Financing Old-Age, Survivors, and Disability
Insurance: Report of the Advisory Council

on Social Security Financing

The Advisory Council on Social Se-
curity Financing submitted its report
to the Board of Trustees of the old-
age and survivors insurance and dis-
ability insurance trust funds on Janu-
ary 1, 1959. The Council had been
appointed, in the fall of 1957, by the
Secretary of Health, Education, and
Welfare in accordance with the 1956
amendments to the Social Security
Act.l

The Council held its first meeting
in November 1957 and concluded its
work with a sixth meetling in Decem-
ber 1958. Early in ils deliberations,
the report states, the Council had
tentatively decided “that there was
need for improvement in the financ-
ing of the program. Action by the
Congress in 1958 made changes in
the financing along lines that the
Council endorses . . . This report is
concerned solely with the law as
amended.”

All findings, conclusions, and recom-
mendations of the Council were unan-
imous. They are reprinted in full in
the following pages.

1. Introduction

HE old-age, survivors, and dis-
I ability insurance program pro-
vides a continuing income for
individuals and families who have
lost income from work on account of
death, retirement in old age, or
permanent and total disability after
age 50. Under the program, employ-
ces (with matching contributions
from employers) and self-employed
people, while they are working, pay
a percentage of their earnings into
a fund. Payments are made from the
fund to the contributors and their
families to replace a portion of the
income lost when these risks mate-
rialize.
About 121% million people are now

1 See the Bulletin, December 1957, pages
25-26.
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drawing monthly benefits under the
program, with payments for 1959 esti-
mated at $10 billion; more than 72
million people are insured under the
program; and some 75 million work-
ers are currently contributing toward
future benefits. About 9 out of 10
of the Nation’s workers are covered,
and about 9 out of 10 of its mothers
and children can look to the program
for continuing income if the family
earner dies.

The financing of this program is
the largest financial trusteeship in
history. It involves in varying degree
the personal security of prac-
tically all Americans—not only those
who have retired or are nearing re-
tiring age but those just starting to
work, those who are children today,
and the generations of the future.
For millions of Americans the social
security benefit will spell the differ-
ence between deprivation, on the one
hand, and an assured income pro-
vided on a basis consistent with self-
respect and dignity, on the other.
Involving practically all the people,
as old-age, survivors, and disability
insurance does, the program’s finan-
cial operations are large. It is very
important that the program be ade-
quately financed and that orderly
provision be made to assure the
discharge of its obligations.

The social security system has cre-
ated for millions of Americans expec-
tations regarding their future place
in economic society. These expecta-
tions could be defeated by discharg-
ing the system’s obligations in dollars
having a substantially lesser com-
mand of goods and services than the
beneficiaries have come to count upon
in their personal planning. The Coun-
cil believes that the trusteeship is so
large and the number of people in-
volved so great that the defeat of
beneficiaries’ expectations through in-
flation would gravely imperil the
stability of our social, political, and
economic institutions.

Although the security of the indi-
vidual depends in part on programs
such as old-age, survivors, and dis-
ability insurance that assure a source
of income when earnings stop, secur-
ity depends even more fundamentally
on the continued ability of our so-
ciety to produce a large volume of
goods and services under conditions
of economic stability. The Council
has not considered it part of its task
to evaluate in detail the effect of this
system of social insurance on the
stability and productivity of the econ-
omy. Our judgment is, however, that
the program, if maintained on a
sound basis, can be of great benefit
to the economy as well as to the
individual citizen. We believe that
the almost universal acceptance of
this program of social insurance is
well-deserved and that it is a perman-
ent institution in American life.

II. The Major Finding

The method of financing the old-
age, survivors, and disability insur-
ance program is sound, and, based
on the best estimates available, the
contribution schedule now in the law
makes adequate provision for meet-
ing both short-range and long-range
costs.

The Council finds that the present
method of financing the old-age, sur-
vivors, and disability insurance pro-
gram is sound, practical, and appro-
priate for this program. It is our
judgment, based on the best avail-
able cost estimates, that the contri-
bution schedule enacted into law in
the last session of Congress makes
adequate provision for financing the
program on a sound actuarial basis.

The Council has studied the esti-
mates of the short-range and long-
range costs of the old-age and survi-
vors insurance program, the various
demographic and other assumptions
on which they are based, and the



basic techniques used in deriving the
estimates.2 The Council believes that
the assumptions are a reasonable
basis for forecasts extending into the
distant future, and that the esti-
mating techniques are appropriate
and sound. The Council endorses the
present practice under which both
the estimating techmniques and the
assumptions are reexamined period-
ically to take account of emerging
experience and changing conditions.

It is our judgment that the pro-
gram is in close actuarial balance
since the level-premium equivalent of
the contribution rates varies from
the estimated level-premium cost by
no more than 1 of 1 percent of cov-
ered payroll.3 There is no advantage
in trying to achieve a closer balance
between estimated long-range income
and outgo, especially since those esti-
mates are subject to periodic review
and such review encompasses the
testing of the adequacy of the sched-
ule of contribution rates. If earnings
should continue to rise in the future
as they have in the past, the level-

2 See sec. VII B for a discussion of the
estimates. The estimates referred to
throughout this report are the official esti-
mates of the Social Security Administra-
tion. The latest estimates are contained in
Actuarial Cost Estimates and Summary of
Provisions of the Old-Age, Survivors, and
Disability Insurance System as Modified
by the Social Security Amendments of
1958 (Washington: U.S. Government Print-
ing Office, 1958). The Report of the Board
of Trustees for the fiscal year 1958 will
be submitted to the Congress by March 1,
1959, and will contain both the detail of
the cost estimates and a reprint of this
report of the Advisory Council.

3 The “level-premium cost” is the per-
cent of covered payroll that, if charged
from now on indefinitely into the future,
would produce enough contribution and
interest income to the fund to meet the
cost of the benefit payments and adminis-
trative expenses. The “level-premium
equivalent of the contribution rates” is
the percent of covered payroll that, if
charged from now on indefinitely into the
future, would produce the same amount
of income to the fund over the long-range
future as will be produced by the graded
schedule of contribution rates. The level-
premium cost of the OASI part of the pro-
gram is 8.27 percent of payroll on the
basis of the intermediate-cost estimates;
the level-premium equivalent of the con-
tributions is 8.02 percent of payroll. The
level-premium cost of the disability in-
surance part of the program is 0.49 percent
of payroll; the level-premium equivalent
of the contributions is 0.50 percent of pay-
roll.

premium cost of the present benefits,
expressed as a percentage of payroll,
would be lower than shown in the
cost estimates we have used.

The Council is also pleased to re-
port that under the new schedule of
contributions and benefits not only
is the system in close actuarial bal-
ance for the long run, but after 1959
the income to the system is estimated
to exceed the outgo in every year
for many years into the future. We
believe that it is important that in-
come exceed outgo during the early
years of development of the system
as well as that the system be in close
actuarial balance over the long range.

We have no suggestions for basic
changes in the present plan of financ-
ing. We do, however, have certain
specific recommendations which we
believe will strengthen the plan.

III. Summary of Other Find-
ings and Conclusions

The Council’s recommendations are
designed to supplement, not to alter,
the basic provisions of the existing
financing plan. Specifically, the Coun-
cil endorses the contributory prin-
ciple, an interest-earning fund on a
limited basis, investment of the funds
solely in United States Government
obligations, and the other major fea-
tures of the present financial arrange-
ments.

The Council anticipates that fur-
ther changes in the social security
program will be needed as changes
occur in the labor force, wage levels,
and doubtless in other factors that
in a dynamic economy will affect the
appropriateness of the program. Be-
cause of these changes and such
changes as may occur in the factors
which enter into the actuarial cost
estimates, we believe there is a need
for periodic scrutiny of all factors
which in any way affect the financing
of the program. These factors in-
clude the maximum earnings base for
determining benefits and contribu-
tions. This maximum determines the
proportion of the Nation’s payreolls
available to finance the program and
is a major factor in determining the
extent to which the program pays
benefits reasonably related to the
past earnings of the individual. As a
whole, our recommendations look to-

ward a continuing review of the fi-
nancial arrangements so that they,
along with the other provisions of
the program, can be kept sound and
workable in a changing economy.

At this time we recommend no
change in the contribution schedule.
It is not certain, however, that the
ultimate rate should go into effect
in 1969, as provided in the present
law. A sound decision on whether
there should be a change in the
amount or timing of the increase
scheduled for 1969 can best be made
in the period just before 1969 after
the advisory council then serving has
evaluated the question.

The Council suggests that greater
emphasis be given in the future to
estimates of the probable course of
the income and outgo of the system
over the then ensuing 15 or 20 years.
As the program reaches a greater
degree of maturity and the contri-
bution rate approaches the level of
a reasonable minimum estimate of
the costs over a period of many dec-
ades into the future, it will be ap-
propriate, as it has not been in the
past, to base financial decisions large-
ly on what may be expected to take
place during the period of 15 to 20
vears thereafter. Estimates showing
the relationship of income and outgo
over the very long-range future have
been and will continue to be import-
ant as a guide to policy and necessary
as a brake against making commit-
ments which, though inexpensive to-
day, may have substantially greater
costs in the long-run future. As the
system matures, however, forecasts
of what will happen during the
shorter run will become progressively
more significant and useful.

The Council recommends certain
changes in the provisions governing
the interest rate on the special ob-
ligations issued for purchase by the
trust funds, and also certain other
changes in the management of the
funds that are designed to bring their
earnings more nearly into line with
earnings of private investors in long-
term Government bonds.

IV. The Plan of Financing Old-
Age, Survivors, and Dis-
ability Insurance

The plan of financing the old-age,
survivors, and disability insurance
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program is as follows: Employees pay
taxes on their annual earnings up to
a maximum amount—$4,800 begin-
ning in 1959. Each employer pays
taxes at the same rate on the first
$4,800 paid to each of his employees
in the year. Year-by-year costs will
grow for many years, and the law
provides that tax rates will gradually
inecrease from a combined employer
and employee rate of 5 percent in
1959 to an ultimate rate of 9 percent,
to be reached in 1969. The self-em-
ployed pay at a rate equal to one
and one-half times the rate paid by
the employee.

The contribution rates now sched-
uled are intended to provide enough
income to meet all of the costs of
the system into the indefinite future.
Funds collected in the early years of
the program and not needed for im-
mediate benefit payments are in-
vested in United States Government
obligations. The interest earnings on
these obligations are available to help
pay for the larger cost of the system
in later years. The scheduled contri-
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percent combined employer-employee
contribution for disability benefits for
workers and their dependents (35 of
1 percent for the self-employed) and
the proceeds of this tax are held in a
separate fund. The administrative
expenses of the system, as well as
the benefits, are paid from the taxes
established to finance the system.

In the following pages the Council
reports on each aspect of the finane-
ing plan described above: Contribu-
tions by Employees, Employers, and
the Self-Employed; the Earnings Base
for Contributions and Benefits; the
Schedule of Contribution Rates; The
Role of the Trust Funds; and The
Management and Investment of the
Trust Funds.

V. Contributions by Employ-
ees, Employers, and the
Self-Employed

A. The Council believes that, as
provided in present law, a substantial
part of the cost of this program
should be borne directly by those who
benefit from it.

The fact that the worker pays a
substantial share of the cost of the
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benefits provided, in a way visible to
all, is his assurance that he and his
dependents will receive the scheduled
benefits and that they will be paid
as a matter of right without the ne-
cessity of establishing need. The con-
tribution sets the tone of the program
and its administration by making
clear that this is not a program of
government aid given to the individ-
ual, but rather a cooperative program
in which the people use the instru-
ment of government to provide pro-
tection for themselves and their fam-
ilies against loss of earnings resulting
from old age, death, and disability.
The Council also believes that the
direct earmarked tax on prospective
beneficiaries promotes a sense of fi-
nancial responsibility. It is very im-
portant that people see clearly that
increases in protection necessarily in-
volve increases in costs and contri-
butions.

We believe that the experience of
the last 22 years has shown the ad-
vantages of contributory social insur-
ance over grants from general tax
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present time, workers as a group
have not contributed a large share
of the cost of their own protection.
Most workers covered in the early
years of the program will contribute
during only a part of their working
lifetime, and, under the graduated
schedule in the law, contribution
rates have been low relative to the
value of the protection provided. But
this situation is changing. Young
workers starting out under the sys-
tem in recent years will contribute
a substantial part of the cost of
their protection.

B. The Council believes that it is
also appropriate for a substantial
part of the cost of the program to
be borne by an employer contribution
and for the self-employed to pay a
rate equal to one and one-half times
the employee rate.

Protecting the members of the la-
bor force and their dependents
against loss of income from the haz-
ards of old-age retirement, perman-
ent and total disability, and death is,
at least in part, a proper charge on
the cost of production. Moreover,
business enterprises have a signifi-

cant stake in assuring that orderly
provision is made to meet the needs
of their employees and their families
for income when their working lives
are over. The earmarked contribu-
tion for social security is a recogni-
tion of this stake. The direct contri-
bution gives employers status in the
program and a clear right to par-
ticipate in the development of the
program and in the formation of
policy.

The rate for the seif-employed—
one and one-half times the rate paid
by the employee—is a recognition of
the fact that the self-employed per-
son, in respect to his own employ-
ment, has some of the characteristics
both of employee and employer. The
Council has found no reason for a
change in this rate.

V1. The Earnings Base for Con-
tributions and Benefits

In an economy charactlerized by
rising wages and salaries it is neces-
sary to give periodic review to the
mazimum amount of earnings sub-
ject to contributions and credited to-
ward benefits, since this maximum
determines the proportion of the cov-
ered payrolls available to finance the
program and is a major factor in
determining the extent to which the
program pays benefits reasonably re-
lated to the past earnings of the
individual.

The Council believes that it is an
essential part of the contributory con-
cept to have the worker pay contri-
butions on the same amount of earn-
ings as the amount that is credited
to him for benefit purposes. Since,
under a plan designed for broad
social protection, it has not been
considered appropriate to cover the
full earnings of very high-paid em-
ployees and self-employed persons
and to pay correspondingly high ben-
efits, there has always been a maxi-
mum on the amount of earnings sub-
ject to tax and creditable toward
benefits. Exactly where this maxi-
mum should be set is a difficult ques-
tion. It is complicated by the fact
that over the years wages and living
levels tend to rise, so that any par-
ticular maximum set in the law may
be soon outdated.



When the old-age and survivors in-
surance program first went into op-
eration in 1937 the maximum earn-
ings base was $3,000, and it remained
at that level until 1951. In 1938, the
first year for which adequate data
are available, the full earnings of 97
percent of all covered employees, and

of 94 percent of regularly nmnlnvnﬂ

men, were included under that maxi-
mum. As wage levels rose, the per-
centage of workers who had all their
wages credited under the program de-
clined; thus, by 1950, instead of the
highest-paid 6 percent of regularly
employed men having a part of their
wages excluded, 57 percent had some
of their wages excluded.

The maximum earnings base was
raised to $3,600, effective in 1951; to
$4,200, effective in 1955; and to
$4.800, effective in 1959. In 1959, it
is estimated, 75 percent of the work-
ers covered under the program, and
50 percent of the regularly employed
men, will have their full earnings cov-
ered for both contributions and bene-
fits.

Insofar as the maximum contribu-
tion and benefit base is not increased
as earnings rise, the proportion of
payrolls in covered employment that
is taxed declines. For exampie, be-
tween 1938 and 1950 the proportion
dropped from 92 percent to 80 per-
cent. The proportion taxed in 1951

after the increase in the maximum
to $2,600 was 84 percent. It is esti-

mated that the proportion taxed in
1959 will be about 83 percent.
Benefits are a higher proportion
of earnings at lower earnings levels
than at the higher levels. Hence
raising the maximum contribution
and benefit base without change in

the henefit formula results in a re.
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duction in the percentage of covered
payroll needed to meet the long-
range cost of the system. The cost
estimates underlying the contribution
schedule can be interpreted to imply
that if earnings rise there will be
an upward adjustment of benefits
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the tax rates required for the support
of the adjusted benefits would be
higher than those in the present con-
tribution schedule if the earnings
base is not increased as earnings
rise.

The Council is of the opinion that

..... ey
However,

there should be a. maximum on earn-
ings taxed and credited toward bene-
fits; that the contribution should be
ievied on the same amount of earn-
ings as the amount that is credited
for benefits; and that the maximum
should be increased from time to
time as wages rise.4

Although there is no definitive logie
supporting $4,800 as the correct
amount—i.e., neither too high nor
too low—ifor the maximum contribu-
tion and benefit base, we do not rec-
ommend any further change in the
base at this time, since the change
to $4,800 is just going into effect in
10R0

We assume that further con-
ve assume wnat COIL

sideration will be given to this maxi-
mum after the effect of the $4,800 fig-

‘ure has been evaluated.

VII. The Schedule of Contri-
bution Rates
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tribution schedule in present law’ on
the basis of the cost estimates we
have reviewed. We believe that the
1959, 1960, and 1963 rate increases
should go into effect as scheduled and
that conditions will probably warrant
the 1966 ratle increase as well. The
last increase—that scheduled for 1565
—will need to be evaluated in the
light of the conditions current at
that time and in the light of the
cost estimates then available.

Ag a result of the amendments of

1958, the contribution schedule in the

4The Council believes it desirable to
call specific attention to the fact that in
the relation between the tax on earnings
and the benefits paid under the old-age,
survivors, and disability insurance system
there is an element of progressive income
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with their employers, pay taxes on the
higher ranges of the creditable earnings
base receive less than proportionate bene-
fit rights. 'This serves 1o make possible
more than proportionate benefits for those
paying taxes on the lower range of the
creditable earnings base.

5 As indicated in the description of the
financing plan, the scheduled contribution
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bined employer-employee contribution for
disability benefits for workers and their
dependents (33 of 1 percent for the self-
employed). The questions discussed in
the next several pages relate largely to
the old-age and survivors insurance pro-
gram only and grow out of the gradual
imposition of the ultimate rate for that
program.

law has been speeded up and the
rates increased. The present sched-
ule, covering both old-age and survi.
ez,  Smm et e omn AicnTailiter 3oz
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ance, is as follows:

Contribution rate (percent)

Year ‘
Em- | Em- Self-em-
ployers [ ployees E ployed
215 25 334
3 3 415
ZA‘VZ 3% 2‘/2
43 6%

1969 and thereafter:l s

The Council is agreed that a graded
contribution schedule is sound policy.
It is true that the ultimate rate is
somewhat increased by the loss of
interest on funds which would other-
wise have been accumulated by the
application of an earlier high, level
rate. We believe, however, that this
loss is of far less significance than
would be the effect of the sudden im-
position of the full rate necessary to
support the program.

The Council is also agreed t} he
rates should be high enough the
early years of the program to cover
at least year-by-year disbursements.
Disbursements will ultimately be sub-
stantially greater than they are now,
and we believe there is no justifica-
tion for current contributors paying
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bursements. Moreover, many people
were disturbed to have the outgo from
the old-age and survivors insurance
trust fund greater than the income in
1957 and 1958, and in prospect in
1959, We are therefore in complete
accord with the action taken by the
Congress, to increase the rates in
1959 and 1960. These changes are
necessary to avoid an excess of outgo
over income in 1960 and in the next
several years.

The Council also believes that the
rate increase provided by the new
schedule for 1963 is justified by all
the evidence now available. Although
it might prove possible to postpone
the 1963 increase for a year or two,
it is nevertheless clear that a rate in-

crease will be needed soon after 1963,
if not in that vear, to prevent outgo
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from again exceedlng income. We
believe that there is merit in main-

[
(3]
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taining the schedule in the law unless
and until there is a strong case for
change.

Probably the increase scheduled for
1966 will not be necessary at that
time to provide income in excess of
outgo. Its effect, unless significant
changes occur, will be to increase
fund accumulation. 8 Although the
Council does not regard building of
a large fund as a primary goal, we
nevertheless believe that it will prove
desirable to have the 1966 rate go
into effect. It will further the objec-
tive that the person who gets the pro-
tection should pay a substantial part
of the cost of the protection. It will
hasten the approach to the payment
of the full rate necessary to support
the system and will increase public
understanding of its costs. It will re-
duce the shifting of costs to future
members of the system. Before the
1966 rate is scheduled to go into
effect, however, other advisory coun-
cils will have the opportunity to con-
sider the timing of the introduction
of this rate in the light of cost esti-
mates and conditions current at that
time.

Under the set of cost estimates we
used for evaluating the contribution
rate schedule, if the employer-em-
ployee contribution rate of 8 percent
for the combined old-age, survivors,
and disability insurance system sched-
uled for 1966 goes into effect in that
year the income to the old-age and
survivors insurance trust fund will
exceed outgo until 1982. Under other
sets of estimates that we examined,
such income will exceed outgo for a
period of from 12 years after 1965
(under estimates showing high costs)
to about 80 years (under estimates
showing low costs). In view of the
likelihood that an increase above the
1966 rate will not be needed to cover
the year-by-year costs of the program
for a considerable period of time, we

6 Some have argued that an excess of
income over outgo may have bad economic
effects. Whether the economic effects are
good or bad will depend on the general
economic situation at the time and on the
fiscal policies of the Government. In any
event, the amounts by which the fund is
increased in any year would in all prob-
ability be too small to have any effects on
the economy that would be serious or that
could not be readily compensated through
other governmental action.
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are doubtful whether the 9-percent
rate should go into effect as sched-
uled, in 1969.7 However, we are not
recommending that any change be
made now in the schedule of contri-
bution rates in present law. Instead,
we recommend that future advisory
councils, in the light of conditions
current at the time of their inquiries,
give study to the timing and level of
any contribution rate increase to be
made after the one bringing the rate
to 8 percent.

Once the rate currently charged
approaches the level of a reasonable
minimum estimate of the costs over
a period of many decades into the
future, decisions about the imposition
of further rate increases should be
guided, in our judgement, largely by
conditions expected in the 15- or 20-
year period immediately ahead, in-
cluding the size of the trust fund.
Under such a plan a judgment of
whether the last step-up in the con-
tribution schedule should go into
effect in 1969 can be best made just
prior to that time.

B. The Council believes that the
establishment of a contribution sched-
ule in the law based on the concept
of long-range actuarial balance is
sound policy and should be continued.
However, future decisions concerning
the financing of the program should
increasingly take into account esti-
mates of trust fund income and outgo
over the ensuing 15 or 20 vyears
based on expected earnings and em-
ployment levels and on demographic
developments.

71t is recognized, of course, that if the
long-range estimates were to remain un-
changed but the imposition of the ulti-
mate rate were postponed beyond 1969, a
contribution schedule showing the system
in actuarial balance would, because of this
delay, have an ultimate employer-em-
ployee rate above the 9 percent in present
law for the combined old-age, survivors,
and disability insurance system. For ex-
ample, if the 1969 rate increase were post-
poned until 1982, when, according to the
cost estimates we have used for evaluating
the contribution schedule, an increase
would be needed to prevent disbursements
from exceeding income, then a 9.83-per-
cent rate would be needed in 2025 and
thereafter to produce the same degree of
long-range actuarial balance as the sched-
ule in present law.

The Council endorses the long-
standing practice adopted by Con-
gress of including in the law a con-
tribution schedule which according to
the cost estimates places the system
substantially in actuarial balance into
the indefinite future. We believe this
procedure to be the best way of mak-
ing people conscious of the long-range
cost of the current provisions of the
program and of the cost of proposals
to modify the present program.

The long-range estimates of the
cost of the program are presented in
the form of a range, showing the
effect of assumptions resulting in
high costs, and other assumptions
resulting in low costs. Reflecting the
great uncertainties attached to costs
that may develop in the more distant
future, these estimates indicate a
broad spread in the possible range
of program costs toward the end of
the present century and in the first
half of the next century. For purposes
of financial planning, the practice
has been to take an average of the
high-cost and low-cost estimates to
obtain so-called intermediate-cost es-
timates. On the basis of these inter-
mediate-cost estimates a schedule of
contribution rates is developed to
provide contribution income sufficient
to meet the costs of the system as
they fall due from the present into
the long-range future. The Council
has examined these estimates and
believes that the assumptions on
which they are based are reasonable
and that the methods used in mak-
ing them are sound.

The long-range cost estimates,
based as they are on assumptions re-
flecting the possible variations in
long-range trends in such cost factors
as fertility, mortality, retirement
rates, and family composition, while
producing a wide range in possible
costs several decades ahead, show a
fairly narrow range in possible costs
in the shorter-run future. This is
because the economic factors which
may show significant ups and downs
in the short run are assumed in the
long-range estimates to have a
smooth trend. Thus, for example,
the estimates assume that the volume
of employment will average out over
the long run somewhat below full
employment. The estimates also as-
sume that average annual earnings



will remain level.8 However reason-
able these assumptions may be for
the long-range estimates, they cannot
be used for estimates designed to
show expected operations over g
short-run period. Here the possible
variations arising from the economic
factors will be very significant, and
the Council believes that there is
need for cost estimates that take
these economic factors into account.

As stated above, the Council be-
lieves that when the contribution rate
approaches the level of a reasonable
minimum estimate of the costs over
a period of many decades into the
future, decisions about the imposition
of further rate increases, if needed,
should be guided largely by esti-
mates covering a period of 15 or 20
years. Like the estimates covering
the period of 5 future years that are
presented in the Annual Reports of
the Board of Trustees, these 15- or
20-year forecasts should be based on
assumptions which take into account
future developments with respect to
economic as well as population
changes.

VIII. The Role of the Trust
Funds

A. The Council approves of the
accumulation of funds that are more
than sufficient to meet all foreseeable
short-range contingencies, and that
will therefore earn interest in some-
what larger amounts than would be
earned if the funds served only a
contingency purpose. The Council
concludes, however, that a “full” re-

8 The assumption that average earnings
will remain level is not, of course, in
accord with what has been happening in
this country throughout its history. If
average earnings do in fact continue to
rise and if no changes are made in benefit
levels, the costs of the program, expressed
as a percentage of payroll, will be lower
than those shown in the estimates. In
this sense it can be said that the estimates
overstate the costs of the benefit provisions
now in the law. As a practical matter,
however, it may be expected that, as
average earnings continue to rise, there
will be an upward adjustment of benefits.
If the added cost resulting from such ad-
justment is sufficient to balance the redue-
tion in the cost of the program that results
from rising average earnings, the level-
premium cost of the program, expressed
as a percentage of payroll, will be the
same as is shown in the estimates.

serve is unnecessary and does not be-
lieve that interest earnings should be
expected to meet a major part of the
long-range benefit costs.

Income not currently needed for
benefits is held in two trust funds—
the old-age and survivors insurance
trust fund and the disability insur-
ance trust fund. These trust funds
serve two primary purposes: (1) they
are contingency reserves for use in
temporary situations when current
income is less than current outgo;
and (2) they are a source of invest-
ment income which helps pay the
benefits and administrative costs of
the program.

As contingency reserves, the assets
of the trust funds are available, when
needed, to supplement current re-
ceipts in periods when disbursements
may temporarily rise above income.
The Council believes the trust funds
are and will continue to be larger
than would be required for contin-
gency purposes alone. Both the trust
funds are expected to grow for many
years and should remain well in ex-
cess of foreseeable contingency needs.

Although larger than needed for
contingency purposes, the trust funds
will continue to be considerably less
than would be required under ‘“full
reserve” financing, often used for
private pension plans. The “full re-
serve’’ basis contemplates the accum-
ulation during an initial period of
very substantial funds which, if the
pension plan were to cease operating,
would be available to discharge exist-
ing liabilities. These are liabilities to
the then current beneficiaries and the
liabilities accrued to date for those
still in active employment. In a na-
tional compulsory social insurance
program it can properly be assumed
that the program will continue to
collect contributions and to pay bene-
fits indefinitely into the future. The
cld-age, survivors, and disability in-
surance program therefore does not
need a full reserve, It may he con-
sidered to be in actuarial balance
when estimated future income from
contributions and from interest on
the investments of the accumulated
trust funds will, over the long run,
support the estimated disbursements
for benefits and administrative ex-
penses.

Although the old-age and survivors
insurance trust fund will be only a
fraction of the ‘full reserve,” as de-
fined above, it will grow to consider-
able size and play a significant role
as an interest-earning fund. Interest
will, of course, be available to help
pay benefit costs and to some extent
will make later contribution rates
lower than they would otherwise have
to be. Interest earnings since the
program began, in 1937, have already
totaled over $5 billion.

In a dynamic system of social in-
surance, the significance of the role
played by an interest-earning fund
is quite different from what it would
be under a static system. If benefits
are adjusted upward as earnings
levels rise, then the interest earnings
on a fund of any given size will meet
a decreasing proportion of benefit
costs. In the light of potential in-
creases in earnings and benefits as
decades pass, we believe it unwise to
count on interest to meet a major
part of the costs of the program in
the far-distant future.

We see no merit in the provision of
present law which requires the trus-
tees to report to the Congress when-
ever, in the course of the next 5 years,
it is expected that either of the trust
funds will exceed three times ex-
penditures in any one year. The im-
plication of the provision is that the
trust funds should not be allowed to
exceed the result of this formula. We
do not believe that the trust funds
should be held to any arbitrary re-
lationship to expected annual expen-
ditures, and we recommend that the
provision be repealed.

B. The investment of the trust
funds in United States Government
obligations is a proper use of the
excess of income over outgo for the
benefit of the contributors to the
funds. The trust funds are properly
kept separate from the general fund
of the Treasury and have the same
lender status as other investors in
Federal securities.

The Council is aware that there is
some misunderstanding concerning
the nature of the trust funds of the
program and their distinct separation
from the general Treasury account.
The members are in unanimous
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agreement with the advisory councils
of 1938 and 1948 that the present
provisions regarding the investment
of the monies in these trust funds do
not involve any misuse of these mon-
ies or endanger the funds in any way,
nor is there any “double taxation”
for social security purposes by reason
of the investment of these funds in
Government obligations.

Each of these trust funds is kept
completely separate from all other
funds in the Treasury. The income
and disbursements of the old-age and
survivors insurance trust fund and
the disability insurance trust fund
are not included in the administra-
tive budget of the Government. In-
stead, the President reports their op-
erations separately in his Budget
Message to Congress. The debt obli-
gations held by the frust funds are
shown in Treasury reports as part of
the Federal debt, and interest pay-
ments on these obligations are regu-
larly made by the Treasury to the
trust funds. The securities are sold
or redeemed whenever necessary to
obtain cash for disbursement by these
funds.

When the trust fund receipts not
needed for current disbursements are
invested in Government securities,
the funds are lenders and the United
States Treasury is the borrower. The
trustees of the funds receive and
hold Federal securities as evidence of
these loans. These Government obli-
gations are assets of the funds, and
they are liabilities of the TUnited
States Government, which must pay
interest on the money borrowed and
must repay the principal when the
securities are redeemed or mature.

The marketable securities held by
the funds are identical in every way
with Federal bonds bought and sold
on the open market by other investors
in Federal securities. The special ob-
ligations issued directly to the funds
are public debt obligations backed by
the full faith and credit of the United
States. Interest on, and the proceeds
from the sale or redemption of, secur-
ities held by each of the two trust
funds are credited to and form a
part of each fund. 'Thus the trust
funds are completely separate from
the general fund of the Treasury and
have the same status as lenders that
other investors in Federal securities
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have.

The confusion that there is “double
taxation” for social security purposes
arises because, in addition to paying
social security taxes, people must also
pay taxes to pay interest on, and re-
pay the principal amount of, the ob-
ligations held by the trust funds.
But the taxes that must be raised to
pay interest on these obligations, or
to repay the principal, are not levied
for social security purposes. They are
levied to meet the costs of the de-
fense program and the other purposes
for which the borrowed money was
expended by the Treasury in accord-
ance with congressional appropria-
tions. If the trust funds did not exist,
money for these purposes would have
been borrowed from other sources,
and in this case, too, taxes would
have to be raised to pay interest and
principal on the borrowings. The pur-
chase of Government obligations by
the trust funds is financially sound
in relation to both the social security
program and the fiscal operations of
the Federal Government.

IX. The Management and In-
vestment of the Trust Fund

A. The investment of the trust
funds should continue to be restricted
to interest-bearing obligations of the
United States Government or to ob-
ligations guaranteed as to principal
and interest by the United States.

The Council recommends that in-
vestment of the trust funds should,
as in the past, be restricted to obliga-
tions of the United States Govern-
ment. Departure from this principle
would put trust fund operations into
direct involvement in the operation
of the private economy or the affairs
of State and local governments. In-
vestment in private business corpor-
ations could have unfortunate conse-
quences for the social security sys-
tem—both financial and political—
and would constitute an unnecessary
interference with our free enterprise
economy. Similarly, investment in the
securities of State and local govern-
ments would unnecessarily involve
the trust funds in affairs which are
entirely apart from the social security
system.

B. The invesiment of the trust

funds should be in obligations having
maturities which reasonably reflect
the long-term character of the funds.

The bulk of the assets of the trust
funds will be on continuous loan to
the Federal Treasury, and therefore
the funds’ investments are essentially
long-term in character. The matur-
ities of special issues should reflect
this fact. Before the 1956 amend-
ments to the Social Security Act, the
law included no provision regarding
the maturities of special obligations
issued for purchase by the <{rust
funds. Up to that time, special issues
had been 5-year notes or l-year (or
less) certificates of indebtedness. The
1956 amendments added the provision
that special issues shall have ¢, . .
maturities fixed with due regard for
the needs of the trust funds ... .”
This requirement has bheen inter-
preted by the Managing Trustee to
mean maturities of 5 years or longer.
Accordingly, he inaugurated a pro-
gram to lengthen gradually the ma-
turities of special chligations issued
to the trust funds. The special issues
held by the funds on June 30, 1958,
consisted of 1-year certificates, 2- to
5-year notes, and 6- to 10-year bonds.

C. Each special obligation issued
for purchase by the irust funds
should carry a rate of interest that,
in principle, equals the rate of return
being realized by investors who pur-
chase long-term Government securi-
ties in the open market at the time
the special obligation is issued.?

The Council believes the rate of
return on trust fund investments in
special issues should be comparable
to what the Treasury would have to
pay for long-term money if borrowed
from other investors. Such a rate
of return seems to us the way to
avoid either a financial advantage or
disadvantage to the funds. Such a
rate on special issues would go a long
way toward eliminating any conflict
of interest that might be encountered
by the Secretary of the Treasury, act-
ing both as the principal fiscal officer

91t is recognized that the Managing Trus-
tee may need to keep a minor part of the
funds in short-term securities, at an inter-
est rate appropriate thereto, to meet im-
mediate prospective needs.



of the Government and as manager
of the trust funds, in deciding
whether to invest trust fund assets in
marketable obligations or in special
issues.

The provision in the present law
for setting the interest rate on the
special issues needs revision in order
to make possible the attainment of
this policy. The present law requires
that special obligations issued for
purchase by the trust funds bear in-
terest at a rate equal to the average
rate of interest, computed as of the
end of the month preceding the date
of issue, on all marketable interest-
bearing public debt obligations that
are not due or callable until after
the expiration of 5 years from date
of original issue. The interest rate
on special obligations issued to the
trust funds at the beginning of the
fiscal year 1959 was 234 percent. Dur-
ing recent years about nine-tenths of
the old-age and survivors insurance
trust fund investments have been in
special obligations; on June 30, 1958,
about 95 percent of the disability in-
surance trust fund investments were
in special obligations.

The Council endorses the policy in
present law which relates the interest
rate on special obligations to the in-
terest rate on long-term marketable
obligations. This policy correctly iden-
tifies the special obligations as being
primarily long-term investments.

We recommend, however, that two
changes be made in the law in order
that the rate of return on special ob-
ligations be as nearly as possible
equal to the rate being realized by
investors who purchase long-term
Government securities in the open
market at the time such a special
obligation is issued. The rate on each
special obligation should be made
equal to the average market yield on
long-term marketable Federal obliga-
tions outstanding when the special
obligation is issued, rather than to
the average coupon rate of such mar-
ketable obligations. This change
would cause the interest rate on the
obligations issued for purchase by
the trust funds to reflect the market
rate of return prevailing at the time
of issuing any given block of securi-
ties to the trust funds. The average
yield should be computed on the basis
of market quotations in a recent past
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period, such as the month preceding
the special issue, and, as at present,
the average so computed should be
rounded to the nearest Y of 1 per-
cent.

The second change we recommend
is that the interest rate fixed for a
special obligation should be based
on the average rate of return on all
outstanding marketable Federal ob-
ligations that will mature more than,
say, 5 years after the date of the spe-
cial issue, rather than on all bonds
that are not due or callable until
after 5 years from the date when
they were originally issued.l9 This
change is necessary to eliminate from
the computation those bonds which
have in fact become short-term obliga-
tions.

In adjusting to the proposed new
statutory formula, we believe a grad-
ual and orderly transition over a
period of several years would be de-
sirable. We recommend, therefore,
that before the new formula becomes
effective the present maturity distri-
bution of the special obligations held
in the funds be reviewed and, if
need be, adjusted to carry out this
broad objective.

D. Investment of the trust funds,
as at present, should be either in
special issues or in public issues, but
the statute should be amended to pro-
vide that public issues may be ac-
quired only when they will provide
currently a yield equal to or greater
than the yield that would be provided
by the alternative of investing in
special issues.

With the adoption of a statutory
formula giving to the trust funds a
return based on market rates of in-
terest, we believe it is proper for the
bulk of the funds to be invested in
special obligations. Investment in
special issues has the great advantage
of avoiding disturbances of the capi-
tal market. At the same time, the
Council believes that it would be
desirable to continue to allow the
Managing Trustee to invest in public
issues when he finds that it is in the
public interest to do so, provided
such investment would involve no
sacrifice of income to the funds.

10 See footnote 9.

From time to time, circumstances
arise in which investment of trust
fund assets in public obligations may
be in the public interest. At a time
of declining bond prices, for example,
purchase of public issues on the open
market may help preserve the asset
value of Federal securities held by
private investors. It may also assist
the Treasury Department in the sale
of new issues of Federal securities at
a time when the market for Govern-
ment bonds is unfavorable.

We recognize that it has been the
practice of the Managing Trustees to
purchase marketable obligations for
the trust funds only if the current
yields on the marketable obligations
exceed what would be obtained by
purchasing special obligations. The
Council believes, however, that if
would be desirable to make this prac-
tice a statutory obligation. The Coun-
cil therefore recommends adoption of
a provision allowing purchase of mar-
ketable securities only when such
purchase is in the public interest and
would provide currently a yield equal
to or greater than the alternative of
investing in special issues. This pro-
vision would supersede the present
statutory provision that special issues
shall be purchased only if it is not
in the public interest for the trust
funds to purchase other Federal se-
curities.

E. The law should be amended to
state that the Board of Trustees as
a whole has the responsibility to re-
view the general policies followed in
managing the trust funds, and to
recommend changes, as needed, in
the provisions of the law that govern
the way in which the trust funds are
to be managed. In keeping with the
nature of its responsibilities, the in-
tervals between meetings of the
Board should be not more than 6
months.

The Council believes that the pres-
ent statutory provision giving full
authority for management of the op-
erations and investments of the trust
funds to the Secretary of the Treas-
ury as Managing Trustee is sound.
Generally the Secretary of the Treas-
ury, by reason of his position and
experience, is the person in the Gov-
ernment who is best equipped for
this responsibility. However, the
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Council believes that all members of
the Board of Trustees should parti-
cipate in the review of the general
policies followed in the management
of the trust funds. We, therefore,
recommend an amendment to the law
to give more specific recognition to
the responsibility of trusteeship of
all members of the Board and to re-
quire that the intervals between
meetings be not more than 6 months.

P. The Council has examined the
way administrative expenses are
charged to the trust funds and the
financial provisions relating to the
railroad retirement account and to
the coverage of the members of the
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arrangements are fair.

The Council believes that the trust
funds should be treated in all re-
spects as funds held in trust, bearing
their proper share of expense but not
operating so as to subsidize other ac-
tivities of government.

The Council did not look, in great
detail, into the question of the charg-
ing of administrative expenses, but
we believe that with relatively minor
exceptions all administrative costs
are being charged to the trust funds.
These include the administrative ex-
penses of the Bureau of Old-Age and
Survivors Insurance, the expenses in-
curred by the Internal Revenue Serv-
ice in the collection of social security
taxes, and expenses incurred by other
units of the Department of Health,
Education, and Welfare and of the
Treasury Department in connection
with old-age, survivors, and disability
insurance. The administrative ex-
penses of the total program, although
charged to the respective trust funds,
are subject to the regular appropria-
tion procedures of Congress.
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Under the 1951 amendments to the
Railroad Retirement Act, wage cred-
its accumulated under the railroad
retirement system by workers who
die or retire with less than 10 years
of railroad employment are trans-
ferred to the workers’ accounts under
the old-age, survivors, and disability
insurance program. Benefit payments
are made by the old-age, survivors,
and disability insurance program on
the basis of the combined earnings
records. Retirement and disability
benefits are payable under both pro-
grams to workers with 10 or more
years of railroad service who also
qualify under old-age, survivors, and
disability insurance. The survivors
of workers with 10 or more years of
railroad service receive benefits under
one program or the other based on
combined wage records. Each year
the two agencies jointly determine
the amount of money which, if trans-
ferred from the railroad retirement
account to the old-age and survivors
insurance trust fund or vice versa,
would place the trust fund in the
same position it would have been in
if railroad employment had always
been covered under the Social Secur-
ity Act. The amount so determined
is transferred. There is provision for
similar annual interchanges between
the railroad retirement account and
the disability insurance ftrust fund
beginning with the fiscal year 1958.
This is an arrangement which seems
to us to be fair to both programs.

Beginning January 1, 1957, con-
tributory coverage was extended to
members of the uniformed services.
Noncontributory wage credits of $160
a month have been provided to per-
sons who served in the Armed Forces
from September 16, 1940, through
December 31, 1956. In addition, pro-
vision had been made for noncon-

tributory survivors insurance protec-
tion for certain World War II vet-
erans for a period of 3 years follow-
ing their discharge from the Armed
Porces. The old-age and survivors in-
surance trust fund received reim-
bursements from the general fund
of the Treasury for the additional
costs of these survivor benefits paid
before September 1, 1950. Under the
1956 amendments, the additional
costs of the survivor benefits after
August 31, 1950, and all past and
future expenditures arising from the
contributory military wage credits,
will be met by reimbursements from
the general fund to the appropriate
trust funds. These reimbursements
should not be regarded as a Govern-
ment contribution or as a departure
from the policy of self-support. In-
stead, these contributions are made
by the United States Government
from general funds in its capacity as
employer of the members of the
Armed Forces.

X. Conclusion

In conclusion, the Council would
reiterate what we have said earlier
in this report: In a dynamic society
a program of old-age, survivors, and
disability insurance requires periodic
review of its operations to assure that
its effectiveness is maintained. The
Council is pleased to report that ac-
cording to the best cost estimates
available the contribution schedule
now in the law makes adequate pro-
vision for meeting the cost of the
benefits provided. We have found
that the method of financing is sound
and that no fundamental changes are
required or desirable. Our recom-
mendations are intended to strength-
en the measures necessary to carry
out the basic principles inherent in
the program.
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