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: Table 6.4
Average Monthly Benefits by Type, Sex and Race
Ratio of Average Monthiy
Average Monthly Benefits (in dollars) Benefits
1960 1973 1995 1960 1973 1995
African| African] |African
African American| American| American
American African African| & Other to to]
White & Other*! White American| White American| to White White White
Retired Workers 75.00 5800 169.20 13470 73180 607.30 Q.77 0.80 0.83
Men 83.00 6540 18560 14270 82470 669.20 0.79 0.81 0.81
Women 60.60 4660 14850 11660 628.60 547.80 0.77 0.79 0.87
Disabled Workers 90.80 79.00 1B7.30 15210 700.90 622.80 0.87 0.85 0.89
Men 94.30 8240 20010 172.00 786.80 676.80 0.87 0.86 0.86
Women 78.60 63.20 156.80 13010 559.70 54630 0.80 0.83 0.97

SOURCE: Thompson (1975), SGA (1996).

*  For 1860, data are available for only African American and other races combined. African Americang
made up 95 percent of the category "African American and Other” in 1973.

« In 1994, 92 percent of White seniors received Social Security benefits compared
with 86 percent of elderly African Americans and 80 percent of Hispanic senjors.

« However, elderly African Americans and Hispanics who receive Social
depend on it for a larger share of their income than do Whites. In 1994 Social
Security provided more than three-quarters of the income of African Amerigan and
Hispanic aged units who received benefits, but under two-thirds of the ingome of
White aged units. Social Security was the sole source of income for 32 pefcent of
African American and 31 percent of Hispanic aged units, compared with 14 percent

of White elderly units.

ecurity

« Aftican American and Hispanic beneficiaries receive lower average Social $ecurity
benefits than White seniors. While the ratio of Black benefits to White benefits has
increased modestly since 1960, most of the improvement can be attributed to a
growing wage parity among women workers that translate into smaller disparities in
Social Security retirement benefits.
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> A 1975 study atfributed racial differences in benefits to lower lifetime covered
earnings and fewer years in covered employment."’

> The 1995 data indicate that although African American women workers receive
lower benefits than African American men, their mean benefits have improved
 relative to those of White women.

> For African American men, there appears to have been little progress toward

greater parity with White - men in Social Security retlrement benefits over the last
35 years

‘Women Workers and Social S'ecurity

Women's greater pariicipation in the labor force mcreases' their Social Security
benefits. Because auxiliary benefits are provided to spouses and dependents Social
Security prowdes inequitable treatment based on marital status.

e Women are a growing share of covered ‘workers. ln 1993, women were 46
percent of participants, up from 28 percent in 1937.

¢ During the same period, the gap in median annual earnings between men and
women decreased from 49 percent to 34 percent. "

s Sixty-two percent of women beneficiaries ages 62 or older were entitled to receive
benefits based on their participation in the program as workers, up from 43 percent
'in 1960.

+ |n 1995, women who were entitled to retirement benefits on the basis of their own
- . work history qualified for average annual benefits of $7,612—11 percent higher
than the average benefit of $6,882 received by women who were only entitled to
spousal benefits. Dually entitled women (women who qualify for benefits based on
their own employment history as well as their marital status) had the highest

average benefits ($7,907) because their husbands were more likely to have been
high wage earners.

s Although unmarried women have always worked in greater numbers than married
women, most married women, including married women with young children, are
now in the paid labor force. Nevertheless, Social Security’s spousal and survivor
benefits provide one-earner couples with greater benefits than two-eamer couples
with the same wage and tax contributions history. Women who worked may not
receive higher benefits as a result of their work history and tax contributions than

' Thompson (1875).
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they receive based on their husbands’ eligibility.’® Once they are widowed, women
who worked may end up with lower benefits than the surviving wife wha never
worked. (See Table 6.5).

e In 1994, the poverty rate among widows ages 65 and above was 22 percent,
compared with 5 percent for married elderly couples. Table 6.5 helps to explain
why. A widow's Social Security benefits may be half the level of the cpuple’s
Social Security income when the husband was alive. In addition, the husband’s
employer-sponsored pension benefits may have stopped with his death. (To avoid
this situation, most defined benefit plans provide a joint and survivors' annuity
option.) :

Caregivers earn smaller benefits than continuous workers. Many women do not
work in covered employment or they have shorter work and lower eamings histories
because they are the primary caregivers for children and aging parents. Social
Security benefits are based on earnings averaged over 35 years. Time spent working
part-time or out of the paid labor force altogether reduces retirement benefits.
Shortening the averaging period or dropping out years with no earnings wot Id help
address this problem, but would also increase Social Security’s cost. It is not clear
that women with the lowest incomes would be helped by this type of change.

Among women age 65 and above, separated or divorced women have the
highest poverty rates.’® Approximately 13 percent of elderly women are divgrced or
separated. Twenty-nine percent of these women were poor in 1992. Because they
were married, these women may have shorter work histories and lower |lifetime
earnings than women who never married. They often lack any financial suppprt from
their former spouses or their estates, and they also may not have been married long
enough to qualify for Sociat Security spousal benefits from their former marriages.

The poverty rate for elderly women who never married is about the same as for
widows (21 percent). Their Social Security benefits are based solely on their work
histories. They are more likely to have higher average lifetime earnings and longer
work histories than married women.

® Spouses are eligible for the larger of their own earmed benefit or 50 percent of the primary wage
eamer's benefit. When the primary wage earner dies, the surviving spouse receives the larger of 100
percent of her or his own earned benefit or the benefit of the deceased spouse.

19 As long as her marriage lasted 10 years, a divorced woman s eligible for the same spousal and
survivor benefits (based on her ex-husband's benefits) as a married woman.
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Table 6.5

Social Security Couple’s, Spousal, and Survivor's Benefits

Average Wife's Spousal Benefits*

Wife's Survivors Benefits*

Monthly As percentage
Lifetime As As Worker Couple's Amount of Couple's
Earnings Spouse Benefit Benefit
Couple A
o Husband  $1,000 $564
. Wife : 0 $282 $0 282 $564 67%
Total $1,000 $846
Couple B- '
¢ Husband $667 $458
-« Wife ‘ 333 $229 $299 299 3458 628
Total - $1,000 3757
Couple C-
¢ Husband $500 $404 _
e Wife 500 $404 $404 404 $404 5006
Total $1,000 | $808

SOURCE: Trout (1694).

* Spousal and. survivors benefits avallable to husband or wife. Example presumes that the husband is
primary (higher) wage earner because only 15 percent of women earn more than their husbands ‘dl_.lﬂng

lifetimes and because women have longer life expectancies than men.

the
heir

Social Security and Life Expectancies

Because Social Security (and Medicare) benefits are annuitized, individu_als who live

longer receive greater lifetime benefits.

Life expectancies differ between men and women and between African Americans
and Whites. (See Figure 6.4). Research shows that sacioeconomic differences (e.g.,
income, education, and occupational disparities) largely explain racial differences in
health status and life expectancy.?® Controlling for family income alone can eliminate
as much as half or more of the African Americans’ higher risk of death relative to their

White counterparts.”!

2 1ams and McCoy (1991).
21 See Preston and Taubman (1994).
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Figure 6.4
Life Expectancy at Age 65 by Sex and Race

Remaining Years of Life
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Female
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SOURCE: Bureau of the Census (1996).

Lower income persons have shorter life expectancies than persons with| higher
incomes.? (See Table 6.6).

The Social Security Administration has undertaken little research on the progressivity
of lifetime benefits. It has done even less on the effect of differences on |lifetime
benefits for different sociceconomic groups. Given the significant differences in life
expectancies for lower income populations, Social Security’'s benefit structure, when
coupled with payroll tax financing, may result in unintended, and possibly perverse,
income redistribution. More research and more complete data collection are fequired
to understand better Social Security's lifetime economic effects for subgroups of the
population. Such research would enhance greatly the policy making community’s
understanding of how different groups would be affected by changes to the pragram.

2 Although it is possible that a reverse causality problem exists (i.e., that incomes are low because
health problems that lead to shorter life expectancies also cause lower incomes), Duleep (1995) finds a
higher probability of death for men with lower incomes even when controlling for heaith status. :
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Table 6.6
Estimated Remaining Life Expectancy at Age 25
Remaining Life Expectancy Percentage difference from
Family Income {Inyears) QOverali Average Life Expectancy
(In 1990 dollars) Men Women Men Women
Less than $5,000 436 53.7 -12.8% -5.8%
$5,000-9,999 - 48.1 56.0 -7.8% -1.8%

- $10,000-14,999 48.7 ' 56.6 -2.6% -0.7%
$15,000-19,999 . 50.8 - 569 +1.6% -0.2%
$20,000-24.999 515 57.9 +3.0% +1.6%

'$25,000-49,999 52.4 57.8 +4.8% +1.4%
$50,000 or more 53.6 - 58.0 +7.2% +1.8%
Overall average 50.0 57.0 0.0% 0.0%

Source: Rogot, Sorlie, and Johnsen (1992) quoted by Steuerle and Bakija (1994).

Social Security has always faced financial difficulties. In-the 1930s, Social Security’s
creators worried about the projected doubling of older adults by 1980. In response to
initial projections that showed large future imbalances, President Roosevelt said:

It is almost dishonest to build up an accumulated deficit for the
Congress of the United States to meet in 1980. We can't do that.
We can't sell the United States short in 1980 any more than in

19352

~ Despite FDR’s original.intentions that Social Security be “actuarially” sound, annuai

- Social Security trustees' reports have repeatedly projected eventual trust fund
insolvency. The reports have forecast sharply rising costs as a percentage of payroll,
particularly since automatic cost of living adjustments were added during the 1970s.

(See Figure 6.5).

In 1942, Social Security was running a surplus and éccumulating balances in the trust
fund account. - Nevertheless, the second annual trustees’ report warned of serious
financial problems by 1980. The trustees assumed that the imbalance could be

addressed easily as they indicate:

3 Schlesinger (1958).

Paying for Social Security
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Because of the cumulative growth in benefit payments, any long-
term deficiency in the finances of the program would be apparent
well in advance, and, therefore, could be met, without serious
shock or disturbance, by moderate changes in the financial
provisions.

+ Additional revenues were raised through higher tax rates and taxable ez
levels. But benefits were also broadened. By 1983, the Social Security Trus

account did not have sufficient resources with which to pay benefits. A

speci

Irnings
t Fund

al

commission headed by Alan Greenspan® worked to design measures to shore up

Social Security's finances. and to prepare for the baby boomers’ refir

Subsequent legislation attempted to return to the original goal of building Up tru

fund account balances, thereby providing explicit commitments of future R

revenues to meet future liabilities.

ement.

st

federal

Figure 6.5 Estimated and Actual OAS] Costs
(In percentage of taxable payroll)

Percent of taxable payroll
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SOURCE: Board of Trustees of the OASDI Trust Funds (1954, 1968, 1982, 1986, 1987).
Note: Figures for 1954 and 1968 projections do not include administrative costs, whereas figures for 1982
and later projections do. However, administrative costs represent only a few percentage points of the
costs, and thus a minuscule amount off the total payroll. Thus the trend lines are still comparabje for all

practical purposes.

24 Board of Trustees of the OASI Trust Fund (1942).




Building a Better Future-

—128

s The reforms increased revenues and reduced benefit costs. They included higher
payroll taxes, a gradual increase in the normal retirement age from 65 to 67
beginning in 2003, the partial taxation of benefits for higher income beneficiaries,
and coverage of new Federal workers under Social Security instead of under the
separate Federal retirement program.

o Although the 1983 reforms lowered future projected costs as a percentage of
taxable payroll, the 1997 projections show that about half of that progress has
vanished, The actuarial deficit immediate prior to the reforms was 2.09 percent of
taxable payroll. Estimated deficits have exceeded this level since 1994,

The Economics of Trust Fund Balances

By running Social Security operating surpluses, the Greenspan Commission intended
to increase national savings. This would occur if the Federal government's budget
surplus was larger (or its deficit smaller) than otherwise planned, assuming there
would be no changes in private savings to offset Federal policy.? In theory:

« If the Federal government reduced outstanding public debt (in the case of a budget

surplus) or borrowed less (in the case of lower than otherwise occurring deficits),
additional funds would become available in the capital markets.

. Market. interest rates would fall. Lower interest rates would facilitate investment,
- increase productive capacity, and raise the rate of economic growth.

« By the time the trust funds are needed to finance retirement benefits, the economy
would be larger and the Federal government would have less outstanding debt.
Both conditions would make it easier to raise sufficient funds to pay promised

- Social Security benefits, either through borrowing from the public or by raising
- taxes. ' ' .

The Commission and subseguent legislation intended partially to “advance” fund
Social Security, thus earmarking an explicit share of future economic resources for
Social Security benefits. Under the 1983 reforms, higher payrolt taxes meant current
workers would have less income to consume. Their higher payroll taxes would

produce Social Security operating surpluses that would lower Federal deficits and -

slow the accumulation of Federal debt (increase Federal savings). Lower Federal
public borrowing needs would free up funds for private investment and encourage
growth of the capital stock. As a result, future Federal budgets would have lower debt
servicing (interest) costs and be better able to support higher benefit costs. The
future economy would be better able to provide the resources needed to redeem

% Alan Greenspan was Chairman of the Council of Economic Advisers in the Ford Administration. He is
currently the Chairman of the Board of Governors of the Federal Reserve System.

* See Hambor for a more complete discussion of the economic issues related to trust fund surpluses
(1987).
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Treasury securities held by the trust fund that would help pay for Social Security
benefits. '

Was the 1983 Commission’s decision to build up trust fund balances the right one? It
is not possible to know whether budget deficits would have been higher |in the
absence of Social Security operating surpluses. The budget was not in balgnce in
1983. It has not been balanced since 1969. Many analysts suspect that the surpluses
have offset non~Social Security deficits, keeping consolidated deficits within a
politically acceptable level, and thereby allowing policy makers to spend more oh non—
Social Security programs without raising other taxes. If so, the trust fund buildup has
hot accomplished what the Commission intended for the future economy.

¢ If Social Security surpluses are financing non-Social Security spending] non-
Social Security taxes are lower than the levels otherwise necessary and, on an
after-tax basis, income for current workers is higher than it should be given the
level of government services consumed.

¢ When the trust fund account balances are needed to finance Social Security
benefits, the cost will be borne entirely by future workers. Future workers will not
have the advantage of a larger, more productive economy. - Even with the trust
fund buildup, the system is still pay-as-you-go.

Fixing Social Security

Social Security reform proposals only focus on reforming Social Security. They do not
attempt to address wider economic issues and generally ignore the impact of
proposed changes on the rest of the budget and the larger economy. To the extent
that reforms would reduce the size of future liabilities, they have the poteptial o
increase net national savings, although that cutcome is not guaranteed.

Any proposal to address Social Security's long-term financing problems allocates
more resources toward retirement, cuts the level of publicly funded retirement income
support, or both. Some options assign a greater role to the Federal government for
raising and allocating retirement incomes. Others would promote a larger individual,
or private, role. Whatever the approach, all proposals must address the question of
how to pay for the promises already made to people in the system. These promised
to current retirees and workers constitute huge unfunded liabilities.

Some cohorts are going to have to pay twice.

 Incremental reform proposals largely would maintain Social Security's current pay-
as-you-go financing and benefit structure. Reform costs wouid be allocated among
workers and retirees through some combination of benefit decreases and revenue
increases. Because benefit levels are indexed to current wage rates and then
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subsequently adjusted for inflation and because the proportion of retirees to
workers has increased, workers pay payroll taxes higher than retirees did when
they were working. From a “money's worth” perspective, each new cohort of
workers ends up worse off than previous cohorts, even if the current benefit
structure is maintained. Cutting future benefits and increasing payroll taxes
worsens the money's worth calculation. It implicitly means that workers end up
paying again— through even higher taxes and lower retirement benefits. - '

» Major structural reforms involve partial or full movement towards a pre-funded

system. Under a system of advance funding, workers would have to support

- benefits for current retirees and workers who are too close to retirement to move to

a pre-funded system, and they would have to pre-fund their own benefits through

investments in private securities. A pre-funded system would make costs explicit.

It would recognize the unfunded costs of the cld pay-as-you-go system and it

would identify costs for the advance-funded system. To make these cost less

burdensome, most structural reform proposals wouid institute benefit reductions

and tax increases similar fo those contained in incremental reform proposals.
These changes would reduce the cost of the old program as it phases out.

Beyond financial and economic considerations, reforming Social. Security raises
significant political concerns. Supporters of the current universal, pay-as-you-go
system fear that moving towards more individual responsibility, through measures like
mandatory savings accounts or means-testing, will diminish popular support for Social
Security. In essence, they believe the cure would be worse than the disease.
Proponents of structural reforms argue that the current system is so fundamentally
flawed that it cannot be maintained. They argue that because support for the system
will dissipate anyway as younger cohorts recognize the system's flaws, now is the
time to begin the transition to an individualized, pre-funded system.

Increasing Resources Available for Retirement

No matter what the approach, the level of resources deVoted to retirement incomes

will have to increase. Policy makers have only two direct means to increase
‘retirement incomes: explicit or implicit tax increases; or incentives to encourage
greater voluntary private retirement savings.

» Payroll tax increases. According to the 1997 Social Security Trustees’ Report, a
2.23 percent increase in payroll taxes would put Social Security into “actuarial”
balance for the next 75 years.? If the additional revenues are not used to expand
non-Social Security spending, a payroll tax increase could have beneficial
economic effects. (See the earlier discussion about the economic impact of trust
fund balances). Payroll tax increases would reduce workers’ current incomes, and,

7 Additional payroll tax increases would be needed each year to keep the system in balance for the next
75-year period. That is because the change of the valuation period adds a new, expensive 75" year and
drops a year when benefit costs are relfatively cheaper.
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therefore, their current consumption, in exchange for future publicly financed

retirement incomes.

Tax increases lower Social Security rates of return and net transfers.

Tax

increases hit younger workers the hardest because they pay higher taxes for
longer periods. Current retirees and older workers bear little of the additional tax

burden. To spread costs more widely, policy makers could raise the ceil

ng on

taxable earnings (affecting higher wage eamers), subject a greater portion of
Social Security benefits to income tax (affecting retirees), or finance some or all

benefits with broader based income taxes (affecting higher income worke
retirees).

Mandatory savings. Some proposals would require individuals to s
minimum amount of their wage or salary income for retirement. Mandatory s

rs and

ave a
avings

wouid be in addition to taxes required to continue benefits for current retirees.
Withdrawal of mandatory retirement savings would be restricted to retirement
purposes only. Mandatory savings accounts would lower workers' current

disposable income in exchange for higher future retirement income. Like

Social

Security payroll taxes, mandatory savings would base retirement income on wage
history, but retirement income also would depend on individual investment returns.
Thus mandatory savings proposals would transfer economic risk from general

taxpayers to individual retirees. To mitigate this risk, policy makers
guarantee minimum rates of return on mandatory savings accounts and
restrictions on how mandatory savings are invested.

Whether or not a mandatory savings requirement would be reflected as a
budget purposes would depend on how the mandate is designed. Regard
its budgetary treatment, from an economic perspective, a mandated s
requirement would be tantamount to a tax: it would represent a use

couid

tax for
ess of
avings

sovereign power of government to direct resources for publicly designated

purposes.

Mandatory savings proposals are most attractive to younger workers with
incomes. Unlike Social Security payroll taxes, participants would owr

higher
1 their

mandatory savings accounts. There wouid be fewear opportunities to redijtribute

incomes. Participants would be better protected from the political ri
contributions would be diverted to other uses or that their benefits wo
reduced by subsequent policy decisions. Lower income, clder workers wou
the benefit of inter-and intragenerational transfers. Their retirement in
would be more closely tied to their lifetime incomes. For this reason
mandatory savings proposals would supplement retirement saving accoun
“safety net” income support. Such programs would ensure that all retirees 1
a minimum level of benefits. In addition, transition provisions would protect ¢
retirees and older workers nearing retirement.

k that
uld be
d iose
comes
most
ts with
eceive
surrent

place

of the .
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* Retirement savings incentives. The Federal government can, and does,
encourage individuals to save for retirement by offering tax incentives for
retirement savings. These tax provisions allow individuals defer taxation on
various levels and forms of retirement savings until they are withdrawn during
retirement (when individuals' tax rates presumably will be lower). The largest of
these tax incentives excludes from taxation employer contributions to employee
pension plans. OMB estimates that this provision cost the Treasury $55 billion in

foregone revenues in 1998. (See chapters 3 and 8 for more on the impact of tax
policies on retirement savings.)

Reductions in Publicly Financed Retirement Income Support

e Incremental reductions in benefits. Benefit reductions lower the cost of Social
Security. Like tax increases, benefit reductions erode rates of returns and net
transfers. Benefit cuts immediately affect current retirees and older workers (who

- are less able to accommodate benefit changes). Younger workers will eventually
be affected, but they have time to adjust their savings behavior to offset changes.?
Some benefit reductions, like increases in the retirement eligibility age and
changes in the benefit formula, affect only new retirees. Others, like- changes in
cost-of-living indexing provisions, would affect all retirees.

The effect of benefit changes on subgroups within the population would not be
uniform.  Differences in characteristics such as pre-retirement income, life
expectancy, and family size and structure would mean that some groups could
benefit or suffer disproportionately from changes. '

« Means testing benefits. Policy makers can reduce Social Security's costs by
reducing the number of eligible beneficiaries. Many reform proposals would
reduce or eliminate benefits to retirees who have incomes-in excess of specific
levels. Means testing can be accomplished either by paying benefits, then taxing
them back through the normal income tax system, or by only paying benefits to
those whose incomes do not exceed established limits. The first option would
preserve some of the “earned benefit” character of Social Security. The second
would limit the size of the program to those who need assistance, but the process
of determining eligibility for benefits would entail additional administrative
expenses, '

% Some analysts argue that because younger workers in par{icu[ar have little hope of coliecting tt\el
benefits prescribed under current law, benefit reductions represent more of an acknowledgment of reality
than an actual cut in their future Social Security retirement incomes.
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Increasing the Rate of Return on Trust Fund Investments

By law, Social Security Trust Fund balances are invested in special, non-marketable
U.S. Treasury securities. These investments earn the Treasury “risk free”|rate.””
Many policy makers are dismayed with the relatively low rate earned by the trust fund
from these investments. Recent spectacular gains in private equities markets have
increased interest in placing surpius payroll taxes in alternative, higher yielding
investments.

Based on a historical average, private equities have produced average real refums &
percent to 7 percent higher than intermediate bonds comparable to Social
Trust Fund holdings.® A higher investment return would provide additional revenues,
which could be used to avoid tax increases or benefit reductions. CBO estimates that
a 1 percent increase in the rate of return on trust fund assets would equal a much
revenue as a 0.5 percent increase in the payrolt tax.”!

From the perspective of the Sociai Security Trust Fund, investment in private
securities appears to be a painless solution. However, this strategy would create no
new economic resources, generate N0 new savings, and promote no greater rates of
economic growth. Thus it would not reduce the burden that Social Security places on
the economy. Instead, it would withdraw resources from private markets and
realiocate them into the Social Security accounts. This would also expgse the
program to the higher investment risks that go hand in hand with higher rates of
return.

« Current Social Security surpluses enable the Federal government to borrow less
from the public. If these surpluses were invested in private securities, unless non-
Social Security spending was reduced, the Federal government would have to
borrow more from the public or raise taxes. In either case, Social Security's private
investment would be offset by a reduction in resources in the private markets. The
end result is a shift of formerly privately held investments into public accounts.

« Federal investment in private securities would mean that the government would
assume significant risks. Critics of this approach question whether the Federal
government would be more adept at evaluating and managing risks than the
private sector. Proponents of private investment point out that State and local
government pension assets are invested in equities and that plan rigk |can be
controlied through regulation.

2 The Treasury rate is assumed to be “risk free” in the sense that there is no effective risk of default.
The U.S. government, through its sovereign power to levy taxes (and barring short-term political
squabbles), has access to sufficient resources to repay its debt obligations. Treasury securitigs (except
for new inflation-indexed securities) do not protect investors from inflation risk.
% Zeldes (1995) and Jones (1995).

31 CBO(1994).
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« Many analysts believe it would be naive to assume that a private investment
strategy could be insulated from politics. If trust fund managers had to take into
account interests other than those of the beneficiaries (e.g., pressures to invest
funds in the districts of powerful politicians), the portfolio would not achieve optimal
investment results. Moreover, private sector investment by the Federal
government potentially would interfere with private business operations and could
effectively lead to nationalization of private industries.

Conclusion

* If the objective is to “save” Social Security, solutions are not analytically difficult. All it

takes is some combination of revenue increases and benefit reductions. What is hard
is designing politically viable reforms that balance the need of many elderly individuals
for public income support with the need to address serious intra- and intergenerational
equity problems. : :

Social Security successfully allocates additional income to the elderly. In doing so, it
improves the standards of living of millions of elderly beneficiaries beyond what they
would be able to enjoy on their own. That income comes from the younger working
age population who, when they retire, will expect future workers to provide the same
sort of income transfer.

From an accounting perspective, raising Social Security payroll taxes or cutting its .

benefits can bring the system into balance. But, an “actuarially balanced” system
really means explicitly committing future taxpayers fo the allocation of a sizable share
of future Federal revenues to Social Security. Thus focusing on “actuarial balance” is
a limited goal that ignores important questions about how to divide individual and
public responsibiiities within and across generations. :

" In preparation for the baby boomers’ retirement, policy makers couid choose to modify

and retain Social Security as an essential component of elderly incomes. Or they
could replace it with some other publicly sponsored retirement savings or income
support program. In either case, the system'’s future affordability will depend on public
and private savings and investment behavior in the intervening years. If the level of
savings and investment increases, the economy should be bigger, stronger, and
better able to support a larger elderly population. -

In short, any real effort to provide more secure retirement income requires a trade-off
between current and future consumption. Lower current consumption would increase
savings and investment and contribute to a stronger and larger future economy. For
workers, lower current consumption means greater personal savings. For retirees, it
means reduced Social Security benefits, For the Federal government, it means
balancing the budget, even running consolidated budget surpluses. Without these
types of changes, Social Security reforms may accomplish accounting changes or
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portfolio shifts, but no real change in the aggregate economic burdens passed on to
future generations. .

Whether or not reform changes aggregate economic conditions, major [reform
alternatives differ in their distribution of costs, benefits, and economic risks, How
individuals fare under these approaches would depend on their income, age, life
expectancy, and educational attainment. More research is needed to understand how
lifetime incomes for population subgroups would change under alternative
approaches.

« Privatization proposals shift, in varying degrees, greater responsibility and
economic risk to individuals. These plans would tie benefits more clogely to
lifetime earnings, but are ofien supplemented by public income support and
insurance programs to provide a floor level of retirement income for low-income
workers. :

e Incremental Social Security reform proposals share financial responsibility and
economic risk across the population, but entail the political risk that future policy
makers and veters will change benefit levels.

From an economic perspective, it is clear that the system cannot be systained
indefinitely. The economy will not grow fast enough and there are not going to be
enough workers to continue allowing everyone to get more out of the sysiem than he
or she put in. From a political perspective, it is difficult to see how changes|can be
made. Social Security's large unfunded liabilities do not currently qualify as a crisis.
The magnitude of the problem (“only 2 percent of payroll’) is constantly downplayed.
And, although opinion polls indicate popular skepticism about the program’s future
viability, there is no groundswell of support for reform. |t will take large doses of
political leadership to help the public understand these issues and why changes are
necessary. The longer it takes to begin the process, the more difficult the problems
will become.
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Chapter 7. Medicare and Medicaid

hen Medicare and Medicaid were created in 1965, more than 25 percent of

older Americans were poor, more than twice today's level. For their heaith care,
‘the poor relied on State and local public assistance programs and charitable
assistance from community hospitals, clinics and physicians. Although an estimated
70 to 75 percent of the population had surgical and hospitalization coverage provided
primarily through their employment, only half of older adults had health insurance
coverage. This coverage was both limited and expensive.

' The Emergence of Federal Health Care Assistance

Proponents of a new Federal health care program for the elderly wanted a social
insurance program that would broaden access to health care, enabling older members
of society to benefit from the same standard of care as the younger, privately insured
population. Many supporters saw the new health insurance programs as completing
Social Security’s unfinished mission of providing a secure retirement. Some

~ supporters hoped to begin with universal coverage for the elderly and ultimately to
 extend it to the entire population.! Still others wanted some Federal assistance but
feared large government intervention into private health care and insurance markets. -
They pushed for a means-tested program for the elderly poor.

What emerged was a combination of three approaches Medlcare Hospital insurance,
Medicare Supplementai Medical Insurance, and Medlcald

Medicare: Universal Health Insurance for Older Americans

Medicare is the third largest Federal program, after Social Security and national
defense. It is the largest publicly financed heaith care program. In addition to

- financing the health care of people age 65 and older and disabled individuals of any
age, it pays for important social benefits such as medical research and education,
rural hospitals, and hospitals serving a disproportionate number of poor patients.

. Medicare Part A Hospital Insurance (HI): Near universal hospital insurance
" coverage based on Social Security’s mandatory (payroll tax) contribution system of
financing.

' Ball (1995).
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¢ Medicare Part B Supplementary Medical Insurance (SMI): Voluntary coverage for
physicians and ambulatory services supporied partially by participants’ premjums.

Medicaid: Health Insurance for the Low Income Population

Medicaid is jointly funded by the Federal and State governments and administgred by
the States. It is really four programs: it is the primary source of health insurapce for
jow-income families with children; it pays for acute and jong term nursing home and
community-based care for elderly individuals who meet income eligiblity criteria; it
covers long-term institutional and community-based care for physically and mentally
disabled children and adults; and it covers the Medicare premiums and cost-gharing
requirements for elderly and disabled individuals who are eligible for both programs
("dually eligible”).

Medicaid is a means-tested program. It was created at the same time as Medicare to
help low-income elderly who, even with Medicare coverage, would still need financial
assistance to cover Medicare premiums, co-payments and deductibles, and long-term
nursing home care. Medicaid also consolidated other State—administered, Federal
low income health grant programs and extended health care assistance to other
segments of the population deemed medically needy.?

The Expanding Federal Role in Financing the Nation's Health Care

After the introduction of Federal health care entitlements, health care spending|growth
rates accelerated. Because health care growth rates exceed the growth of the| overall
economy, an ever larger share of GDP is devoted to health care. (See Figure 7.1.)
Since 1965, aggregate Federal health spending growth rates have exceeded the
growth in private spending. As a resuit, Federal health spending has grown as a
share of total health expenditures, whereas the private share has declined. By 1970,
five short years after enactment, Medicare and Medicaid (including State payments)
paid for 19 percent of all personal health care expenditures.’ In 1996, the Medicare
and Medicaid share had increased to 36 percent.

The Federal role in the nation’s health care financing continues to expand. Federal
health care programs cover those with the most expensive health care needs—the
elderly, the disabled, and the poor. Current proposals are before Congress to| reduce
the number of uninsured children and to provide coverage to working-age adyits who
are temporarily unemployed and lack insurance coverage. With the aging of the

2 |ndividuals with high health care costs but whose incomes, while low, are too high to qualifyl for cash
welfare assistance are referred to as “medically needy.” These individuals may be required 1o “spend
down" financial resources on medical expenses before they qualify for Medicaid.
3 Personal health care expenditures do not inciude public health activities, program and {nsurance
administrative costs, research activities, and the cost of construction. Data from Levit ef a/. (Fall 1996).
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population, the Federal share of overall health spending likely will increase even more.
This growing Federal responsibility has serious implications for the Federal budget,
the overall health care system, and the rest of the economy.

Figure 7.1
Health Care and GDP
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SOURCE: CBO (January 1987).

Medicare and Medicaid are an integral part of the nation's health care financing
system. Together, these two programs pay for more than a third of national health
expenditures and are the primary source of health insurance for one-fourth of the total
population. (See Figure 7.2.)

¢ Medicare covers 37 million people, mcludlng 33 mlllion elderly individuals (6.5
percent of all older ad ults) -

s Medicaid covers 43 million people. Although low-income children are almost half
' of Medicaid’s beneficiaries, a disproportionate share of Medicaid spending (26
percent) goes to the 11 percent of beneficiaries who are age 65 or older.
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Figure 7.2
Primary Health Insurance Coverage
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Issues

Medicare and Medicaid issues are the same as those raised by the overall health care
system: cost, quality, and access. Public decision makers must address the costs of
publicly financed health care services, how to pay for them, what services to provide,
and who should have access to them. Health care choices are particularly |difficult.
Policy makers have to balance budget constraints against the often compelling needs
of individuals seeking assistance. In working through these issues, it is essential that
they clearly identify the problem areas they wish to address.

« For example, not all barriers to health care are financial. Studies have shown that
the inconvenience involved {e.g., iimited clinic or physician office hours} is more
likely to deter parents from getting their children immunized than the actual cost.

« Not all individuals in poor healtH or age 65 and older are in need of| publicly
financed health care assistance. Some have sufficient income and wealth to
assume greater responsibility for their health care expenses.
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Projections of health spending show that both national and Federal budget spending
for health care will continue to consume larger and larger shares of the economy and
of the budget. Left unchecked, health care spending will squeeze out other public and
private needs. (See Table 7.1.)

Table 7.1 .
Health Spending Projections
1970 1695 2005 2070 2020 203(
National Health Expenditures, % of GDP 7 14 16 22 26 34
Medicare and Medicaid (Federal and '
State), % of GDP 1 4 6 9 B 12 14
Medicare and Medicaid (Federal and _
State) , % of National Health 18 33 36 43 44 44
Expenditures :
Medicare and Medicaid, % of Federal
non-interast autlays* _ 6 20 27 30 36 44

SOURCES: Except for Mediéare and Medicaid as percentéges of Federal outlays, the table reflects CBO
unpublished data for 1970, CBO March 1997 estimates for 1995 and 2005 and latest Health Care
Financing Administration (HCFA) estimates (Fall 1292) for 2010, 2020, and 2030.

* Federal Medicaid spendlng only. Assumes that discretionary spendmg grows with inflation after 2007.

CBO (March 1997).

Since 1970, aggregate Medicare and Medicaid costs have grown faster than
aggregate private expenditures. On a per capita basis, annual Medicare and
Medicaid growth rates have generally been slower than per capita growth rates for
private insurance. Since the early 1990s, the rate of growth in overall health care
expenditures has been moderating. However, private insurers have been much
more successful at controlling per capita cost increases than Medicare and
Medicaid.

If current policies continue, Medicare and Medicaid will cause Federal

deficits to explode. Medicare and Medicaid each are growing faster than the
Federal revenues available to support them. There are growing numbers of
beneficiaries, and costs per beneficiary are rising. Controlling the cost of Medicare
and Medicaid will require greater effi cnency and may mean changes in eligibility,
coverage, or both. .

Coverage provided by Medicare and Medicaid is not as good as most pfivate
health insurance policies. Gaps in coverage and high cost-sharing requirements
may prevent beneficiaries from obtaining needed health care services.
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Demand for long-term care assistance will grow as the population ages. High
real growth rates for home health and nursing home care for older Medicare and
Medicaid beneficiaries are evidence of a large demand for financial assistance for
long-term care. Because most employers do not sponsor long-term care
insurance, and most people do not purchase insurance individually, the majority of
elderly have insufficient means to pay for long-term care needs. Medicare long-
term care assistance is limited. Medicaid does cover these costs, and|it has
become the largest third party payer for long-term care. The lack of adequate
private financing creates incentives for older individuals to transfer their asgets or
take other actions to qualify for Medicaid assistance.

Despite a large and growing public role in health care financing, almost 40
million people, including 10 million children, currently lack health insurance.
Medicare covers the elderly. Medicaid covers many of the poor. Working-age
adults who do not obtain group health insurance coverage through their employers
often cannot afford individual coverage.

> Individuals with fewer skills and lower educational attainment are most likely to
be uninsured. Young adults, members of racial minority groups, and pegople of
Hispanic origin are disproportionately uninsured.

> The uninsured tend to have lower incomes, but only 28 percent have incomes
below the poverty level. Two-fifths of the uninsured have family incomes of at
least twice the official poverty rate.*

> Only 15 percent of the uninsured live in families in which the family hegd does
not work. Over half live in families where the family head works full tjme, all
year. :

Medicare and Medicaid reform must be coordinated with whatever changes
are enacted to reform the overall health care system. Medicare and Medicaid
spending represents one out of every three health care dollars. Through its

" policies the Federal government exercises tremendous purchasing clout. Changes

in policies could have serious repercussions for the financing and delivery of
services throughout the health care system. Thus Federal Medicare and Medicaid
policies can effect the practice of medicine, enhancing or derailing improvements
taking place in privately financed health care.

Publicly and privately financed health care are inextricably linked. Sick people will
still need care whether or not Federal programs cover their costs. Instead of reducing
overall health spending, cutting Federal health spending may shift costs to State and
local or private budgets. In addition, Medicare and Medicaid budget cuts cotid have
unforeseen effects on graduate medical education, rural and inner city hospitals, and
other parts of the health delivery system. :

4 In 1995, the poverty level was $15,569 for a family of four and $7,963 for a single, nonelderly person.
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Medicare, Medicaid, and the Federal Budget

During the last three decades, health care has grown more rapidly than other
segments of the economy, rising from 8 percent of GDP in 1965 to 14 percent in 1996.
Over this period, the Federal government’s share of national health expenditures has
grown almost three-fold—from 12 percent of total health care expenditures to 34
percent® Since 1965, Medicare and Medicaid coverage has expanded. These
programs now cover more health care services and include more people with
expensive needs. The Federal government currently spends a greater share of its
budget on health care than any other type of spending, including national defense.
Today, one out of every five Federal program dollars is spent by Medicare or
Medicaid. (See Figure 7.3 and Table 7.2.)

Figure 7.3 _
Federal Outlays: Major Program Categories
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Source: CRFB based on 0MB(199?) and CBO (January 1997).

® These percentages do not include heaith insurance premiums paid by the Federal government on
behalf of Federal employees. Those amounts are included under private insurance with other employer-
paid heaith insurance benefits. '
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Table 7.2
Private and Public Personal Health Expenditures
Average Annual Growth Rates
(In percentages)

1970-74 1975-79 1980-B4 1985-89 . 1990-95 1

970-95

Private insurance 14% 17% 14% 12% 8%
Federal government
Medicare 14 19 17 9 11
Medicaid 23 15 10 12 17
Total: Medicare/Medicaid 16 17 15 10 12
State Medicaid 21 15 13 9 12

Total Medicaid 15 17 16 9 11

13%

14
15
14
14

14

SOURCE: CRFB calculations based on CBO unpublished data (1997).

Medicare and Medicaid growth rates tend to move with overail growth rates if
spending. On an aggregate basis, Medicare and Medicaid have grown at fast
than health spending in the private sector. On a per capita basis, until r
Medicare and Medicaid growth rates have been siower than the growth in spen
private health insurance. (See Figures 7.4 and 7.5.)

« Higher aggregate growth rates reflect growing numbers of beneficiaries ang
per capita costs.

s Medicare and Medicaid serve populations with higher than average cost
elderly, the disabled (including those with end-stage renal disease) and the

> CBO estimates that the aging of the population accounted for 5 percen
increase in overall per capita health care costs between 1965 and
Because average, per capita health care expenditures are 3.5 times gre
individuals age 65 and above than for younger adults (ages 19-64), M
and Medicaid costs are particularly sensitive to the number and age
people. Ninety percent of Medicare enrollees are age 65 or older.

> A growing percentagé of older Medicare enroliees are age 85 or old
average, the old old are twice as costly as the young old. Only 11 pg

Medicaid's beneficiaries are age 65 or over, but they are the most costly.

5 CBO (1992).
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> Since 1992, private health care costs have increased far more slowly than
Medicare’s costs. HCFA estimates that differences in coverage, Medicare
enroliment growth, and physician incentive payments explained 52 percent of
the 1994 difference in per enrollee costs relative to private insurance. Not
‘accounting for these factors, Medicare per enroliee costs were 5.7 percent

higher than private insurance. On an adjusted basis, average Medicare costs
were 2 percent higher.’

: Figure 7.4
‘Growth in Aggregate Health Spending
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7 Levit et al. (Summer 1996),
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Figure 7.5
Growth in Per Capita Health Spending
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As Federal programs, Medicare and Medicaid cannot adapt as quickly as the private
sector to changing conditions and trends. Although private employers have bargained
hard to keep insurance costs down and private insurers have rapidly moyed into
managed care arrangements, the Federal government moves more slowly.
time to build Congressional approval to change Federal programs. In the absence of
political consensus, cost-saving changes are difficult to achieve.

It takes

e Medicare and Medicaid help assure that financing will be available to pay for
expensive new technology and services. One of the reasons health care costs
have increased so rapidly is that sufficient public and private financing has been
available to support advances in medicine and greater intensity of care
care services available today are quite different from those delivered 30 years
ago. Public financing for the heaviest users of health care services has helped to
generate both supply and demand for ever more costly needs.

Health
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¢ Medicare and Medicaid pay for certain “social” benefits in addition to the health
care costs of beneficiaries. Medicare and Medicaid support hospitals serving

digproportionate numbers of low income patients. Medicare supports rural

hospitals and graduate medical education.

Since the creation of Medicare and Medicaid, the Federal role in financing health care
has expanded dramatically. In 1965, before Medicare and Medicaid were
implemented, health care supplies and services financed by Federal tax revenues
were $3 billion, or 9 percent of the total. By 1994, the Federal share was $275
billion, 31 percent of the total.® (See Figure 7.6.) -

Figure 7.6
Paying for Health Care .
Health Services and Supplies, 1994
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SOURCE: CRFB based on Cowan et. al. (Summer 1996).

Although rates of cost growth for both Medicare and Medicaid have abated in recent
years, most analysts do not expect that these lower growth rates will continue.
Although greater use of managed care has helped to slow growth rates throughout the

system, there is no assurance that these savings will continue. Consumers are -

beginning to rebel against strict controls over the choice of providers. Providers

® CRFB calculations based on HCFA data. Amounts include Medicare spending financed by HI payroll
taxes.
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increasingly are organizing into practice groups that are more capable of negotiating
better fees from payers. Even if welcome trends in slower cost growth cantinue,
Federal spending for these two health care entitlement programs will increase
substantially as the elderly live longer and as a the number of people age 65 and older
increases.

Medicare

Medicare is in a financial crisis. in 1996, the Federal government spent $70 billion
more for Medicare benefits and administrative expenses than it collected in|payroll
taxes and premiums. According to the 1997 trustees’ report, the HI Trust Fund will not
have sufficient resources to pay all of its bills in ealy 2001.° Because general
revenues make up for any shortfall in premiums and other income, the SMI Trust Fund
is not in danger of insolvency. Nevertheless, the trustees “... note with great goncern
the past and projected rapid growth in the cost of the program” and conclude
“(p)rompt, effective, and decisive action is necessary.”

Current efforts by policy makers to extend the life of the HI Trust Fund zrother
10 years do not address the long-term issues. Congress and the President likely
will agree to a package of incremental changes as part of the 1998 budget
reconciliation bill. These will transfer payment for home health services, the most
rapidly increasing Medicare services, from H] to SMI, restrict growth in payments to
health care providers, and keep SMI premiums from decreasing as a share of total
program costs after 1998. (The Senate would also even means-test SMI premiums
and increase the Medicare eligibility age in conformance with already enacted Social
Security age increases.) Because the growth in spending will still exceed growth in
revenues, the HI Trust Fund will become insolvent before the oidest baby bpoomers
reach age 65.

Cutting Medicare benefits may help Medicare’s financing, but may simply shift
costs to Medicaid and the private sector. Increases in Medicare
deductibies, and premiums increase Medicaid payments for duallyreligible
beneficiaries. Higher Medicaid costs drive up State Medicaid spending. Medicare
benefit reductions and other changes, including raising the Medicare eligibilty age,
would increase the costs of private retiree health insurance coverage and could lead
more employers to drop refiree coverage.

Medicare provides incomplete and uneven access to services. Medicarg ieaves
large gaps in coverage. It does not cover prescription drugs or long-term care, and it
requires significant beneficiary cost-sharing, which hits low-income elderly the hardest.

® Board of Trustees of the HI Trust Fund {(1997).
° Board of Trustees of the SMI Trust Fund (1997).
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Although Medicare provides near universal coverage for the elderly, use of services
varies by income, sex, race and ethnicity, and geographic location.

Medicare's Chronic Financing Problem

Currently, Medicare spending equals 15 percent of the Federal program outlays and 3
percent of GDP. In 2030, under intermediate economic and demographic
assumptions and despite optimistic cost assumptions, Medicare will consume 29
percent of Federal program-related outlays and surpass 7 percent of GDP.,"" (See
Table 7.3.)

Table 7.3
Medlcare Disbursements as a Share of GDP
(In percentages)

1997 - 2010 2030 2050
H 1.73 243 4.01 - 463
EMI 0.94 1.80 3.13 347

Total Medicare 2,66 423 7.14 - 7.80

SOURCE: Board of Trustees of the Federal HI Trust Fund (1997).

Insolvency of the HI Trust Fund is now only four fiscal years away. Impending
insolvency is sufficient to move Medicare to “crisis” status on the political agenda.
However, Medicare’s fi nanc;al problems are far greater than the rapidly depleting HI
Trust Fund.

« CBO estimates that Medicare benefits will grow an average of 8.8 percent a
year through 2007, 2.9 percent above the projected level attributable to nominal
GDP (4.7%) and beneficiary (1.2%) growth.

» To achieve long-term actuarial balance, Hl payroll taxes would have to increase
from the current 2.9 percent to 7.2 percent.” Just balancing the HI Trust Fund for
another 25 years (through 2021) requires a payroll tax increase of 2 percent—70 percent
more than the current tax.

" For example, the Trustees project that SMI growth rates will decline to the rate of GDP growth
because continuing with historicat and current growth rates would result in a program of “implausible”
size “given other demands on those (GDP) resources,” The projections also assume that 25 years from
now, Hl costs will only increase at the same rate as average hourly earnings '

2 Board of Trustees of the HI Trust Fund (1897).
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» Aggregate Medicare Hl expenditures will exceed the growth in taxable payroll by 2

percent to 3 percent through 2020, indicating that current law income will be
inadequate” to support the program.”® Because the revenue base is not expar
fast as expenditures, the burden of paying for Medicare is getting heavier.

These are not new problems. Impending trust fund insolvency, rapidly growing costs, and -

‘grossly
ding as

financial instabiiity have characterized Medicare from its inception. Initial 1965 estimates by
the House Ways and Means Committee indicated that fotal Hl benefit costs would increase
an average of 7.7 percent per year between 1967 and 1990. Instead, actual benefit costs
increased an average of 17 percent per year." (See Figure 7.7.) By 1970, annual costs

were increasing 20 percent. The HCFA Chief Actuary was projecting annual

deficits

beginning that year, rising to over $20 hillion a year in 1995. He estimated that the payroll

tax would have to be doubled immediately to correct the actuarial imbalance.’®

Figure 7.7
1965 Hospital Insurance Cost Projections and Actual Costs
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SQURCE: O'Sullivan and Graves (1993).

3 Board of Trustees of the HI Trust Fund (1687).
4 O'Sullivan and Graves (1993),
'8 Meyers and Hsiao (1970).
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Sources of Medicare Cost Growth

Medicare costs have grown rapidly due to three factors.

» Beneficiaries: Medicare serves high cost populations—the elderly and the
disabled. The number of Medicare beneficiaries has increased an average of 2.4
percent a year since 1966 and a greater percentage of them are older.

> In 1995, 45 percent of enroliees were age 75 or older, compared with 37
percent in 1966. The percentage of enrollees age 85 or above grew from 8
percent in 1980 to more than 10 percent in 1994. On average, Medicare
enrollees age 85 and over cost twice as much as enrollees ages 65 to 70.

+ Inadequate incentives for providers to control costs. In 1965, Medicare was
modeied after the prevailing retrospective reimbursement payment system used
by private health insurers. Instead of encouraging health care providers to control
the cost or the volume of services delivered, this system created incentives to
increase the volume and cost of services delivered. Successive Federal efforts to
control the growth in provider payments have helped but have been only partially
successful. They have reduced growth rates for inpatient hospital and physician
services, but they have not accommodated changes in medical practice and site
of service delivery. Consequently, costs have shifted to post-acute care service
providers (e.g., home health, skilled nursing, outpatient, and hospice care), the -
fastest growing segments of Medicare. Proposals to shift payment for post-acute
care services to a prospective basis are currently before Congress and are
expected to be enacted in the near future.

» Absence of incentives for beneficiaries to seek cost-effective care. Because
Medicare covers about 86 percent of eligible services and half of all health care
expenses, most Medicare beneficiaries have supplemental coverage, either
through private Medigap or employer-sponsored insurance or through Medicaid, to
pay deductibles and coinsurance requirements.’® (Eleven percent of eiderly
‘beneficiaries lack supplemental coverage.) Because their direct out-of-pocket
exposure to health care costs is limited, beneficiaries frequently lack incentives to
consume only cost-effective care. Although 75 percent of insured workers are now
enrolled in some form of managed care, some 85 percent of Medicare
beneficiaries remain in more expensive fee-for-service care. '

18 Co-pays and deductibles only. Does not include Part B premiums. HCFA (1996).
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Controlling Medicare Costs

By the mid-1970s, it became evident that Medicare costs were out of control. Average

inpatient hospital charges per day grew from $44 to $145 between 1966 and
an average of 23 percent per year."”

1975

Throughout the 1970s and 1980s and continuing into the 1990s, legislative. and
regulatory efforts to restrain Medicare cost growth have focused on limiting provider
payments through price and volume controls. In addition, Medicare has shifted from

retroactive to prospective reimbursements for many, but not all, services
hospitals, then physicians, were subjected to payment restraints because
where the money is.” -

First
“that's

Hospital inpatient and physician services costs are now a smaller share pf total

Medicare payments, whereas outpatient and home health services have grown.

Figure 7.8.) Average annual growth rates for two periods, 1967—1983 and 198
are compared next.

e Overall growth in Medicare costs declined from 17 percent to 10 percenta y

e Growth in inpatient hospital payments declined from 17 percent to 7
Physician and other medical services growth rates declined from 16 percen
o 10 percent. Outpatient services grew more slowly (13 percent a year po
compared with 32 percent pre-1983), but at a faster rate than inpatient
and physician services payments.

= Cost containment imposed on inpatient hospital care has fueled strong

rates for post-acute care services. One-fourth of Medicare patients use

acute care services within 30 days of hospital discharge.

> Skilled nursing facility {SNF) payment growth increased from 3 per
27 percent a year. Because SNF coverage was restricted until 1987,
this growth came after 1987. Recent growth reflects higher levels of

services, as well as higher admissions as a result of shorter hospital stays.

(See
3—1994

ear,

ercent.
[ a year
5t-1983
nospital

growth
post—

cent to
most of
patient

> Home health care is the fastest growing segment of Medicare. Average
annual growth rates for SMI home health agency services payments ingreased

from 3 percent (pre-1983) to 17 percent (since 1983). HI home
payments declined slightly from 28 percent to 22 percent per year.

e Although inpatient hospitals and physicians receive prospective payments
nursing facilities, home health agencies, rehabilitation and long-term care h

health

skilled
pspitals

receive cost-based reimbursements. Because controls over the volume and the

"7 SSA (1996).
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cost of services delivered are inadequate, costs have grown as much as 30
percent a year. As the number of Medicare beneficiaries grows and their needs
for post-acute care and long-term care increase, Medicare spending for these
types of services can be expected to increase. '

_ Figure 7.8
Medicare Payments by Type of Coverage
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1983

1987

19584
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Eminpatient Hospitial [Skiled Nursing Facllities wHome Health Agencies EBIPhysician/COther O Outpatient Services

SOURCE: HCFA (1996).

Access

 Medicare provides almost all seniors with health insurance coverage. But it is limited
to acute care and does not cover all health-related expenses of the older adults. in
terms of the actuarial value of benefits, Medicare has been ranked in the bottom 10
percent of health plans. Medicare does not cover prescription drugs and dental care,
both of which are commonly included in private employment-based health insurance
plans.’® Neither Medicare nor private insurers cover long-term care. Because seniors
are more likely to need long-term care, they are more affected by the absence of
coverage than the working-age population.

18 On the other hand, Medicare does cover hospice care, end-stage renal disease, and more post—
acute care services than private insurance.
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Beneficiaries pay for an estimated 30 percent of their acute care services through

premiums, co-pays, deductibles, and payment for non-covered services.”” A

though

Medicaid pays for the cost-sharing requirements of the poorest elderly, and Medigap

and employer-subsidized retiree insurance help a sizable portion of the M
population (75 percent in 1994), 11 percent of Medicare beneficiaries fac
out-of-pocket expenses.

edicare
e large

Cost-sharing liabilities are designed to create incentives for beneficiaries and

providers to restrict the volume of care used. However, cost sharing requirem

ents do

hot deter more affluent beneficiaries from using services and may discourage lower

income individuals from seeking even necessary care. Four out of five M
enrollees have incomes of $30,000 or less; 35 percent have incomes of $10
less. (See Figure 7.9.)

edicare
000 or

Figure 7.9
Medicare Enrollees by Income, 1983
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1% Moon (1996).
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Health care spending increases with income if health status is held constant.?
Research on use of services by Medicare beneficiaries indicates that age-adjusted
use of services varies not only by income, but also by race.' Although factors other
than race and income (e.9., level of education, cultural differences, and behavioral
patterns) may help explain differential use of services, this research indicates that
barriers to care may persist despite Medicare’s universal coverage.

« Higher income beneficiaries are more likely to use primary care and preventive
services than those with lower incomes. Physician visits, mammography rates,
and influenza immunizations all increase with income.

s Although use of primary and preventive services by African American beneficiaries
increases with income, use of these services is lower than for White beneficiaries
with comparable incomes.

» African American and lower income White beneficiaries have greater
hospitalization rates. They also have higher mortality rates. Data on the use of
specific procedures indicate that these groups may be more at risk because of
poorer management of chronic diseases.

Figure 7.10
Medicare Enrollees by Age; 1993
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SOURCE: CRFB based on unpublished HCFA tables (1987).

2 peden and Freeland (1995). Also see research cited by Moon (1996).
21 Gornick et. al. (1996).
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» Disparities in health status can be observed through the age composition af

White

and non-White Medicare enrollees. People of color have higher disability rates

and fewer live to age 85. (See Figure 7.10.)

Medicare data indicate that per capita spending for non-White beneficiaries ig higher
than for White beneficiaries at comparable ages except 85 and above. (Seg¢ Table
7.4.) '
Table 7.4
Average Medicare Per Capita Spending,1983
All Enrollees White All Non-White African
Amerigan

Total $3,497 $3,406 $3,846 $4,044
Sex
* Male 3,665 3,637 3,846 3,726
+ Female 3,372 3,234 4,308 4,280
Age : _
o 0-84 3,566 2,787 5562 - 5,298
o B65-74 2,606 2413 3,766 3,807
e« 75-84 3,503 3,490 3,833 3,626
» 85+ 4,491 4,568 3,906 4,154

SOURCE: HCFA unpublished tables (1997).

Health spending is concentrated on a small number of individuals. Most people,
inciuding most elderly people, are healthy most of the time. Like all health other care
expenditures, Medicare expenditures are highly concentrated. More than 80 percent
of Medicare enrollees used covered services in 1994, but the most expensive 4
percent of beneficiaries accounted for 44 percent of total Medicare payments|? The

6.4 percent of persons who were served under Medicare in 1994 and who died
the year accounted for 20.6 percent of program payments.® (See Figure 7.11))

Income and health status are related. Lower income people generally are in

during

poorer

health than more affluent people of the same age. (People in poor health status also
tend to have lower incomes because health problems interfere with their ability|to earn
higher incomes.) Medicare enables lower income elderly to use health services.

Relative to more affluent elderly, they tend to need more acute care services,

which

are more costly than preventive care. This means that they incur expensive end-of-life

care at an earlier age than their more affluent counterparts.

22 HCFA, Table 16, (1996).
2 Jbid. Table 17.
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Figure 7.11
Distribution of Medicare Enrollees and Program Payments, 1994
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Lifetime health expenditures differ among individuals because of a variety of individual
factors. Average annual Medicare expenditures vary by age, race, sex, and income.
As discussed earlier, life expectancy differs among subgroups of the population based
on identifiable characteristics such as sex, educational attainment, income, and race.
What is uncertain is whether significant disparities in lifetime Medicare benefits exist
among socioeconomic groups. Additional research is needed to learn more about the
lifetime expenditures and the insurance value of Medicare to population subgroups. If
it tums out that relative to more affluent beneficiaries, low-income individuals receive
lower lifetime benefits in exchange for their lifetime payroll taxes, policy makers may
wish to consider converting to less regressive forms of financing.

Medicare Reform Options

The current public debate over Medicare tends to focus on short-term fixes that would
extend the life of the HI Trust Fund for five to seven years beyond 2001. Despite
acknowledgment from both the President and the Republican leadership of the
Congress that more fundamental reform will be needed before the baby boom
generation retires, neither side has advanced any proposals. The reason is that any
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longer term reform is likely to generate widespread political controversy, not only
among the elderly population, health care providers, and private insurers, but aiso
among the general population. . :

Structural reform of Medicare has to weigh continued public support for those
segments of the population that otherwise could not afford health care against the
financial burden that taxpayer support entails. Essentially, fundamental |reform
proposals establish the role and scope of Federal and individual responsibilities,
define the set of beneficiaries and benefits to which they are entitled, and decitle how
to distribute the cost of the program through the tax system. Because Medicare
currently does not cover some essential costs (e.g., long-term care and, in fee-for-
service Medicare, prescription drugs), fundamental reform likely will have to chieve
sufficient cost reductions to allow some benefit expansion.

Establishing the Role and Scope of Federal and Individual Responsibilitie

Medicare reform options range from complete privatization to complete socialization.

» With complete privatization, each family could be fully responsible for members’
health care costs. Family income and savings would finance expenditures, using
whatever private insurance vehicles are available and affordabie. bsent
Medicare, families would have to save in anticipation of whatever end-of-life
medical expenditures they could not cover through private insurance. Senator Phil
Gramm (R-Texas) plans to introduce iegislation that would replace HI payroll taxes
with mandatory savings. These funds would be available to. meet health care
expenses once individuals reach age 65.

» With complete socialization, health care would be delivered directly by the Federal
government (similar to the Veterans’ Administration medical system) and financed
through taxes.

 In between the two extremes lie several options that would combine adjustment of
current Medicare eligibility criteria and benefits with alternative financing
arrangements.

> Incremental reforms would continue to tinker with provider payment formulas,
beneficiary cost sharing and premium payments, and coverage.

> A premium subsidy system would provide assistance to help beneficiaries
purchase a government-defined package of coverage. Private intermediaries
could bid competitively for shares of this business, or the Federal government
could negotiate with intermediaries to provide coverage.

> A defined contribution (voucher) approach would provide risk-adjusted
assistance that beneficiaries could use to purchase coverage from a regulated,
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private market. Because individuals would have a “shopping” incentive, they
might be able to obtain better coverage than under the current system,

> A “stop loss” approach would limit the Federal government's role to insuring

- against catastrophic costs while providing tax deductions or tax advantages
(e.9., medical savings accounts) for deductibles and other out-of-pocket
expenditures.  Assistance could be provided through Medicaid or a new
program to cover the non-catastrophic costs of low-income individuals.

Beneficiaries and Benefits

Options to constrain cosis are described next.

¢ Limiting the number of beneficiaries. The number of beneficiaries can be
reduced from current levels through changes in eligibility criteria. For example,
policy makers could raise the age (currently 65) at which individuals are entitled to -
- receive benefits. This could be justified on the basis of improvements in the health
- status of older people and their longer life expectancies. However, unless the
change is coordinated with retirement policies, raising the eligibility age could
create larger numbers of uninsured people as workers retire and lose employer-
based coverage. In addition, raising the retirement age could affect adversely
those in poorer health or more physically demanding occupations, who might not
be able to continue working longer.

» Means-testing benefits. Tying the level of assistance to income is another way to
limit the number of beneficiaries. Means testing can be achieved by phasing out
benefits to individuals with qualifying incomes or by including the value of benefits
in taxable income, * thereby providing less net assistance to the more affluent.
Means testing is an alternative to increasing co-pays, deductibles, and other cost-
sharing requirements that hit the sickest beneficiaries hardest. The number of
people affected would depend on the income thresholds. Almost one-fourth of
elderly married couples and 5 percent of single elderly have incomes in excess of
$40,000, the Concord Coalition means-testing threshold.

* Reductions in coverage. Because of gaps in Medicare's coverage, most reform
proposals do not include direct reductions in Medicare coverage. Instead, through
vouchers or premium subsidies, proposals seek to limit costs by limiting.the
amount of assistance. If the Federal payment is fixed, beneficiaries would bearthe -
risk of costs in excess of those anticipated by the payment level. They would have

2 Most taxation of benefits proposals would tax the actuarial or insurance value of Medicare coverage,
not the actual payment of benefits. This prevents placing the tax burden on only those who use heaith
care and exempting the healthy.
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| to pay more out of pocket or buy more supplemental insurance if they
greater coverage than the Federal subsidy or voucher payment would provide.

» Reform of provider payments. Reforming provider payments is another

reimbursement on episcdes of illness are more cost-effective than using vjrtually
open-ended provider-based cost reimbursement arrangements. The downside is
that provider payment restrictions could jeopardize patient access to quality gare.

 Managed care. Only 10 percent of Medicare enrollees are in managed care
(HMO, PPO) plans; most are in risk-based plans.?* Incremental reform proposals
would promote greater enrollment in managed care plans and limit the abiiity of
HMO enrollees to switch out of these plans as soon as they got sick. Reform could
go further. Instead of paying for more expensive, fee-for-service coverage, benefit
levels could be based on the cost of managed care plans. (Beneficiaries could
choose to pay more if they wanted to stay in fee-for-service arrangementsj} The
cost of these benefits should be based on area market conditions for managed
care plans and could be set through competitive bidding by participating plarjs.

« Increases in cost sharing. Medicare currently has a complicated system of co-
pays and deductibles for various Hl and SMI services. Raising these cost- haring
requirements could provide savings. Proposals to increase co-pays and
deductibles are designed to provide incentives for patients and providers to be
more cost conscious about the use of services. However, increases in cost-
sharing liabilities also have the disadvantage of hitting sick beneficiaries, who have
to use medical services, the hardest. In practice, most beneficiaries have
supplementary insurance or are eligible for Medicaid assistance, limiting the effect
of cost-share increases. To ensure some direct effect of cost sharing| some
reform proposals would prohibit first dollar supplemental coverage.

o Increasing premiums. Beneficiaries originally paid 50 percent of the cos of the
Medicare Part B SMI program. Currently, Part B premiums cover 25 percent of
costs and are projected to decrease to 8 percent by 2030, Beneficiaries’ cgsts are
subsidized regardless of their income levels. Premiums paid by beneficiarigs could
be raised across the board. Or, more affluent beneficiaries could pay a |greater
share or all of the cost of coverage. Poorer beneficiaries (up to 120 pefcent of
poverty) would be protected because their premiums are paid for or subsidized by
Medicaid.

25 These plans receive fixed payments for Medicare enralless and are at risk for the cost of their care. If
costs excead the fixed payment, the plan does not receive higher payments. Thus these plans have
incentives to deliver cost-effective care.
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Financing Benefits

Two types of taxes pay for Medicare benefits. Hospital and post-acute care services
are financed with a 2.9 percent payroll tax. Physician and ambulatory care are
financed by general revenues (75 %) and beneficiary premiums (25%). ' It may have
made sense to use separate tax structures for Medicare Part A and Part B in the mid-

1960s, when private hospital insurance coverage and - physician coverage were

separate, but it makes little sense now.

Since Medicare expenditures are growing faster than payroll and growth in the number
of elderly exceeds the growth in workers, payroll taxes create recurring financial crises
in the Part A-HI program. This creates incentives to shift costs from Part A to the Part
B SMI program. Combining the two programs and financing elderly health care
services from a common source would eliminate the incentives for these accounting
gimmicks and would make more sense in a growing managed care environment.

It would also facilitate the creation of a single cost-share requirement and snmpllfy
administrative requirements.

Medicare beneﬁciaries pay for. almost a quarter of total Medicare-covered
expenditures. They pay relatively littie for acute- and post—acute care coverage, but
one-fourth of the cost of physician and ambulatory services. Those who get sick pay
co-insurance and deductibles. Cost-sharing liabilities are therefore skewed. In 1994, 2
percent of beneficiaries incurred 20 percent of cost share liabilities.

There is no analytically correct allocation of responsibility for financing health care for
the older adults. As the population ages, health care expenditures are going to

~ continue to outpace the economy’s ability to pay for them. Using general revenues to

finance these expenditures has the advantage of spreading the cost of the program
over a larger tax base. Unlike Social Security, Medicare benefits bear no relationship
to payroll tax contributions. Therefore, there seems to be little rationale for continuing
to use payroll taxes, which disproportionately burden younger and lower income
workers, to finance these benefits. '

Medicaid

Like Medicare, Medicaid issues center on access, cost and quality. In additioh,
Medicaid’s joint Federal-State structure triggers questions about each level of
government'’s financial responsibilities and degree of control over the program.
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Medicaid's most costly beneficiaries are those who need long-term care—disabled
adults and older individuals who are most likely to be age 85 or older. Three-fourths

of Medicaid spending on behalf of beneficiaries age 65 and above is for lo
care. The number of Medicaid's elderly beneficiaries is already growing fasi
the overall elderly population. As growth in the eiderly population acce
Medicaid cost pressures will increase dramatically.

Medicaid covers one out of eight Americans and one out of four ¢!
Medicaid pays for 40 percent of all births and half of all nursing home

Medicaid is the primary source of health insurance for the poor.” Me¢
the primary insurer for almost half of the non-elderly poor and 70 percen
children and adult members of poor and near-poor single-parent families (i
below 125 percent of the poverty level). Four-fifths of Medicaid beneficiari
incomes below 150 percent of the poverty level.
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Not all of the poor are covered by Medicaid. In 1994, 32 percent of the poor,

including 3.5 million children (22 percent of all poor children), remained
health insurance.

without

> Only families with dependent children and low-income blind, disabled, and aged

individuals qualify for Medicaid. Single adults and childless coup
generally not eligible, no matter how low their incomes.

les are

> Poor families who receive cash welfare assistance are automatically eligible for
Medicaid. Because State income limits for cash welfare assistance are often

lower than the offictal Federal poverty levels, not all of the poor are eligible for

Medicaid.

> Poor families may be eligible for, but not enrolled in Medicaid. Three million of

the 10 million uninsured children are eligible for, but not enrolled in, Med

Although more than 70 percent of Medicaid's beneficiaries are low

icaid.

income

children and their parents, two-thirds of Medicaid dollars go to adults age or

65 and above and disabled individuals. (See Figure 7.12.)

% Rowland (1997).
# Health insurance coverage data are from EBR! 1995 and 1996 analyses of the Current |
Survey.

Population
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Figure 7.12
Distribution of Medicaid Beneficiaries and Expenditures by Eligibility Group, 1994
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Conflicting policy and fiscal priorities create Federal-State tensions over
Medicaid. The Federal government and the States split Medicaid costs, with the
Federal government paying 57 percent overall.”® The Federal government sets broad
guidelines and minimum requirements. As long as they meet Federal requirements,
States have substantial latitude in program design and administration. Consequently,
Medicaid programs differ from State to State. State options, not Federal
requirements, account for approximately 60 percent of Medicaid spending.”

> From the Federal perspective, the current Medicaid program provides an
insufficient ability to control costs because Federal payments are driven by
State policies. In addition, States have demonstrated the ability to use
Medicaid to qualify for larger Federal payments than their net spending for
Medicaid beneficiaries truly warrants.

% The Federal share varies by individual state depending on State per capita income, and ranges from
50 to 83 percent of benefit expenditures.
 Rowland (1997).
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> From the States’ perspective, Federal eligibility and coverage mandates deny
them needed flexibility to constrain costs and meet State-determined health
care priorities. Because the cost of expanded benefits and coverage mandates
is shared with the States, Federal policy makers do not have sufficient
incentives to control costs.

Figure 7.13
Medicaid: Annual Growth in Aggregate Spending
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Between 1975 and 1985, Medicaid spending grew in excess of 3 percent a year in
inflation-adjusted terms. Between 1988 and 1992, real Medicaid spending exploded,
increasing in excess of 12 percent a year. (See Figure 7.13.) While much of
Medicaid's cost explosion during this period represented State efforts to boost
Federal matching shares, other factors contributed to Medicaid cost growth.

« Growth in beneficiaries. Although the number of beneficiaries fluctuates with
general economic conditions, most of Medicaid beneficiary growth comes from
broadening eligibility provisions.  Originally, Medicaid covered children and
parents who received welfare (cash assistance) payments under State programs.
Eligibility for Medicaid benefits now extends beyond the original cash agsistance
beneficiary population. In 1975, over three-quarters of Medicaid beneficiaries were
cash assistance recipients. This percentage started falling in 1986 and now
stands at 60 percent. The number of beneficiaries qualifying under this |category
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with the state of the economy. For example, the 1990 recession increased the
number of people needing public assistance. (See Figure 7.14.)

Figure 7.14
Medicaid Beneficiaries
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> Medicaid also covers low-income disabled children and adults and elderly

" individuals who have high health care costs, but incomes too high to qualify for

‘State cash assistance programs. These “medically needy” groups were not
originally eligible for the program. : '

> Beginning in 1984, the Federal government mandated broader coverage for
pregnant women and young children and extended transitional assistance for
families moving off of welfare. Medicaid eligibility for poor women and children
was no longer limited to receipt of State cash assistance payments. %

% Unlike Federal poverty standards, State income requirements for cash assistance were not indexed for
inflation. As a result, growing numbers of poor women and children lost Medicaid coverage because
they did not qualify for cash assistance.




166—Committee for a Responsible Federal Budget

> Welfare reform legislation passed in 1998 decoupled Medicaid benefits from
Temporary Assistance for Needy Families—TANF.* Decoupling is intended to
prevent Medicaid beneficiaries from losing their health care benefits just
because they cease to qualify for TANF. The 1996 legislation also tightened
eligibility for children and iegal immigrants who previously qualified for §SI, and
restricted the eligibility of new legal immigrants. The legislation is too recent for
researchers to be able to determine its impact, but many Medicaid beneficiaries
(other than legal immigrants) are expected to remain eligible for Medicaid
based on other eligibility criteria.

o State efforts to maximize Federal matching payments. During the late 1980s
and early 1990s, States found ways to boost Federal matching payments. The
revenue maximizing efforts were at least partially in response to federally
mandated eligibility expansions that increased State Medicaid costs. | These
special financing arrangements were largely curtailed by 1991 and 1993 Federal
legislation that tightened up loopholes that made such arrangements possible.

> Under provider tax and donation programs, States taxed hospitals or

1990 and 1992, the number of States with provider tax and donation programs
grew from 6 to 38* and Federal DSH payments increased 10 times faster than
the number of Medicaid beneficiaries.*

> State intergovernmental transfers shifted activities (e.g., institutional and
community-based services for the developmentally disabled and mentally ilf) to
Medicaid programs to generate additional Federal matching payments.

e Service utilization. The addition of more costly populations (e.g., pregnant
women and disabled and elderly individuals with expensive long-term carg needs)
increased utilization rates and raised per capita spending. Expansion of coverage
in the S$SI program also extended Medicaid coverage to individuals with AlDS,
substance abuse, and other social and medical problems.

¥ The passage of welfare reform in 1996 replaced Aid to Families with Dependent Children—AFDC—
with Temporary Assistance for Needy Families-TANF—to provide income assistance to low-income
children and parents. TANF imposes stricter work or job training requirements than AFDC did and limits
receipt of benefits to no more than five years. The SSI program provides income assistange to low-
income adults who are disabled or age 65 or older. _
%2 Disproportionate share payments are designed to compensate hospitals that serve large numbers of
poor patients. Although States must meet minimum Federal payment levels, they have the discretion to
provide additional payments,
3 Ku and Coughiin (1995).
¥ CBO (February 1993).
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« Nursing home care. While the number of elderly Medicaid nursing home patients
increased by 7 percent, Medicaid nursing home payments on their behalf
increased by 69 percent. This is the result of court decisions forcing higher
Medicaid payment rates to hospitais and nursing homes, Federal spousal

impoverishment protection legislation, and expanded coverage for community-
and home-based care.

Since 1982, the growth in Medicaid spending has moderated from the 1988-92 levels.
The economy recovered, special financing arrangements became less attractive, and
Federal policy makers failed in health care and, subsequently, Medicaid reform efforts.
States began implementing their own Medicaid reforms. '

Medicaid from the State Perspective

Medicaid ellglblllty benefits, and costs vary considerably across States. First of all, _
‘medical costs vary from State to State. Then, each State can opt to cover additional
populations and services beyond those required by Federal law and regulation.

- Because Medicaid coverage, expenditures, and fiscal burdens differ significantly

among States, it is very difficult to design reforms that are acceptable to all parties
involved.*

 In 1994, Medicaid coverage of State low-income (up to 150 percent of poverty)
populations ranged from 30 percent in Nevada to 79 percent in Vermont, with a
national average of 51 percent.

 Medicaid spending per capita (benefits, only) averaged $3,5617 nationwide and
ranged from a low of $2,171 in Tennessee to a high of $6,447 in New York.

« Between 1988 and 1994, Medicaid spending per capita (benefits, only) grew an _

average of 6.8 percent a year. Nineteen States had average annual growth rates
below 6 percent; 8 States had growth rates of 10 percent or above.

» State Medicaid spending as a percentage of State revenues (not including Federal
transfers) averaged 12 percent across all States and ranged from 4 percent in
Utah and Wyoming, to 27 percent in New York and New Hampshire.

Between 1987 and 1995, State Medicaid expenditures increased from 10 percent to
19 percent of all State funds.*® Medicaid has become the largest component of
Federal grant assistance to States. .

e In 1995, Medicaid accounted for 42 percent of all Federal aid to States compared
with 14 percent in 1975.

% Data from Liska et al, (1996).
¥ National Association of State Budget Officers (April 1996).
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« Between 1975 and 1994, total Federal aid to States grew at about the same rate
as the overall economy. However, because more than half of the real growth in aid
was the result of growth in Medicaid payments, Federal assistance for other types
of activities is not keeping pace with the overall growth of the economy| (See

Table7.5))
: Table 7.5
Federal Aid to State and Local Governments
(in 1994 dollars)
Percentage
1975 1980 1885 1990 1894 Change
1975-94
GDP 4,057 4,840 5,594 6,443 5,031 1%
Medicaid 27.910 36,24'5 38,667 51,844 88,083 216%
Education, Training,

Social Services 31,543 38,916 23,447 25,800 34,554 10%
Transportation 15,245 23,296 22,444 21,234 _ 23,133 82%
Family Support 13,713 13,393 12,827 14,024 16,511 20%
Housing, Urban '

Development 3,447 6,115 8,431 10,884 - 16,010 364%
Agriculture, State Child

Nutrition 3,751 5,755 4,559 5,360 7,254 93%
Other 31,055 38,689 32,316 24,218 32,969 6%

Total 126,664 162,408 142,681 153,464 218,514 73%
Total w/o Medicaid 98,754 126,164 104,024 101,620 130,431 32%

SOURGE: HCFA (1996).

Because of rising Medicaid burdens, States have sought and been granted waivers of
Federal service coverage requirements. These waivers are being used to develop
new strategies for controlling Medicaid costs while preserving and expanding

coverage and eligibility.

e Research and demonstration waivers allow States to test alternative approaches to
delivering services and expanding coverage.

o Freedom of choice waivers allow States to require Medicaid recipients to obtain

service from State-designated providers.

« Home and community-based service waivers allow States to provide services to
individuals who would otherwise have to be institutionalized.
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Balancing Federal and State Roles and Responsibilities

Federal efforts to expand Medicaid coverage and improve its quality impinge directly
on States’ choices and their ability to manage costs. Not surprisingly, States seek
greater flexibility and protection from Federal coverage mandates. From the Federal
perspective, greater flexibility is a two-edged sword: it allows States to experiment
with potentially less expensive and more inclusive delivery systems, but it reduces
Federal control over State spending and could generate higher Federal costs.

- The-ongoing_public debate over Medicaid focuses primafily on how to balance
conflicting State and Federal interests.

« States seek greater control over eligibility and service requirements and provider
payment arrangements. At the same time, they seek a stable source of Federal
-funding, with protection against fluctuations in State economic conditions that
could result in unaffordable beneficiary growth.

» The Federal government requires protection against State-driven cost growth,
including the potential for States to shift costs to the Federal budget, as well as
_assurance that Federal funds are used to meet their intended objectives.

Reformers have proposed three approaches to address these needs:

s Block grants would provide States with payments that would grow at rates
representing each State’s change in beneficiaries and health care costs. The total
amount of Federal funding would be adjusted by a predetermined inflation factor
(e.g. GDP growth plus some increment). State grant allocations would be formula- -
driven based on each State’s changes relative to a base year. States would have
the flexibility to use the funds for broad categories of eligible activities. The
existing individual entitement for benefits would be eliminated, “Maintenance of
effort” requirements would guard against States reducing or eliminating State
funding low income health. ' - -

Supporters argue that block grants would provide States with the maximum level of
flexibility while limiting Federal spending to fixed levels. Opponents argue that
block grants provide insufficient protection against economic fluctuations. In a
State downturn, the number of people in need of assistance would increase, but
under a block grant, the State would not receive additional Federal funding to
cover all needy individuals. This would increase State spending at a time it could
least afford it or would result in denial of benefits. In the latter instance, local
governments would be stuck with the costs of caring for a greater number of
uninsured individuals. In addition, opponents fear that despite maintenance of
effort requirements, State financial commitment for low income health care would
diminish, reducing the overail level of public health care assistance for the poor.
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‘administration of the program. Total Federal spending -and -State-.grants

- while the Federal government assumes responsibility for the Medicaid d

- because the potential demand for long-term care assistance is so gre

~ prohibitive.

Capitated payments would provide each State with a payment based

capita costs and number of beneficiaries in defined eligibility categories.

on per
The

annual growth of the per capita payment would be limited to a predetermined factor

set below the current annual Medicaid growth rate. - An individual entitler
benefits would be maintained, but States would have far greater discretion g

fluctuate with the number of beneficiaries.
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ver the
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Supporters of capitated payments argue that the approach protects States from

fluctuations in the number of beneficiaries while constraining Federal

costs.

Opponents argue that capitated payments saddie the Federal government with too
much of the burden of past and future State policies. If payments are based on
State expenditures, the allocation formula would lock in current differentials.

States that have been less effective at controlling costs, or that have op
more expensive coverage, would have more room to control costs. Stat
have low cost programs or that have been more aggressive about containin
would have smaller margins in which to manage their programs

Redefining Federal-State responsibilities. Traditionally, States have ag

ted for
es that
) cosis

sumed

responsibility for their low-income populations whereas the Federal goyernment

has taken over support for the elderly and the disabled populations (through
Security, S8I, Medicare, Medicaid and other programs). Some have sug
that States assume full financial responsibility for -low income children: and

and elderly populations.

Medicaid spending on behalf of the elderly and disabled beneficiaries rep
two-thirds of Medicaid benefit payments and 57 percent of total Medicaid sp¢
Initially, the Federal government and the States would be responsible for ab
same level of funding as they are now. However, because long-term carg
grow faster than the acute care costs of low-income children and adu

Federal government would bear full responsibility for large future costs ass
with the aging population.

Consolidation of Medicare and Medicaid benefits for the elderly and the.d
beneficiaries would provide an opportunity to rationalize assistance tq
groups, simplifying administrative operations and possibly making M
benefits more accessible 1o eligible Medicare beneficiaries. However, witho
means testing, a merger could lead to the Federal government's incurrin
term care expenses of the Medicare population, the costs of which wg
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Conclusion

Popular attitudes toward both public and private spending for health care tend to differ

from perspectives on other types of 'spending. -The public debate over whether -

defense or education spending should go up or down seeks to establish relative
priorities. Because public resources are limited (as are private ones), policy makers
have the responsibility of protecting the interests of taxpayers. If, however, they talk

- of setting priorities for health spending, they are accused of endorsing rationing, that

is, proposing to deny someone access to health care.

in health care, controlling costs often means reducing access to care. Idealiy, cost
containment eliminates only unnecessary care. Unfortunately, health care providers
do not always know in advance what is unnecessary. Patients and their families may
have different definitions of “unnecessary” than other parties (e.g., managed care
organizations). o .

Most Americans are healthy. This means collectively we can afford to pay for the
- minority of Americans who have very costly medical needs. We pay taxes to assist
the elderly and the poor with their health care expenses through Medicare and

Medicaid. - We pay for everyone else and protect ourselves and our families through_ |

- health insurance prémiums. - B

- Although it is very likely that-baby boomers -will'enjoy healthier, as well as longer,

~ retirements, it is also likely that-health-care spending wiil increase. .As boomers grew .

up, they benefited from one modern medical miracle after another. They have high
expectations that modern science and technology can prolong life and cure disease.
On the other hand, boomers exhibit more openness to less expensive forms of
treatment and greater acceptance of managed care delivery systems. They expect to
participate more fully in care decisions, which, studies show, tends to reduce
“expenditures. It is not certain what influence this generation will exert on health care
expenditures. '

The question is, who should pay for these loominghealth care needs? A healthier -
population provides societal benefits. Healthier older people can contribute longer to

the economy and society. Boomers are financing the health care of current retirees.

Should they also pay for their own future health care needs? Or should future =

generations of workers be expected to foot the bill? What can current beneficiaries
contribute?

Although the health care needs of an aging population raise different issues than
‘concéins abotit-income support,'the same ‘economic issues apply.. However these
costs are allocated across generations, future age-related expenditures will be more

manageable if the economy is bigger and more resources are available to share.
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Economic resources are redirected to government use through the tax system.

pplicies are also used to accomplish economic and social policy goals. Basic "
differences in core political beliefs readily surface in the debate about the tax system.

That is because the tax system determines who pays the gavernment's bills and hew
big that bill will be.

Because the fundamental tax reform proposals currently receiving the most public
atiention are consumption based, this chapter focuses primarily on consumption
taxes. Other approaches are possible, notably major overhaul of the current income-
based system. Some of these would achieve many of the changes as proposed
consumption ‘based systems. In the short term, narrower proposals to broaden
incentives or close loopholes under the existing system more likely wiil be adopted.
~Some of these proposals,-such -as-expanded individual retirement accounts (IRAs)
and capital gains tax reductions, seek to provide greater savings and investment
incentives and would complement other retirement income policies.

Tax laws are very complex. It is very difficult to understand who ultimately benefits or'
loses from tax law changes. That is part of the reason for public distrust of and
frustration with the current system. No one is sure if they are really paying only their
fair share. Equity and fairness, therefore; are major concems, -particularly since the
stowdown in economic growth in the mid-1970s. :

Economic issues have risen to the forefront. The public debate about tax policy has
focused on changes to the {ax system that would enhance economic performance and
stronger growth.’ "From a macroeconomic perspective, fundamental reform seems
likely to provide modest gains. However, because the distributional effects of
~fundamental reforms can be significant, policy makers should coordinate changes in
tax policies with the policies designed to address the aging of the population.

- savings.

> To the extent that tax policy promotes savings in general, and retirement

Chapter 8. Tax Policies and the Aging' of the Populatiol

Although the primary function of the tax system is to finance government, tax

Fundamental tax reform could play an essential role in increasing retirement

savings in particular, it can increase resources available for investment,
promote capitai accumulation, and offset many of the effects of a slower
growing labor force and a larger retired population. If, however, tax reform

! For discussions of these economic issues, see The Economics of Fundamentai Tax Reform, edited by
Henry J. Aaron and William G. Gale (1996), from which this chapter draws heavily.

—J
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results in lower Federal revenues and this lower revenue level is not dffset by
lower spending, the Federal budget deficit will increase and many of the
promised economic benefits are unlikely to be realized.

> Simultaneous consideration of tax policy and the .reform of Federal spending
programs permits policy makers wider. policy alternatives. Tax reform shouid
complement adjustment to entitiements and other programs. Conversely,
Federal programs could be designed to offset some of the potentially adverse
social policy effects of tax reform.

» Fundamental reform of tax policy, like entitiement reform, involves tradeoffs
between competing objectives. A broad-based and flat rate system would be
more economically efficient than one with multiple rates and prefarences.
However, many would argue that a broad-based flat rate system would| not be
optimal system from a social policy or a political perspective. Tax reform would
affect the old, young, rich and poor differently. Easing unwanted distributional
changes would offset potential gains in aggregate economic growth and efficiency.

> Fundamental tax reform involving a flatter rate structure would benefit the
wealthy more than the poor. Under either an income-or a consumption-based
system, the flat rate would be lower than .the current top marginal rate.
Because most proposals would eliminate the eared income tax credit|(EITC),

- low income taxpayers would face higher tax burdens. -

> Consumption taxes would increase tax burdens for the retirees because they
- consume greater.shares;ofitheirincomes. N

e Serious fransition issues would arise during a change from the gurrent
system to a fundamentally different one. The value of savings, |assets,
investments, and liabilities accumulated prior to the change could be affected.
Reform proponents are challenged by the need to address these transition issues
fairly and pragmatically while at least partially preserving the overall objectiyes and
benefits of reform. '

« Assessing the impact of policy changes over lifetimes rather than on an
annual basis provides important perspectives. Because of intertemporai
. effects on work, savings; and consumption, changes in tax burden look different
when viewed from a lifetime perspective than when viewed at a single| period.
Annual incomes and tax burdens fluctuate from year to year, but generally
increase throughout active working years and decrease in retirement,| Once
implemented, consumption taxes may increase taxation during retirement in
exchange for reduced tax burdens on amounts saved during active working years.
~Although the tax burden of retirees would be higher, the lifetime tax burden of
individuals may not change substantially.
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+ itis not possible to project how the sconomy would perform if fundamental
tax reform were enacted, let alone coordinated with complementary fiscal
policy changes on the scale this project endorses. Given the fact that

- economists disagree over how to make the economy grow faster, it is not
surprising that they have not agreed on whxch tax reform, if any, would be best.

> Tax reform proponents argue that the “right” changes would boost savings,
investment, productlwty and entrepreneurship. Critics question whether such
economic gains would outweigh resulting social, political, and administrative
costs. While showing potentially positive effects, so far neither empirical -
studies of the impact of past tax policy changes nor the theorstical research

indicate that fundamental tax reform alone will soive our jong-term economic
problems.

> Skeptics, on the other hand, have dismissed likely benefits of public policy
changes, at best, as inconsequential, and, at worst, as potentially harmful.
They argue that other factors, such as changes in technology, are far more
influential to the economy’s growth over the long term.

Basic Elements of Tax Reform

The designers of tax reform proposals face the need to balance economic principles
and policy objectives with societal values and political interests.

o Economic efficiency requires that individuals be able to achieve maximum
well-being through the exercise of free choice. If the tax system prevents
individuals from maximizing their well-being, overall economic performance will be
sub-optimal. An intrusive tax system, whether one with high rates or a plethora of
provisions designed to encourage some behawors and discourage others, makes
the overall economy less efficient.

e The current tax system promotes other palicy objectives, notably the redistribution
of income. The system is progressive: taxes as a percentage of income increase
as income increases. This principle presumes a need fo narrow income inequality
and to redistribute from those with higher incomes te those with lower incomes-.
The tax system also promotes numerous other policy objectives, ranging from
homeownership to retirement savings and charitable giving. (See appendix 4 for a
description of the largest tax expenditures.) '

o The systemn reflects societal values regarding fairness and equity. The principal of
individual equity seeks to preserve some relationship between the amount of taxes
paid and the level of benefits received. Under the concept of horizontal equity,
people believe that individuals in similar circumstances should be treated equally
by the tax system. These principles often conflict with economic and policy
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objectives. For example, the policy objective of income redistribution is ag
through a progressive rate structure. This system taxes higher income indi
more heavily without any explicit increase in the level of benefits pre
Simiiarly, exempting income from taxation because of its- source (e.g.,

- Security, tax-exempt bond interest) permits individuals with the same
incomes to be taxed differently.

Tax reformers juggle three interrelated variables in their efforts to design. a.syste
reconciles these conflicting concepts.

» Taxable base. The base determines what, and therefore who, is taxe
alternatives are income, wages, consumption, and property or weaith. Our
Federal system has components based on all of these: income taxes
(payroll) taxes; excise taxes, for example, on gasoline, alcohol and tobacg
estate taxes.

s Exemptions from the taxable base. The taxable base can be narroy
exclusions, exemptions, deductions, credits, and allowances. -.The pro
-channe| behavior by. permitting individuals to engage in .some activities
being taxed. For example, the exclusion of some retirement savings contrik
and earnings (employer pension plans and individual retirement. accounts
this type of savings over other non-tax advantaged savings.

« Taxrate. The tax rate can be proportional or “flat” (the same rate no matte
the level of base activity taxed), progressive (increase as the level of taxed
increases), or regressive (decrease as the level .of staxed activity incre
Gasoling taxes are proportional, income taxes have a progressive -rate str
and Social Security payroll taxes are regressive because they do not tax nor
income or income above the level of maximum taxable earnings.

-

Policy makers can opt for simplicity (a2 broader, more inclusive, base,
exemptions, and a lower rate) or complexity (a narrower, more restrictive, base
exemptions, and a higher rate). Simpler systems are easier to comply with
enforce. Complex systems are more difficult to administer and are easier to
Either approach can be desighed to raise a defined level of revenue, but simpj
dictates that for any given revenue target, the narrower the base, the higher the

Tax Reform and the Aging of the Population

The aging of the population makes concerns about slowing rates of economic
- more pronounced. ‘in the interest of economic efficiency, the last major Fede
reform (enacted in 1986) sought to clean up the system. [t broadened the tax b
eliminating numerous special provisions and tax breaks and lowered maximun
for individuals and corporations.
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Today, rather than continue to fix up the current system, most major reform proposals
(see descriptions in the next section) would change the tax system fundamentally.
~ They are designed largely to promote economic growth by creating incentives (or
decreasing disincentives) to save, thereby reducing current consumption in favor of
higher future consumption. Although this goal of stronger economic growth is
consistent with the needs of an aging society, the various reform proposals could
affect the financial resources of retirees in ways that mitigate or aggravate future
requirements for publicly financed financial assistance for retirees.

- Payroll Taxes and the Aging Population

The designers of Social Securityl decided to finance benefits with payroll taxes in order
to establish a link between work and retirement benefits. However, the program was

set-up as a defined benefit, not a defined contribution plan. Benefits levels are not -

established based upon the amount an individual contributes over his or her lifetime in
the form of payroli taxes. Indexing benefits to the growth in real wages and cost-of-
living adjustments for benefits meant that retirees, until recently, could expect to
recoup their contributions (including their employers’ shares), plus interest. Because
of the progressive replacement rates, many retirees received far more than they
contributed. A combination of factors (maturing pay-as-you-go system, increasing
benefit levels, slowing growth in the labor force) means that current workers no longer
can expect to recoup their contributions. Thus, despite the popular perception that
Social Security is a pension program, the fact that it is an income redistribution

program, not only within, but also across, age cohorts is becoming increasingly

apparent.

Financing income redistribution to older members of society through payrol! taxes may
result in younger, working age individuals paying for the benefits of elderly individuals
who are financially better off than they. The flat payroli rate affects low-income wage
earners more than high-income earners, and new cohorts of workers face higher
lifetime tax burdens than earfier cohorts. '

As the population ages, more beneficiaries receiving more and more generous
benefits increases the cost to workers. in 1950, OASDI cost of slightly more than 1
percent or taxable payroll. In 1997, OASDI/HI together cost 15 percent of taxable
payroll. Under intermediate assumptions, OASDI/HI benefits will cost 26 percent of
taxable payroll in 2030. Clearly, other sources of revenue will have to be found to

finance benefits, benefits will have to be drastically reduced, or policymakers will need

to combine new revenues with benefit reductions. As these changes in Social
Security and Medicare payroll taxes are considered, they will have to be coordinated
with whatever other tax policy changes are implemented to help ensure that revenue,
equity, and efficiency goals are achieved across the tax system. =
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Consumption Taxes and the Elderly

From a lifetime tax and welfare perspective, consumption taxes would increase
burdens for the lifetime poor and decrease burdens for the lifetime rich.2 Looking at
the generational effects, consumption taxes would benefit those who are currently
young at the expense of those who are currently old. Consumption taxes|would
increase elderly tax burdens in four ways.

o Elderly retirees have lower incomes. Lower income families would face higher tax
burdens under a consumption tax because the proportion of consumption to
income rises as income decreases. (Conversely, those with higher incomes| would
face lower tax burdens.)

s They would be taxed on consumption financed by accumulated (old) savings and
assets.’ Although consumption taxes favor new savings, old savings and [assets
that originally did not receive preferential treatment could be taxed twice+—once
when saved or acquired, and once when consumed. Those who are affljent or
frugal enough to avoid dissaving could avoid this tax on capital.

e The change to a consumption tax would affect prices in ways that|would
disproportionately affect the elderly. For example, by removing its tax advantage,
a consumption tax would increase the cost of homeownership—more than| three-
fourths of all elderly households own their own homes. In addition, consumption
taxes would increase the price of labor intensive services (e.g., health care,
financial services) that are used more heavily by older adults.

s The elderly would lose the preferential tax treatment provided under current law. *
These benefits are provided regardiess of income. As with any tax expenditure,
this favorable tax treatment raises the effective tax burden of those who don’t
benefit from the special provisions—in this case, the non-elderly. '

These types of impacts can be at least partially offset by:
e Taxing “necessary’ consumption (e.g., food, health care, housing) at lower rates
or by exempting altogether these items from taxation (“zero” rating). |These

exemptions would benefit those with high as well as low incomes.

+ Allowing “transitional” treatment of old savings. This would require people to
identify “old” assets separately from “new” assets, creating cumbegrsome

2 Fullerton and Rogers (1996).
* Note that under existing tax law, the capital gains tax similarly taxes savings when assets are
converted into consumption. ‘
4 Special elderly tax provisions include full or partial exemption of Social Security income, an extra
exemption for those ages 65 and older, and an exempfion from capital gains tax on the sale of g primary
residence after age 55.
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administrative burdens and ample opportunity for evasion. As a result of the
exemptions or transition provisions, higher tax rates would have to be imposed to
raise the same level of revenue. This would spread the cost over all consumers. |

* It is not obvious that all such changes in tax burdens would be entirely undesirable.
Just because the elderly as a group have lower incomes than other age groups many
elderly, even some-low income elderly, are not poor.

Fundamental Tax Reform Proposals

Major fundamental tax reform proposals inciude:

« Value Added Tax (VAT): A VAT taxes the value added (gross revenues less
purchases from other business) at each stage of production, distribution, and sale
of a good or service. The final sales price includes the accumulated effects of the
tax, but the'tax is collected at each point a!ong the production cycle VATs-are
used widely-throughout the world.

+ 'National Retaii Sales Tax: Congressman Bill Archer and Senator-Richard-Lugar-

*+ have proposed a national sales tax to replace the individual and corporate income
tax. The tax would be collected at the point of sale. A 15 percent sales tax rate
would generate the same level of revenue as the Federal income tax if ali goods -

~~&and services were taxed.® if ‘spending for education, food consumed at home,

< -hedlth care, ‘housing;-and-fimancial-and professional services were-exempted from- .-
the base, the rate would rise to 30 percent.

» Flat Tax: Congressman Richard Armey and Senator Richard Shelby have
proposed a flat tax. As with the VAT, businesses would be able to deduct all
purchases from other businesses, plus employee wage and pension contributions.
Individuals would be taxed on earnings and pension income above a specific level
($31,400 for a family of four) to add progressivity to the system. Income from
savings (interest, dividends, capital gains) would be exempt. The proposal wouid
eliminate current itemized deductions (mortgage interest, State and local taxes,
etc.) and the EITC. It would include employer-sponsored health insurance in the
taxable base. A 21 percent rate would be required to reptace the current income
tax revenues. .

U Unllmlted Savings Allowance (USA)} Tax: The USA tax proposed by Senator
Pete Domenici and retired Senator Sam Nunn would tax consumption through an

11 percent VAT for businesses, including employee compensation and interest

.- expense, ~with- a credit -for' employers™ share .of . payroll taxes... A personal
consumption tax would be levied in three graduated rates. Initially, rates wo_uld be

5 Aaron and Gale (1996).
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18 percent, 27 percent, and 40 percent. These rates would fall to 9. perc
percent, and 40 percent after three years. Effective rates would be lower.b

ent, 19
gecause

of the family allowance exemptions ($4,400 for single filers and $7,400 for joint

returns) and a refundable credit for the employee share-of payroli taxes.:

- system would allow an unlimited deduction for net savings (with an-exemp
cansumption financed by old wealth of $50,000 or less) and would ¢
deductions for mortgage interest, charitable contributions, alimony, and tuif
to a specific limit).

¢ Fundamental Income Tax Reform: President Bush proposed a Compre}
~ Business Income Tax (CBIT) that would have integrated corporate and ing
income taxes. It would have eliminated the double taxation of some fd
income by denying the deductibility of both interest and dividend payments
business level and exempting such payments from tax at the investor level.

¢ Incremental Income Tax Reform: Congressman Richard Gephardt's p
would preserve the existing tax system structure, with further base broaden
lower-rates. - The plan proposes little change to corporate taxation. For indi
this proposal would end-'many current deductions, including deductions for g
contributions, State and local taxes, and charltab[e contributions, but ret

- EITC. 1t would include employer-sponsored heaith insurance in taxable i
Income would be taxed at five graduated rates—10 percent, 20 percs
percent, 32 percent, and 34 percent—compared to the five current rat

- percent, 28 percent, 31 percent; 36:percent,.and 39.6 percent. '

“Economic Effécts of Fundamental Tax Reform Proposals-

In general, the economic research indicates that the benefits of fundamer
change are not likely to be as great as proponents hope. Decisions to save,
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work more hours, or retire are affected by changes in tax laws, but the ag?regate

--economic effects appear modest. Tax policy changes may, however, have sig
distributional impacts, with varying effects on different types of taxpayers.

In addition, moving to a pure consumption or pure income tax system would n
the full measure of change. The current tax system is layered with special pra

and is a hybrid of income and consumption bases. Some income is not taxed (j

from employer-sponsored fringe benefits, owner-occupied housing, tax-exempt
etc.) Some income is already treated the way it would be under a consump
(e.g., tax-deferred pension and IRA savings). Finally, political reaiities will
transition provisions. These provisions would be designed to cushion the im
any changes and, consequently, would reduce its effects.

The research indicates several broad conclusions.
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¢ Broad-based, flatter taxes increase efficiency. - A flatter, more neutral,
- ‘broad-based tax (whether income, wage- or consumption based) is likely to ..
increase overall economic welfare and efficiency relative to the current income'tax
--system. because it. reduces distortions in behavior. . Overall .efficiency . gains,
-expressed as-increases in lifetime income, however, are modest (1 percent or..
less).  Efficiency can even decrease depending on assumptions about
- preferences for leisure versus work and willingness to trade off lower consumption
when young for higher consumption when old.

* Building in progressivity and transition provisions sacrifices gains in
economic efficiency. Because efforts to make the system more progressive or
* to-ease transition require higher rates to maintain revenue neutrality, they reduce
efficiency gains. A VAT or national sales tax appears to produce larger efficiency
gains than an Armey-Shelby flat tax or the USA tax, both of which include
provisions to introduce progressivity. The transition provisions in the USA tax and
the transition provisions added to the Armey-Shelby flat tax result in modest
efficiency losses.’

—e-oAt-hest, any long-term-increases in<pet-savings.are. fikely to-be -modest—in -
the range of 0.5 percent of GDP, according to one recent study.® Although
proponents argue that switching to a consumption-based -tax -system--weould; -

~ increase savings, neither the thepretical nor the empirical research concludes that -
large permanent changes would occur.® Part of the reason is that much personal
savings already receives. consumption tax.treatment.:.A-change.that. favers.ail,

«5avings may induce shifts: from- currently *tax-advantaged- retirement. savings to - ,
wthernfosms.of.savings:withwne:netincrease;in.total. savings: .. ILis possibie.that the.
savings rate could “actually decline depending on how sensitive savers are to
changes in returns. ' |

* Output per capita could eventually show noticeable improvement. According
to one study,” long-term productivity would increase from 2 percent (under the
- ~proposed USA tax) to 9 percent (under a VAT or national sales tax), reflecting
increased savings, gradual capital accumulation, and. larger labor supply.™
Because these improvements would accumulate very gradually over many years,
annual improvements would be guite small (i.e., 0.2 percent per year). Nearer
term effects (within 2 to 10 years) would be far more modest and possibly even be
negative.  Productivity gains would be reduced by transition provisions and
progressive structures. Moreover, most economists think that these growth effects

® Fullerton and Rogers, especially Table 9-5 {19986,
7 Auerbach (1996).
8 Engen and Gale (1996).

changes ranging from a decrease of 1 percent (VAT or national sales tax) to 0.8 percent increase
(Armey-Shelby flat tax) assuming no transitions provisions for old savings. Bosworth and Burtless (1992)
concluded that savings behavior is not especially responsive to lower after-tax returns.

'® Assumes adjustment costs and an open economy. Auerbach (1996).




182—Committee for a Responsible Federal Budget

would not be permanent. Once the improvements phased-in, the economy would
settle back into its long-term growth rate from the new, higher, base level.

« Capital accumulation is likely to be gradual. . Empirical analyses of the early
1980s tax changes do not find large short-term increases in aggregate investment.
However, the effect of the changes could have been dwarfed by the effects of
rising deficits and real interest rates that accompanied the tax cut."

e Labor supply is likely to show some increases, mostly for high jncome
workers, under either a flat tax or a consumption tax. Generally, chahges in
tax rates produce what economists call substitution and income effects. For
example, a lower tax rate alters the labor-leisure trade-off by increasing the
rewards for working, making leisure more expensive. This is a substitution effect.
But a lower tax rate also means that an individual can earn the same amount of
income in fewer work hours. This is an income effect. Whether or not the labor
‘supply grows depends on how these two offsetting effects play out. Within the
population, labor supply responses to tax changes would vary.

¥ Menare jess likely-to-change theirwork-hours than women. Single womenswho
are heads of households are less likely to change their work hours than |married
women, particutarly from high income families, who tend- to thave more
discretion to work or not. :

>-+However, individuals may need to.-work-more if their tax burdensyincrease.
- Under either a flat tax or a consumption tax, low income individuals wolld face
higherJifetime-tax-rates;. high-income-individuals. would face lower.ratgg.] his

" means fow income workers have to increase hours of work to-earn the same
after-tax income, whereas high income workers could decrease hours, Other
factors also would affect iabor supply response. For low income Wworkers,
working more hours may not be worthwhile because of they would pay a higher
tax rate and lose the benefit of the EITC, which is proposed by most

- fundamental reform plans. For high income individuals, both the negative effect
of & consumption tax on accumulated (old) wealth and the increased after-tax
income from work could result in a greater willingness to work.

. Retirement. Retirement decisions would be affected in two ways.
> Without transition provisions, a consumption tax would reduce the yalue of

accumulated wealth. This could encourage people nearing retirement to work
longer to offset the loss in wealth.

> Both a flat tax and a consumption tax would increase incentives to sLave but
- .eliminate thespreferential:treatment.of.retirement. saying relative to other forms
of saving. Without early withdrawal penalties and tax advantages, individual

11 Bosworth and Burtless (1992).
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and- employer-sponsored retirement savings are likely to decrease. Reduced
retirement savings and lower pension coverage could mduce people to work
- longer or produce lower retirement incomes. :

Fundamental Tax Reform and Employer-Sponsored Benefits

Under a pure flat tax or consumption tax, tax: preferences for-employer-sponsored
pension, health insurance, and other benefits would be eliminated. These benefits .
are really part of employee compensation and under a broad-based, flat rate system
would be taxed as income. Although removing the tax preference would put these
- forms ‘of compensation on equal footing with wage and salary income, it would also
result in less coverage. :

~« For example, CBO estimates that repealihg the tax subsidy could increase the
average price of insurance by 35 percent and reduce insurance coverage. by 16
percent to 26 percent.”

«* “Altholigh- employees could avoid 4axation by participating in employer-sponsored
pension plans, pension savings would not be more advantageous than other forms
of savings. As a resulf, the amount of savings allocated to:retirement -could
decrease as other types of savings increased.

Other Tax Proposals

As discussed in chapter 3, while tax-advantaged retirement savings incentives do little
to increase net personal savings, they do appear to increase retirement savings.
‘Many individual tax reform proposals seek to encourage additional retirement savings.
These include: :

e Expanded IRAs: Under current law, single individuals and couples who are not
covered by employer-sponsored retirement plans can make tax-deductible
contributions to IRAs. The annual amount they can contribute is restricted and tax
deductibility is only available if incomes do not exceed specific ceilings. Assets .
accumulate on a tax-free until retirement. Savings are taxed when withdrawn.

 Proposals to expand IRAs seek to increase retirement savings by loosening IRA
restrictions. They would increase the amount that can be contributed, increase the
availability tax-deductible contributions, or both.

o Back-end loaded IRAs. Back-end loaded IRAs would permit individuals to
sewritribute “after-tax “dollars ‘and to-accumulate tax-free-earnings until retirement.
Because contributions would not be granted favorable tax treatment at the front

2 CBO (1994).
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end, no taxes would be imposed when savings were withdrawn. Unlike regular
IRAs, which shift the timing of taxation, back-end loaded IRAs would allow
accumulated earnings to avoid taxation. Although it would ~provide powerful
- incentives to-save, the down-side of back:end loaded IRAs is.that they wauld be

- very-costly to the Treasury. (Back-end loaded IRAs are so named because
costs to the Treasury would come at the back end.)

all the

o Kiddie IRAs. The Congressional Republican majority and the Presidgnt are
poised to grant child tax credits. Instead, some groups like the Concord Cealition

and AARP suggest that families be granted a tax credit if they contribute t
for their children. Unlike the proposed child tax credits, which will largely b

0 IRAs
P used

for current consumption, the kiddie IRAs would permit tax-free savings from an
early age and would be available to meet eventual retrement needs. (Savings

eventually would be taxed when withdrawn during retirement.)

Conclusion

Although the economic research does not conclude ‘that fundamental tax
change alone would be sufficient to offset projected slowdowns in productiv
growth, tax reform objectives are consistent with the needs of an aging populati

s Changes in tax -policies that-eliminate - disincentives ‘to work; ‘save, -and
~.should .be .included in..any long-term. strategy to address the aging
~population. - -

» However, tax reform would have to be coordinated with changes in budget

policy
ty and
DN,

dnvest
of the

E

policy.

Fiscal policies that lead to rapidly increasing deficits and debt will negate any
positive benefits of tax reform. Similarly, “pro-economic growth” tax policies that

contribute to higher Federal deficits and debt would be self-defeating.

e Additional research is necessary to understand the distributional effects of
fundamental tax reform. It would be helpful to know more about the eflects of
changing from the current mix of wage (FICA) and incoms taxes to the altgrative
consumption tax proposals. Such research would provide more insight into
changes in lifetime tax burdens and lifetime incomes. This would improve the
ability of policy makers to weigh the social effects of tax reform with its egonomic

effects.
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Chapter 9: Private Pensions ‘and Retiree Health Benefits

- Private, employment:based retirement and health benefits are growing components

of employee compensation. Between 1960 and 1994, employer spending for
benefits grew almost 4 times faster in real terms than spendtng for wages and
salaries between 1960 and 1994." (See Table 9.1.)

» Aggregate spending for real wages and salaries increased 140 percent, while the
spending for benefits increased 530 percent.

e Private pensions and profit sharing plans grew from 1.7 percent of total
- compensation to 2.2 percent. Total retirement costs, including Sccial Security,
- were.8.8 percent of compensation in 1994, compared to 4.8 percent in 1960.

« The largest increase was in -employer-paid group health insurance, which

increased almost 7,450 percent..:Group health insurance was 6.6.percent of total

_compensation in 1994, compared with 1 percent in 1960.

« Employérs are legally required to pay FICA taxes, State.workers' compensation,
- and unemployment insurance. These payments grew 450 percent. :

- However, etnployment-based benefits-are not uniformly available to all workers. Low-

wage workers are less likely than highly compensated workers to be employed by
employers that sponsor retirement and health pians. Employees in small firms are
less likely to receive these benefits than employees of larger firms. Unionized

- employees are more likely to have pension and health benefits than employees who .

are not covered by collective bargaining agreements. Government workers are more
likely to have'retirement and health benefits than workers in private industry.

1 Data from the EBR/ Databook on Employee Benefits (1995).
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Table 9.1
.Employer Spending for Compensation
Constant 1994 Dollars %|(chg.
_ 1860 1870 1980 1880 1994 19080-94
. Totalcompensation 14835 23599 29576 87328 40024 . _ 16R8%
Wages/salaries 1,364.0 2,105.0 24759 3,112.2 3,255.9 138.7%
All benefits 118.5 252.7 478.1 620.5 7465  530.0%
Retirement 71.0 153.8 272.7 .285.5 351.5 395.1%
OASDI 28.0 61.8 100.0 1565.3 166.1 ' 49p.2%
Private pension 245 50.0 99.5 56.1 87.7 25B.0%
Public 18.5 42.0 73.2 84.0 91.7 42B.1%
Health 17.0 55.7 131.3 240.0 305.1 1,694.7%
Hi 00 . -8.8 -20.9 38.1 40.7 . 3603.6%
Group health 17.0 46,2 109.7 200.2 263.0 1,447.1%
Other 305 43.1 74.1 85.0 89.9 194.8%
Unemployment 15.0 14.5 20.5 26.0 30.1 100.7%
Workers comp. 10.0 17.6 34.7 . 52.2 52.6 426.0%
Legally required* " 83.0 102.7 185.1 2715 289.5 446:2%
"r-\frotal-;com.pensation + s 00 0% ol e 1000 %- = s +300.0% 100.0% 100.0% Ba=: N
Wages/Salaries 91.9% 88.2% 83.7% 83.4% 81.3% n.a.
All benefits 8.0% 10.7% 16.2% 16.6% 18.7% n.a.
Retirement 4.8% 6.5% 6.2% 7.9% 8.8% n.a.
OASDI 1.9% 2.6% 3.4% 4.2% 4.2% na.
Private pension 1.7% 2.1% 3.4% 1.5% '2.2% n.a.
Public 1.2% 1.8% 2.5% 2.3% . 2.4% n.a.
Health 1.1% 2.4% 4.4% 6.4% 7.6% .na.
HI , | 0.0% 0.4% 0.7% 1.0% 1.0% na.
Group heaith 1.1% 2.0% 3.7% 5.4% 8.6% n.a.
Other 2.1% 1.8% 2.5% 2.3% 2.2% n.a.
Unemployment 1.0% 0.6% 1.0% 0.7% 0.8% n.a.
Warkers comp. 0.7% 0.7% 1.2% 1.4% 1.3% n.a.
Legally required” 3.6% 4.4% 5.3% 7.3% 7.2% n.a.
SOURCE: EBRI (1995). _
* Legally required benefits are Sacial Security, Federal and State unemployment, workers' compensation,
raflroad retirement and supplemental retirement, raiiroad unemployment. ..
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Retirement and health benefits emerged as prominent components of employee

- - -compensation during World War |1, Employer payments for retirement and -health -
benefits: provided a means-to attract and keep workers during an era of labor - -
"shortages; “wage-controls, and-limitations:on corporate profits:~Clarification of-the.tax - .

status of employer-sponsored benefits fueled their growth.? (See foliowing box.)
‘During the post-War prosperity of the 1950s, 1960s, and 1970s, employer-sponsored
benefits expanded. Today, trends in employer-sponsored benefits are mixed.

o The number of workers participating in employer sponsored retirement plans
appears to have stabilized at about 45 percent of all civilian workers. It is not
expected to increase significantly. Changes in vesting requirements mean that
more warkers eventually will receive pension payments but, for many workers, the
size of these payments will be small. Greater participation in the labor force
means that more women will receive pension benefits, but their payments will be
affected by lower wages and salary levels, breaks in work history, and spelis of
part-time work.

e Sixty-four.percent of -all.nonelderly Americans are covered by employment-based

- health insurance. This is 5 percentage-points lower than:in 1987. In response to . |

the rising cost-of health care, employers have reduced or dropped altogether

employee health insurance coverage. Although private health insurance costs-are:

- <gurrently growing more slowly than the overall ©Conomy, this trend is not expected
to continue. As a result, employers will face further pressure to contrd! the cost of
health insurance benefits.

o séEmbl@yeﬁ;s‘pensﬁredweﬁfeeﬁheaIth"--fct:iverage*covers individuals.- until they reach - y

‘age 65 and become- eligible for Medicare. Some private retiree coverage also
supplements Medicare after age 65 and is a major source of Medigap insurance.
One-third of the elderly currently have employment-based health insurance
coverage. In 1993, 39 percent of workers had employment-based retiree health

insurance coverage. Most of these workers report that retiree health benefits’

- “continue: through retirement. However, for 14 percent of these workers, refiree
health .insurance coverage will only last untll they reach age 65 and become
eligible for Medicare., .

2 Employer-icontributions: on:behaif-of employees f@mrehrement .and - heaith .bengfits. are deductible
expenses for employers and are not taxable income to the employee. Distributions from retirement
plans are normally subject to taxation when realized as income by the retired employee. These tax
advantages mean that employer benefit contributions are worth an average of $1.30 for every $1.00 in
wage and salaries. EBRI (April 1998),
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? History from Munnell (1982).
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Issues

Employment-based retirement and retiree health benefits make ‘important
contributions to the financial security of retirees. These benefits are changing in

response to ecocnomic and demographic shifts as well as changes in employee needs
- and preferences.

Employment-based retirement and retiree health insurance benefits are often
integrated with Social Security and Medicare. That is, the level of benefit provided by
~‘employer-sponsored plans coordinates -with Social Security -and Medicare benefits.
- Consequently, the total amount of benefits provided by employment-based plans can
be affected by changes to Social Security and Medicare. In addition, because
employment-based benefit plans and benefits currently enjoy significant tax
advantages, changes to the tax system can have major implications for the continued
availability of these benefits.

Great number of retirees and longer life-expectancies will raise ‘substantiafly the cost
of employment-based benefits. Retirement and retiree health benefits represent large
and growing claims against the future incomes of employers. © The Financial - -
Accounting Standards Board (FASB) has recognized the mgmfcance of these
liabilities and requires private employers to disclose unfunded pension” and retiree
- ~health beneiit liabilities in their financial statements. .in response to.these disclosure

reguirements,..employers...are vmadlfymgﬂkbemeﬁt -structures .to. reduce unfunded
liabilities.

. A 19980 Financial Accounting Statement (FAS 108) .requires employers to record .
the unfunded expected future cost of retiree health benefits in their financial
statements. In response to FAS 106, employers appear to be increasing retiree
premiums, co-pays, and deductibles and controlling costs, rather than eliminating
coverage entirely. That is because the availability of retiree Health benefits
facilitates employers’ ability to encourage older employees to retire early.

o |n addition to FASB financial disclosure requirements,*. defined .benefit pension-: sz

plans are subject to the Employee Retirement Income Security Act (ERISA) and
Internal Revenue Code funding requirements. These plans pay insurance
premiums to the Pension Benefit Guaranty Corporation (PBGC). ERISA
establishes funding, vesting, and eligibility requirements for single~ and multi—
employer pension plans. Currently, most defined benefit plans hold more than
enough assets to meet current accrued liabilities. Limitations on the -tax
deductibility of employer contributions constrain defined benefit plans from
- advance funding benefits current workers are expected to earn through retirement.

4 FAS 87 and FAS 88, both issued December 1985.
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...~ whom-do.not.have the .resources .or the. knowledge necessary to manage ths

Employment-based benefits affect labor markets in a number of ways.
-e.-Benefits.may tie employees to employers; impeding labor-force mobility.

» The tax advantages accorded to employment-based benefits increase the v
benefits relative to wages and salaries and distort workers’ preferences

alue of
BMmong

forms of ‘compensations This is particularly true in the case of health-insurance,

into which many workers have unwittingly channeled greater and greater sh

compensation, and, in the process, helped fuel faster growth in the cost of]
services.

» Employees may undervalue benefits because the cost of the benefits are re
invisible (e.g., defined benefit pension plans, “employers’ shares” of
insurance premiums and FICA taxes).

¢ Finally, because many employees view employer benefit: payments as en
- - contributions ‘instead of as. part of compensation, they may not understa
rising benefit costs depress growth in cash wages and salaries.

Some analysts welcome the growth in defined contribution arrangements -as br
down paternalistic employer behavior and.enabling employees to exert more
over important elements of their compensation. »Others view employment
benefits as part of employers’ responsibility to provide for their employees, .m

r-and-scope..of-tisks-involved; particularly~where retirement income and healt
needs are concerned. These analysts view the trend towards defined contr
arrangements as a disastrous erosion of workers’ security that saddles them wit

they cannot handle and frees employers of important responsibilities te
employees,

In-response to a combination of economic conditions, regulatory requirement
employee preferences, employers increasingly are moving toward defined contr

ares of
health

atively
health

ployer
'Idg\th at

eaking
control
-hased
any of
» scale
hgare
ibution
h risks
owards

s, and
ibution

- benefit structures.- Defined - contribution- arrangements .have advantages, and

disadvantages for employers and employses.

+ For employers, defined contribution arrangements increase predictability and
control over benefit costs. However, these arrangements, particularly pprtable

pension savings, can lessen employees’ attachment to their employers.

» For employees, defined coniribution pension arrangements show faster

mare

visible build up of account balances. Employees can take these sums with them
~-when-they change-employers;-either by combining with.the new empioyer’'s plan or

by rolling them over into an IRA. In exchange, employees assume
responsibility for their retirement incomes and are at greater financial risk.

maore
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Growth in employer-sponsored pension benefits is taking place through defined
contribution plans. In 1875, defined benefit plans were two-thirds of all private
retirement plans. In 1993, defined contribution plans were 88 percent of all plans.
Larger employers are using defined contribution plans to supplement existing defined
benefit plans. Smaller employers are providing retirement benefits only through
defined contribution plans. Under defined contribution plans, retirement income levels
are dependent on how well individuals manage their retirement savings and how well
their investments perform. By contrast, defined. benefit plans guarantee specific
benefits levels if certain employment requirements are met.

Close to three-quarters of covered employees are in managed care health insurance
plans. This represents a complete turnaround from 1889 when three-fourths of
workers were covered under fee-for-service plans. Managed care arrangements aliow
employers to purchase coverage at set (and often negotiated) prices, passing financial
risk for health care usage along to insurers or providers. Under these plans,
employees do not have the open-ended access to services once available under cost-
reimbursement, fee-for-service plans. They are at risk for higher out-of-pocket
expenses if they go outside of the available provider network or need or want
additional coverage.

Employers have to satisfy the needs and preferences of baby boomers who are
reaching the age where concerns about retirement income and health insurance
coverage are increasingly important. At the same time, employers have to increase
their attractiveness to a smaller pool of younger workers who are less concerned
about retirement incomes and more focused on immediate income requirements.

_ Employer-Sponsored Pension Benefits |

In 1993, 51 miliion workers, 44 percent of all civilian workers, participated in employer-
or union-sponsored retirement plans, compared with only 25 percent in 1950.
Participation rates peaked in 1974 at 47 percent of civilian workers but have remained
stable since 1983. (See Table 8.2.)

The importance of private pension and annuity payments to current retirees varies. In
1994, for those receiving payments, private pension and annuity payments averaged
$4,735. For the bottom 20 percent of elderly units in terms of total money income,
private pensions and annuities averaged less than $1,200 in 1994, compared with
$5,400 from Social Security. For the top quintile, pensions and annuities averaged
$10,100, compared to $13, 300 from Social Security.®

¢ Grad (1994).
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Table 9.2
Retirement Plan Trends
(In percentages)

Sponsorship . Participation - Sponsored . “Particigarit
Rate 8 "~ Rated - Participation - Vesting Rate ¢+ Vesting Rate
Rate €
All civilian workets
+« 1979 56 46 81 24 52
« 1983 52 43 83 24 57
» 1988¢€ &5 42 76 28 68
« 1088f 57 43 75 34 77
o 1993 57 _ 44 76 38 : 86
Private wage and salary '
s 1978 54 43 79 20 47
= 1983 49 40 80 20 50
s 1988 € 51 37 72 24 €65
- 1088f 55 39 72 29 73
« 1993 56 41 73 34 84
Public wage and salary 7
e 1979 87 77 88 45 58
¢ 1083 83 73 88 48 65
« 10g88@ 92 . 77 83 54 : 71
e 1088f 02 77 83 66 86
e 1993 89 75 B4 67 89
Civilian females
. 1079 . 52 38 73 18 46,
+ 1983 50 38 76 20 52
e 10Bge@ 54 38 70 25 €6
o 1988f 57 40 70 30 76
« 1983 58 42 72 36 86
Civilian males '
1979 59 51 87 28 &5
» 1983 54 47 88 28 a0
« 1988¢ 85 45 81 3 70
e« 1088f 58 _ 46 80 35 78

= 1083 . 56 45 81 39 86

SOURCE: _EBRI, Table 3.1 (1995).

? Percentage of workers whose empioyer or union sponsors a plan for employees. at the:
employment.

® Percentage of workers who responded that they are included in an employment-based plan. . |

¢ Percentage of workers whose employer or union sponsors a plan who participate in that plan.
¢ Percentage of workers who respond that they are eligible to receive benefits at retirement or t
a lump sum distribution if they leave employment.

¢ For comparability with earlier data, if employer offered a profit sharing or stock plan, does §
workers as working for an employer where a plan is sponsored by the employer or union.
include workers as vested even if they responded that they could receive a lump sum distributi
left their ptan immediately.
1 For comparability with 1983 data, if employer offered a profit 'sharing or stock plan, counts wq
warking for an employer where a plan is sponsored by the employer or union. Counts workers g
if they responded that they could receive a lump sum distribution if they left their ptan immediate

plac:é of

b receive

ot count
Does not
on if they

yrkers as
s vested
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More retirees are receiving pension and annuity payments and the amounts of
- payments are increasing in real terms. However, for many retirees, combined Social
Security and private pension benefits do not replace the 60 percent to 70 percent of
~“pre<retirementrincome-financial planners advise is- ‘necessary to-maintain-standardsqwof
living, even for employees with 20 to 30 years of service. (See Table 9.3.)

Table 9.3

Private Defined Benefit Plan Replacement Rates, 1993

(As percentage of final earnings)

Fina! Annual Private Pension, Only Private Pension and Sacial Security

" Earnings 20 Years Service 30 Years Service | 20 Years Service 30 Years Service
$15,000 24% 37% 63% 81%
$25,000 21 ' 32 52 72
$35,000 20 30 47 65
$45,000 19 29 44 58
$55,000 19 29 41 53
$65,000 19 29 38 50

SOURCE: EBRI. Table 4.14 (1995),

‘PensionPlan-Sponsorship-and-Participant Trends - . .

* Pension pian sponsorship rates vary by industry and by size of firm. (See Table 9.4.) .

o Public employers are the most likely to sponsor retirement plans. Business,
-personal and entertainment servuces have the lowest sponsorship rates.

. Umonized workers were 56 percent more likely to work for employers offermg

retirement plans.,

o ~ Employees in firms with more than 100 employeeswefa 4 times as:likely to have
access to pension plans than employees in firms with fewer than 25 employees.
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Table 9.4
Pension Plans by Industry, 1983 and 1993
(Percentage of workers age 16 and above) . - . .

Employer Sponsorship | Employee Participation Participant Vesting
Rate* Rate™ Rate+

Industry 1983 | 1993 1983 | 1993 1983 1993
Federal government 87% 90% 79% 78% 68% 89%
State/Local government 82 89 72 74 64 89
Communications/utilities 86 89 78 . 78 59 89
Manufacturing—durable 72 77 65 64 55 87
Manufacturing-nondurable 65 88 56 56 52 83
Mining 73 73 - 87 67 57 @0
Finance, insurance, real

estate 83 70 48 53 44 87
Professional services 51 83 35 43 46 83
Business, personal, and _

entartainment services 21 30 15 19 40 83
Wholesale trade 52 57 43 45 51 84
Retail trade 32 42 20 24 40 80
Transportation 54 80 48 47 56 83
Construction 32 35 28 30 50 85
"SOURCE: EBRI, Table 3.3 (1995).

- ™ Percent *of employees -whose employer  or union sponsors a plan at the worker's |place of

employment.
** Percent of employees whe are included in an employment-based plan.

+ Percent of employees who indicate they are eiigible to receive benefits at retirement or to receive a

lump sum distribution if they leave employment.

Employee participation rates vary by age, sex, length of job tenure, and

annual

- earnings. Retirement plans primarily benefit higher-paid, better-educated empipyees.

« Participation rates peak among workers ages 41 to 50. Young worke
workers aged 65 and over (who are likely to be partially retired) are less
participate.

« Men and women are equally likely to work for firms sponsoring pension pl
1888, 43 percent of women and 52 percent of men participated in plans. |
the percentage of women participants increased to 46 percent, while
participation rate remained the same.

ars and
ikely to

ans. in
n 1993,
men's
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‘Both -plan sponsorship and participation rates-increase with annual .earnings. ..In. .

1993, 30 percent of workers earning less than $5,000 worked in firms where

“pensionsplans swere :available -and . only -4.-percent participated. . .88 ‘percent of - -.|
- workers making-$50,000 or more worked for employers where pension -plans were . -

available and 83 percent participated in retirement plans.

82 percent of workers with 15 years.or more-in job tenure participated in retirement.:..

plans, compared to 38 percent of workers with 1-4 years of job tenure. Although
over 40 percent of workers with less than 1 year on the job worked in firms
sponsoring pension plans, only 12 percent participated in the plans.

Types of Retirement Plans

Major types of employer-sponsored retirement plans are described below.

L

- ~contributions -on+behalf -of.;.employees«intozinvestment-accounts. These plans

- and-tax-advantaged-salary-reduction plans (401(k)s and 403(b)s). In these pians, .
employees bear the investment risk. Their retirement benefits equal the amount in -

‘Defined-benefit plans provide-a-specified level of .benefits after retirement. Most - -

frequently, the level of benefit is-based on the number of years of employment and
the level of earnings in the last years of employment. In these plans, the employer

bears the investment risk—the employee is guaranteed a specific benefit no matter .. -
--how the invested plan assets perform. ' .

Defined contribution plans are plans in which employers make specified

include--profit-shafing-amangementsjxemployee stock:ownership plans (ESOPs)

their accounts at the time they are eligible to retire.

Hybrid plans combine features of defined benefit and defined contribution plans.

These plans generally allow employees to accrue benefits based upon defined
benefit-type formulas. Vested participants who leave their employers before

- retirement can receive a lump-sum distribution that can be rolled over info IRAs or .. |-

into their new employers’ plans. Hybrid plans include cash balance, pension
equity, target benefit, and age-weighted profit sharing plans.

in 1990, 84 percen"c'of privéte pension plans were defined contribution plans. This
percentage has grown steadily since 1975 when defined contribution plans were 67
percent of all private plans.

[n 1990, the primary plan for 38 percent of active pérticipants (cufrent employees)

~was "a~defined wontributionplan compared to *+3wpercent-in-4976. Half of all

pension plan participants (active, vested, and separated workers, retirees, and
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survivors) -were covered by -defined contribution pians, - almost double the
percentage in 1975,

» e Most of the change in pension plans between 1985 -and 1990 occurred inisma ibplans
with 2-8 participants; : 45 percent of the increase in defined contribution plang was in
small plans; 75 percent of the decrease in defined benefit plans was in small plans.

» Government employees and employees in medium and large private firms .are:more
likely than employees in small firms to participate in defined contribution plans, -

> In 1993, 93 percent of full-time State and local government employesas were
~ covered by retirement plans. 87 percent were in defined benefit plans.

> 78 percent of employees in medium and large private firms were covered by

retirement plans—72 percent of them were in defined benefit plans,

> 47 percent of full-time employees of small firms participated in retirement plans—
- 70 percent-of them were covered by defined contribution plans.

Integration with Social Security

* Many defined benefit plans are integrated with Social Security. Under integrateq plans,
the combined Social Security and pian benefits replace similarslevels of pre-retirement
--earnings for.workers .of .all-pay-levels. ..-Social -Security replaces 58 -percenti-of..the
-earnings-ofilow.wage-earners and:25.percent of the maximum taxable earnings efihigh
wage earners. Although employers cannot discriminate in favor of highly paid workers,
'they can take Social Security into account when setting benefit formulas.

+ Almost half (48 percent) of employees in medium and large private firms sponsoring
- retirement benefits have their benefits integrated with Social Security. 60 pencent of
* clerical "and sale workers and 59 percent of professional, technical and related
employees are in integrated plans.

s The retirement benefits of 90 percent of State and-local government employges are
not integrated with Social Security. 84 percent of blue collar and service employee
were covered by plans that are not integrated with Social Security.
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The Impact of. Regulation

~‘At*least -some “of-the “shift away from defined benefit plans—has~to: be attributed to.. -|

~regulation. -“ERISA 'sets ‘coverage, funding, and-vesting.requirements-for private plans. . . | -

The rules for defined benefit plans are more complex than for defined contribution plans.
‘Defined benefit plans are required to pay premiums to the federal Pension Benefit
Guaranty Corporation (PBGC) for insurance guaranteeing employee retirement benefits.
Finally, FASB rules require defined benefit pians to disclose unfunded liabilities.

‘Salary Reduction Plans

Salary reduction plans, such as 401(k)s and 403(b)s, are used both to suppiemenf
defined benefit plans and as primary plans. These plans allow participants to save a
portion of income while deferring taxation on that income until the time it is withdrawn. _

* Almost one-fourth of all civilian workers participated in a salary reduction plan in
“1993;-an-increase of 10-percentage points in 5 years. -

~» 40%(k) plans have grown dramaticall.y; Forty-six percent.of all active participants in
retirement plans contributed to a 401(k) in 1990. Fourteen percent of all .private - -
retirement plans included a salary reduction component. '

* In 1993, salary*reduction plans served as-the ‘prirn-afyv-r-reﬁfement élan for 17
percent-of total workers, up from 7.5 ‘percent.in.1088.

e On average, employees contributed 7 percent of earnings to salary reduction plans
in 1993. ' '

Employer matching contributions to salary reduction plans have a dramatic impact on
employee participation rates. :

e In 1893, 51 percent of plan sponsors offered matching contributions. 62 percent of
employees participated in plans where matching contributions were available. E
‘Only 20 percent of employees participated- in:plans where no.matching.contribution
were offered. : '

Financial Condition of Retirement Plans

In the first quarter of 1996, the assets of pension plans totaled $5.5 trillion. lR{\_s and
Keggh.assets.added another $1.2 biltion, for a fotal for all.retirement plans of $6.7 trillion. &

® EBRI Fact Sheet (October 19986).
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-« Eighty-five percent of large (1,000 participants or more) private defined benefit plans

report sufficient assets to meet all accrued plan liabilities.”

e ~By-contrast, the-Federal government refirement funds-are-sericusly:underfundeds—that

- -Is,-insufficient resources have been identified to pay for. projected future: beng

fits. In

1992, the unfunded liabiiity of the Civil Service Retirement System and the Federal
Employees Retirement System totaled $870 billion. To amortize this liability over 40
years, Federal empioyee and.agency contributions would have.io.be.increased 29

percent of payroll on top of the 36 percent currently contributed

. The Military Retirement System is in even worse shape The unfunded liabi
$627 billion in 1992. To fund this liability over the next 40 years, contributig

ity was
n rates

would have to be increased 59 percent of payroll, which together with the 67 percent

actually contributed, would total 126 percent of military pay.
In 1993, estimated employer confributions to all retirement plans was $53 billion.

> +-The contributions ‘of most private .employers (63 percent) totaled 3 percent

orless

of payroll. The average employer contribution was.2.9 percent, comparg .fo 3.6

percent in 1990.

> Public employers contributed an average of. ‘161 percent of payroll in 1993,

compared to 16.5 percent in 1980.

Employment-Based Retiree Health Insurance Benefits

Retiree health insurance coverage began following World War I, expanding at the same

time as active employee coverage. Because there were few retirees relative

to the

number of active workers, initial retiree health insurance costs were low. The creption of
Medicare permitted employers to reduce the costs of retiree health insurance by

integrating their plans with Medicare. Now, the ratio of retirees to active wol

rkers is

growing, refirees are living longer, and health care is more expensive. FAS 108 requires

employers to disclose unfunded retireehealth -costs ‘and teflect them 'in-theirf

mancial

statements. These liabilities have a negative impact on net income and retained.earnings.
As a result, employers face growing pressure to reduce unfunded retiree health insurance

iiabilities and to control the cost of retiree health benefits.

From the pers'pective of retirees, retiree health benefits have become an important

saurce

of supplementary (Medigap) coverage, helping to cover costs that Medicare does not

cover. Employment-based plans enable retirees to continue receiving the same
" “coverage they enjoyed as active workers.

ievel of

7 This level of sufficiency does not include anticipated liabilities from the continued employment of the

current workforce.
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Retiree health benefits are also important to active employees. Retiree health insurance
allows employees to retire early. A 1993 poll found that 61 percent of respondents would

~keep-working until-they became eligible for Medicare if their employers-did not provide-
“retireehealth insurance coverage® Almost half of the survey's respondents sald thatthey.
planned ‘to retire early, at an average age lower than 61. “The academic research-:
indicates that individuals are more likely to retire early if retiree health insurance is -

available.

‘Health benefits are regulated under ERISA, but requirements are far less strict than they
are for pension plans. Employers are not subject to vesting and funding requirements as

- wthey-are with retirement. plans. «If ‘employers ‘have reserved the right to. modify health

benefits (and virtually all have), they are able to do so. So far, the courts have allowed
employers fo change, even terminate existing health benefit plans ‘

The future cost of retiree health benefits is substantial. GAO estimated that private
employer FAS 108 liabilities were $412 billion in 1993.% In the face of these substantial

‘costsemployers are modifying their retiree benefit plans. Although-surveys indicate some

employers are “eliminating coverage, most are reducing their liabilities -through other
means. These include increasing the cost of coverage to retirees through premium

increases ‘and higher co-pays and deductibles. Some employers -are providing: fixed .. ..

eontributions:towards coverage, <leaving the beneficiaryAo«pick.up the remaining costs.

Providing coverage through HMOs also reduces employers’ unfunded liabilities and- |

provides them with better control over costs.

-‘Despite FAS 106; the data so-far indicate that-the. percentage.of individuals.age 65.and . -

above with employment-based health insurance coverage has stayed around 33 percent
since 1988. The number of employees expecting retiree coverage has also remained
around 40 percent.” However, these data only reflect conditions through 1993. Although
FAS 106 required companies to begin reporting the expected effects of the new rulé in
1991, large corporations did not have to include unfunded retiree health liabilities on their

«balance sheets untit 1993 and smaller companies had until 1995 to comply. Without more
- recent data, it is difficult to tell what effect FAS 106 is having on retiree health coverage.

® EBRI/Gallup pall cited in EBRI Issue Brief No. 184 (April 1997).
9 GAO (1993). '

o® AuaHabilItyireﬁ:%gﬁreé;-healthﬂmsurance-cqaverage_-.foll,ows, the.same.general,patierns gs other benefits.

High wage earning individuals are more likely than low-wage workers to work for employers_ who offer
retiree health insurance coverage. Employees in larger firms are more likely to have retiree health
insurance coverage, as are empioyees in manufacturing and other industries that generally offer good
bensfits. _
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Conclusion

~As the fabor force-ages, retirement, -heaith, and retiree ‘health benefits are;becoming
increasingly costly and are growing as shares of total compensation, reduging the
amounts that otherwise would be availabie for wages and salaries. Employers will
have to manage competing pressures fordifferent forms of compensation. -+ |.

From an economic perspective, employer sponsorship provides an administratively
efficient way for employees to save and invest to meet future retirement income and
. health ‘care needs and to purchase health insurance. Employers have more -
knowledge and skills to manage retirement savings. Because they represent the
pooled purchasing power of their employees, they are able to negotiate better rates
from insurers and health care providers,

Workers could perform these tasks individually, However, administrative costs would
" be higher and-investment outcomes likely would suffer. "Somé"p0‘|iicy‘*expe'ﬁs*'tﬁ’efﬁeve_
that greater individual control over these forms of compensation would not be all-bad.
For example, empioyees might not choose to consume so much of their compensation

in the form of health benefits, However, given current low personal savings rates,
'many policy experts fear that giving workers more control over amounts currently
going into retirement plans wouid be a mistake. They believe that workers would be
unlikely to preserve as much of their compensation for retirement as under the current
-benefit.structure. -Many -of these-experts propose mandatory- savings requirements to
wdirect-greater-portions-ef-employee com pensation:intewretirement savings.

From the perspective of employers, benefits are necessary to attract and keep the
right workers. Because worker preferences differ, the value of benefits varies among
workers. While younger workers are less interested in retirement-related and|health
benefits, these benefits are of major concern to older workers. Boomer-age workers
may have welcomed defined contribution pension plans that allowed them early
- access- to funds to finance, for example, college educations for their children. As
boomers age, they may be more interested in more certain retirement incomes
Employers have to structure benefits in ‘ways that respond-to-changing-preferences
while simultaneously contralling costs.

In addition, the employee benefit system is subject to changes in public policies.
Potential reforms of Sociai Security, Medicare, Medicaid, and the tax system| could
have major impacts on employment-based retirement and health benefits. Reforms
that shift costs to employers, could improve the financial condition of Flederal
programs, but reduce the availability and coverage of privately-sponsored benefits.
~ “This s 'especially true for health benefit plans, which-employers can terminatg more
easily than retirement plans. i employment-based benefits are cut back, there will be
greater pressure for publicly-financed support.
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Chapter 10. Baby Boomer

The post-World War Il baby boomers were born between 1946 and 1964. Today,
they number 78 million—almost 30 percent of the total population. The oldest
boomers turned 50 in 1996. The boomers will begin turning 66—the normal

retirement age—in 2012, 15 short years from now. Many boomers will retire sooner,
some as soon as 2001."

- How boomers will fare in retirement depends on a number of factors-—some are within
their controi, but many are not. Boomers can exert at least some control over how

much they save, how long they keep working, and how healthy their lifestyles are.
The performance of the overall economy, the return on assets (especially housing),
the availability of public income and health care assistance, and the changing
demographic composition of the population are clearly outside their individual control.

What standard should we use to assess boomers retirement incomes? Many studies
compare projections of boomers’ standards of living in retirement with the standards of
living of their retired parents. These studies conclude retired boomers generally will
do as well as, if not better than, their parents. However, some segmenis of the
boomer population—women, African Americans and Hispanics, low-wage earmers,
singles, and people who do not own their own homes are more at risk and may
actually end up worse off than their parents.

To project boomers’ retirement incdmes, many studies compare the financial condition
of middle age boomers with their parents at the same age.? They conclude that

 because boomers are generally doing better in middle age than their parents did at

the same age, they will do at ieast as well in retirement. On average, boomers have
higher incomes, more educational attainment, and better access to private pensions.
Because education and income are strongly correlated to better health boomers are
likely to live healthier, as well as longer, lives.

! The 1983 amendments to the Social Security Act raised the “normal retirement age” for Social Security
to 67. This increase will be phased-in gradually. In 2003, the Sacial Security normal retirement age wil!
be increased to 65, plus 2 months. It will reach 66 in 2009. No increases are projected between 2008
and 2020. Then it will increase gradually, reaching 67 in 2027.

2 See CBO, Baby Boomers in Retirement: An Early Perspective {September 1993), CED, Who Will Pay
for Your Retirement? The Looming Crisis (1995), EBRI, Baby Boomers in Retirement (1994), John
Sabelhaus and Joyce Manchester, “Baby Boomers and Their Parents: How Does Their Economic Well-
Being Compare in Middle Age?", The Journal of Human Resources {Fall 1895), and summary of other
research contained in the Final Report of the Social Security Advisory Council, Technical Panel on
Trends and Issues in Retirement Saving {1995).
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Comparing middle-age baby boomers with their parents at the same agde and
extrapolating from that to estimate the financial circumstance of boomers in retirement
provides only a limited perspective. Boomer parents largely were able to achieve their
- current standards of living through a run of economic good luck,.not thraugh difigent
~saving.  They were in the labor force during years-of.strong- economic.growth.sising
wages, and expanding benefits. In retirement, they receive large windfal|l gains
through Social Security and Medicare financed through transfers from an.ex|
workforce. They are the beneficiaries of gains in real estate and fi inancial assets. .

Boomers are unlikely to experience the same good fortune. Future economic

not be as generous. Moreover, matching the standards of living of current
implies no real improvements in retirement living standards despite the real economic
growth projected to occur between now and the time of boomers’ retirements.

- A 1994 AARP study projects boomers’ income in 2030.° I, too, concludes that
boomers will do at least as welt as their parents. This study looks at existing trends in
private “pensions and models retirement -incomes : under-two--sets~of-«ecenomic
assumptions to provide a range of possible outcomes. Both sets of assumptions

produce median incomes for boomers at least comparable to median elderly incomes
today.

The research on boomers includes a big caveat: that Social Security, Medicare, and

tax policy stay the same. - The studies recognize that this is a very big. “if.”
-Projections .of current fiscal and. budget policies clearly show that they dre not
~sustainable. :No.one knows how boomers:will.respond-to changes.. Increases .ipgtaxes
and reductions in public benefits will affect boomers’ pre-retirement incomes, their

ability to accumulate wealth and, ultimately, their standards of living in retirement.

Boomers are a diverse group. Those who are well-educated and have higher incomes
are likely to posses sufficient resources and knowledge to secure comfprtable
retirements. Others will not do as well.

- e Higher divorce rates among boomers and fewer children mean weaker informal
- support networks and less access to famiiial financial -suppoert.than theirsparents
have. This affects women more than men because women’s earnings and pension
coverage lag behind men'’s.

» |ow-wage boomers have not seen the same kind of improvements in income as
other groups. They are less likely to see large improvements in their| future
incomes and to receive adequate private pension benefits. Unmarried boomers,
particularly women with children, also face more difficult prospects.

3 Study by Lewin-VHI for AARP (1994).
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 Education has a positive influence on heaith and income. Less educated boomers
are more likely to be in poorer health and suffer more chronic and potentially
disabling heaith conditions. Their educational attainment and health status
- adversely. affect their lifetime incomes. Their ability to continue workang and. thetr.
- quality-of fife in retirement may be impaired.

To compensate for eventual changes ‘in public policy, all boomers will need :to ..
increase retirement savings. While a majority of workers report that they have . begun., | .
saving for retirement (including participation in-401(k)s and IRAs), only a third of them
have tried to estimate how much they will need to maintain their standards of living.
Not surprisingly, most boomers are not saving enough.

Determinants of Baby Boomers' Retfrement Incomes

- Income during retirement comes from four so.t..lrces: accumulated wealth (particutarly
' homé eqity), public programs {Social Security, Medicare, and Medicaid), pension-and
other retirement savings, and, increasingly, continued earning from employment.

-Income and Wealth

Baby boomers have higher median incomes than their paretits did at the same
age. Older boomers, who have been in the workforce longer, have done better than
“youngerboomers:--Women ‘of all -age ‘categories -have higher incomes than their
“mothiars™-tmprovements-in-income ~during-working ~years-allow-higher-retirement - -
savmgs (See Table 10.1.)

Table 10.1 -
Median Incomes of Persons by Age
| (In 1995 constant dollars)

Men - ' Women
Year 25-34 35-44 45-54 25-34 . 35-44 45-54
1950 17216 - $18,920 $16,886 $7,878 $7,605 $7.221 |
1960 - 23,200 26,157 24,506 8,303 9,622 9,941
1995 23,609 31,420 35,586. 16,557 17,397 17,723

7 SOURCE: CRFB tabulations of data from Bureau of the Census (September 1996(a)).
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Average real earnings are projected to rise 15 percent by 2010 and 37 percent
by 2030 (the period during which boomers reach retirement age) under the| Sacial

Security intermediate assumptions.* This growth in real income could permit boomers
to increase their retirement savings.

Boomers generally have more wealth than their.parents did at the same age. As
with other age groups, including retirees, their single biggest asset is home |equity.

For boomer age groups, home equity. constitutes 45 to 50 percent of net.worth| (See
Table 10.2.) . :

Table 10.2
Household Wealth in 1962 and 1989
(In 1989 constant dollars)

Ages 25 to 34 _ Ages 356 to 44
) 1962 | 1989 1962 1989
All Households : N
Median wealth $6,100 $9,000 $29,300 $54,200
Median non-housing wealth 2,400 4,200 12,200 17,400
Unmarrie¢ Head of Household
Median wealth 400 1,800 . 6,300 16,700
Median non-housing wealth 300 1,100 1,900 - 4,000
Married Head of Househoid '

. .~Medlan wealth © L .. 7,900 17,300 38,500 70,100,
~Median non-housing wealth 3,200 7,800 15,800 23,400

SOURCE: CBO tabulations of 1962 and 189 Survey of Consumer Finances (September 1993).

Buying a house can be viewed as a form of retirement savings, particularly if people
are willing to sell their houses after they retire. Studies are mixed, but|some
researchers predict that the basic laws of supply and demand will drive real
housing prices down precipitously when boomers sell their homes. °

» Consequently, counting on home equity for a large portion of retirement wealth is
risky. Many economists believe that housing will not be as good of an investment
for boomers as it was for their parents. The boom in housing prices in the|1970s
and early 1980s was fueled by a combination of demand, inflation, tax poligy, and
speculation that is uniikely to be repeated.

411997 SSA intermediate assumptions. . These projections assume 2 percent real growth in GDP through
20086, declining to 1.4 percent by 2030, real annual wage growth of 0.8 percent to 1 percent, ang stable
interest, inflation, and unemployment rates. _
5 See the Final Report of the Social Security Advisory Council Technical Panel(1996) and MgFadden
(1694).
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Although boomers are wealthier than their parents were at the same age, these levels
of wealth are not sufficient to support boomers for. very jong. Ina recent Public - -
Agenda.survey, 38 percent of baby boomers reported retirement savings less than

$10,000.°. Boomers are unlikely to duplicate the same leve!l of capital ‘gains, - |

+* particularly in housing, experienced by their parents prior to retirement. Nor are future
income transfers through Social Security and Medicare likely to be as generous. -

. Social Security, Medicare, and Other Public Programs

"Assuming nochanges.n-currentpelicy, the SSA projects benefits in 2030 that, in real
terms, are significantly higher than benefits paid in 1996. '

" - e New retir_e_és who consistently earned low wages (45 percent of the éverage)
.. Weuld receive a beginning annual benefit of $7,473 (in 1997 dollars), a 28 percent

A above the 1997 level. This benefit would replace 56 percent of pre-
© - - retirement taxable earnings. '

* New retirees who always earned at or above the ceiling on maximum taxable

earnings would receive a beginning benefit of $22,987 (in 1997 dollars), a 44

~pereent-increase above 1997-benefit payments: This would-replace 28 percent of
pre-retirement taxable earnings. oE

« Although higher thar today’s benefits, these amounts can hardly be considered overly ..
- generous vEven:so;.they .are«an .overlysoptimistic-projection..of what -boomers can
expect. There is a significant likelihood that these benefit levels will be reduced or
- other reforms~implemented, at least for higher wage earners, before baby boomers
retire. Otherwise, Social Security will become insolvent.

Most Americans realize that Social Security and Medicare are in trouble. The EBRI -
71986-Retirement Confidence survey reveals that only a fifth of current workers are

confident that Social Security will continue to provide benefits of the same value that it

offers today, and cnly a fourth are confident about Medicare’s future” Not

surprisingly, only 26 percent expect that Social Security will be their most important - -4

source of retirement income. ;

Although Social Security and Medicare are projected to provide benefits for the

foreseeable future, the level of benefits they will offer is uncertain. Almost no

one is proposing to eliminate public retirement and health care benefits, but most

policy makers agree that Social Security and Medicare will have to be reformed. All

options would either raise taxes or cut benefits. Sub-groups of boomers will be
- affected differently. .

~ ®Farkas and Johnson (1997). _
! This survey interviewed 1,000 current workers and retirees ages 25 and over. EBRI (January 1997).

e
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* Those with longer life expectancies benefit if tax increases are used t

-« Assuming younger generations would never receive the benefits at.the
" eurrently projected, benefit cuts improve equity between generations;.eng

' " Means-testing benefits would ‘discourage savings and wealth accumulat

Pension Coverage and Income

- More retired boomers will receive pensidn benefits in 2030 than current rt
- According to the AARP study, between 77 percent and 82 percent of boom
- » receive pension benefits compared with the 50 percent of today’s elderly.® |

operating imbalances in Social Security and Medicare. Tax increases

0 close

permit

 ~ higher retirement incomes-and a-larger saocial insurance program.- But-highertaxes

will disproportionately affect younger workers and may discourage low-wage

workers from working altogether.

more private savings, and may keep workers in the labor force longer. Bu
benefits provide less certainty that retirement incomes will be adequate.

slevels
ourage
t lower

ion for

workers who are close to the eligibility cutoff limits. Higher income workers, who

would no longer qualify for benefits, would have greater reasons to save. A

though

lower income workers would not be affected directly by a means test, some argue

that means testing would erode the broad political support for these pra
eventually leading to their demise. '

grams,

stirees.
ers will

ERL ~-,m‘va=tewpénsiem icoverage-has-grown:significantly since. 1940. Most.of thegrowth -

occurred prior to 1970. Coverage now seems to have leveled off at just under half

of all civilian workers. : '

While it is unlikely that pension coverage will be extended to much more

of the

workforce, greater shares of covered workers eventually are expected to receive

years ago. °

However, for many boomers, the pension incomes eventually received
relatively small. These alone will not sustain pre-retirement standards of livir

® AARP study conducted by Lewin-VHI. The lower estimate {77 percent) uses mors pe
assumptions. The higher estimate (82 percent) uses "middle-of-road” assumptions consistent w
S8A intermediate projections,

® Under ERISA, pension plans cannot discriminate against lower paid empioyees. This provisio
expand pension coverage. ERISA aiso ended unreasonably long vesting periods that denied g
to many longtime workers.

pensions. Changes in pension rules means that participating workers are two-
thirds more likely to be vested (entitled to pension benefits) than they were

fifteen

will be
ng.

ssimistic
ith 1991

n helped
yensions
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Pension coverage among baby boomers is far from universal. (See Table 10.3.)

 Married workers are more likely to receive pension incomes than single workers... - |-

‘because even if they are not eligible for benefits, their spouses may be. -

e Lower wage, less educated, younger workers in industries characterized by high
turover are far less likely to participate in-employer-sponsored pension plans. ..

207

Table 10.3 . '
Pension Coverage for Boomers Age 24 to 42, 1988
(In percentages)

Pension Availabi!ity'

Pension Coverage

_ Ratio of Coverage to

Vested: Current or

_ Avallability Previous Job
Own Own Own own Own Own OwA o
and/or and/or’ and/or and/or
Spouse Spouse Spouse . Spouse
All boomers 46% 81% 43% 57% - 92% . 94% 26% 38%
Women 42 61 36 58 87 94 22 39
Men 51 60 50 57 97 . 95 31 37
Early * 49 85 49 86 100 100 33 48
Late ** 45 58 38 - 51 84 88 21 31
African American 46 54 38 45 . 83 83 25 33
White 47 62 43 59 83 96 28 39
igmante o B cdT e 2200 39 . .82 .83 ~16. ... 25,
Education .
0-11 years 23 34 19 . 31 86 - 90 11 18
12 years 42 59 40 56 94 96 24 38
13-15 years 50 65 46 61 o2 95 27 40
16+ years 63 75 58 70 92 - 93 37 49
*. Hours worked/year ' .
0 hours 16 40 13 36 79 89 8 22
1-500 hours 34 52 23 49 69 93 11 30
501-1,000 hours 48 . 66 20 58 61 97 16 39
1,001-1,500 hours . 55 70 42 82 76 90 n.a. n.a.
1,500+ hours 67 70 - 64 72 95 97 24 42
Family Income _ _ :
$0-14,999 26 42 22 38 83 86 12 22
$15,000-29,999 44 69 41 66 94 96 23 41
$30,000+ 80 82 59 82 98 100 39 62

* “Early” boomers are defined as born between1946 and1954.
™ “Late” boomers are defined as bom between1955 and1964.

SOURCE -Tabulations-of the May 1988 CPS ‘Pension.Supplement by. Lewin-VHI fo, AARP (1994).
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tn the AARP study, using “middle of the road” economic assumptions,” Lewin-VHI
estimated median boomer pension incomes will be similar to the pension .incomes of
the current 65+ population.. Although more of the retired population in 2030 will
-Teceive retirement benefits, one-fourth of the population will receive relatively small
benefits (below $3,000). (See Table 10.4.)

Disparities in ‘pension incomes will mirror disparities in ‘earnings.-Men -dg-better
than women, more highly educated individuals are more likely to earn higher jncome
and receive better pension than those with lower levels of educational attainment.
African Americans and those of Hispanic origin will not fare as well as theit White

counterparts.
_ Tabie 10.4
S - Comparison of Pension Incomas, 1890 and 2030 .
Persons Age 66 to 84
(In 1990 constant dollars)
- Elderly Individuals in 1990 . Baby Boomers in 2030
No $1- | $3,000 [ $10,000 | Median No $1- [ $3,000 [ $10,000 | Median
Pension | 2,999 | 0,099 | & above { Benefit | Pension | 2,909 | -9,998 | & above | Benefit
All-Persons © 50% 14% 20% 16% - $6,800 i7% 25% 28% 30% -$6,918
Women 54 15 18 12 5,700 21 29 27 .24 . 5,042
CMen - 45 - - A3 2R T ERE CTTTTTRE0 7 - 20 - wn29 s w87 w8601
Ages 68-75 47 14 21 18 6,900 16 24 28 32 7,502
Ages 76-84 57 16 16 11 3,800 20 26 28 26 8,362
African
American 68 10 14 8 5,600 21 29 25 24 5,636
White 49 15 20 16 6,600 17 24 28 30 7,140
Hispanic 72 g 11 8 6,200 16 27 30 28 6,292
Education

0-11 years 61 16 18 8 4,000 19 29 34 18 5,084
12 years 45 15 22 16 6,400 20 29 27 24 6,243
13-15 years 41 12 21 26 8,800 18 22 28 32 7,031
16+ years 34 9 18 38 11,500 14 19 27 41 9,027

SOURCE: Lewin-VHI tabulations of the May 1988 CPS Pension Supplement and PRISM forecasts.
AARP (1994},

"® These assumptions are comparabie to the 1991 Social Security intermediate actuarial assumgtions.




» CBO projects that GDP growth wili drop to 1.8 percent by 2030 without taking into

e The trend toward more defined contribution plans could mean lower pension
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Baseline Projections of Boomers Future Are Likely to be Too Opftimistic

Most projections of boomers in retirement assume positive economic trends such as
continued and steady growth in GDP, productivity, and income and earnings, and
stable, moderate inflation, interest, and unemployment rates. Typically, the effect of

growing Federal budget deficits and rapidly rising public and private debt are not
included.

» The SSA and HCFA actuarial projections of Social Security and Medicare costs
rely on more optimistic assumptions than other estimates. .

> SSA mortality assumptions are more optimistic than the ones used by Census
and other organizations.  If greater numbers of the elderly live to age 85 and

above, costs for Social Security and Medicare will be higher than current SSA
estimates. I ' :

> HCFA assumes that the rate of growth in Medicare costs will fall to the rate of
- growth of hourly earnings in 12 years for SMI and in 25 years for HI.
Otherwise, Medicare costs would rise to “implausible” shares of GDP.

account the feedback effects of growing Federal budget deficits projected under
current policies. Economic growth eventually turns negative if the feedback effects
of large deficits are incorporated into the estimates.

benefits. Seven out of ten boomers still list defined benefit plans as their primary
plans, but the growing prevalence of defined contribution plans. over defined
benefit plans means that future retirees will depend on defined contribution plans
for greater shares of their retirement incomes. Defined contribution plan benefits
may be smaller for a variety of reasons. -

.> Employers that only offer defined contribution plans tend be smaller,._ pay lower
wages, and provide less generous benefits than firms offering defined benefit
plans. ' ' '

> Participants bear the investment risk. Compared with professional investment
managers, participants who invest their accounts may be risk averse and give
up too much yield in exchange for safety. If investment decisions are unwise or
if the market falls, defined contribution plan participants have no guarantees of
income.

> In addition, participants have greater opportunities to use plan assets for non-
retirement purposes. ' '
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Conclusion

» Boomers are no better at preserving lump sum distributions for retirement than
other age groups. In 1993, boomers were about equally likely to consume some of
their lump sum distributions and to put some of it into a tax-qualified retirement

program. Only 20 percent reported that they put the full amount into an

IRA or

other tax gqualified retirement program. Individuals who are closer to retirement are
more likely to roll over greater portions of lump sum distributions into other forms of
retirement savings. Younger boomers are somewhat more likely than other age
groups to use some or all of the funds to purchase a house, start a business, or

reduce mortgage or other debt.

Survey resuits show that Americans are not big savers. Only a fourth are ‘p
when it comes to refirement. Two-thirds of baby boomers agree with the state
don’t want to worry so much about my retirement that | end up not enjoying
now.” But boomers are not unique. That percentage is about the same
percentage of younger and older survey respondents. Overall, only 41 pe
Americans report that they save regularly for any purpose.

For the baby boom generation, the relevant question may not be when they w
but if they will be able to retire. Financial prospects for boomers in retiren
uncertain. Since boomers are not saving adequately on their own, and G

Social Security and Medicare benefits are not likely to make up for the lack of

savings, boomers will either have to keep on working or lower their standards
in retirement. Fortunately, by the time baby boomers reach retirement age, e
may not be abie to absorb the loss of human capital represented by boomers
the labor force. Unlike today, older workers may be more valued. Becsd
general, they will be healthier, they will be able to continue working enough |
supplement their income. Thus the concept of retirement will come to
extended active and productive lives and retirement security will become a
legged stool"—continued employment, private savings, employment-based pe
and public income and health care assistance.

" Farkas and Johnson (1997).
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Appendix 1: Social Security

Figure A1.1
OASDI Beneficiaries and Benefits Awarded, 1995

100%
Dependants:
Disabled Workers
Dependeants:
0% Retired Workers
Survivors:
Deceased Workers
B0%
Disabled Workers
40%
Retlired Workers.
20%
0%

Beneficiaries : Benefits
SOURCE: SSA (1998).

The Social Security program (Old Age Survivors and Disability Insurance (See Figure
A1.1 OASDI) has three purposes, distinct in principle but intertwined in practice.

e It provides retirement income for participating retirees and, under certain
conditions, for their spouses and children. This monthly payment increases with
the cost of living, providing retirees with protection from inflation. In 1994, retired
workers and their dependents received 51 percent of total benefit payments.

« |t provides social insurance for participating workers against disability and, for the
participant’s spouse and children, against the disability or death of the primary
beneficiary (survivor's insurance). 28 percent of 1994 benefit payments went to
disabled workers and their dependents; 21 percent went to the survivors of
deceased workers.

e |t is designed to redistribute income by replacing a higher percentage of the
pre-retirement earnings of low-wage workers than of higher wage earners.
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How Social Security Works

Social Security is funded through a mandatory contribution divided equally bg
employees and employers.! (Self-employed persons pay the full share
-~ dedicated payroll tax on the earnings of ‘participating workers has increaseg
times during the history of the program. (See Table A1.1 OASDI /HI Payroll Tax

o The first payroll taxes were collected in 1937, and totaled 2 percent of {
earnings up to a maximum of $3,000.

» In 1997, payroll taxes are 15.3 percent. OASDI taxes are 12.4 percent of 1
earnings up to a maximum of $65,400 in earnings. An additional 2.9 per
imposed on taxable earnings (no ceiling) for Medicare.

- Social Security benefits have expanded steadily since the beginning of the.prog
 Prior to 1940, Social Security provided a lump-sum retirement benefit. Th
amendments added monthly benefit payments and spousal and-survivors! b

beginning in 1940.

» In 1956, Social Security began manthly payments to disabled workers ‘ages
64 and adult disabled children of deceased or retired workers.

' Most economists believe that the full payroll tax is borne by the empioyee because it come
compensation or is passed through to consumers in the form of higher prices.

stween
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Table A.1.1
OASDI/H! Payroll Taxes
Annual Maximum Contribution Rate (in percentage)
Taxable Earnings Employees & Employers _ Self - employed
- Year OCASDI  Hi OASDI Hi Total OASDI HI Total
1937 to 1849 $3.,000 1.00 1.00 T
1950 3,000 1.50 1.50
1951 to 1953 3,600 1.560 1.60 2.28 -
1954 3,600 2.00 2.00 3.00
1955 to 1956 4,200 2.00 2.00 3.0(
1957 to 1958 4,200 2.00 2.25 3.34
1959 4,800 250 2.50 3.74
1960 to 1961 4,800 - 3.00 _ 3.00 4.50
1962 4,800 . 313 313 4.7(
1963 to 1965 4,800 3.63 - 3.63 5.4¢
19686 6,600 - $8,600 3.85 0.35 4.20 5.80 0.35 6.18
1967 6,600 6600 - 390 0.50 4.40 5.90 - 0.50 6.40
1968 7,800 7,800 3.80 060 440 5.80 0.60 6.40
- 1969 7,800 7,800 4.20 0.60 4.80 6.30 0.60 6.e0
1970 7,800 7,800 4.20 0.60 4.80 -6.30 0.60 6.90
1971 7,800 - 7,800 4.60 0.80 5.20 6.80 - 0.60 7.50
1972 9,000 9,000 460 0.60 5.20 680 . 0.0 7.50
1973 10,800 10,800 4.85 1.00 585 ' 7.00 1.00 8.00
1974 13,200 13,200 495 - 090 5,85 7.00 .00 7.90
21975 - 41006 ¢ . - 44400 <. 405 - . 20:90 . 585 . 700 . 0.90 80
U976 - © 45300 7 5,300 #.95 7" 0.90 585 700 +0.90 . 7.90
1977 18,500 16,500 4.95 0.90 5.85 - 7.00 0.90 7.90
1678 17,700 17,700 5.05 - 1.00 605 710 1.00 8.10
1979 22,900 22,900 5.08 1.05 6.13 7.05 1.05 8.10
1980 25,900 25,900 5.08 1.05 - 6.13 7.06 - 1.05 8.1Q
1981 29,700 29,700 -+ 535  1.30 6.65 8.00 1.30 9.30
1882 32,400 32,400 540  1.30 6.70 8.08 1.30 9.35
1983 35,700 35,700 540 1.30 6.70 8.056 1.30 9.35
1984 37,800 . 37,800 - 570 130 7.00 11.40 2.60 14.00
1985 39,600 - 39,600 570 1.35 705 1140 2.70 14.10
1986 - 42,000 42,000 570 1.45 7158 11.40 2.90 14.30
1987 43,800 43,800 ° 570 1.45 7.15 11.40 2.90 14.30
1988 45,000 45,000 6.06 1.45 7.51 12.12 2.90 15.02
1989 48,000 48,000 6.06 1.45 7.51 12.12 2.90 15.02
1980 51,300 51,300 6.20 1.45 7.65 12.40 2.890 15.30
1991 53,400 125,000 6.20 1.45 7.65 12.40 2.80 15.30
1992 55,500 130,200 6.20 1.45 7.65 12.40 2.90 15.30
1993 57,600 135,000 6.20 1.45 7.65 12.40 2.90 15.30
1994 60,600 * 6.20 1.45 7.65 12.40 2.90 15.30
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- -covered positions.

Table A1.2
OASDI/HI Payroll Taxes (continued)
Annuai Maxirnum Contribution Rate (in percent)
. Taxable Earnings Employeses & Empioyers Self employed

Year OASDI HI QASDI H! Total OASDI HI Total
1985 61,200 * 6.20 1.45 765 12.40 490 1530
1996 62,700 * 8.20 1.45 7.65 12.40 4.90 15.30
1997 65,400 * 6.20 1.45 7.65 12.40 2.9 15.30
Future Scheduie:
1898 and later * 8.20 1.45 7.65 12.50 290 1530

SOURCE: SSA (1996) and Board of Trustee of the OASDI Trust Funds (1997),

*ceiling on earnings subject to HI taxes was repealed by OBRA in 1893,

- = In 1860, disability benefits were extended to all workers and their dependen

S,

* Early retirement benefits at age 62 were first provided for women .in 1856 mnd for

men in 1961.

Initially, all workers in “industry and commerce”, about 80 percent of the work force,
were covered. Today, 95 percent of all jobs are covered. 2 To be eligible for benefits,
-~ workers must .meet minimum eamings and length of emplayment requirements in

Social Security benefit levels are based on a worker's covered earnings, not

contributions. This has allowed individuals to collect more in benefits tha
contributed in taxes, even with imputed interest figured in. The benefit formu

n they
la also

provides important protections from erosion of the value of benefits due to inflation

and real wage growth.

» First, covered earnings are indexed to derive the average indexed monthly

earnings (AIME). This adjusts the worker's prior earnings for subseq‘ue
wage growth and inflation. Each new cohort of workers begins with a high
benefit than succeeding cohorts.

? Exclusions include State and local government positions covered by separate retirement s

nt real
er real

ystems,

Federal employees hired before 1984 covered under a separate Federai retirement system, and workers

or self-employed individuals with very low incomes.
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* Second, the primary insurance amount (PIA), or basic monthly benefit level, is = | .
calculated. Through two “bend points,” the formula provides a higher replacement :
rate at lower-wage levels. The replacement rate is 90 percent up to the firstbend.., ...
point ($437 in 1996); 32 percent up to the next bend point ($2,635 in 1996); and 15 -
percent on all remaining amounts of covered wages. The bend points themselves
are also indexed. Otherwise, larger and larger portions of workers” AIME would fail-s - ke:.
under the lower replacement rates. Average replacement rates produced by the ..
bend points increased between 1940 and 1981, but have declined since then.

 Third, the PIA is adjusted annually for inflation through a cost-of-living adjustment
(COLA). COLAs were added in 1974. Previously, benefits were increased on an
&ad hoc basis through periodic legislation. 2 '

As a result of these adjustments, monthly average retirement benefits increased by
168 percent in real (inflation-adjusted) terms between 1950 and 1994, from $269 per

" month(1995+dollars) to $720-per month. *.. As long as real wages continue to grow,- - | .-
each new cohort of beneficiaries can expect higher real benefits. The SSA estimates -
that benefits for average wage earners who retire*in 2030 will be 32 percent higher in -.»
real terms than benefits received by new retirees in 1996.

Covered Workers and Beneficiaries

Uns4096 7142 mi Horsworkers.averesicovered: by, «Social.Secukity....Almost 44 million
individuals collected retirement, disability, or survivors benefits. Although the humber
of covered workers has increased four fold since 1937, the number of beneficiaries is
almost 200 times larger. The number of covered workers to beneficiaries has
decreased sharply from 41.9 per beneficiary when the program began to 3.2 today.
This trend is expected to continue, falling to 2.0 covered workers per beneficiary in
2030, under Social Security’s intermediate actuarial assumptions. - ' '

¥ The COLA is based on inflation as measured by the consumer price index {CPl}). Many economists
believe that the CPI overstates inflation in the economy. If so, the Social Security COLA adjustments
have overcompensated beneficiaries for inflation and have raised real benefit levels. :

* 8§ Statistical Supplement (1996).
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Table A.1.3
OASDI Beneficiaries and Average Benefits, December 1995
Total White Black Other
Number (in Thousands) |
Total 43,380 37,647 4,432 1,077
s Men ' 16,580 14,417 1,485 408
*  Women 23,080 20,418 2,086 462
+ Retired workers 26,671 23,983 2,106 497
e Dependents of retired workers - 3,467 - 3,127 ' 238 89
* Disabled workers 4187 3,196 750 192
» Dependents of disabled workers 1678 1,180 361 102
s Survivors of deceased workers 7,379 8,151 978 196
Average Annual Benefits (in Dollars)

Retired workers $8,636 $8,782 $7,288 $7,.456
» Men 8,720 9,896 8,030 8,117
* \Women . 7,456 7,585 6,574 6,564
Disabled workers 8,189 8,411 _ 7,475 7,379
+ Men 8,144 9,442 8,123 8,113
e  Women 6,666 8,716 6,556 6,248
Survivors
+ Non-disabled widows/widowers 8,162 8,347 6,476 6,641
» Children 5614 5,996 4,722 4,627

Source: SSA (1996),
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Benefit payments mirror differences in wages among men and women and between
races. Based on calendar year 1985,

s The plurality (47 percent) of Social Security beneficiaries are White women;

+* African American beneficiaries are 8 percent of retired beneficiaries and 18 percent
~of workers receiving disability benefits; '

» White retired workers receive average benefits that are 21 percent higher than
those received by retired African American beneficiaries, and 17 percent higher
‘than those received by retired workers of other races. The difference is greater .
among men than among women, | |

* On average, men's monthly retirement benefits are 31 percent higher than
women’s. Men's monthly disability benefits are 38 percent higher than the benefits
of disabled women. Non-disabled widows’ benefits are 36 percent higher than
non-disabled widowers. '

Table A1.4 summarizes changes to OASDI since 1935,
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Appendix 2: Medicarg

- The Medicaré program provides two types of coverage.

* Medicare Part A, the Hospital Insurance (RI) program, covers.inpatient hospital -

- services, care following hospitalization in skilled nursing facilities, home health and .
hospice care. '

» Medicare Part B, Supplemental Medical Insurance (SMI), generally covers 80
percent of physicians and other medical services, including laboratory and other

‘ “diagnostic tests, x-rays and radiation therapy, ambulance services, and medical -
devices. E

Medicare Financing

Medicare is financed through four sources, which are described nexi.

-« ~Payroll-taxes. The “HIprogram -is>supported-by “payroll ‘taxes collected from
employers and employees. These revenues finance benefits for current retirees. -

“Any surplus revenues are deposited in the H! Trust Fund. In 1966, combined

employer and employee payroll taxes were 0.7 percent on wages up to $6,600.

Now, the combined tax rate stands at 2.9 percent and there is no ceiling on wages.

- » . Participant.contributions

> Premiums. Participants in the SMI program voluntarily contribute premiums for.
coverage. In 1996, the SMI premium was $510($42.50 per month).. “Initiafly, -
these premiums covered half-of program costs. Because costs have increased.
faster than the allowable maximum increase in SMI premiums (the percentage
by cost-of-living-adjustments for Social Security cash benefits), premium
income has declined as a share of total costs. Current statutory provisions
require premiums to .cover approximately 25 percent of costs through 1998.
The latest SMI Trustees Report estimates that when this provision expires,
premiums wili decline further, falling to only 8 percent of costs by 2030.
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= > Cost-share liability. Medicare beneficiaries also face out-of-pocket costs.caysed by
- deductibles, co-insurance payments, and uncovered services (notably prescription

- drugs). In 1984, the average cost-share liability for Medicare services was $710.
For more than 75 percent of those actually served by Medicare, the cost-share
liability was under $1,000. Almost 2 percent of those needing medical carg faced
cost-shares of $5,000 or more, .and- their..cost- sharing-liability--represented 20
percent of the total cost-sharing liability of all beneficiaries. Because use of health

* care services increases with age, average out-of-pocket-expenses-are 42-percent

~ higher for the oldest old than for those aged 65-74."

¢ (General revenues

> Hospital Insurance. For the last several years, general revenues have been
- required to make .up for the cash shortfall in H! financing.  Largely through
interest accrued on interest earned on early trust fund balances, the Hl Trust
Fund built up a peak balance of $133 billion in 1994, Since 1982;-however, H!
has experienced a cash revenue shortfall as payroll taxes have.been
insufficient to cover all expenditures. - In' 1995, H| expenditures.exceeded all Hi
income, and the trust fund balances began to decline. The Hi Trust Fund is now
~projected-to be depleted in-early 2001... - ‘

"> SMi. General revenues make up-the 'diffe'rence-betwéen-‘-'-SME' participant
premiums and total costs. -There is no- statutory limit on the leve! of general
revenues that can be used to support SMi. '

» Taxation of Social Security benefits. The 1993 Omnibus Budget Recongiliation
Act imposes taxes on a greater portion of Social Security benefits for| higher
income elderly families. This tax revenue ($4 billion in 1895) is credited tg the Hi
Trust Fund. '

' 1993 HCFA data cited by Moon {1996).
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Medicare Beneficiaries

" Medicare coverage is nearly universal among the elderly. Beginning in 1973, 1

Medicare coverage was extended fo those who receive Social Security disability
benefits for two years or more.? In addition, coverage was extended to those with end
“stage renal disease (ESRD): The number-of disabled-enrollees-has-grown overtwice-
as fast as the number of aged enrollees. In 1994, disabled enrollees were over 11

~percent:of total enrollees.. Enrollees with ESRD were fewer than 1 percent of the total.
(See Table A 2.1).

Table A2.1
Medicare Enrollees
(In thousands)

Total ~ Hospital Insurance - . SMI

Year  Total  Aged Disabled  Total  Aged Disabled  Total  Aged Disabled
1966 19,109 19,109 ~ 10,082 19,082 T 77 177 -

1976 25,663 © 23,271 2,392 25313 22,920 2,392 - 24614 22224 2,168

1986 31,750 28,791 2,959 31,216 28,257 2,505 30,500 27,863 . .2,727

1094 36950 32,799 4,181 36,542 32,394 4148 35178 31,444 3,735
S0 e hyerage-Annual Growth Rate (percent) |

1966- | |
- 1004 24 19 - 23 . 19 - 25 2.1 -
1973- o -
1994 22 20 43 22 20 42 22 20 42

.SOURCE: HOFA (1986).. .

In 1983, Medicare coverage was extended to Federal workers. This expansion of
- coverage was really designed to boost revenues. Many Federal workers qualified for.
coverage anyway as spouses of eligible workers or because they had paid some
taxes during stints of employment in non-Federal positions. Similarly, in 1986, all new
State and local workers were brought into the program.

* 2 To draw Sccial Security disability benefits, the disability needs to be permanent and total and the
worker generally needs to have paid payroll taxes for 20 out of the 40 quarters preceding the disability
claim.
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Not only is Medicare serving a greater share of the overall population, but the people it
serves are getting older. In 1994, 39.2 percent of Medicare enrollees were 75 years
or older, compared with 36.2 percent in 1980. Persons using Medicare “cpvered
services who are 85 or older cost, on average, 60 percent more than those aged 65-
-+ 74.--Thase with ESRD were the most costly Medicare beneficiaries. (See Tiable A

2.2).
Table A2.2
Medicare Beneficiaries by Demographic Characteristic, 1994 -
Share of Share of Total Avg. Amount (3) per
Persons Program Payments
Enrollees Served Enroilee  Person Served

Total 100% 100% 100% $4,301 $4,871
Sex

Male ' _ 43% 40% 44% 4,453 - 5277

Female ' 57% 60% 56% 4,228 4,597
Age _

Under 65 11% 11% 13% 553 - 5,706

65-74 50% 46% 38% 3,300 3,965

75-84 29% 31% 35% - 5152 - 5,398

856 and ol.der' 10% 11% 15% 6,267 6,346
Race

White 87% 88% 84% 4,182 4,680

Black . 8% 8% 12% 5,608 6,862
MSA Type

Urkan '76% 74% 78% 4475 - 5167

Rural 24% 25% 22% 3,887 4129
Medical Status

Aged 89% 89% 85% 4,121 4,639

Disabled 1% 10% 10% 3,616 4,617

ESRD 1% 1% 6% 36,284 33,745

SOURCE; HCFA (1986).
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Medicare spending varies by the beneficiary’s sex, race and income. 11 percent of
beneficiaries are disabled and under the age of 65. Average spending for aged
‘beneficiaries increases with age. Lower income beneficiaries, who are-more likely to. -
be older and in poorer health, cost more than more affluent beneficiaries. (See

Table A 2.3).

Table A2.3
Medicare Enrollees and Per Capita Payments, 1993

Total ~ White African American

Enrollees: %  Percapita Enrollees: % ~ Percapita  Enrollees: %  Per capita
of Subject  Expenditure of Subject Expenditure  of Subject Expenditure

Population $) Population ($) Population (3)
Total 100% $3,497 100% $3,406 100% 4,044
Sex : 100% - 100% - 100% -
e Male 43 3,665 43 3,637 .43 3,726
«+ Female 57 3.372 57 . 3,234 57 4,280
. Age - 100% - . 100% - 100% -
s 0-44 4 3,566 3 2,787 8
» 45-84 7 3,765 6 3,507 13 4,087
. 65-89 26 2,302 26 - 2,161 24 3,362
. 7074 23 - 3,157 24 3,065 23 3,764 -
. 75-79 17 . 4,035 18 4057 14 3,402
e 80-84 12 4,491 14 4,568 10 4,154
« 85+ ‘ 11 4,937 N 4873 8 . B,470
‘Income 100% - 100% - 100% -
o lass than 5,000 6 4,060 5 4,002 12 4,190
"« 5,001-10,000 29 4,163 26 . 4,018 51 4,595
« 10,001-15,000 19 3,690 19 3650 17 3,787
* 15,001-20,000 14 3,282 15 3,260 8 3,450
« 20,001-25,000 10 2,873 1 2,887 6 3,204
* 25,001-30,000 6 2,733 & 2,699 2 -
« 30,001-35,000 4 2,870 4 2,966 2 *
» 35,001-40,000 -3 3,482 4 3,477 0 *
e 40,001-45,000 2 2,253 2 2,223 0 o
« 45,001-50,000 2 2,797 2 2,887 0 *
« 50,000 + 5 2,226 5 2,273 2 *

* Not available. Insufficient sample size.

SOURCE: CRFB hased on HCFA unpublished tables (1997).
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Medicare Cost-Containment Efforts

Provider Payment Restrictions

- of charges of other similar facilities. Then, in response to Carter Admiinis
 proposals to impose price controls, hospitals voluntarily imposed restraints

© payments were growing above 20-percent annually. 'n 1984 and 1985, ph

- physician costs during.the freeze failed. In 1988, Congress created the Ph
--Payment -‘Review Commission -(PPRC) to find-a solution. In 1987, the
- preposed-a-system-({resource-based- relative value scale—RBRVS)- desig

Efforts to restrain hospital costs. ‘Hospital cost containment efforts-in th
1970s took the form of price restraints. First, payments were limited to 120 {

by the early eighties, annual high growth rates returned. [n 1983, pros
reimbursement rates replaced after-the-fact reimbursements. The Pros
Payment System (PPS) was fully implemented in 1987. Payments
established based on diagnoses (diagnosis-related groups—DRGs). Sin
implementation of PPS, efforts to contain hospital costs have focused on ag

e mid-
yercent
stration
~ But,
hective
pective

were
ce the
justing

the DRG payment schedules and limiting the annual formula-driven increases in

payment schedules.

Physician payments. To overcome initial physician resistance to Medica
AMA had opposed the.1965 Act),- physician. reimbursements. were e
generous and physician care was not restricted.. By the eighties, ph

re-(the
latively
ysician
ysician

payments were frozen. Attempts made to reach agreement on how to festrain

favor primary care over surgery and other “overvalued” services based

ysician
PRPRC
ned to
on the

time and complexity involved. The RBRVS and other reforms to restrain the
growth in the volume of services and to limit extra billing of patients above the

Medicare fee levels were phased in through 1995.

Capitation.  Beginning in 1985, Medicare began contracting with
maintenance organizations (HMOs) to provide services to enrollees on a

percent of total enrollees. Since 1991, HMO enroliment has accelerated.

health
re-paid

- basis. Between 1986 and 1991, HMO enroliment grew slowly from 5 percent to 6

As of

June 1996, Medicare managed care enrollees were 11.2 percent of total enrollees.

Managed care contracts provide incentives for providers to become more efficient

in their delivery of care, Medicare pays HMOs 95 percent of the average
enroliees using a fee-for-service approach. Some studies indicate tha

cost of
t HMO

enrollees are healthier and, according to one study, use 89 percent of average

Medicare services.® If so, instead of achieving savings relative to fee-for
care, Medicare may be overcompensating HMOs. A more recent study ir

® Brown &t, al. 1993 study cited by Moon, 1996.

service
dicates
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more promising cost containment potential for managed care. It shows little
difference between Medicare HMO and fee-for-service enrollees except among the
“disabled, oldest (85 years and above) and dually eligible (Medicare and Medicaid)-
populations.*

" Table A2.4 summarized changes to the Medicare program since 1965.

4 Welch, 1996.
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Appendix 3: Medicai

* Medicaid is a means-tested program that provides three types-of health. care services,

to beneficiaries:

. insuranc;e for_-basic' medical services;

¢ long-term medical and social sefviées for the elderly and disabled;
e programs to assist individuals who are disabled or mentally ill.

Created in 1965, Medicaid replat:ed Federal matching grants to State payments to

health care providers on behalf of public assistance recipients and for ."medically.,

needy” low-income elderly. As part of the original policy goal of providing the poor
with access to the same standard of care as everyone else, States initially were
required to make progress toward “comprehensive” programs by expanding eligibility

and benefits. Because of rapidly growing costs, this requirement was repealed in.
1972. ' ' ' _

Medicaid Financing

Medicaid program and administrative costs are shared by the Federal government and -

the States. The Federal share (Federal medical assistance percentage—FMAP)
ranges from 50 percent to 83 percent of State payments for medical services and
~ varies inversely with State per capita income. The Federal government splits
administrative costs -50-50 with the States. From 1975 to 1988, the Federal
government's share of Medicaid costs was about 55.5 percent of the total. In the last

~‘ten years, the Federal government's share has risen about 2 percentage points to
57.3 percent of the total.

Federal Medicaid payments come exclusively from general revenues. Because States
set cash assistance and Medicaid eligibility, Federal spending is driven by State
policies. As a result, short of changing the underlying statute, the Federal government
lacks the ability to controf Medicaid costs directly.




240~--Committee for a-Responsible- Federal Budget

Medicaid Eligibility

Initially, Medicaid was designed to meet the heaith care needs of recipients ¢f cash
assistance programs (AFDC and SSI). In 1975, more than three-quarters of Medicaid
beneficiaries were cash assistance recipients. This percentage began.to:fall-ip-1986

and now stands at 60 percent. This change represents two shifts in policy.

'« 'Medicaid coverage has beén extended to individuals with very costly needs, but

whose income and resource levels are too high to qualify for cash assist

These beneficiaries, who must spend down their resources to specified
qualify for Medicaid and are known as ‘medically needy.”

tance.
levels

> Between 1971 and 1972, individuals receiving treatment in intermediate care
facilities for the mentally retarded (ICF/MR) and psychiatric haspitals
(beneficiaries belowr age 22) became eligible. Individuals can qualify under the

State’s medically needy criteria, *

> Coverage has been extended to’low-income “elderly who do -not-qualify for SS!

but who require nursing home care as. long. as their incomes do not e

xXceed

three times the SSI limits (300 percent rule). Changes made in 1987 were
“designed to protect spouses- of ‘institutionalized “(nursing- home) -beneficiaries

from impoverishment.

> Medicaid pays Medicare premiums and cost-shares for elderly and disabled
individuals whose incomes are below the poverty level and whose resources

are below 200 percent of the SS| limits (Qualified Medicare Beneficiaries)

* In 1984 to 1990, the eligibility of poor children and women for Medicaid assistance

was severed from the receipt of cash benefits. Because State AFDGC income
generally are not adjusted for inflation, and Federal poverty standards

 limits
are, a

- growing number of Medicaid beneficiaries are falling into the poverly related

category.

' If a disabled child lives at home, the income and resources of the parents are "deemed” to be ayailable

for the care of the child. If the child is institutionalized, after 30 days, only the income that
contribute to the child's support is considered to be available. Waivers can be provided for
chiidren to permit them to live at home.

parents
certain
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> The largest expansion in coverage was prompted by concerns in the 1980’s
-about- infant-mortality rates.. The -expansion mandated progressively broader
coverage for low-income pregnant women and young children.

> "In*1988, coverage was extended on a transitional basis to-families moving offof.

welfare and to two-parent families whose primary wage earner is unemployed.

As a result of the mandatory expansions in coverage, the number. of low income
~children and pregnant women eligible for Medicaid grew rapidly. Low income children
now make up 49 percent of all beneficiaries, 5 percentage points more than in 1988.
~More recently, (1993 - 1994), the growth in the number of disabled beneficiaries has
exceeded that of any other eligible group. This appears to reflect increased coverage

of AIDS patients, substance abusers, and court-ordered coverage of disabled
children.

Qver 50 population groups are potentially eligible for Medicaid. States are reguired to

~cover.mest.individuals.receiving. Federal cash .assistance.. States have-the .option.to .- .

~~cover other low income and medically needy individuals.

¢ Mandatory coverage groups include:

> Cash assistance beneficiaries: Families with children receiving Aid to Families
with Dependent Children (AFDC) payments;-and. aged, blind -and disabled - -

- -~ - individuals receiving Supplement Security Income (SSI) payments; . .

> Other low-income individuals, including those who are eligible for Medicare for
whom Medicaid pays HI and SMI premiums, co-payments, and deductibles;
pregnant or postpartum women and children under age 6 with family incomes
above the State AFDC limits but below 133 percent of the Federal poverty
level; and by 2002, all children under 19 in fam:lles with incomes at or below
the poverty level. \ : :

« Optional coverage categories include: other aged, blind, or disabled individuais
and children up 1o age 21 whose family incomes and resources, depending on.

category, do not exceed AFDC or Federal poverty levels; infants and pregnant
women whose family incomes are between 133 and 185 percent of poverty,

- institutionalized individuals whose income and resources do not exceed specifi ied
limits; and “medically needy” individuals otherwise eligible but whose incomes and
resources fall between Federal limits and higher State limits.
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Medicaid spending is concentrated on two high cost groups — the elderly and the

disabled.

» In 1994, the elderly represented 12 percent of beneficiaries, but 31 percent

costs. The disabled individuals were 16 percent of beneficiaries; but-39 pern
costs.

e By contrast, low-income children made up just below half of Medicaid benef
but accounted for only 16 percent of total payments.

Medicaid Services

States are required to meet Federal guidelines governing covered service
general, coverage for mandatory eligibility groups must be equal to coverage
optional eligibility groups, and equal coverage must be offered statewide.

-=States are-required to:-cover basic services, including inpatient and outpatient H
care; physician, nurse practitioner and nurse midwife services; diagnostic and p
screening tests for children under 21; laboratory and x-ray services; and home
or nursing facility services for individuals 21 and above.

In the last 20 years, the number..of.Medicaid beneficiaries increased by 59 ¢
while:total payments. increased :more.than.-a thousand percent in nominal.
--Most of this.increase was.caused by both general and medical price inflation.
terms, total Medicaid spending increased 178 percent. (See Table A3.1).
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Table A3.1
Medicaid Payments: Total and Average Payment per Person, 1975-1994

Average Payment per Person

Total Low Low
Calendar Beneficiaries Payments All Income Income
Year {000) ($ mil.} = Beneficiaries Children Adults  Aged Disabled. e
1975 22,007 $51,659 $2,269 $930 $1,857 $4,917 $5,207 .
1876 22,815 54,724 - 2,310 ¢Me 1,790 5,079 5,490
1977 22832 58,708 2,425 921 1,859 5158 5,945
1978 21,865 59,561 2,549 . 812 1,793 5817 6,436
1979 21,520 62,407 2,721 907 1,802 5992 7,154
1980 21,605 65,498 2,802 870 1,722 6596 6,801
1981 . 21,980 69,348 2,880 851 - 1,686 6857 . 7143
1982 . 21,603 66,545 2,848 760 1,598 6938 7,534
T .1983 "+ 21,554 67,302 2,902 776 1548 68468 7,514 -
1984 21,607 - 67,313 2,831 741 - 1,423 7,138 7418
1985 21,814 70,379 2,934 771 1,468 7,860 7,610
1988 22,515 73,134 2,992 841 1,42¢ 7,900. 7,7’.01'.;‘
1987 23,109 - 77,383 3,070 854 1,574 7,837 7,836
1988 22,907 - 79661 . 3,132 . -859 -+ 1,575 77,992 7,855
1989 23,511 83,428 © 3,153 7 U909 7 1,641 8,061 793 |-
1990 25,255 - 91,976 3,239 1,023 - 1,802 8472 8279 | .
1991 27,967 109,130 3,268 1,071 1,846 9,045 8,318
1992 31,150 132,468 3,292 1,088 1,975 8,697 8,494
1993 33,432 - 138,505 3,220 1,072 1,919 §,647 8,158
1994 35053 143,265 3122 1,017 1,810 8,421 7,832
' Average annual rate of growth , -
1975-85 0.1% 32% 2.6% -1.8% 22%  49%  4.0%
19856-54 5.0% 8.0% 1.0% 3.3% 26% 1.7% 0.6%
197594 - 26% 5.7% 1.7% 0.6% 0.0% 3.0% 23%

_ Total Change ' : .
1975-64 58.3% 177.9% 37.6% 9.4% -25% 71.3% 50.4%

Source: HCFA (19498).
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On a per capita basis, real Medicaid spending has increased by 38 percent. This is a

little more than half the real growth achieved in the overall economy.

o Growth in real per capita spending for the elderly has been faster than

for any

other Medicaid eligibility group and has outpaced inflation by an average of 3
percent a year. From 1975 to 1985, spending per elderly person grew almost 5
percent a year in excess of general and medical inflation. Growth has maderated

to 1.7 percent since 1985.

+ Real per capita spending for low income children and adults has just kept pace
with inflation. It actually decreased from 1975 to 1985, but since 1985, it has

grown about 3 percent a year.

Since 1975, aggregate payments for inpatient hospital care and physician services

have decreased as a share of total payments, while payments for home
outpatient, and other services (including payments to HMOs) have increased.

health,

Figure A3.1
Medicaid Payments by Type of Service

1675 =

1880

1985

|

1990

1994 . _ II‘

0% 20% 40% 60% 80%
Percent of Total Program Payments

100%

M inpatient Hospital EFICF/MR CINursing Facility tDPhysician [MOutpatient E3Home Health CIPrescription Drugs

E Other

SOURCE: HCFA (1998).
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Long-Term Care

In 1994, Medicaid spending for long term care services delivered through nursing

- facilities, home health agencies, and intermediate care facilities for the ‘mentally .-
- retarded (ICF/MR) accounted for almost 40 percent of Medicaid spending.. These
providers deliver a broad range of medical, social, personal care, and supportive
services to individuals with chronic conditions. On a.per capita basis, these services
are far more costly than acute care services. (See Table A3.2),

_ Table A3.2 :
Medicaid Payments by Eligibility Group and Type of Service
{In doliars) :
Inpatient Nursing Outpatient Home Prescription
Total  Hospital ICF/MR Facility Physician Hospital Health -Drugs
Total
1894 per capita - _ '
payment - 3,122 *4,510 53,055 18,707 239 387 5,504 387
Avg. annual rate of : o o _
change (1975-04) 1.7% - 0.6% 4.6% 1.2% ~0.5% 34% 105% - -23%
Low income Children - ' '
1994 per capita : : : .
payment 1,017 3,626 50,391 22,225 199 2556 1,021 98
- Avg. annual rate of _
“thange{1975-94)  0.5% - 00% - - on@ - -n@ e A% - 24% 3.0% 0.1%. |
Low Income Aduits '
1994 per capita ' _
payment 1,810 3,487 25549 = 7,688 -424 408 640 - 181
Avg. annual rate of '
change (1975-94) -0.1% -1.2% n.a. n.a. 0.6% 3.0 1.4% -0.7%
Aged : :
1994 per capita . o : o
payment 8,424 2,203 54,657 16,381 205 323 6,814 889
-Avg. annual rate of :
change (1975-94) 2.9% - 3.7% 35%  11% -0.8% 4.4% 10.8% 3.6%
Disabled
19894 per capita : : .
payment 7,832 8,025 53,308 19,335 470 717 7,289 946
Avg. annuai rate of
change (1975-94) 2.2% 0.5% 5.0% 1.7% ~1.3% 3.5% 10.3% 3.8%

'SOURCE: HCFA (1996).
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* Medicaid is the largest third party payer for nursing home care, covering 45
percent of all nursing home costs in 1990.2

* The elderly are the primary users of long-term care services. Over 85 percant of all

nursing home.occupants and over 60 percent of the community-based lopg-term
care population are elderly.

» Three-fourths of Medicaid spending on behalf of the elderly is for long term care
(67 percent for nursing home and institutional care: and 8 percent is for
- community-based home health and personal care services). °

» Most elderly beneficiaries qualify for Medicaid as “medically needy” or through the
300 percent rule. In 1994, fewer than half (41 percent) of elderly Medicaid
beneficiaries were cash assistance (SSI) recipients. The recent ttend is
downward: 49 percent of elderly beneficiaries received SSI in 1990. Average
Medicald expenditures per cash assistance eiderly beneficiary are 40 percent of
average expenditures for non-cash elderly beneficiaries.

» In 1994, the medically needy and non-cash assistance beneficiaries accounted for
85 percent of all Medicaid nursing home and institutional care expendituresfand 78

L

percent of spending for the elderly.

» State studies have estimated 27 to 45-percent fof- eiderlyﬂ' -nuféin-g-—hon*ie residents
-~ spend down their.resources to.eventually qualify. for Medicaid: assistance. *

~ 2CRS (1993).

° Bensficiary and expenditure data from Liska et. &/, {1596).
4 CRS (1993).
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About the Committee for a Responsible Federal Budget
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+educating the -public regarding the budget process and issues that -have significant
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One third are elected at large without respect to political party affiliation.
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- The Committee is bipartisan. One-third of the Board Members are elected by
Democrats as Demaocrats, One third are elected by Republicans as Repuplicans,
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and on the need for discipline and order in making spending and revenue decisions.
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