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SOCIAL SECURITY

Moderator: A. HAEWORTH ROBERTSON. Panelists: ROY R. ANDERSON,
WILLIAM C. HSIAO.

i. The United States Social Security System is undergoing a period of
critical reappraisal. The developments that have prompted this scru-
tiny include:

a. Recent SSA projections indicate that expenditures for the system
(OASDI and Medicare-Part A) may rise from 13 percent of taxable
payroll in 1976 to 36 percent within 75 years under present law
(27 percent if H.R. 14430, the "social Security Benefit Indexing
Act", proposed by the Administration on June 17, 1976, is enacted).

b. Increasing taxes and changing socioeconomic conditions have caused
many people to wonder about the "equity" and appropriateness of
the system.

c. Faced with mounting financial pressures, State and local govern-
mental units are giving increasing consideration to withdrawing
from Social Security.

d. The i_pact of Social Security on other systems of income mainte-
nance is berg more evident.

2. In view of these and other developments, what is the responsibility of
the actuary in his role as:

a. A citizen with the capacity to understand these developments and
conlnunicate their consequences to the public.

b. An actuary serving the insurance industry, or the e_ployee benefit
plan industry, which industries will be significantly affected by
these developments.

9_. A. HAEWOR!_H ROBERTSON: Each year the Board of Trustees of the social
security trust funds produces a report on the financial condition of the

system. The latest report was sent to Congress on May 24, 1976. The charts
which follow are based on this report, and provide a backdrop against which
to view the ideas being presented today. The first four charts pertain to
the old-age, survivors, and disability insurance (OASDI) system. Chart 5
includes hospital insurance (HI) and supplementary medical insurance (SMI)
as well.

In Chart I, the bottc_ line shows the OASDI tax income (expressed as a per-
centage of taxable payroll) scheduled in the present law. The middle line

gives projected OASDI expenditures on the assumption that the aut/mnatic ad-
justment provisions of the law are modified to maintain current replacement
ratios. By "replacement ratio", I mean the benefit awarded to a person at
retirement as a percentage of his earnings just prior to retirement.

891



892 DISCUSSION--CONCURRENT SESSIONS

OLD-AGE, SURVIVORS, AND DISABILITY INSURANCE PROGRAM

CHART 1

PROJECTED EXPENDITURES UNDER PRESENT LAW AND UNDER
AN ILLUSTRATIVE ALTERNATIVE LAW (WITH STABLE

REPLACEMENT RATIOS); AND TAX INCOME UNDER PRESENT
LAW; EXPRESSED AS A PERCENTAGE OF TAXABLE PAYROLL
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AND DEFICITS UNDER PRESENT LAW

AND ILLUSTRATIVE ALTERNATIVE LAW EXPRESSED
AS A PERCENTAGE OF TAXABLE PAYROLL

Present Law Illustrative Alternative Law

Time Expendi- Tax Expendi- Tax
Period tures Income Deficit tures Income Deficit

1976-2000 11.81% 9.90% 1.91% 11.58% 9.90% 1.68%
2001-2025 17.95 11.10 6.85 14.91 11.10 3.81
2026-2050 27.04 11.90 I5.14 19.30 11.90 7.40

1976-2050 18.93 10.97 7.96 15.25 10.97 4.28
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The deficits between the middle line and the bottom line are accounted for

by the following factors:

i. Future fertility rates are expected to remain at a relatively low
level. This will result in a higher ratio of beneficiaries to tax-
paying workers, and thus a higher cost since social security is fi-
nanced on a current-cost basis. (This changing ratio is shown in
Chart 2.)

2. Recent inflation rates, disability incidence rates, and unemployment
rates have been at higher levels than formerly anticipated.

The top line of Chart 1 shows projected future expenditures under present law,
that is, assu_ning no change in the automatic adjustm__nt provisions. This

added deficit (labeled "expenditures due to rising replacement ratios") is
a result of the "flaw" in the automatic adjustment provisions which allows
benefits for future retirees to increase more rapidly than wages under cer-
tain economic conditions--such as those which we are now projecting for the
future.

The automatic adjustment provisions adopted in 1972 would have produced ap-
proximately constant replacement ratios for persons retiring in various
future years if wages and prices had continued to behave after 1972 in the

same way they behaved during the years _iately prior to 1972. However,
based upon the wage and price increases which it now seems prudent to ass_ne
for the future, the autcmatic adjustment provisions will result in rising

replacem__nt ratios, as illustrated in Chart 3 for successive generations of
workers.

Chart 4 demDnstrates how the replacement ratios can vary in the future, de-

pending tloon the actual wage and price increases which prevail.

Chart 5 presents the expenditures during the next 75 years under the OASDI
program and the medicare program.

As shown in Colua_ (ii), Chart 5, present law expenditures under the OASDHI
program are projected to rise from 12.65 percent of taxable payroll in 1976
to 36.05 percent of taxable payroll in 2050. However, as shown in Col_
(14), if the autc_atic adjustment provisions are revised so that replace-
ment ratios are maintained at present levels, the expenditures are expected
to rise to 26 percent of taxable payroll by the year 2025, and remain ap-
proximately level thereafter.

Obviously these long-range cost projections have limitations and should be
interpreted with caution. Actual future experience will not be what we are
now ass_ning it will be. Furthermore, the law will undoubtedly be changed
many tia_s in the future. However, that does not mean we should ignore
long-range projections; it does not mean we should fail to take them seri-

ously, recognizing their limitations of course. Same people would have us
ignore the right hand two-thirds of Chart i. I refuse to do this and I

urge you to refuse to do it also.

With this brief sketch of financial problems as a backdrop, we will now turn
to our panelists for their observations.
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OLD-AGE, SURVIVORS, AND DISABILITY INSURANCE PROGRAM

CHART 2

PROJECTED BENEFICIARIES PER HUNDRED COVERED WORKERS
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Mortality rates were assumed to decline overall by about 15% from 1976 to 2050.

Fertility rates were assumed to continue decreasing to 1.75 children per women in 1977 and then slowly
increase to an ultimate rate of 1.90 children per woman in 2005.

Female labor force participation rates were projected to increase to an ultimate level 22% greater than the
1975 level. The unemployment rate for the total labor force was assumed to be 5% after 1981.

Disability incidence rates were projected to continue increasing to a level 33% higher than the 1975 level.

Under these assumptions the population would grow from its level of 223 million in mid- 1975 to 274
million by the year 2015, remaining slightly above that level through the year 2050.
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OLD-AGE, SURVIVORS, AND DISABILITY INSURANCE PROGRAM

CHART 3

REPLACEMENT RATIOS* FOR MALES RETIRING AT AGE 65
LOW, MEDIAN AND MAXIMUM WAGE EARNERS**
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CHART 4

ILLUSTRATION OF SENSITIVITY OF REPLACEMENT RATIOS*
TO ALTERNATIVE WAGE-PRICE ASSUMPTIONS

FOR A MALE RETIRING AT AGE 65 WITH MEDIAN EARNINGS
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* The Replacement Ratio is the ratio of the initial benefit to the earnings just prior to retirement.

** Low wage earners are defined as workers earning the Federal minimum wage. In 1975 "low",
median and maximum earnings were $3,789; $8,188 and $14,100 respectively.

*** The intermediate set of assumptions includes an ultimate CPI annual increase of 4% and an ultimate
wage annual increase of 53/4%.
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CHART 5

PROJECTED EXPENDITURES, TAX INCOME, AND DEFIC!TS,
EXPRESSED AS A PERCENTAGE OFTAXABLE PAYROLL

Base,3 Upon
Illustrative

BasedUpol'_PresentLaw \ltcrnati',e[.a_I

OH-Ageand I)isilbildy Medicare(ltl_spilal MedicareSuppementarv
Calendar Sur,. wors Insurance Insurance Insurance) Tolal for OASI)Ill ]olal for l)._Sl)lll Medical Insutancel ?

Year I(xl',cnd Income Delicil Exr,end. Income Deficit Expend Income l)clk'il l'xpend __--Incnme__I)elidl Expend Inclm_e Delicil Expend[lures ("):'_
(1) (2) 13) 14) _5I 16) t7) _8) (9_ (_(I) (Ill _121 /13! _41 {[5! ([6I (i7)

1976 936 875 61 I 42 I 15 27 187 1.80 .07 1265 lI 70 _1_ ]2(,5 117(1 95 79 09

198(I 915 870 45 153 120 33 226 2.20 1t6 12.94 1210 84 12 93 1210 83 96 Z

1985 946 8h0 .86 1'70 131) 40 282 270 12 1398 12b0 : 3_ I3:)4 1260 1.34 !.25 I
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Explanatory Notes:

Estimatedexpenditures are for benefits and administrativeexpenses.

The deficit is the excess of the expenditures over the tax income re: the year. This ignores any '_
amounts in the trust funds and interest earnings thereon.

The effective taxable payroll is slightly different for OASDI and Itl because of the tax treatment of

self-employed persons; however, it does not materially affect the comparisons.

i Under lhe illustrative ahernative law (labeled as the "meal[lied Iheorelical system" in Ihe 1976 OASDI Trustees Report), il has
been assumed Ihai Ihe replacement ratio (Ihe ratio .;ffthe initial be nefil payable at age-retirement to the, individual's

prereitrement earnings) will rentain stable at approx ma eb rthe le_,cls pre_.ailing in January i978.
1 Expenditures are approxin'_ately equal to total income from premiums anti general revenue for the Medicare-SM 1 r,r_*gram

Although Ihe Medicare-SMl program is not financed by pa,Vrolllaxes, its cost is sho',_n for comparalive purposes as a
percentage of payroll which is taxable for Ill purposes. Figures el'It r 1976 are based up[m unpublished eslimatcs.

; Based uplm unpublished eslimales. For the purpose o1"Ibis comparison, il was as_.umed that a[ler the year 2000 medical care
unil COStincreases would be equal to average wage ncreases n covered employment
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DR. WILLIAM C. HSIAO: Among all the social insurance and private insurance
programs, the social security (CIASDI)system is undisputedly the largest.
In 1976, the system will have an incc_e close to $74 billion while its ex-
penditures amount to apprc_imately $78 billion. The financial security of
every American is affected by the program. At the same time, the financial
health and stability of the social security program depends on the technical
expertise of the actuarial profession. Hc_ever, less than one percent of
the members of the Society of _tt_aries are serious students of t_hisirmDor-
rant social insurance system. A sound insurance system needs the rational
analysis that actuaries can provide, yet the actuarial profession remains a
slumbering giant and has not awakened to this challenge.

Another opportunity, however, is in the offing. Now, forty years after its
inception, the social security program approaches maturity and is ready for
a critical reappraisal. Today social security faces a financial crisis.
Dealing with the pressing deficits will provide an opportunity to strengthe_
and reform social security so that it can better serve our nation in the
years ahead. There are at least three vital areas where actuaries can take
responsibility in directing the future of social security:

i. In performing critical evaluation and analysis of the e_isting system,

2. in educating the public, Congress and the Administration, and

3. in providing reoonmendations for constructive changes.

The social security program faces five important challenges. The actions
taken to meet these challenges will largely determine the long-run stabil-
ity of this system, and the future of private pensions.

i. Social security is currently running a deficit and depleting its con-
tingency funds.

2. The present benefit formula overindexes the benefits to changes in

price levels. Consequently the benefits for future retirees will re-
spond irrationally to changes in econcmic conditions.

3. The recent demographic shift from baby bocm to baby sltmp will even-
tually require a large increase in the social security tax rate if
t/hecurrent relative benefit structure is to be maJ_n_-ained.

4. The social security program provides inequitable treatment of fami-
lies with one wage-earner versus families where both spouses partic-

ipate steadily in the labor force.

5. Recent changes in other government programs have rendered sane pro-
visions of the social security program obsolete. Among them are the

benefit amounts and the large weights given to low average
mDnthly wages.

Undoubtedly the social security program needs additional financing. Among
actuaries there is wide agreen_nt that the system should continue to be fi-
nanced by a payroll tax. Reliance on the payroll tax helps to make the public
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aware of the cost of the systea. This awareness encourages thoughtful re-
sponses to suggestions for revision. In the past, this budgetary discipline
has provided prudent end rational changes to the system and has garnered wide
public support for the program. Moreover, general revenues are more properly
used to support needs-related programs whereas the principles underlying
social security are based more on earned rights rather than on assessment of
needs.

There is also widespread agreement that t_hepresent overindexing of benefits

must be corrected. TWO major alternatives have been proposed: the price-
indexing method recc_rnended by a Consultant Panel to the U.S. Congress and
the wage-indexing method proposed by President Ford in June, 1976. In form
the two ccmpeting proposals are much alike. Both would index benefits by the
Cons_ner Price Index (CPI) for those who have already retired. Both would

index the social security wage records before they are averaged to be used in
calculating the primary insurance amount (PIA). Both _3uld _ir_plify the PIA
formula to a formula involving three average monthly wage (AFt) intervals.
Also, beth would index the A_4 interval "bend points" to make them dynamic.

The difference between the price-indexed method and wage-indexed method is in
the indices that will be used to index the wage records and to index the bend
points. The Consultant Panel would base the indexing of both wage records
and bend points on the Const_ner Price Index. Therefore the index used will

be consistent with the one used to index the benefit payments for those who
are already retired. The taxable earnings base would continue to he indexed
by average wages.

President Ford would base the indexing of both wage records and bend points

on the rate of change in average wages in covered 6mloloyment. This is con-
sistent with the method used to index the taxable earnings base, but different

frcm the indexing of benefits for those who are already retired.

Therefore the difference between the two proposals is the difference between
the rate of change in prices and the rate of change in wages. The two dif-
ferent indices yield very different patterns of benefits. Correspondingly
their costs and financing requirements are significantly different.

The price-indexing method guarantees a smaller benefit in the absence of leg-
islated increases. It would protect future retirees against inflation through
an automatic adjustment method. In addition their initial benefit would tend

to increase even further when real wages increase. However, the initial ben-
efits, measured as a percent of immediate preretirement earnings, would
decline in the absence of legislated increases.

On the ot_herhand, the wage-indexing method would provide initial retirement
benefits that replace approximately the same proportion of each worker's pre-
retirement wages as is replaced for a worker who retires in 1976.

The two different approaches of indexing produce very different outcomes in:

i. Flexibility and Congressional Control

These two methods prcmise different benefits to workers retiring in the

future. The price-indexing method guarantees a moderate benefit that
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conpares favorably with that for a _Drker who has previously retired.

It also provides Oongress with greater control and flexibility to in-
crease the benefit in the future. The price-indexing method %ould

guarantee a benefit amount that is protected against inflation. More-
over, the benefits for future retirees would tend to increase even
without future congressional action because of the rise in workers'

productivity. Congress can further raise the benefits in light of the
needs of the retired population and the econc_ic, social and demographic
conditions prevailing at that tire.

The wage-indexing method, on the other hand, would make benefit levels
fully automatic. This type of automatic adjustment would establish
benefits at a higher level and thus leave less financial flexibility
for Congress. Belief in the ability to achieve these prc_nised higher
levels of benefits without large tax increases requires a strong faith
in the reliability of forecasts about future economic and dersDgraphic
conditions.

2. Benefits prcmised and Incidence of Their Costs

The two proposals prc_ise different benefits. Correspondingly their
respective costs are very different. The wage-indexing method may re-
quire a future generation of workers to finance a payroll tax that is
70 percent higher than the present level. Many have questioned the
fairness and wisdc_n of promising a benefit at such a level which ccr_nits
our sons and daughters to a higher tax rate than we ourselves are will-
ing to pay. The price-indexing method on the other hand would promise
a benefit that can be financed over the next 75 years by a relatively
level payroll tax rate.

3. Unegual Treatment of People Retiring at Different Times

The price-indexing formula provides that retirement benefits will be
protected against inflation. It leaves financial flexibility for
Congress to give whatever periodic general benefit increases appear

reasonable from time to time for everyone--currently retired people and
workers retiring in the future.

In eontrast to this, the wage-indexing method provides a sharp tilt in

favor of workers retiring in the future. The increases in benefits for
workers already retired are limited to increases in the Cons_ner Price

Index. Yet workers who retire five years later will receive increments
due to both price changes and increases in real wages. This difference
in retirement benefits can be substantial. For example, consider three
workers with life-time earnings at the median level for the total econ-
omy. Ass_ne that the first person was born in 1911 and retired in 1976;
the second was born five years later in 1916, and will retire in 1981;
the third was born in 1926 and will retire in 1991. The two methods

would produce the following benefits expressed in 1976 dollars.
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Mmnthly RetirementBenefi_
(excludingspousebenefit) for threemedian earners

PresidentFord's Proposal Panel'srecrmrendation
(wage-indexin_method) (price-indexingmethod)

Ratio of Ratio of
Year of Benefitamount initialbenefit Benefit amount initialbenefit

Year of _tile- in constant awards to 1976 in constant awards to 1976
birth ment 1976 dollars retiree'sbenefit 1976 dollars retiree'sbenefit

1911 1976 $347 i.00 $341 i.00

1916 1981 413 I.19 366 i.07

1926 1991 521 i.50 414 I.21

Under the wage-indexing approach, a median wage earner retiring in 1981 will
receive an initial benefit that is 19 percent greater (in constant dollars)
than the benefit received by a similar person retiring in 1976. The person
who retires in 1991 will receive 50 percent more in purchasing power than
the first person. This disparity in benefits among different age cohorts of
retirees will prc_ote social discontent. The program will have to be changed
periodically to mitigate the unequal benefits. Therefore, the wage-indexing
method is not a fully automatic system.

There is a fundamental difference in the political beliefs underlying the two
proposals. On one hand the price-indexing method prcmises less and leaves

any additional benefit increases to the future. This approach assumes that
our society is everchanging. The social structure, the economic conditions
and our national priorities shift constantly. Governmental programs are
easier to expand than to contract. The social security program is a large
socioeconomic structure that will have to be modified according to the
changes in our nation. Moreover, certain significant issues have already
emerged (such as treatment of one-earner versus two-earner families) which
will require a major overhaul of the system in the not too distant future.
Therefore, the benefit formula should have resilient features in order to
permit Congress to make changes without making the benefit levels excessive.

On the other hand, the designers of the wage-indexing method believe the
social security benefit structure can be made fully autcn_tic for the near

and distant future. There is no provision for Congress to alter the system
in the future. They have implicit faith that we can predict the economic

and demographic conditions in the future and that the system can be insu-
lated from other social changes in the nation.

More inportantly, the wage-indexing method defeats its own objective of

having a fully automatic benefit system and thus a social security system
insulated from political decisions. What the wage-indexing approach fails
to do is to provide fair and equitable treatment for those who have already
retired and those who will retire in the future. The benefits for those

who are beneficiaries would be increased by price changes. However, the
initial benefits for workers retiring in the future would be increased by
price changes plus real wage changes. This unequal treatment of different
generations of retirees invites our political decision-makers to give
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periodic increases in benefits to the people who have already retired so
that their income can be relatively equal to those who retire that year. It
will be difficult, hc_ever, to increase the benefits of those who have al-
ready retired without giving a general increase to all covered %Drkers.
There could be a chain reaction that %Duld lead to periodic general increases

for all. The fully auton_tic feature envisaged by the wage-indexing method
would become only an autc_atic floor of benefits while the Congress would
still have to provide periodic ad hoc general increases in benefits.

The complexity of the social security program is well illustrated by the
above discussion of alternatives to correct the overindexing problem. In

the past, actuaries have performed valuable services in two areas of the
social security system--program design and actuarial cost estimates. Al-
though actuarial training provides a technical foundation for analyzing
social insurance, social security has different dimensions that require more
than traditional actuarial skills.

Social security differs from private insurance in at least three aspects:

1. The cost estimates have to be more precise; there is less leeway to
introduce conservative assumptions or conting_cy margins into the
rates.

2. The system is more complex. More cc_plicated methods have to be
employed.

3. The cost estimates have significant impact on policy. They are review-
ed by technical professions other than actuaries. Therefore the most
reasonable and up-to-date methods must be used to maintain the confi-
dence of the technical cc_munity.

In calculating premium rates for group insurance plans or individual poli-
cies, actuaries are not overly concerned about the exactness of their premi_
rates. In group insurance, guaranteed rates are the exception rather than
the norm. Premium rates can be revised annually and favorable financial ex-
periences can be returned to the policy holders through experience rating or
dividends. Adequacy of rates is a paramount concern in order to protect the
cc_pany against bankruptcy. Furthermore the policy can be revised or can-
celled if circ_astances warrant.

Social security does not enjoy the same flexibility in its financing arrange-
ments as private insurance does. Government can hardly cancel the program

without inviting social upheaval. Overestimating the costs of the program
means that needed modifications might not be adopted, incorrect decisions
wDuld be made based on erroneous technical information, and the credibility
of the actuaries would decline and their advice would not have much effect

in the future. Underestimating the costs also leads to incorrect decisions
and eventually to higher taxes to finance the program.

Therefore the social security actuaries need the best technical tools avail-
able to make reasonable cost estimates which are neither too high nor too

low. This means esploying such tools as simulation models, analysis of
variance and time series models. This cc_plex system covers more than I00
million workers. Besides demographic projections, the estimates require a
forecast of various econanic variables--labor participation rates, price
changes and wage changes. Thus a thorough knowledge of economics is a pre-

requisite for all social security actuaries.
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The actuarial profession has an unprecedented opportunity to help shape the
social security progran. The rewards and satisfactions from performing a

vital public service can be great, perhaps in the future more actuaries will
devote more time to social insurance and will take a crucial part in the
ooming discussions and debates.

MR. BOY R. ANDERSON: Let me introduce these remarks on our social security
system with this observation. In my judgment, by the time the year 2050 has
arrived, this present system of social security will be nothing more than a
footnote in history. It will already have passed into limbo decades earlier.

I'll offer a second judgment: The present system of social security will not
even endure until the 21st century - the year 2000 - unless there will have
occurred major overhauls in its scope of ooverage and in its mechanics of
cfmloensation.

Now these are pretty strong stat_aents. There are three main reasons I feel
confident in making them:

i. The present system of social security is based on an invalid concept

and - in its systemic construction - is badly designed. It cannot
long endure.

2. Before many more years have passed, we will be forced to make major

changes in social security to coordinate with the other systems of
_ation - that is, the myriad other systems that also provide
compensation for persons who are not gainfully enployed.

3. The world society is now in a period of transition. As we move into
the future, all of our institutions and systems will be undergoing
traumatic changes and this will include our system of social security.

I'll discuss these three points in reverse order. Let's start with our
changing world society. Here's one way that this has been described.

"...our world society is now in a period of transition. Something like
15 years ago - say, 1960 - we left what had been known as the Western In-

dustrial Society. In about another 15 years - say, 1990 - we will enter an
entirely new society, with different values, different beliefs and dif-
ferent institutions."

You may recognize the thoughts expressed by those words. Essentially, they
are the message found in report #12 of the Trend Analysis Program. I per-

sonally believe those words. I believe that our civilization has entered up-
on a period of transition - of shocks, discontinuities, and wrenching change.
A few decades from now, I don't believe we will be able to recognize many of
today's institutions. You will understand then why I regard a demographic

and financial projection of the present social security system to the year
2050 as an exercise in arithmetical nonsense.

Let me cite just one feature of this changing civilization that is going to
have a major impact on our socioeconcmtic system before we have moved more
than a decade or two into the next 75 years: The third and fourth world
nations are going to insist sucoessfully that the United States share with
them a fairer portion of the world's goods. The rest of the world will not
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permit our 7 percent of the world's population to continue to gobble up more
than a third of the world's energy and natural resources. In the future, we

will have to gear down to a less wasteful and more modest style of living.
Goods will become less available. Inflation will continue. The result will
be an increase in the conflict between workers and non-workers for available

goods - translating into an increased strain on the social security system.

Now, the second point: The need to coordinate social security with other
systems of compensation. I will illustrate the scope of this problem by
commenting on a seemingly unrelated system- our tort/liability system of law.
Within just the past few years, this system has virtually gone out of control.
It is producing costs which society will soon be unwilling to bear. In fact,
that day has already arrived J_n some areas with respect to the premitm_ now
being charged for product liability insurance, for professional liability
insuranoe (especially medical malpractice), and for auto insurance.

For those of us who have been following closely the tort/liability system,
there is a growing conviction that this system must go. But without excep-
tion every proposal I have ever seen that suggests the elimination of tort
carries with it the cQmpanion proposal that injured persons be cc_persated
under some system that is frequently described as a system "like workers
cc_pensation". But this latter proposal is no longer practical in the light
of the myriad systems of ccmpensation that society enjoys today. You could
not fit in still another systemof compensation without further inpinging

upon those already existing- including social secttrity and medicare.

I am only describing the tip of this iceberg. Our social security system is
only one of the many systems of cc_pensation that have grown and expanded

and have increasingly impacted upon each other. The result has been not only
wasteful duplication; much worse, these systems are undermining each other.
I will just cite a few of the many systems that can duplicate social security
benefits:

- State, county and municipal pension plans

- Federal pension plans, such as those for civil servants and the military

- Ealoloyer and union pension plans

- Disability income plans of all sorts - insured and uninsured, long term
and short term, group and individual

- Unemployment insurance

- Welfare programs

And on and on - I could even include such considerations as the mechanics of

the personal _ tax systen, the existence of featherbedding jobs, and
political patronage. The latter have some of the characteristics of a system
of compensation.

And all of this just relates to inoome. I haven't even mentioned medical
care. We have really worked ourselves into a mess with our systems of
cDmpensation. As of today, I know of no person or organization that has
undertaken the project of fully cataloging these many systems under which
a person can receive ccmpensation, whether it is because he is too old,
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too young, too sick, too poor- or just because he qualifies. It is a project
that we can no longer ignore, and it is a project we must complete before we

can even begin the far more difficult one: Construction of a set of consist-
ent systems fr_ what will soon be the ruins of the present mess.

I submit to you that our profession of actuaries is by far the best qualified
to undertake the direction of this project of cataloging the present systems
of cor_0ersation. This subject is on the agenda for the next meeting of the
social insurance committee of our sister society, the Academy of Actuaries.

Now, let me turn to the major systemic flaws of our present system. And
I'll say just enough about each to convey the thought:

i. The need for dece_ling. That needs no further explanation. But I
will say this: Does it not tell us scmething about the way we are
tinkering with our system when a fundamental change such as the use of

an indexing factor proves to be fatally flawed within 5 years of its
adoption?

2. The use of an indexing factor is itself a fundamentally unsound con-
cept. Given constant inflation, there is no way that certain segments
of our society can indefinitely escape bearing their share of this
burden. Equally important, there is no Way that a cost of living inde_
can be constructed to reflect equitably changes in prioes as they af-
fect various segments of society. This will prove to be increasingly
true as our life styles change and as various types of goods become
scarce in varying degrees. The way the CPI itself is calculated will
inevitably become a major social and political problem.

3. The disability inccme feature of social security may very soon prove
to be its most fatal flaw. It is far too liberal in its benefit struc-

ture. It overlaps with far teo many other systems of disability in-
come, to the extent that massive malingering is going to be induced.
The financial soundness of all of these plans may well be jeopardized.
But most important, it is foolhardy to believe that a goverrm_ntal
bureaucracy can effectively handle a disability claim system where the
rights to benefits are largely based on subjective evaluation. What
was intended as a disability program will steadily deteriorate into an
unemployment system and then into a syste_n of early retirement.

Most of the focus today is on the problems of deooupling and replace-
ment ratios. Within two or three years, I predict the focus will have
switched to what will have become an even more critical problem- the
disability feature.

4. Social security must be extended to all of the working population.

Society will not continue to endure the extra cost of preferential
treatment for the military, civil servants, municipal esployees, and
so forth. This, of course, is related to the need to catalog our sys-
tems of uo,_pensation and to construct order out of chaos.

I opened my remarks with the statement that I believe our social security
system is based on an invalid concept. Let me explain, because I believe
this flaw is the root of many of the problems that have developed over the
years. We seem to have convinced ourselves that it is possible for one gen-
eration to contract with a later generation such that the latter must continue
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to perform. Children now unborn are supposed to be willing to provide the
benefits that today's politicians see fit to promise to today's voters. It
just is not going to work out that way.

seem to want to induce the workers of today to believe that the contri-
butions they are now making are buying them their own identifiable annuity
plan. We evidently feel they have to believe this fiction if they are going
to be willing to continue to support the system with their contributions.

All of this idea of a contract between generations and of individual equities
is sheer nonsense. It is time that we acknowledged what a system of social
security is supposed to be: A system whereby the goods and services that
are being produced by those who can work are made available to those who
cannot. It will not be easy to determine just how liberal the workers should
be in establishing the level of benefits for the non-workers. But this will
have to be done on a regular, routine basis every few years. This is a prob-
lem that will beo_ne increasingly more difficult as the proportion of non-
workers to workers increases and as goods became less abundant. It is a
problem the politicians will have to face up to. They will have to earn their
pay. No longer will they be able to play santa claus by pramising benefits
to one generation by mortgaging the future of the next one.

Believe me, in the changing world that lies ahead of us, we will come to the
concept I have just described. And we will reach this point before too many
years have passed. The evidence is before us that the days of same of our

present systems are numbered. As you may have gathered, I believe that that
includes social security as it is constructed today.

MR. ROBEBT J. MYERS: I have always believed it essential, for the cc_mon
good, that actuaries should take an active interest in social security and
should talk about it widely, not merely among themselves. The speaker's kit
prepared by the Committee on Social Insurance of the American Academy of

Actuaries should be helpful in this respect and, hopefully, will be exten-
sively used.

TwD other recent educational efforts should be noted. First, the National
Association of Life Underwriters has prepared a filmstrip on the financing

problems and role of social security. Second, the National Association of
Manufacturers has released a report on the problems of overlap of benefits

under gove_tal plans, a matter to which Mr. Anderson has referred.

Mr. Hsiao has stated that the present autcmatic adjustment provisions under

social security result in overindexing of the benefits. Although this is
true under likely future econcmic conditioms, there can be underindexing
under s_re economic conditions, and even (x_mplete stability under others.

The House Ways and Means Committee recently held hearings on decoupling.
_e Ford _ministration, after thorough and lengthy consideration, rea0m-
mended the wage-indexing method as against CPI-indexing. All organizations
that testified except one (the Chamber of Cc_merce of the U.S.) also advo-
cated the wage-indexing app_roach; such organizations included the _merican
Council of Life Insurance, AFIrCIO, National Association of M_r_facturers,
National Association of Life Underwriters, and two senior-citizen grc_ps.
Presidential candidate Jimmy Carter has also ccme out in favor of the wage-
indexing method.
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A modification of the wage-indexing approach has been advocated by me on be-
half of the American Co_acil of Life Insurance. Instead of maintaining level
into the future the present replacement ratios, as does the Administration
proposal, the ultimate level would be i0 percent lower. This would be ac-
cc_plished by a gradual phasing procedure, so that dollar amounts of new
benefits %Duld not be lowered, but rather would increase somewhat. The

rationale for thl--_sapproach is to recognize, and correct, the overliberali-
zation in benefits which occurred in 1970-72 (i.e., increases larger than
rises in the cost of living).

Mr. Hsiao has given three ar_ts as to why CPI-indexing is preferable to
wage-indexing. Let me take these up in turn. First, as to flexibility, I
believe that the wage-indexing method is viable and could continue indefi-
nitely into the future without change, whereas the CPI-indexing method, with
its likely decreasing relative benefits, is almost certain to require con-
tinuous changes over the future. It hardly seems reasonable or logical to
legislate in a form that must be changed later.

Second, as to the higher tax rates apparently required under the wage-indexing
approach conpared to the CPI-indexing method, I would argue that a combined

_m_ployer-6mployee rate of as much as 17-19 percent some 50 years from now
(the former if the alternative under wage-indexing of a I0 percent relative
reduction in the benefit level is followed) is not unreasonably high. At
the same time, it must be kept in m/_nd, the demographic situation that pro-
duces high costs for retirement benefits correspondingly means lower oosts
and taxes for the childhood ages.

Third, as to different and inequitable treatment of various generations, I
see nothing wrong with the wage-indexing method, since it results in persons
retiring with benefits which adequately reflect their past relative earnings
level and then are maintained as to their purchasing power. Certainly, the
CPI-indexing method does much less, unless it is adjusted on an ad hoc basis
(and this may result in higher costs than under wage-indexing, not the lower
ones asserted by Mr. Hsiao).

In my view, it is not good benefit design to have decreasing benefit replaoe-
ment ratios. Certainly, this is not done under private pension plans. More-

over, such procedure seems most unfair to younger workers, who pay social
security taxes proportional to their earnings (and at higher rates for longer
periods) than current older _rkers and yet would receive smaller relative
benefits.

Furthermore, from a practical political standpoint, which cannot and should
not be ignored, if there were widespread difference of opinion between the
"experts" and interested organizations, it is likely that any legislative
action would be long delayed. Certainly, groups who advocate expansion of
the program would hardly relinquish the present benefit structure and support
decreasing relative benefits, plus the opportunity to come to Congress in the
future to argue for increasing them to constant benefit replaoement ratios

(or possibly higher). And such groups have considerable influence in the
legislative halls' It is most inportant to note that delay in instituting

decoupling means further upward ratcheting of the relative benefit level.

Mr. Anderson's views as to what might happen in the future are most inter-
esting. I agree completely with him as to the undesirability of such benefit
overlaps and gaps in coverage now present. I do not believe, hc_ever, that
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these cannot be remedied within the existing structure. Nor do I think that,
within the next 25 years, the social security program as we now know it will
oease to exist. I shall be watching the situation with intense interest.

MR. DAVID IANC_R: Bill Hsiao pointed out the disparity in the wage-indexed
benefit formula which favors the younger people as opposed to the older. I
would like to know the Advisory Council's rationale for such a formula.

With respect to the study of the social security system, I feel that actuar-
ies should reoognize that other disciplines have considerable knowledge to

offer. For instaD_, social workers are extremely cognizant of changes and
trends, and could make positive contributions as part of a multidisciplinary

study group. So would politicians for that matter. Actuaries, then, should
not assume they are best prepared to carry the burden, but they should real-

ize that they are one of many groups that can make valuable contributions.

With respect to Haeworth Robertson's urging us to oc_sider long-term esti-
mates seriously, I think the point is well taken. From a practical point of

view, I think same thought should be given to making adjustments every 10
years based on projections that can be made over a period of perhaps i0 years.
It is easier to think in terms of inccm_ and disbursement o%_r a 10-year

period than _ a 25, 50 or 75-year period. So, I would amend _%at Haeworth
has said by suggesting that we should think in terms of projections o%_r a
limited span of time, such as 10 years.

Mr. Anderson did well in describing the multiplicity of benefit programs that
exist and he correctly included items such as medical care as part of a per-

son's income. I _ Bellamy's book Looking Backward which strikes a
very similar note, even though it was written around 1875. It was very
futuristic then and it applies equally well new.

MR. DONALD S. GRDBBS: On Chart i, we see the expenditures rising by 2050 to
19.25 peroent of payroll under the wage-indexing approach. Have oc_parable
projections been made under the price-indexing approach?

DR. HSIAO: Yes. Under price-indexing, expenditures remain fairly level in

the neighborhood of ii percent of taxable payroll. That is one of the
strengths of that proposal.

MR. GRUBBS: C_hgxt 3 shows, for the median wage earner under the present sys-
tem, the replacement ratio rising from 44 percent to 69 percent. What would
that 69 _t be under the wage-indexing approach and under the price-in-
dexing approach?

MR. _: Under the wage-indexing approach, all the lines on Chart 3
would be approximately parallel to the base line. So, the replacement ratios
would be approximately constant over time. Under the Drice-indexinq aDoroa_h,
the lines in Chart 3 would decrease. A person's benefits at retirement, ex-
pressed as a peroentage of preretirement earnings, would decline - enough
that the present tax rates would be adequate to finance the benefits.

MR. 9_%LTER RIESE: A pessimist might suggest that the difference between the
Consumer Price Index and the wage index will cfm_ to zero, in which case the
difference between the two proposals would be largely resolved. If I under-
stand Roy Anderson correctly, he is concerned that with the Cons_ner _rioe
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index, pensioners will be protected against scmething that the active popu-
lation is not protected from. I'm against indexing. I don't believe that
some segment of society is going to be preserved fr_n the effect of inflation.
Inflation has to be paid for by somebody. In addition, the cost of living
index can't really withstand close scrutiny as to how if affects various

people. For instance, the cost of an automobile must have a large influence
on the calculation of the index, yet it has relatively little to do with the

expenses of the retired population. Once that is understood, then there will
be a whole new political era of fighting about even how you calculate the
index.

DR. HSIAO: A number of questions were asked of me and I'd like to answer
them. Let me start with Dave langer's question about the rationale provided
by the Advisory Council concerning unequal treatment of different generaticns
of workers in their benefits. If mY memory serves me correctly, the Advisory
Council did not address that question at all, and I think this is the kind
of technical analysis that is needed for a critical appraisal of all pro-

posals. The second point mentioned by Dave is that there is no need for
long-term projections, and I am somewhat taken back by that view. We know

there is a demmgraphic bulge. We have experienced the baby boom, and we
are now experiencing a baby slump, and we know there are going to be more
retired people down the road. If we just close our eyes to that fact, then
I think we are inviting a similar situation to that experienced by New York
City.

I think Bob Myers brought out that it is a vain hope to think that Congress
might adopt the price-indexing approach. Perhaps the best hope we can have

is that Congress will adopt a wage-indexing approach rather than nothing at
all. However, I feel our professional responsibility is to lay out the op-

tions before Congress, the Administration, and the American public and say,
"These are the consequences of different, technically sound approaches."
Many of us do not think that wage-indexing is the optim_a solution, but per-
haps wage-indexing will be accepted because it is the only proposal that is
politically viable. That doesn't mean we have to sacrifice our professional
integrity by serving up only that one proposal which is politically viable
but intellectually and rationally unsatisfactory.

MR. STEPHI_q N. STEINIG: There has been much discussion for many years con-
cerning the question of early retirement. I would like to cc_ment on a
possible future social change of an opposite nature which we might see over

the next i0 or 20 years.

The change is a movement away from cfmpulsory retirement at age 65, which
could have considerable impact on the long range financial estimates which
serve as a basis for choosing between the two proposals under consideration
for modifying the social security formula.

Senior citizens themselves are one force behind this change. Increasingly
organized, the growing ntm_ers of senior citizens will steadily be increas-
ing their political clout. Many resent having to retire, for beth finan-

cial and psychological reasons, and some of the senior citizen organizations
have already begun to voice their opinion that mandatory retirement repre-
sents unfair discrimination on the basis of age.

In addition, the change in population distribution, with ages 20-64 repre-
senting a decreasing peroentage of the total population, might cause
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employers to have an increased interest in oontinuing enployment for those
age 65 and over in order to maintain the size work force which they need.

Any significant increase in the percentage of people beyond age 65 who con-
tinue to work, thereby continuing to pay social security taxes and deferring
social security benefits to which they are entitled, might significantly re-
duce the future cost of the social security system.

MR. ROBERTSON: I agree completely with what you said. Although that is
not a popular point of view, I think it will be accepted in the coming
vears.

MR. MILTON P. GLANZ: It is i_i0ortant for the actuary to understand and ex-
plain to the public the various types of indexing, since most proposals to
introduce financial stability in the social security syste_ involve some type
of indexing. In the proposed benefit formulas for new awards there is always
(at least in every propesa] I have seen) an indexing of the bend points (the

points at which consecutive earning intervals join). In addition, there is
generally an indexing of the earnings record. A feature common to the pro-
posals I have seen is that benefits for those on the rolls are adjusted
according to the Cons_ner Price Index.

In connection with any proposed benefit forr@ala, it is natural to ask what
this will do to the cost of the social security system.

A formula such as the one in the administration bill, H.R. 14430, which pro-
vides for indexing by average wages of both the worker's earnings record and
the bend points of the benefit formula, will reduce the long-range average
cost of the OASDI system by about 3.9% of taxable payroll, (frc_ 18.9% under
present law to 15.0% using 1976 Trustees Report assumptions) and is said to
"stabilize replacement rates". "Replacement rate" has been variously defined
as "the ratio of the initial annual benefit rate to the annual preretirement
earnings", or "the ratio of the initial annual benefit rate to the average
annual indexed earnings." A similar wage-indexed formula was recommended to
the 1975 Social Security Advisory ODuncil by its panel of actuaries and ecen-
cmists, which included actuaries Robert J. Myers, Charles L. Trowbridge, and
Howard Young. Such a formula was adopted by the 1975 Advisory Coencil and
it was included as a reccmmendation in its final report.

In October of 1976, the Consultant Panel on Social Security to the U.S.
Congressional Research Service, chaired by William C. Hsiao, and which in-

cluded E. J. Moorhead and James Hickman, issued its report on desiderata for
a dynamic benefit formula. This panel reccrm__nded a system wherein both the
earnings records and the benefit formula bend points are indexed by CPI. The
cost effect of this formula is so powerful that under the present law tax
schedule the long-range deficit would be ec_pletely eliminated. The long-
range average cost is reduced by 7.9% of taxable payroll (frcm 18.9% to
11.0%), although the cost from the present to about 2010 would still show a
year-by-year deficit of up to .7% of taxable payroll. Yet there is a valid

sense in which the Hsiao panel formula, too, can be said to "stablize re-
placement rates." I shall return to this point shortly.

In addition to the cost effects of the various types of indexing I believe
it is useful to have interpretations of what the types of indexing accc_iolish.
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With respect to the earnings record, indexing is sin_ply a way to establish
the equivalence of $i of earnings in year t with x dollars in the year be-
fore retirement. Under CPI-indexing a unit of indexed earnings in any year
t has the same purchasing power as a unit of indexed earnings in any other

year. Let wt be average earnings in year t. Under wage-indexing, for a
retirement in year t + n + i, and earnings of year_t, a unit of indexed

earnings for year t represents an amount of wages wt + n times the actual

dollar amount of earnings in year t. We might s_ize this by saying that
CPI-indexing keeps track of the purchasing power units of a wage earner
through time, whereas wage-indexing keeps track of the units of average earn-
ings of a wage earner through time.

According to the way sectioned benefit formulas are developed, we may fit the
average award under a proposed benefit formula to the present law average
award. Therefore, the type of indexing of the earnings record has no in-
trinsic connection with the level of benefits at the effective date of the

decoupling provision. The choice between the two types of earnings record

indexing is a matter of what amounts of earnings in different periods we
choose to consider equivalent.

Suppose we have oanlouted an average indexed earnings, to which a sectioned
benefit formula is applied. Let us oc_pare the effect of indexing the bend
points by using CPI with indexing using average wages. If we use CPI to
index bend points and the earnings record, the indexed formula will replace
equal units of average purchasing power (over a working life) for awards at
different dates, with the same units of purchasing power. If we use average

annual wages to index both the earnings record and the sectioned benefit
formula, then the indexed forr_la will replace equal fractions of average
earnings for different years of retirement, with the same fraction as a
benefit. I have not been able to develop interpretations that I consider
satisfactory when earnings records and bend Doints are not indexed in the
same way. Hmwever, both of the types of indexing that I have interpreted
can, with good reason, be said to provide constant replacement rates.

It can be shown that the effects on long-range costs of the social security
program proceed solely from the indexing of the bend points of the benefit

formula, not from the indexing of the earnings record (assuming that any
initial fonm_a is fitted to give the same average award as present law).
In fact, the long-range oost effects of indexing oould be Qbtained by in-
dexing the bend points of the present law formula even if earnings records
were not indexed at all.

It is important for the actuary to make clear to the public the broadly dif-
ferent interpretations possible for the expression "constant replacement
rates", and the great variation in costs of the social security program that
goes with the interpretation chosen.

One i_portant decision for the U.S. Congress to make is whether the a_tic
benefit formula should merely guarantee without action by Congress constant
replaoement for constant units of purchasing power (as would be in the im-
portant case in which there were no price inflation and in which the benefit

formula were not dynamic), or whether a constant percentage of average wage
should be guaranteed (as would be the case if there were no price inflation
and the bend points were indexed according to average wages). The difference
is great.
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In addition to the cost effects and the reasonableness of a given indexed-
formula/indexed-earnings-record package, it is inportant for the actuary to
consider what I shall call the 'political stability' of such a package. What

are the likely ad hoc actions by Congress when it becomes publicized that
average awards as a percentage of average preretirement earnings are declin-
ing (as would be the case under the CPI/CPI proposal of the Hsiao panel)?
Would Congress be inclined to move bend points to update the benefit fom_tla,
or would it use some method that actuaries and other technicians might con-

sider unsatisfactory, (such as increasing the percentages of the formula,
rather than the bend points, as was done for every ad hoc increase prior to
the first dynamic adjustment in 1975)? What about those who come on the rolls
between ad hoc increases; how would they be treated?

In spite of a long lifetime during which he observed both self-defeating
misunderstanding by the citizens of America, and self-serving machinations by
special interest groups, _s Jefferson never lost his faith in the ulti-
mate wisdom of the common man. I hope we actuaries can take that same atti-
tude today toward the understanding of the American public and the actions of
Congress. I hope we will consider it time well spent when we convey to the
public our insights which affect the public interest.

MR. S_ F. MCKAY: Dr. Hsiao presents a good short s_mary of the two
primary methods of correcting the overindexing of social security benefits.
But some of the conclusions he draws from the differences between wage-index-

ing and CPI-indexing seem doubtful to me.

It is true that under a wage-indexed system, increases in benefits for retirees
are limited to increases in the CPI, while workers who retire later receive

increments due to both price changes and increases in real wages. But far
frc_ being a deficiency of wage-indexing, this is an attribute that many
people believe social security should have. Indeed, the autcmatic provisions
of the Social Security _ts of 1972 and 1973 incorporated that prin-
ciple. As an example, consider two workers whose life-time earnings are at
the median for the total economy. The first person was born in 1901 and
retired in 1966; the second was born in 1911 and retired in 1976. Their

benefits in 1976 are $207.10 and $240.20 respectively, a difference of 16
percent. Throughout the history of the system the older retiree has had
lower benefits than the younger retiree.

While on the subject of median earners, I should mention that Dr. Hsiao's
table of three such earners is incorrectly described. The figures in the
table are derived similarly to t/hose on page 18 of his panel's report to the
Senate Finance Committee. As such, the workers described do not have earn-
ings at the median for the total econc_y, but have earnings which vary by

both age and calendar year. Even then, I have questions about the figures.
Following is the table which I believe represents "three workers whose life-
time earnings are in the same relative position, i.e., at the median for the
total econc_y."
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Monthly Retirement Benefit
(excludings__spousebenefit) for threemedian earners

PresidentFord's Proposal Panel's r_ation
(waqe-indexingmethod) (price-indexingmethod)

I%atioof Ratioof
Year of Benefit amount initialbenefit Benefitamount initialbenefit

Year of Ratire- in constant awax-ds to 1976 in constant awards to 1976
birth ment 1976 dollars retiree'sbenefit 1976 dollars retiree'sbenefit

1911 1976 $246 i.00 $253 I.00

1916 1981 281 i.14 262 I.04

1926 1991 338 1.38 276 1.09

A third column for each indexing method which may be of interest is the series
of replacement rates, defined as the benefit amount as a percent of final

monthly earnings. _he replacement rates under the price-indexing method de-
cline from 52 percent for an award in 1976 to 41 percent for an award in 1991,
while the meplacement rates for the wage-indexing method remain relatively
constant at 50-51 percent. Dr. Hsiao argues that the "disparity in benefits
among different age cohorts of retirees will promote social discontent," re-
ferring to benefits under a wage-indexing method and considering the benefits
in dollar terms. Considering instead the pattern of replant rates (which
I consider at least equally valid) Dr. Hsiao's _t would apply instead to
price-indexing.

In this same vein, Dr. Hsiao argues against wage-indexing by saying that, "It

will be difficult...to increase the benefits of those who have already retired
without giving a general increase to all covered workers." %%qis seems a weak
argument, since all signs are that tying increases in benefits of retirees to
increases in the CPI is adequate, and that no further increase would be de-
manded by the retirees. A stronger argument can be made against price-in-
dexing. As replacement rates at award decline in the future, workers will
demand a benefit increase. It would then be difficult to increase the bene-

fits of those who have not yet retired without also giving a general increase
to those who have already retired.

One possible solution, to avoid this whole argument, would be to index bene-
fits before and after reti_t by wages.

MR. NOBEETSON: On that note, I would like to thank the panel members for
their provocative o0_ments, and on behalf of the panel I would like to extend

thanks to the audience for a stimulating discussion.


