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, Actzmrzal Aspects of Financing
Old-Age and Sarvwors Insurance

Detailed study of the actuurial bas;s Jorthei zzmxrance pragram
preceded the adoption.of the Social Security Act, and the ﬁmm-
cing provisions have been reexamnined before cach major revision
of the act. - The methods of financing the program under the
 various.amendments and some of the most iniportant proposals G
that have béen made are reported in.the following pages. -

_FY\HE Social Security Act in 1935
T established a. dual brogram of

protection - against old-age de-
‘pendency—old-age ‘benefits; a con-

_tributory - social insurance system

govering ~primarily . industrial - dand
commercial workers; and old-age as-
sistance, a program -administered by
the States (but partly financed by the
Federal Government): to give financial
assistance to aged persons who were
in.need. Under both programs, the
Yazetdl’" were defined as persons-aged
65 and over.

In theory, & broad natxonal socia}
insurance program should; at least
‘eventually, ‘meet virtually the entire
problem of old-age dependency. A
_public assistance prezram should be
“designed primarily:to help those al-
ready. aged when the dual program
began, although there may always he
some need of -assistance for persons
with special needs: ‘The social insutr-
-ance program’ would have {o be ap-
plicable to all types of employment

rather than merely to industrial and '

commercial workers. It was believed,

when the Social Security Act was
‘adopted, that extension of coverage .

would be idrgely an administrative
provlem that could be solved by sub=
sequent. legislation: after the system
‘Was established and cperational ex-
perience had developed. Accordingly;
at some future dateé the social insur-
ance program would completely, or

“almost comnpletely, eliniinate the need

for old-age assistance.?

An 1938 the social insurame sysﬁem :

“* Chief Actua.ry, Social Securlty Admin-
istration:

15ee Robert J.  Myers. “Long-Range
Trends in Old-Age Assistance,'” Soctal Ses
wﬁty aunezm. Fehrus.ry 1953,

Bﬁu{lgtm. June 1953 .

“was . further:

was broadened td‘;nciude survivor

benefits, and its official name became °

“old~age and survivors insurance.” At
the same time the name of the fund

‘was changed from “old-a.ge reserve ac-

count” to “old-age and survivorg in-
surance trust fund.” In 1950 the law

" ‘was amended to cover more-workers--

chiefly self-employed workers (other
than farmers and professional work=
ers) -and-certgin domestic servants,
certain farm Iaborers, emplovees of
nonprofit. institutions (on #n elective
basisy, and some Government em-
ployees. The amendments also raiséd
the benefit level about 80 percent to
take ‘into. account changes in wage
levels and. cost-of living: during the
previous decade. 1n 1952 the program
‘amended; - the -major
change 'was an-increase of 10<15 per-
cent in benefit amoiints, again'to take
into geeount the increases in wage
levels above those previiling when the
1950 amehdments were being enacted.

This darticle deals with.the financing
aspects of the old-age and survivors

insurance program. The actual finan-.

cial bases of the system are set forth 2

" as well 85 the most imbortant propo-
sals made for financing the program.:
Methods of finaneing and investment

procedures are treated separately.
Why a Fund Develops

- Any discussion of the actual opera-

tions and the financial basis of the

~old-age and survivors insurance pro-

gram should be prefaced by a sum-
mary of the reasons for and methods

. 2¥or data showmg the actua.} npem~
tions of the trust fund in esfch of the
calendar years 1940-52. see the. Bulletin;
March 1053, p 28. :

by ROBERT J. MYERS*

by which a fund 3 develops under any
pension plan or under any typeofl in-
surance system.

Under almost any pension system,
the cost of the henefits will rise for
many years after the program:is in-
augurated. There are many factors
that produce this result, but not all the
factors are present.in every. instance.
Among such factors are- (@) the in-
creasing proporiion of the aged in
the - population . (almost .invariably
present as a result of continual bm-
provement in mortality at all ages in
the past); (b) the greater proportion
of younger persons than of older per-
sons. covered when the system:is és«
tablished (partly because of the omiss
sion of all or some of the current aged,
who had already retired) ; and (¢c) the
basing of benefits to a greater or Jesser
degree on the length of time that con-
tributions are made (so that benefils
in the early years of operation are
smaller-than those znas will ‘be paid
ultimately) .

If the rising benefit cost is to be met
by 8 level contribution rate, contribu-
tion. receipts in -the early years of
operation  will- exceed -benefit dis-
bursements, and thus s fund will be
built up;.after the early years (or per-
haps decades) ‘of operatior: the reverse
situation will occur. If the system isin
“actuarial balance,” with thelevel con~
tribution rate properly and precisely
determined, interest on the fund de-
veloped in the early years will meet
the excess of benefit disbursements
over contribution income in the later
years.

“As an -alternativé to ﬁnancing a
pension plan with a Ievel contribution
rate, & schedule providing for a-lower
rate in the early vears and a series of
increases thereafter can he used, ‘The

‘2 Sometimes the word “reserve™ is used
to deslgnate the developing fund under a
pension plan. “From & strictly ‘accurate,
technical standpoint, “reserve’ should be
used only 10 denote an actuarially calcu-
iated -amount based .on. actual and estis
‘mated ‘benefit' and. contribution  obliga=
tlons.
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Itimate rate under such a schedule . low=at the level n@eessary for new . private insurance company than is
, of course, have to be higher than - ‘entrants coming at the younger ~furnished under the social insurancs
evel rate mentioned previously. = ages. Furthermo: ‘the - system. If this situation were to arise,

6 of the fund that develops system wnuid | one possible solution would be to
depend on the gradation of Iower the ultimate contribution rates
contribution schedule. If there and make up the difference by a
_very little gradation (that s, on  Government subsidy to the system tn
nitial rates were only slightly . the later years of operation. On th
he level rate, and the ultimate ~ basis, there could be a graded contri-
as atiained in a short period , bution rate starting at a low level
was accordingly very little above of and not rising beyond the “individus]l
level rate), then the developing ~ equity” level; at the same time a rela-

ould be almost as large as under u - tively small fund would be buily up;
: the other ex- gIt may ve. _ This solution would involve the con-
,tion schedule r‘eascn ol cept of an ultimate Govsmment con-

 tribution or subsidy ‘ ‘

_Concept of Actuatial Soundnes:

_In discussions of any type of long-
_range benefit program, the phra,ses;;
n  “actuarial soundness” or “actuarially

sound" oceur rrom time to time Es-

ther resson than ytax commera— - then
~' ‘ _«seeam in their mnsfaasand
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ezzempieyeas would find an
: th fund a.ssets reja.sonabiw

secia.l“ insurance system with “pay-as-
~ you-go” financing (defined to mean
 that annual receipts and annual dis-
. bursements are approximately in bal-
_ance) could ever be considered actu-
 arially sound. It could nog, of course,
- under the first d,eﬁmtian of actuarial
soundness. Hnder the second defini-

tion, however, {t would be possible
_ that such a program could be ac-

ctuarially ‘ cemputed as

dness apply to the Old-age and
ivors insurance system? Accord-
fo the first definition, this pro-

‘gram is not sctuarially smmd* ac-

cording to the second definition, it is.
: ptacce of the basis of the first
finition, however, does not mean
. the converse is true-—-that the
,ge and survivors insurance Sys-
is'actuarmny unsound and there-
by impiication is bank.mpt and
d be liquidated. Rather, the au-
the first definition stated that

did not “see any point in rigor-
‘ wplym ‘actuarial reserve tech-
_to a broad national system:

soundness’ criteria of the usual kind.
b ‘purpose would be served if
ve assets in the actuarial amount
150 billion were now on hand?
Th - would not be used: the system

quidation of the reserve for bene-

a].ly, me guestion ma.v be ex-

e Concept of Actuarial Soundness,”

jointly by the American Statis-
sociation, American Economic
on, American Assoclation of Uni~
hers of Insurance, and Indus-

a:bé wm at Ieast be balamed ,

h a system transcends ‘actuarial -

ot going to termina,te, calling on

a8 to whether 8 wng~mnge ,

a.nce c. Bmm@u “Pezmmu le: :

ngs of Panel Meeting, “What i
Soundness in a Pension Plan,”

ons ﬁou&z‘ch Association, om- ,

" tuarially sound if the contribution
-schedule, rising xn the future,; Would

be determined so as to closely ap-

gram—-essentxal factors in consider-

- ing and determining the long-range
benefit structure of the program.

Investment Procedures

_ Throughout the entire period of
operation of the old-age and survivors
insurance program, the method of
investing the trust fund has changed
relatively little. In general, it may be
said that the trust fund, which is

under the direction of the Secretary

of the Treasury, receives the contri-
bution income and pays out the bene-
fits and administrative expenses. The

- excess of the income over the outgo
is invested in Federal Government

bonds, and the interest therefrom

further augments the income of the

fund. :
The mvestments can be either in
special issues or in any other se-

curities of the Federal Government,

bought either on the open market or

~at issue. In the past some regular

issues have been bought, both on the

open market and when they were

offered to the general public. Most
of the mvestments however, have
been in special issues: Before 1940,
it was. previded ‘that these special
{ssues should bear an interest rate of

3 percent but subsequently t;hey have
carrieﬂ an interest rate slightly below

the averare rate on all interest-bear-

_ing obligations of the United States.
At one time in the past the rate on
- speclal issues was as low as 17 per-
¢ cent, but for issues after June 1951,
it was 21 percent, and for issues

pmxxmate the estimated future bene~

. Regardless of whether the concept
of actuarial soundness in- its usual
. meaning can be applied to the old-
" age and survivors insurance system,
~ there must be thorough actuarial an-
. . alysis and cost estimates for the pro-
do these concepts of actuarial

after  Pebruary 1953, 2% percent.
“-Although there has been consider-
able opposition to investing the ex-

‘cess income of the system in Govern-
“ment bonds, no positive support-has

been offered for any other form of
investment. = All other possibilities
have seemed to be. objectionable for
overwhelming reasons.

One possible investment practice
would' be to purchase securities of
private concerns, either -bonds or
equity shares. There are several ob-
jections to this approach. First, with
the large amount of money available,

the Government would control a con-

siderable portion of the private in-
dustrial -economy, -which would, 'in
effect, result in “socialism by the
‘backdoor method.”  Another practical
disadvantage would be the need for a
far-reaching and deep-searching in-
vestment . policy that would  permit
the fund to obtain an adequate rate
of ‘interest with reasonable security.
‘Under. such a policy the Government
would in ‘effect be setting itself up-as
a rating -organization, since :the- in-
vestment procedures would naturally
have to be open to full public view,
If no preference were shown for dif-
ferent types of securities, but rather
invesiments were made widely and
indiscriminately, - there would be a
serious danger of loss of c¢apital and
diminution of investment income.
Arnother possible procedure would
be to invest the funds in social and
economic activities such as the con-
struction of housing, dams, hospitals,
and the like.  This method would
be open to some objection -on the
grounds mentioned previously—Gov-
ernment entry into private fields of

~activity. Eveni more serious is the

argument that any -use -of public
funds for such purposes ‘shouid be
under the control of the elected rep-
resentatives of the people (Congress)
rather than indirectly by -having a
social insurance organization making
decisions as to what is best for the
country. Investment of the funds in
either public or private securities of
foreign countries would, of course, be
impractical and undesirable.

Criticism of the Trust Fund’s
Validity

The -trust  fund, which has’ de=
veloped from the excess of income

%
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over outgo, has been subject to eriti-
cism. on' two entirely different bases;
first, as to the actuarial and economic
desirability and necessity of having
such. a fund; and second, as to
whether such 4 -fund possesses any
validity and significance. Through=
out the entire period of the program’s
operation, there has been active dis-
cussion on these matters.

It has been-argued that tlie’reSult» ;

ing - fund 'is 'not -valid -because the
money. invested in-Government bonds

has ‘been: spent for other than social

security purposes.  According to this

view, these bonds are mere “seraps.
of ‘paper” ‘and are worthless, and

there will be ‘“‘double ta.xation" for

social security—first, the old-age and
survivors insurance contribution, and
second, :the tax to redeem the bonds

later (or to pay interest on them).
This argument has perhaps been the

one most frequently used against the

trust fund (and its investments),
since it appears so simple. Those Who
disagree with the argument do not

thereby necessarily express them-

selves as being in favor of large re-
Serves.

+"The bonds held by the trust fund
are just .as valid as ‘Umtfe_d, States
Government bonds held by insurance

companies, ‘banks, and other private
investors, ‘There is no basis for the’
“double. taxation for social security’

argument, since the taxes ‘fbr”;th,e"re‘.
demption of the bonds in the trust
fund (or for paying interest on them)

would have to be collected no matter
who held-the bonds. Furthermore, it
is-quite likely that there will never be

any necessity for ealling for Yedemp-
tion a large portion of the fund.

The validity of the trust fund would
be-‘open_ to serious question in one
situation-—if ‘there were no public
debt and . the:fund were given In-
terest-bearing - obligations while the
moneys were held idle in the general
treasury. Under present circumstances
this situation is not likely to. oecur, at
least in the near future. ~

An able-and eclear discussion of the

fallacies in the argument that the

trust fund is not valid was given by
M. A. Linton, Chalrman of the Board

of ‘the Provident Mutual Life Insur-

ance Company. and a member of the
1937 and: 1947 Advisory Councils on

Social Security; in a paper given be-

fore the Thirteenth Internaticna.l

Congress of Actuaries, in June 1951. ,
' ~ Need for Trust Fund

when he stat.ed

Consider first the situaﬁanj ‘When the

Government {5 compelled to borrow
4as in time’ of ‘war. It iy then clear
that the ‘borrowing of ‘excess Social
Secuirity income is as dwirable as
borrowing from any other 5

and more desirable than borrowing

from the commercial banks which in~

: volves 4 corresponding inﬂa amry

that their bonds m not vali 1 ‘beaa,use‘ :
the money has been spent by the

Government.

_ In times When the Gavernmenﬁ does

not have to borrow, then the praper

use of the borrowed Soeial Seeurity‘

funds is to reduce publicly
ernment debt, This in eff
such publicly held debt to the ’I‘rust

Fund, This occurred during years

following the war when the‘l“ederal
budget was in balance. The bor
the Trust Fund thus ac

valid as any other Government bonds

and cannot be s=aid to have come
into being m a way to damage the

_-economy,.

Perhaps the clearest way to shaw the

error in the [double taxation] charge
is to consider a concrete example.
‘Suppose the Trust Fund consists of

$10,000 million of Clovernment. homis

_bearing an average interest rate of

2%. The annual interest charge is
therefore  $200 million. To provide

this interest, $200 million of taxes
must be levied on general taxpayers.
- Had the $10,000 million of bonds been
in the hands of the public, the $200

million would have been paid to pub-
le holders. But since the bonds are
in the trust fund the $200 million are

paid to the Fund thereby relieving

the Social Security system of levying
$200 million of payroll or cher’tyaxe‘s.’

Therefore the dollars of taxes raised

to pay the interest on the bonds in
the Trust Fund are ‘double duty’ dol-
lars. serving two purposes. First, they
pay interest that would have to be

paid in any event, whoever held the
_bonds, and second, they relieve Social
Security or other taxpayers of an

equal burden. A similar statement

‘can be made about texes raised to-
meet principal payments on the Trust
-Fund bonds. Thus it becomes clear

that the double taxation: argument
is not valid.

Under any social insurance system,
it would seem that for practical ad-

~ministrative and - legislative purposes

there should be at least a small con-
tingency reserve. 'Although opinions
vary somewhat, it is rather generally
believed that such a contingency fund
should be.equal to the benefit pay-

- oments for at least 1 year. Afund of

this type is obviously necessary for

- administrative reasons—to ~have a

working balance on hand and to meet
any fluctuations in contribution in-

-come due to eyclical changes in the

economic situation:

There is, however, considerable dif-
fererice ‘of opinion as to -whether a
large trust fund should be established
for -a- social security program. -Any
arguments in favor of a large fund
must necessarily be predicated on the
assumption that economic eonditions
will ‘be relatively stable. Obviously,
from the standpoint of the social in-
surance -system, there would be no
point in building up large reserves
if ‘they were subsequently to -decline
in value as a result of infiation. Even
under the premise of stable economic
conditions, however, there is still con-
siderable. difference of opitiion.

Two major -arguments have heen
advanced in favor of ‘& large fund.

-First, such a fund is said to be neces-
‘sary ‘in-order to have “honest ac-

counting,” so that both the assets and
the liabilities of the system will be
fully ‘recognized, and therefore any
changes proposed that would bhe too
extravagant can be avoided. Seeond;
this financing method serves to dis-
tribute the cost of the program more
equitably between present and future
generations, since it involves-the levy-
ing -of ‘& higher contribution rate in
the early years than is needed for the
current benefit disbursements. Inter-
est on such a fund will help to meet
the heavy load of benefit. payments in
the future when the system becomes
mature. Accordingly, at that time, a
lower contribution rate can be levied
than would otherwise  be possible if
no fund-were built up.

Thete are several-major arguments
against the-accumulation of reserves.

‘First, the existence of a large fund

Social Security
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_ nat clear that actuai expenence has
fonowed this pattern. The law pro-
ded tha.t there should be a report
whexzever the trust fund was esti-

ed to exceed three times the
dghest annual expendimres expected
g the nexi; 5 yms, or conversely

'vfakghted“ bcn:eatf
with higher wages
r benefits In rela~
rdingiy, as wagenk
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Table 2.—Estimated progress of the old-age and survivors insurance trust fund
-~ In selected vears, 1960-2000, under low-employment agmmptiom 1

{In millions]
e Benefit Administrative Balanee at
Calendar Contributions? payments expenses . Interest ? end of year
year
Actual datat *
$2,671 $961 $61 $287 $13,71
3,367 1,885 81 $417 15,540
3,819 2,194 88 865 17,42
Low-cost-estimiate :
$5,627 $5,241 $08 $517 $23,651
8, 397 7,452 16 727 3,
9,361 , 686 139 979
10,164 11,517 160 9638 43,228
11,238 12,369 172 “839 37, 468
Highicost estimate
$5,.563 $5,835 $125 $431 $19;397
8,324 8,310 158 418 18,847
9,138 0,903 193 298 712, 587
9,519 13,373 227 %) (o
10,082 14, 811 246 ® &)
Intermediate-cost estimate?
$5,595 $5,537 $112 $474 $21,'594
8,361 7,881 187 572 28,140
9,250 10; 294 166 638 28, 408
9, 842 12,443 194 298 12,124
16,660 13,588 200 @)

1 The provisions for financial interchange with the
- railroad retirement system affect the. data; for an
‘ex}alamatmn 566 p. 9,

Employer, employee, and sell-employed.’ The
combined employeremployee réte is-3 pereent lor
1080-53, 4 percent for 1954-59; 5:percent for 196064,
6 porcent for 1965-69, andl 614 percent for 1970 and
‘after. The self-employed pay three-fourths of these

rates. :

1 Figured at 214 perceitt on average balancs in fund
during year.

4 Based on Doily Statement: of the Treasury.  For
1950, benefit payments werg made under 1939 act for

the congressional action on the 1952
‘amendments; hew cost estimates have
been developed to-take into account
further actuarial and statistical data
available from  program operations
and from the 1950 Census.!2 Esti-
mates have been made on the as-
sumption: of low-employment and
high-employment conditions ‘as. ‘well
as on the basis of low-cost and high-
cost factors (tables 1 and 2).

- The level-premium  costs!? (as a

12 Por ‘the estimates and a general dés-
eription of their underlying assumptions
see the Thirteenth Annyal Report of the
Board of Trustees of the Federal Old-Age
and Survivors Insurance Trust Fund; they
will be given in more detail in a forth-
coming study by -the Division of the Ac-
tuary.

# For heneflt payments after 1952; takes
into account the trust fund at the begin-
ning of the period and future-‘administra-
tive expenses.

10

first 9 months and under 1950 act for last 3'monthsi
for 1952, payments were -made under 1950 law for
first 0 months and under 1952 law for 1ast'3 months.
Contribution income for 1950 collected on coverage
snd maximum wage base in 1947 law; for later years,
ouprovisions in 1950 law, .-

% Figute'inflated because it includes a Jarge part of
the interest that accrued {n the second half of 1950
and-almost all the 1051 interpst.

8 Fund exhausted in 1986.

7 Based-on.average dollar costs under tho Iow-cost
and high-cost sstimates.

8 Fund exhausted in 1995,

percentage of covered-payroll) based
on 2Y;-percent interest for the new
estimates are as follows:

| Level-premium cost
[ based -on-assamption of—

Estimate
Low High

employment | employment
i

Lowscost. Lo 0ol il 6.34 5. 69

Intermediate-cost,. .. ; 7.28 6..58

High-cost. .15l s : 8.37 7.63
i

The graded  contribution schedule
in ‘the law is roughly equivalent to
6 percent.of payroll, "Accordingly, all
estimates except that based on the
low-cost, - high-~employment assump-
tions indicate that the system-is not
self-supporting. - This situation, how=-
ever, would be considerably altered if
a higher interest rate had been used,
Currently the:interest rate is rising

rapidly.” 'If, for example, a rate of
2% percent were assumed, the level.
premium cost based on intermediate.
cost, high-employment assumptions
would -be 6.22 percent and the system
would be nearly self-supporting.
On the whole, the new estimates
indicate n somewhat higher cost than
the previous ones: Except in the low-
cost, high-employment estimate, the
trust fund reaches s maximum and
then decreases slgnificantly, rathet
than leveling off as it would if it were
on an exactly self-supporting basis,
The variability ‘of the cost esti~
mates made at different times poses
an important question as to the pos-
sibility of determining & precise con-
tribution schedule to make the system
exactly self-supporting, - In general;
however, the estimates clearly indi-
cate that there will be rising costs
for many years and at the same time
show the general magnitude of the
trend at alternate levels, -

Effect of Maturity on Financing

It is clear that the financing prob-
lems of any system providing old-age
benefits are simplified when the pro-
gram becomes mature. There are
really two stages of maturity. The
first occur's when all persons over age
65 have had an opportunity to be in
covered empioyment - during their
entire working - lifetime (or else,
through some means, are given prior-
service credit). The second stage oc-
curs ‘necessarily -much - later—when
the aged population of the country
ceases to represent an increasing pro-
portion of the total population.

The first stage of maturity can, by
various ‘means, be attained or ap-
proached -currently, ~Under old-age
and survivors insurance; for example,
all the uninsured aged could be
“blanketed in” so-that they would
receive at least the minimum benefit.
Under such a proposal, this type of
maturity - would 'be: partly attained
immediately but would not be fully
attained - until . some years hence,
when all individuals had had an op-
portunity ‘to obtain more than the
minimum benefit. . The second type
of -maturity, --of “course, eannot be
reached for many decades. Even with
a blanketing-in ‘of the current aged,
benefit outgo relative to payroll will

{Continued on page 26)
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