OASDLI: Fiscal Basis and Long-Range Cost

Projections

A thorough wunderstunding of the financing
structure of social security i8 e prerequiste to
serious discussion of the financial condition of
the program In examining this siructure, it be-
comes clear that the most important test of the
program’s financial soundness iz whether exrpecled
future income to the funds equals expected future
expendilures Short range dnd long-range cost esti-
mates indiwrate that the condition does not exist
and that an actual defleak of 798 percent of tax-
able payroll, equwalent o $43 trillion, needs to
be eltnanated—half of it perhaps by stabilizing
benefits at current levels in relation to prerelwre-
ment earmngs In addition, an unfunded accrued
hebility of 331 trillion cxists, although there is
no indication that this habdity needs to be funded

THE FINANCIAL condition of the social secu-
rity program 18 much 1n the news these days It
1s a healthy sign that various wiewpoints are
being put forth regarding the role of the social
security program and the method by which it
1s financed Sometimes, however, the debate tends
to be confused because of the misunderstanding
of various concepts and the words used to de-
seribe them The purpose of this article 15 to
present a few facts, figures, and explanations
helpful to the reader in understanding that de-
bate The article 15 imited to the old-age, sur-
vivors, and disabihity insurance (QASDI) por-
tion of the social security program, excluding
Medicare

NATURE OF TRUST FUNDS

The Federal old-age and survivors insurance
trust fund was established on January 1, 1940,
as a separate account m the United States Treas-
ury to hold the amounts accumulated under the
old-age and survivors msurance {(OASI) pro-

* Chief Actuary, SBoclal Security Administration The
article is adapted from & paper presented as part of the
Symposium on Social Security and Private Pension Plans
for the Pension Research Council Institutional Members,
in Philadelphia, Pa, Mav 4, 1976
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gram All the financial operations relating to
the QAST system are handled through this fund
The Social Security Amendments of 1956 pro-
vided for the creation of the Federal disabihty
msurance trust fund—entirely separate from the
OAST trust fund—through which are handled all
financial operations 1 connection with the dis-
ability surance (DI) system?®

These two trust funds are held by the Board
of Trustees under the authority of section 201(¢)
of the Social Security Act The Board 1s com-
prised of three members serving 1 an ex officic
capacity The Secretary of the Treasury, the
Secretary of Labor, and the Secretary of Health.
Education, and Welfare The Secretary of the
Treasury is designated by law as the Managing
Trustee, and the Commissioner of Social Security
18 Secretary of the Board

The Board of Trustees reports to the Congres:
once each year, m compliance with section 201
{c¢) (2) of the Social Security Aet These annua
reports contaimn considerable iformation on the
financial operation of the QASDI program, in
cluding historical information on the mmcome anc
cutgo of the trust funds for earlier years, :
detailed statement on how the assets of the trus
funds are currently invested, detailed estimate
of the mcome and outgo during the next § years
and less detailed estimates of the income anc
outgo mn the next 75 years?

For the OAST and DI trust funds, the majo
sources of receipts are (1) amounts appropriatec
to each fund on the basis of contributions pau
by workers and their employers and by indinid
uals with self-employment income in covere
employment and (2) amounts deposited 1n eac:
fund representing contributions paid by worker

1 A limited amount of benefits to disabled persons wh
are dependents of retired workers or survivors of a
ceased workers Is payable from the OASI program

* For more complete information on the financial oper
tion of the OASDI program, see I376 Annual Report ¢
the Board of Trustees of the Federal Old-Age and Su:
vivors Insurance and Dwsability Insurance Trust Fund
(House Document No 94-505, 94th Cong, 2d sess ), 197
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employed by State and local governments and by
such employers with respect to covered employ-
ment All employees and their employers 1n em-
ployment covered by the program are required
to pay contuibutions with respect to the wages
of mmdividual workers (except for cash tips,
covered as wages beginmng m 1966 under the 1965
amendments, on which employees pay contribu-
tions but employers do not) All covered self-
employed persons are required to pay contri-
butions with respect to their self-employment
meome In general, an individual’s contributions
are computed on annual wages or self-employment
income, or both wages and self-employment in-
come combined, up to a specified maximum annual
amount, with the contributions determined first
on the wages and then on any self-employment
1ncome hecessary to make up the annual maximum
amount Contributions payable by both workers
and employers are sometimes referred to here as
“taxes "

The contribution rates applicable to taxable
earnings m calendar years 1937 and later and
the allocation of the rates to finance expenditures
from each of the trust funds are shown 1n table 1
For 1977 and later years, the contribution rates
shown are the rates scheduled m the provisions
of the present law The table also shows the

maximum amount of annual earnings taxable
from 1937 to 1977 Beginming with 1975, the
maximum amount of earmings taxable mn each
year 18 determined mn the preceding year under
the automatic increase provisions 1 section 230
of the Social Security Act, unless modified by
mtervening congressional action

Except for amounts recerved by the Sceretary
of the Treasury under State agreements (to
effectuate coverage under the program for State
and local government employees) and deposited
directly m the trust funds, all contributions are
collected by the Internal Revenue Service and
deposited 1n the general fund of the Treasury
as imternal revenue cellections Then, on an esti-
mated basis, the contributions received are 1mme-
diately and automatically approprated to the
trust funds Periodic adjustments are subsequently
made to the extent that the estimates are found
to differ from the amounts of contributions aetu-
ally payable on the basis of reported earnings

That portion of each trust fund that, mn the
judgment of the Managmg Trustee, is not re-
quired to meet current expenditures for benefits
and adminstration 1s Imnvested on a daily basis
(1) m mterest-bearmg obligations of the US
Government (ineluding special public-debt obh-
gations ufilized only by the trust funds), (2) m

TasLe 1 —Maximum taxable annual earmngs and contribution rates

Contribntion rates (pereent of taxable earnings)
Maxithum
taxable
Calendar year amoun:t11 of | Employees and employers, each Self-employed
annu
earnings
OASDI OASI DI 0ASDI OASI DI
Past experience
193749 __ - - - - . s $3,000 1000 10000 ... - . . - - - -
1950 - - - - - %3 000 1 500 1 500 - . . -
1951-53 _. - - - o - - 3,600 1 500 1 500 2 2500 2 2500 -
1954 . - . - e . - - 3 600 2 000 2 000 - . 3 000 3 0000 -
1955-56 . . - - - 4 200 2 060 2 000 3 0000 3 0000
1957-58 .. . . 4 200 2250 2 000 0 250 3 8750 3 0000 0 3750
1959 - - - —— 4 80Q 2 500 2 250 2:0 3 7500 3 3750 3750
1960-61 .. . . - - 4 800 3 000 2 750 250 4 5000 4 1250 3750
1962 _ . _ - . - . . 4 200 3125 2 87 250 4 7000 4 3250 3750
1963-65 - - 4 800 3 620 3 375 250 5 4000 5 0250 3750
1566 - - - 8 600 3 850 3 500 30 5 BNOG 52150 5250
1967 __ - . P 6 600 3 800 3 550 350 5 8000 5 3750 5250
1968 .. - . - - - . e - 7 80d 3 800 3 322 475 5 8000 5 0875 7125
1669 - - - - - - 7 800 4 200 3 725 475 § 3000 5 5875 7125
190 . . - - . 7,800 4 200 3 630 550 6 3000 5 4750 8250
1971 .. e - . . T 800 4 00 4 050 550 4 9000 6 07%) 8200
1972 .. . - - . 9 000 4 00 4 (ot} 50} 4 9001 6 0750 8250
1973 - . - 10 800 4 850 4 300 550 7 0000 6 2050 7950
1974 - - 13 200 4 950 4 375 5§15 7 0000 6 18,0 8150
979 eae . e e e = omma - 14,100 4 950 4 375 575 7 0000} & 1850 8150
1976 .. . . — . - - 15,300 4 950 4 375 575 7 0000 & 1850 8150
Changes scheduled in present law
1977 - - - - 116,500 4 450 4 375 572 7 0000 8 1850 8150
1978-80 - ®) 4 950 4 350 600 7 0000 8 1500 8500
1981-85. .. . e = . - - - - (O] 4 050 4 00 a0 7 0000 6 0800 9200
1986-2010 . e - () 4 850 4 200 700 7 0000 6 0100 9300
2011 and later . . _ . . .. - - (*) 5 950 5 100 8ol 7 0000 6 1 0000
¥ Determined gnder automatie-inerease provizion and promulgated Oct 13, 1975 f Subject to automatle increase
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obligations guaranteed as to both prineipal and
mterest by the Unned States, or (3) m certam

fadarally enanaenrad aoronnsy ﬂ}\]‘f_'ﬂ"'ln'l’\ﬁ dagionatad
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as lawful investments for fiduciary and trust
funds under the control and authority of the
United States or any officer of the United States
The trust funds earned mterest amounting to $2 8
billion during the fiscal year 1975, equivalent to
an effective annual rate of 65 percent on the
total assets of the trust funds

Expenditures for benefit payments and admin-
1strative expenses under the QASDI program are
paid out of the trust funds All expenses incurred
by the Department of Health, Education, and
Welfare and by the Department of the Treasury
1 carrying out the provisions of title IT of the
Socral Security Act and of the Internal Revenue
Code relatmg to the collection of contributions
are charged to the trust funds The Secretary of
Health, Education, and Welfare certifies benefit
payments to the Managing Trustee, who makes
the payment from the respective trust funds in
accordance therewith Admimistrative expenses
for the fiscal year 1975 amounted to 15 percent
of benefit payments from the OASI trust fund,
3 3 percent of benefit payments from the DI trust
fund, and 18 percent from the combined trust
funds

FINANCING BASIS

Throughout 1ts history the OASDI program
has been self-supporting Since the 1950, 1t has
been operated on what may be termed a current-
cost financing basis It 1s self-supporting 1n that
the only source of funds to pay benefits and
admimistrative expenses 18 the social security tax
collected from workers covered under the pro-
gram and their employers (and the interest earned
on the nvested balances of the trust funds).?

Under the current-cost method of financing,
the amount of taxes collected each year 15 intended
to be approximately equal to the benefits and
admimistrative expenses pard during the year plus
a small additional amount to maintain the trust

*In eddition the trust funds receive annual reimburse-
ments from the general funds of the Treasury for certain
costs mot finnneed by payroll taxes In fiseal year 1975
such reimbursements amounted to $499 million, or about
8, of 1 percent of the 667 bfllion in total income to the
0OAST and DI funds

2

funds at an appropriate contingency reserve level
The purpose of the trust fund under current-

onst financine 18 to raflart all financial trans-
oS  Inar ICInZ 15 10 Tellect all nanclal rans

actions and to absorb temporary differences be-
tween mcome and expenditures Thus, whatever
normal ratio of trust fund assets to expenditures
15 established, 1t can be expected that the fund
will vary somewhat from that level from time to
time as 1t absorbs those fluctuations

The tabulation below 1illustrates for selected

QASDI trust fund assets
at beginning of year
Calendar year

Dollar amount Ag percent of

{in millions) expenditures

during year
1960 - - $21,066 186
1965 - . 21 172 110
1970 . . - 34 182 103
1971 .- - a8 068 29
1972 . 40 434 23
1973 - - - 42 775 80
1974 _ - 44 414 73
1975 .- 45 886 60
1976 44 342 57

1 Estimated

years the size of the combined QASDI trust funds
m dollars and as a percentage of expenditures
during the following year Smce the mception
of the OASDI program, past payroll taxes to-
gether with interest on the trust funds have been
adequate to provide all past benefits and admin-
1strative expenses More specifically, from 1937
through 1975, cumulative mcome to the trust
funds amounted to $586 billion and cumulative
disbursements amounted to $542 billion The
balance of $14 billion was 1n the trust funds at
the end of the calendar year 1975

Tt 15 estimated on the basis of current pro-
jections that, during calendar years 1976-81, n-
come to the trust funds will total $581 billion and
disbursements w1ll be $616 ltlion ¢ These amounts
represent a projected decrease 1n the trust funds
of $35 billion during the period that would reduee

¢In the 1976 annual reports of the Board of Trustees
of the social security trust funds, cost estimates were
prepared on the basis of three alternative sets of eco-
nomic and demographic assumptions Alternative I eould
be charscterized as an optimistic met of assumptions,
alternative IIT as a pessimlistie set of assumptions, and
alternative IT as an intermediate set of agsumptions that
prodnces expenditures (measured as a percentage of tax-
able payroll) approximately midway between those pro-
duced by the alternatite I and ITT assumptions In this
article, all quoted projections are based upon the alter
native IT set of assumptions
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the trust funds to about $9 billion by the end of
1981 For purposes of illustration, the preceding
figures are for the OAST and DI trust funds com-
bined, although these are independent trust funds
and must be considered separately The figures
show that under current financing procedures the
assets of the trust funds play a relatively minor
role, 1t 1s the ongoing collection of social security
taxes that 1s the most mmportant factor in pro-
viding benefits under the program

ACTUARIAL DEFICIT OR ACTUARIAL SURPLUS

Congress, m setting future tax rates for the
OASDI program, has normally followed the
principle that estimated future mmcome to the
trust funds (mncluding mterest earmings on 1n-
vested assets) should be equal to estimated future
disbursements, taking into account both present
and future participants in the program When
estimated future disbursements and esttmated
future mncome over the T5-year valuation period
(used sitice 1965) are not 1n balance, an “actuarial
deficit” or an “actuarial surplus” exists—depend-
mg on whether disbursements are greater than
Income, Or vice Versa

The OASDI program has been mn close ac-
tuaral balance throughout most of 1ts existence
When there was an imbalance—that 1s, an actu-
arial deficit or actuarial surplus—Congress has
acted 1 due course to revise taxes or benefits or
both in order to bring the program into close
actuarial balance over the T75-year valuation
period It 1s therefore essential to the sound
financial operation of the QASDI program that
pertodic estimates be made of the future mncome
and outgo to ensure that they are still 1n balance
and, 1f they are not, to provide information to
enable appropriate action to be taken to restore
the balance

Actual future mcome from social security taxes
and actual future expenditures for benefit pay-
ments and admmistrative expenses will depend
on a large number of factors, including the
following

(1) Size and composition of the active working
population, which depend in turn on fertility rates,
mortality rates, migration rates, labor force particl-
pation and unemployment rates, disability rates,
retirement-age patterns, ete
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{2) size and composition of the population receiving
benefits, the level of bepefits, and the level of earn-
ings of the active working population, which depend
in turn on the previously mentioned factors, as well
a8 on wage patterns, the consumer price index,
marriage rates, etc

It 1s obviously impossible to know what the
future holds with respect to these demographic
and economic factors, which will determine the
actual mcome and expenditures under the OASDI
program during the next T5-year period The best
that can be done 1s to make assumptions as to the
future behavior of these factors and to make long-
range estimates based on such assumptions that
will indicate the trend and general range in
future income and outgo Such estimates and their
underlying assumptions, 1f revised periodically
m the light of developing trends, provide infor-
mation essential for making imformed policy
decisions

In reviewing long-range estimates based on
demographic and economic conditions postulated
to exist 1n the middle of the next century, 1t 1s
well to keep mm mind the following caution-
Although the underlying assumptions for these
long-range estimates may appear reasonable,
based upon current understanding, 1n some cases
they produce results so different from the current
situation that attention should be directed toward
their overall implications—not just toward their
effect on the single 1ssue of financing the OASDI
program Since the selection of particular demo-
graphic assumptions, for example, imples a cer-
tam future composition of the US population, 1t
15 important to recognize that, 1f the population
composition should change in accordance with
these assumptions, substantial changes in many of
the Nation’s social and economic arrangements
may result Although such analysis 1s beyond the
scope of this article, 1t would be desirable to
extend to the year 2050 an analysis of possible
effects of the postulated changes throughout the
society, 1n order to view the long-range financing
questions from a broader perspective

LONG-RANGE COST ESTIMATES UNDER
PRESENT LAW

To factlitate the presentation of long-range
cost estimates, expenditures are expressed here
as 2 percentage of taxable payroll The expendi-
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tures consist of outgo from the trust funds and
mclude benefit payments, administrative ex-
penses, mterchanges between the old-age, survi-
vors, and disability insurance trust funds and the
ratlroad retirement trust fund (including the re-
flection of net mcome from that fund), and pay-
ments for voecational rehabilitation services for
disablity beneficiaries The payroll consists of
the total earnings subject to social security
taxes, after adjustment to reflect the lower con-
tribution rates on self-employment income, tips,
and multiple-employer “excess wages” This ad-
justment 18 made to facilitate both the caleulation
of contributions (which 1s thereby the product of
the tax rate and the payroll) and the comparisen
of expenditure percentages with tax rates

Table 2 displays the projected expenditures
under the OASDI program, together with the
scheduled taxes and the resulting excess of ex-
penditures over tax income during the next 75
years These figzures were derived from the 1976
Annual Report of the Board of Trustees of the
OASI and DI trust funds®

Ag table 2 indicates, the expenditures are ex-
pected to rise slowly during the remainder of
this century After the turn of the century, they
are expected to rise more rapidly until reaching
a level of almost 29 percent of taxable payroll
m 2050 The excess of projected expenditures
over tax income 1s relatively low durmg the re-
mainder of this century but rises quickly there-
after The average excess of expenditures over
taxes for the 75-year period 1s 796 percent of
taxable payroll—the figure usually quoted as the
actuarial defiit This large deficit 15 not some-
thing that has already occurred, rather it 1s
something that 13 expected to materialize 1 the
future .

Why did the 1976 Trustees Report forecast an
actuanal defieit of 796 percent of taxable pay-
roll when just 4 years earlier 1 1972 no actuaral
defiert was anticipated ? The relatively small defi-
cit that began 1 1975 and 1s expected to continue
during each of the next 23 years 13 primarily a
result of these factors*

{1) Unprecedented and unanticipated inflation in
recent years and approximately corresponding in-
creases In benefits (11 percent in 1974, § percent in

" See the Report (op cit ) for details of the projected

future expenditures under OASDI (pages 48-55) and
the assumptions and methodology (pages 61-69)
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TapLe 2 —Estimated expenditures for old-age, survivors,
and dwabihity msurance program as a percent of taxable
payroll, selected years, 1976-2050

[Based on intermediate set of assumptions in the 1978 Trustees Report)

Portlon of
E axcss.z exs
Tax xcess | penditure
Calendar Expendl rate expendl- | - attribut-
year tures in tures able to
law over inerease in
taxes replace
ment
ratlos 1
1976_ ... - e . 10 78 g 60 0 88 -
1985...., - - - 1116 ¢ 90 126 004
1990, .. [ 12 06 g 90 218 21
1995... . on - - 12 89 990 29 45
- - 13 41 g 90 3 61 85
2005 .. - 14 33 2 90 4 43 1 4%
2010... . 15 90 9 90 6 0% 230
2015.. .« - - 18 40 11 90 8 50 331
2020 - - 21 29 11 80 9 39 4 45
2025 .. . 24 0y 160 12 19 562
2030_... - - - 26 03 11 90 14 13 6 64
2085... - . 27 04 11 90 15 14 7 45
2040 . - 27 45 11 90 15 5o 810
2045... .. 27 82 11 90 16 02 872
2050 . . . 23 59 1w 16 89 9 34
25-year average
19762000 11 81 8 90 191 23
2001-2025 . . 17 95 11 10 8 85 204
2026-2050 . 27T 04 11 90 15 14 T
75-year average
1976-2050 . 18 93 10 97 796 3 68

! Bee text, page 25, for an explanation of the data

1975, and 64 percent in 1978) and an expectation
that inflation will continue at higher levels than
formerly anticipated,

(2) unexpectedly high rates of unemployment, be-
ginning in 1974 and resulting in less than anticipated
tax income, and

(3) higher tham expected disability insurance ex-
penditures in recent years and an expectation that
future disability costs will be higher than formerly
anticipated

The defieit expected after the turn of the cen-
tury 1s primarily a matter of holding a different
view of the future than the one held a few years
ago Beginning with the projections made 1n
1974, the expectation about the fertility rate in
the future changed Tlus rate 13 now expected
to be lower in the future than was formerly as-
sumed The eventual result will be a much larger
number of OASDI beneficiaries 1 relation to the
active tax-paying population The number of
beneficiaries per 100 active workers 18 now ex-
pected to increase by about 65 percent by the
year 2035 Since the social security program 1s
financed on a current-cost basis, collecting only
enough in taxes to pay benefits currently due, 1t
follows that expenditures will rise by about 65
percent solely as a result of the population
changes now anticipated

This demographic area 1s not the only one n
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which the outlook has changed Beginning with
the projections made 1n 1975, higher rates of infla-
tion and wage changes have been assumed Be-
cause of the complex and arbitrary way in which
future benefits are related to future changes in
wages and 1n the consumer price index, under the
particular assumptions made regarding such
changes the benefits projected to matertalize under
present law reach unreasonably high levels (when
the 1mitial benefit 1s considered 1n relation to the
wages bemng replaced) for persons who first be-
come entitled to benefits mn the next century The
estimated future costs that result from a projec-
tion of these high benefit levels may be somewhat
unrealistic and should be interpreted with cau-
tion and 1 light of the virtual certanty that
legislative changes will be made to prevent these
projected levels from materiahzing

The last column 1n table 2 has been included
to 1llustrate the degree to which these apparently
unintended 1ncreases i future benefits contribute
to the actuarial deficit That column indreates the
portion of the actuarial deficit shown 1n the pre-
ceding column that 1s attributable to an mcrease
(above the levels prevailing at the beginning of
1978) 1n the replacement ratio—that s, the ratio
of the mitial benefit payable at retirement to the
individual’s preretirement earnings Approxi-
mately one-half of the 75-year average actuarial
deficat 1s attributable to msing replacement ratios
The resolution of this problem 1s one of the most
mportant tasks that must be faced by those con-
cerned with the social security program

TRILLION DOLLAR ‘ACTUARIAL DEFICITS’ AND
‘ACCRUED LIABILITIES’

The Board of Trustees, in their 1976 annual
report on the financial status of the OASDI
program, reported that the average annual
amount by which expenditures were expected to
exceed tax ncome over the next 75-year period
was 796 percent of taxable payroll This figure
represents & sizable actuarial deficit smce the
average amount of taxes expected to be collected
each year during the next 75 years according to
current law 1s 1097 percent of taxable payroll
As noted previously, this actuarial deficat should
be interpreted with caution, since 1t 1s attributable
1 part to projected benefit levels that will not
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materialize 1f appropriate legislation 1s enacted

Another way to express the actuarial defieit
18 as a single-sum amount—$4 3 trillion as of
mid-1976—determined by computing the excess of
expenditures over income 1n each of the next 75
years and discounting these amounts at imterest
to the present time This computation and those
that follow were determined as of mid-1976 on
the basis of the mtermediate set of assumptions
set. forth i the 1976 QASDI Trustees Report
and on an annual interest rate of 6 6 percent ®

The following examples may be of value as
further illustration of the meaning of the actu-
arial defieit If the actuarial deficit determined
m 1976 1s to be eliminated by the payment of
additional taxes 1t could be achieved, at least
m theory, in one of two ways A single-sum
amount of $13 trilhon could be placed in the
trust fund immediately, and the resulting trust
fund together with interest thereon, supplemented
by the currently scheduled social security taxes,
would be sufficient to pay all benefits falling due
m the next 75 years At the end of that period,
the trust fund would have returned to a relatively
low level as at present .

As an alternative to this obviously impossible
solution, additional taxes could be eollected over
the next 75 years The average additional taxes
would have to be the equivalent of 796 percent
of taxable payroll (compared with the average
scheduled taxes of 10 97 percent) If it 1s desirable
that the trust fund be maintained at a relatively
low level to serve as a contingency fund—as m
recent years—the additional taxes would not be
constant throughout the next 75 years but would
increase as benefit payments increase In this
event, the average additional taxes (over and
above the taxes already scheduled} would be
about 19 percent of taxable payroll until the
turn of the century, 6 9 percent during the first
quarter of the next century, and 151 percent
thereafter

Obviously the actuarial defieitt must be elim-
nated The financing goal for the social security
program has always been and should econtinue
to be that, on the basis of the best information
available, anticipated future expenditures will

! For the purpese of these calculations, a 6 6-percent
interest rate has been assumed This Is a “real rate of
Interest” of 25 percent, compounded with an assumed
4 0 percent annual increase in the consumer price index



equal anticipated future mncome As indicated
earlier, the appropriate revision of the automatic
adjustment provisions, which result in erratic and
unpredictable replacement ratios, 13 an important
step 1n ehmmating about half of this defieit The
actuarial deficit would, for example, be reduced
from $4 3 trillion to $22 trillion 1f replacement
ratros are stabilized at ¢urrent levels In terms of
a percentage of taxable payroll the actuarial defi-
cit would be reduced from 796 percent to 428
percent As soon as they can be devised, steps
should be taken to eliminate completely the pro-
jected actuarial deficit over the entire 75-year
perod . -

Once this has been achieved and the program
15 back mn actuarial balance, with anticipated
future mcome being equal to anticipated future
expenditures, there 1s still the question of the
“unfunded accrued hability ** This 18 a completely
separate 1ssue from the “actuarial deficit” The
existence of, and the amount of, the “unfunded
accrued hability” has no relationship whatsoever
to the “actuarial defieat ™ ‘

The “accrued hability” can be defined as the
present value of benefits that have been earned
or accrued as of a given date but that will not
actually be paid until a later date In mid-1976,
for example, there were 32 5 million persons re-
ce1ving social security benefits of about $75 llhon
a year All conditions have been met for these
benefits to be payable m the future and these
benefits may be considered to have been fully
earned or acerued The present value of these
future benefits 1s about $700 billion—that 15, a
fund of $700 billion invested at interest would be
just enough to pay all the future benefits to these
persons and the fund would be exhausted at the
time the last benefit payment fell due Accord-
ingly, the “accrued hability” for benefits payable
to these 325 mulhion persons may be said to be
$700 billion

It 15 more difficult to define the accrued lra-
bility for the more than 100 million persons who
have participated 1n the social security program
at some time in the past and who are potential
recipients of benefits at some time 1 the future
Because of their earlier participation, these per-
sons may be considered to have earned or acerued
a certain portion of the benefits that will be paid
to them at some time m the future, although 1t
should be emphasized that these benefits are not
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vested from a legal point of view A varety of
methods can be used to caleulate the amount of
benefits and the value thereof that should be
assigned to this earlier service Such calculations
have not been performed with respect to the social
security program 1n recent years If they were,
however, 1t 15 likely that they would indicate an
accrued hability of about $2,400 billion*

When that amount 1s added to the accrued
hability of $700 billion for those persons already
recelving benefits, the result would be a total
acerued hability of some $3,100 billion Since the
trust fund had assets of about $45 billion 1n md-
1976, the “unfunded accrued liability” could be
considered to be about $3,055 billion, or $31
trillion It should be emphasized here that it 1s
only a coincidence that this “unfunded accrued
Irability” 18 of the same magnitude as the “actu-
arial deficit” of $43 trillion If the actuarial
deficit were zero, the unfunded accrued hability
would still be $3 1 trillion The unfunded accrued
Liability may be viewed as the amount by which
benefits, paid or promised with respect to earher
years of participation m the system, have exceeded
the amount of taxes paid during such years by
employees and their employers

If the social security program were a private
system, under normal circumstances 1t would
be considered desirable to begin to collect more
income than 1s necessary for current benefit pay-
ments and to accumulate a substantial fund and
begin to transform this unfunded accrued hability
mnto a funded scerued hability Reasons for doing
this would include the following

A convenient method of estimating this accrued la-
bility 1s to compare the present value of (a) fufure
benefits and administrative expenses for persons aged 21
and over under present law and (b) future taxes for
these persons, based on a tax schedule under which there
would be no 75-year actuarial deficit (that is, under
which future tax income, including present trust fund
assets, would be equa! to future benefits and adminis-
trative expenses) The excess of (a) over {(b)-—the
amount by which future outlays for persons aged 21
and over exceed future taxes pald by such persohs—ean
reasonably be used as one measure of the accrued lia-
bility The accrued liability under present law computed
in this manner is $3,700 billion (including the accrued
Hability of $700 billion for persons already receiving
benefita) If thls computation were based not on present
law but a revised law under which replacement ratios
would not rise but remain 'approximately constant, the
total acerued lahility would be $3,100 biltion This figure
Is considered by the author to be more appropriate to
1llustrate the magnitude of the acerued liability, and it
Is used here in the text
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1 Security of benefite The existence of a large fund .

. would give the employees some assurance that in

! case the system shounld terminate and no future
income to the systemm were available, the henefits
,accrued to date could in fact be paid, at least to

, the extent the accumulated fund was adequate (The
Employee Retirement Income Security Act of 1974

. requires that most private pension plans accumulate
& fund in order to give employees this added security
that their benefits will ultimately be paid )

2 Reduction of future contridbulions If a fund {s
accumulatéd the amount of investment earnings on
the trust fund can be used to pay a portion of the
future benefits, and a reduction in the amount of
future contributions otherwise required to finance
the benefits is thus possible

8 Allocation of costs to period during which they
are incurred Even though benefits may not be paid
until some future date, the cost of these benefits
can be considered as having been incurred gradually
over an employee’s working lifetime as he earns the
benefits

'

Although these are valid reasons for fundmg
the accrued hability associated with a private
penslon system, they are less valid for national
compulsory soctal mmsurance—such as the social
security program—covering substantially the en-
tire population With respect to assurance of
benefits, 1t 15 usually assumed that the social
security program will continue indefinitely into
the future and that the taxing power of the Gov-
ernment 1s adequate assurance that the benefits
will be provided

With respect to reduction of future contri-
butions, 1t could be argued that since social
security trust funds are mvested in Government
securities (the interest on which 1s paid from
general revenues), the accumulation of a fund
will result in lower future social security taxes
but agher general taxes In other words the total
future cost will be about the same but will be
distributed differently among the population

With respect to the appropriate allocation of
costs to the period during which they are mncurred,
an argument can be made (under a national
social insurance system as well as under a private
penston system) for recognizing that a habihity
1s acerumg during a person’s active working
Iifetime, even though the benefits and the costs
thereof may not be paid nntil a later date The
recognifion of this liability may or may not take
the form of accumulating a fund that 1s related
to a somewhat arbitrarily determined “accrued
Lability ”

An argument 1s being made 1n some quarters
these days for funding the accrued hability
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under the social security program for a reason
that does not apply to an mdividual private pen-
sioh system It goes something like this Since
a large part of a person’s retirement needs are
met by the social security program, his private
saving for retirement needs 1s reduced, the result
18 that the Nation’s capital accumulation needs
are partially unmet, to offset this reduced saving
by -the individual, the social security program
should collect higher taxes and fund part or all
of 1ts accrued hability, the assets of the trust
fund would be mmvested in Government securities,
thus the amount of Government securities held
privately would be reduced and more private
saving would be freed for use i developing the
economy )

The elaboration of this argument, mcludmg a
statement of 1ts pros and cons, will not be dis-
cussed here It should be noted, however, that this
argument for funding 1s a controversial one, and
1t 18 dafficult for various experts to reach agree-
ment on the extent, if any, to which the social
security program has resulted mn a reduction in
private saving

The most important test of financial soundness
for the social secumty program 15 whether the
future mcome (taxes and mterest on the trust
funds) can reasonably be expected to equal future
benefits and admimstrative expenses This con-
dition does not exist for the present social security
(OASDI) program, and there 1s a substantial
“petuarial defieit” of 796 percent of taxable pay-
roll, equivalent to $43 trllion, that must be
elmmated About one-half of this actuarial defi-
cit can be eliminated by the stabthzation of bene-
fits at their current levels 1n relation to preretire-
ment earmings This matter is entirely separate,
however, from the question of the *unfunded
accrued hability” of some $31 trillion and
whether or not valid reasons exist for changing
1t nto a “funded accrued hiability” by collecting
more 1n social security taxes now and less i social
security taxes (and more 1n general revenues)
later

CONCLUSION

Much more can be snid about the financial
aspects of the social security program, but the

(Continued on page 48)
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TaipLe M-7 —Hospital insurance trust fund Status, 1966-76

[In thousands)

Recelpts Expenditures Assets st end of period
Period Transfers |Reimburse Net Invested
tNi%t t;,;?n mm':imll ] ments Net hgsp]lt::ld Atdminls- (1}11 us Cash Tatal
ribution | roadre rom gen and relate rative OVern-
income? | tirement eral Interest ¢ |™"co Ciea | expenseat | omeng | Dalances® | assets
account ? | revenoes? benefits ® securities 7
Jan 1966-Aug 1976 _ $70 148 615 $716,971 | $5,561 880 | $2,661 086 |$66 519 393 |'31 871,740 [$10,603 333 $4 996 | $10 698,329
Fiscal year
1968 . - - 908, 787 8§ 950 Y3 564 785,758 65,446 851,204
1967. . - - , 688 084 16 200 337,850 45,903 | 2,507,773 83 848 | 1,298 148 45,053 1 343,221
988 . . . - - 3,514 049 43 A13 283 631 Al 091 | 3 736,327 7R 8471 1 370,278 60,360 1,430,636
1960 . - - - - 4,423 228 53 776 770,968 16 063 4,853,976 104 192 2 001,444 15 078 2 018,521
1970 _ - - - 4 784 789 61 307 28 262 139 423 v 242 148, 660 2 853 322 24 079 2 877,401
1971 - - . - 4,807 979 63 2585 %73 840 183 027 5 442 971 149 434 3 024 =66 73 250 3 103,106
1972 . .- - 5,225 891 83 782 551 351 190 105t 6,109,139 166 370 | 2 883 968 —25 233 2 858 726
1973 .. - - - .. .| 7,063 119 61,222 420 415 187 844 | 6,048 819 192 830 | 4 222,385 146 301 4 368 666
1974 - - - --| 10,808, 551 96,163 498 780 408 273 7 806 687 258 048 7,864 355 40 344 7,913 609
1975, i - | 11,296 773 126 740 529,353 €14 984 | 10 355,390 266 134 | 9 760 893 109 158 9 870 032
W7 om - o el ed el e ee - . 12,039,194 130 904 858,430 715,744 | 12 270 382 308 215 | 10 942 1RO | =—10G,4656 | 10 835 714
1475
Aunpast. .. . . .. [ - 935,190 - — - 1 404 B90 454 17 993 | 9 647 265 95 633 9 742,808
Beptember . e e e e 1,163,338 130 904 | ___ - 8 187 088,704 24 088 1 10,025,679 26 855 | 10 052,534
October . _ . _. e e 707,283 - - . . 3078 | 1,031,621 24 004 | 9 751,955 - 44 635 8,707,270
Neovember. . _ .. . .. - - 807,418 - - § 617 922,283 25 700 | 9,459 254 113 028 9 872,282
December —_—— - - . . 978,273 - 858,430 327 038 995, 864 23 010 | 10,499,871 17,2719 | 10,817,150
1976
January_. .. _ _ - - - 612,691 - . 2 525 877,270 22 263 | 10,397,867 34 965 | 10 432,832
February ... .. .. e e . oo 1,083,377 - . o - - .- 1,617 081,252 24 947 | 10,447,892 13 731 | 10,461,823
arch .. .. . .. . . . - | 1,148,985 | _ o o] .- 1,693 1,161 540 23,879 | 10,574,761 =147 910 | 10,426,881
April .. . . - - - - 1,100 404 . - 1 695 ,150 885 3t 887 | 10 602 065 | —165,857 10,436, 208
May. - - 1,150 324 - - 1922 1036104 25 071 ¥ 10 479,161 48 119 | 10 527 280
June .... . - - - P - 1,177,343 |. . - - - 308 B4o 1,196,310 31 244 | 10 942,180 | =106 465 | 10 35,714
July.. .. - e e - e . 077 613 P 2,37 [ 1075 997 26 002 | 10,706,040 7 606 10,713,646
August . - 1121 641 - 1,237 1,107 695 30,7% | 10,693 333 4 996 | 10,698,329

1 Reptesents amounts appropriated (estimated tax collections with suitable
subsequent adjustments), after deductions for refund of estimated amount of
employes tax overpayment and, beginning July 1973, premiums for ¢overage
of uninsured individuals aged 65 and over

1 Transfers (principal onty) from the railroad retirement account with re-
spect to contributions for hospital insurance coverage of rallroad workers

1 Represents Federal Government transfers from general funds appropria-
tions to meet costs of henefits for persons not insured for cash benefits under
QASDHI] or rajlroad retirement and for costs of benefits arising from military
wage credits

4 Tnterest and profit on Investmenta after transfers of interest on reim
bursed administrative expenses (see footnote 6) and Interest on amounts
transferred from railroad retirement aceount (see footnote 3)

¥ Representa (1) payment vouchers on letters of credlt Issued to flseal

intermediaries under gec 1816 and (2) direct payments to providers of services
under sec 1816 of the Boclal Becurity Act

¢ Subject to subsequent adjistment among all 4 social securlty trust funds
for alleeated cost of each operation

T Book value Includes net unamortized premium and discount and, when
applicable accrued Interest purchased and repaymentis on account of interest
accrued on bonds at time of purchase

8 Minus figures, if any, represent overdrafts that are covered by redemp
tlon of securities on first working day of following month

# In¢ludes “*tool up”’ Period from date of enactment of Social Security
Amendments of 1865 (Jaly 30)

Bourca Un%nblishad Treasury monthly reports keyed to Final Statement of
Receipts and Expenditures of U S Government

OASDI TRUST FUNDS

(Continued from page 27}

space available does not permit further elabora-
tion of the subject No attempt 15 made here to
resolve any questions but merely to offer some
explanations 1 order to facilitate future discus-
stons about certain financial aspects of the socral
security program

The program 1s so large and well-established

43

and such an important and mtegral part of our
national socioeconomie structure, that its momen-
tum will not be halted The only question 15 m
what direction and by how much 1t will grow
Will 1t grow m an uncontrolled and irrational
manner, or 1n a logical way so that it will best
match the economic needs of the beneficiaries
and the financial ability of the taxpayers? The
answer to this question w11l depend m large part
upon the extent of the dialogue among an n-
formed citizenry
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