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SOCIAL SECURITY BEWEFIT INDEXINC ACT

The President announced tocday that he is proposing the Socilal
Security Benefit Indexing Act to correct a flaw which has
existed in the Social Security system since 19572, Vhile
eliminating half of the estimated long-range financial defl-
cit facing the system., his proposal would continue to increase
benefits 1in accord with inflation.

If his proposal is not enacted, the flaw, an unintended over-
adjustment for inflation., will undermine thz sound principles
unon which Social Security has been built. This will produce
intolerable costs over the next seventy-five years and threaten

the abllity of the system to pay retirees the benefits they
have earned.

In a Message to the Congress on February ¢, 1976, the President
described this »ronosal:

. to avold serious future financing problems I
will submit later thils year a change in the Social
Security laws to correct a serious flaw in the cur-
rent system. The current formuls which determines
benefits for workers who retire in the future does
not nroverly reflect wage and nrice fluctuations.
This 1is an [inadvertence] which could lead to
unnecessarily inflated benefits.

I. 'The "Plaw” in the Current System

Prior to 1972, all increases in Social Security benefits recuired
Congressional action. The 1972 Social Securitv Amendments

built into the law automatic cost-of--1living escalators. TFor
those already receiving benefits, these provisions guarantee

that their benefits will keep pace with growtih in the Consumer
Price Index.

The provisions were also intended to protect current workers
against inflation through annual moc¢ifications in the formula
used to compute initial benefits. Only recently have the full
implications of these modifications been recognized. They
result in a significant overadjustment for inflation, causing
initial benefits to grow over time to the point where a great
mnany new retirees would recelve benefits 1in excess of the
highest wages they ever earned.

These 1Inflated benefits would place severe long-term financial
pressures on Social Securitv. Adding to the long-range cost
problem is the fact that. as currently estimated, U.S. fer-
ti1lity rates are expected to result in a declining ratio of
workers (Social Security contributors) to retirees (Social
Securitv beneficiaries).
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The 1976 Social Security Trustees Renort estimates that the
long-range costs of the current system would exceed projected
revenues by an average annual amount of 3% of covered payroll.

IT. The Administration Proposal

The Administration proposal would eliminate half of the esti-
mated long-range financial de¥icit, and yet continue the
system's commitment to increase benefits in accord with in-
flation. The formula is designed to approximate as closely
as possible the benefit amounts payable under present law 1n
January, 1978 (the month the revised formula is exnpected to
g0 into effect).

A. Benefits

A useful tool for comparing the proposed formula with
current law is “replacement rates” (i.e., initial
benefits as a percent of preretirement earnings).
Table 1 i1llustrates how the provosed law stabilizes
replacement rates at current levels,; and prevents
the unnecessary escalation caused by the flaw in
existing law. For example, a low wage earner would
continue through time to receive benefits replacing
approximatelv 527 of nreretirement earnings. This
compares to benefits under current law which would,
if unchecked, grow to 100% of nreretirement earnings
by 2020 and to 119% by 2050. (See Table 1 for
additional comnarisons of persons with average and
maximun wages).

B. Long--Ranze Costs

The pronosed law would eliminate approximatelv half
of the estimated long-range deficit projected for
the system under current law. Tables 2 and 3 1llus-
trate how this occurs over the next seventy-five
years.

C. Annual Cost-of-Living Increases

As under present law. all beneficiaries would receive
automatic cost-of-living increases in thelr henefits.

D. Remailning Long--Range Financial Pressures

Seventy~-five year estimates are inherently sneculative
and quite complex —~- denendent upon assumptions of in-
flation, economic growth, the size and makeun of
famllies, etc. MNevertheless., current projections show
a sizeable financing ovroblem after the turn of the
century even with the Administration prorosal (See
Tables 2 and 3). The Administration pnronosal would
helo stabilize the system against variations in the
economy, thus providing sufficient time over the next
several vears to analyze and correct for the remaining
financial pressures on the system’s future.
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TABLE 1

Projected Renlacement Rates
for Illustrative Cases of Regular VWorkers with Earnings
at Low, Average. and Maximum Levels 1/

Initial Benefits as a Percent of Final Year Earnings

Low Tarnings Average Farnings Maximum Earnings

Year of
Entitlement Present Present Present
at Age A5 Law Pronosal Law Pronosal Law Pronosal
1976 537 637 Lue Ly 33% 33%
1980 62 61 uy 43 34 33
1990 56 62 u7 by 34 32
2000 78 62 51 Ly 37 34
2010 92 h2 55 ! o 35
2020 100 £2 59 4l 43 3h
2030 108 62 62 uh W 36
2040 114 62 Gl 4y ue 36
2050 119 G2 €6 un b7 35
I/ The 1975 earnings levels of 53,400 for low earners,

58,600 for average earners, and 512,100 for maximum
earners are adjusted annually according to the in-
termediate set of assumptions used in the 1976 Annual
Report of the Board of Trustees of the Tederal OASDI
Trust Funds.
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Year

1980
1990
2000
2010
2020
2030
2040
2050

b
TABLE 2
Comparison of OASDI Long~Ranse Cost

Present Law anada Administration Bill
(in Percent)

Expenditures as Percent of Taxable Payroll 1/

25-year average:

1976-2000
20012025
20252050

T75=year average:

1976~2050

Present Law Bill Difference
10.68 10.70 ~,02
12.05 11.832 L 2u
13.41 12.38 1.03
15.99 13.41 2.58
21.29 16.46 4,83
26.03 13.932 7.11
27.45 18.87 8.58
23.59 15.77 9,82
11.81 11.53 .20
17.85 14,60 3.35
27.04 13.82 3.22
12.93 14,08 3.95

1/ Based on the assumptions of alternative II in the
1976 OASDI Trustees Tenort.
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TABLE 3

Comparison of OASDI Actuarial Balance
Present Law and Administration Bill
(in Percent of Taxable Payroll)

Average for Period 1/

Present
Item Law Bill Difference

1st 25-year neriod (1976-2000)

Expenditures 11.81 11.53 .28

Tax Rate 9.90 9.90 -ven

Difference -1.91 ~1.863 .29
2nd 25-year period (2001--2025)

Ixpenditures 17.95 14.60 3.35

Tax Rate 11.10 11.19 -

Difference ~6.08h -3.50 3.3%
3rd 25--year period (2026-2059)

Expenditures 27.04 18.82 3.22

Yax Rate 11.90 11.¢0 o e

Difference ~15.11 -6.67 8.22
Total 75-year veriod (1975-2050)

Lxpenditures 13.93 14.98 3.85

Tax Rate 10.97 10.97 m o

Difference ~7.98 <001 3.95

1/ Based on the assumptions of alternative II in the
197& OASDI Trustees Revnort.





