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Elxecutive Summary 
- 

Throughout the mid-1970’s and early 1980’s, the Social Security retire- 
ment system faced continuing financial difficulties. The 1983 Amend- 
ments to the Social Security Act were intended to restore the system’s 
financial health, both in the short run and in the long run. While the 
Amendments have alleviated the short-run problems, concern about the 
system’s long-term financing is beginning to focus on the implications of 
current projections, which show the buildup of substantial reserves in 
the trust fund starting in the 1990’s. 

Members of the Senate Budget Committee, concerned about the quality 
of the nation’s budget planning, have questioned whether “decisions 
made on the basis of inaccurate estimates may lock us into unobtainable 
or unaffordable plans.” They asked GAO to provide: 

l an independent assessment of the accuracy of past Social Security 
spending and revenue projections and 

l a full discussion of trust fund revenue and spending projections based 
on provisions of the 1983 Social Security Amendments. (See pp. 44 to 
72.) 

Background The 1939 Amendments to the Social Security Act created the Old-Age 
and Survivors Insurance (QASI) trust fund and began the evolution to 
what was subsequently accepted as a “pay-as-you-go” financing concept 
for Social Security. Under this financing concept, most annual revenues 
from the payroll tax are paid out concurrently to retirees as benefit 
payments. 

The Social Security system evolved to include Disability Insurance (Dl) 

in 1956 and a hospital insurance system (Medicare) in 1965. Each main- 
tains a separate trust fund for managing income and disbursements. 
Because @w existed for nearly 20 years before DI was established, GAO 

b 

focuses primarily on the ~ASI trust fund in reviewing past projections. In 
examining the future effects of the 1983 Amendments, however, the 
analysis considers the combined QASI and DI (or GWDI) trust fund. 

Results in Brief Through 1982, projections of the ~ASI trust fund balance have been inac- 
curate. This is not surprising, however, as error is inherent in most eco- 
nomic and financial projections. Moreover, the primary cause of the 
inaccuracy and the predominant direction of the errors have differed at 
various points in the program’s history. (See pp. 28 to 43.) 
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Executive Summary 

While the 1983 Social Security Amendments have successfully stabilized 
the OASDI trust fund in the short run, whether they solved the long-run 
problem is uncertain. A large buildup of trust fund reserves, expected to 
begin in the 1990’s, will move the program away from pay-as-you-go 
financing. The buildup is considered necessary to bring the program into 
long-range actuarial balance. 

Adverse economic conditions or congressional changes to the Social 
Security tax rate or benefit structure could lessen the reserve accumula- 
tion. If the buildup actually occurs, however, it is unclear what effect it 
will have on national savings and future economic growth. This will 
depend on how the reserve funds are used or “invested,” which in turn 
will be determined largely by whether the non-Social Security portion of 
the budget is balanced or in deficit. 

GAO’s Analysis 

Economic Conditions Not 
Foreseen 

The difficulties inherent in projecting economic and demographic condi- 
tions become evident when projections made by the Social Security 
Administration before 1983 are reviewed. Before 1972, a conservative 
methodology led to consistent underestimates of future trust fund bal- 
ances. After 1972, the methodology changed in a way that required the 
Trustees to adopt assumptions about future economic activity. The 
unstable economic conditions experienced by the U.S. economy in the 
mid and late 1970’s rendered both the Trustees’ assumptions and the 
Social Security Administration’s projections highly inaccurate. More 
importantly, these conditions resulted in major financial problems for 
the OASI trust fund. b 

Jqforeseen Long-Term 
leimographic Trends 

The accuracy of the projections over the long term depends not only on 
the economic assumptions but also on assumptions about future demo- 
graphic trends, such as rates of fertility and mortality. The end of the 
baby boom in the 1960’s was not foreseen by the Trustees (and others), 
nor were increases in life expectancy in the 1970’s fully anticipated. 
Subsequently, recognition increased that the system faced a serious 
long-term problem due to projected increases in the ratio of beneficiaries 
to workers beginning when the first members of the baby boom genera- 
tion retire after 2010. (See pp. 35 to 41.) 
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Exccutivr Summary 

Large Reserves Projected In the short run, the provisions of the 1983 Amendments improved the 
financial outlook for the OASDI trust fund. In the long run, the projections 
show a period of accumulation of substantial reserves followed by a 
period of drawdown. Under one set of assumptions the trust fund bal- 
ance is projected to equal $12.1 trillion by 2030. (See pp. 50 to 55.) 

Reserve Buildup Could 
Finance Future Benefits 

One rationale for departing from pay-as-you-go financing by accumu- 
lating a trust fund reserve is a possible positive effect on future national 
income. The reserve buildup can be justified as an attempt to increase 
aggregate savings to promote economic growth. If successful, this policy 
may reduce the tax burden future generations of workers would other- 
wise bear under a pay-as-you-go system in order to finance the benefits 
of the baby boom generation. (See pp. 65 to 68.) 

--.-- 

POtential Congressional 
AHion 

Whether the projected accumulation actually occurs depends on both 
future economic conditions and congressional action. A period of 
declining real wages could reduce substantially the magnitude of the 
accumulation. If the projection proves accurate, the Congress could use 
the surplus to reduce payroll taxes, increase benefits, or loan funds to 
the Medicare program, which is projected to experience financing prob- 
lems in the late 1990’s. (See pp. 58 to 63.) 

7)ust Funds Could “Invest” Other issues are raised if a trust fund accumulation actually occurs. 
1~ Future Deficits While the trust fund buildup can be viewed as a way to increase retire- 

I ment savings, there is reason to question whether this will raise aggre- 

I gate savings for the nation as a whole. If the non-Social Security part of 
the federal budget was in deficit, the trust fund would have to be used 
to finance or in effect be “invested” in the budget deficit, This occurs b 

I even though Social Security is now excluded from the unified budget, It 
is uncertain whether such an “investment” would contribute to future 
economic growth. (See pp. 66 to 68.) 

Other Issues Raised by the Other issues a proposed reserve accumulation raises concern: possible 

Buildup negative economic effects of increased payroll taxes in the short run; 
debt management and monetary policy issues in the long run; and the 
appropriateness of using a rate of payroll taxation that is higher than 
required to pay current benefits, as a vehicle to increase national saving. 
Because of these and other issues, some economists have proposed 
returning Social Security to pay-as-you-go financing with a substantial 
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contingency reserve. This would be achieved by modifying the currently 
scheduled payroll tax increases. However, action to lessen the reserve 
accumulation could move the system away from long-run actuarial bal- 
ance and leave future financing issues unresolved. (See pp. 68 to 72.) 

Recommendations GAO is making no recommendations. 

Agency Comments GAO asked the Department of Health and Human Services to comment on 
a draft of this report. In general, the Department found GAO’S analysis 
useful and valid but raised a number of technical points requiring clari- 
fication. Their comments were helpful, and changes were made where 
appropriate. 
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Ch*er 1 -..---._-.__-- ~- 

Introductioion 
~-_--_--______ 

, 
____.___________-- ~-- -’ 

When the Congress passed the Social Security Act in 1935, the United 
States was in the middle of the Depression. In addition to widespread 
unemployment, more than a third of retirement-age persons were living 
in poverty. About 1 million people 66 years or older depended on public 
assistance for their basic needs. 

With passage of the Social Security legislation, the Congress aimed to 
provide a permanent response to the economic problems the Depression 
had created. By assuring a retirement income to workers covered’ by the 
act, Social Security would meet the dependency needs of the growing 
elderly population, which a congressional report of the time projected 
would double to 15 million by 1970.2 That Social Security has become a 
major source of income for retirees is demonstrated by the fact that 
today the percentage of persons 65 or older living in poverty has 
dropped to 12.4 percent.3 

Over the years, the scope of Social Security has expanded considerably. 
To its retirement benefits, the Congress in 1939 added benefits for aged 
wives and widows, children, and aged dependent parents of deceased 
workers, and established the Old-Age and Survivors Insurance (QASI) 
trust fund.4 By 1983, survivor benefits accounted for about one-fourth 
of OASI benefit payments.6 

The Social Security system evolved to include in 1956 Disability Insur- 
ance (DI) for disabled workers and dependents and in 1965 hospital 
insurance (III or Medicare) to finance medical services for the aged and 
disabled. Each of these programs derives its revenues primarily from 
payroll taxes, and each maintains a separate trust fund for managing 
income and disbursements. Because WI existed for nearly 20 years 
before another Social Security trust fund was established, this report 
focuses primarily on the OASI trust fund to review the accuracy of past 

‘The term “cxwered employees” refers to employment in occupations covered by Social Security. 

“The U.S. House of Representatives, 74th Congress, The Social Securitym, Report No. 616 (to 
accompany I1.R. ‘7260, Apr. 5, 1936, p. 4). Also note that reference to current population statistics 
shows that by 1970, there were nearly 20 million persons 65 years and older, and a projected popula- 
tion of more than 35 million older Americans by the year 2000. 

“1 J.S. Ikpartment of Commerce, Money- Status of Families and Persons in the 
t lnited States: Current Population Reports, Series p-60, No. 149, Aug. 1986, p. 26. 

41J.S blouse of Representatives, 76th Congress, Social Security Act Amendments of 1939, Report No. 
728 ito accompany I1.R. W35), *June 2, 1939, pp. 5-9. 

?I.S. Department of Health and Human Services, Social Security Bulletin, Annual Statistical Suppk 
m, 1983, p. 76. 
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Chapter 1 
Introduction 

projections. In examining the future effects of the’ 1983 Amendments to 
the Social Security Act, however, our analysis considers the combined 
CM1 and DI (or OASDI) trust funds.s 

Social Security and the The major source of income into the CHSI trust fund is a payroll tax on 

MS1 Trust Fund 
earnings up to a statutory maximum. The total payroll tax, which is 
paid equally by the employee and the employer, was initially set in 1937 
at 1 percent each on earnings up to $3,000. The rate has now risen to 5.2 
percent each on earnings up to $42,000 in 1986.7 

Because the payroll tax is proportional to earnings up to the taxable 
maximum, lower income individuals pay a larger relative share of 
income than do individuals who earn more than the taxable maximum. 
For example, an individual earning $10,000 per year will pay an QASI tax 
of $620 at a rate of 5.2 percent, but one earning $50,000 per year will 
pay $1,965.60 into the OASI system or an average rate of 3.93 percent, 
Generally, for all current (1986) incomes above $42,000, the effective 
payroll tax rate declines. 

Retirement benefit payments constitute the major use of the ~ASI trust 
fund. The QASI benefit structure can be characterized as progressive, i.e., 
the benefit formula is weighted to replace a higher portion of lower 
earned income. For example, a minimum wage earner retiring at age 65 
in 1984 would receive benefits that replace about 62 percent of earnings 
in the year before retirement. On the other hand, a maximum wage 
earner would receive a much higher benefit, but it would replace less 
than 24 percent of preretirement earnings.* 

The 1983 Amendments added to the progressive benefit structure 
another element-income taxation of OASI benefits. As the threshold 

sThe distinction between OASI and OASDI is not of major significance for the issues discussed in this 
report. We note the following discussion in Robert J. Myers, Social Security, Richard D. Irwin, Inc., 
Homewood, Illinois, 1986, p. 32. 

“As a result of the 1966 Act, the OASDI program has two separate funds-one for old-age and survi- 
vors benefits and the other for disability benefits. This division has no real significance in regard to 
the financing of the program. It was adopted as a guarantee and assurance’ that the newly provided 
disability benefits would not bankrupt the trust fund (if all benefits were to be paid from a single one) 
in the event that the disability experience proved much less favorable than estimated.” 

71nformation presented in appendix II shows that income levels subjected to the payroll tax have 
increased significantly since 1976 from $16,300 to the current level, Also note the different rate for 
self-employed persons. 

‘Myers, Social Security, 1986, pp. 104-105. 

Page 11 GAO/HRLNW22 Financing !Social Security 



, 
.--..-___- 

Chapter 1 
Introduction 

income from all sources is set at relatively high levels ($32,000 for a 
married couple; $25,000 for individuals in all other filing categories), 
individuals with lower income pay no income tax on their Social 
Security benefits.” 

The number of beneficiaries and the amount of benefit payments have 
grown steadily and substantially. In 1985, the Social Security Adminis- 
tration (%A), the unit of the Department of Health and Human Services 
(1111s) that administers ~ASI, will pay benefits to over 32 million benefi- 
ciaries, and disbursements from the trust fund are projected at $172 bil- 
lion. In addition, all but a small percentage of wages and salaries earned 
in the 1J.S. economy are covered by WI payroll taxes. 

Concerns About 
Financial Viability 

The Congress requires Social Security’s Board of Trustees to report 
annually on the financial status of the system. In projecting income and 
disbursement levels since 1972, the Board has adopted assumptions 
based on the actual economic and demographic experience of the post- 
World War II era. But, economic conditions in the 1970’s turned out 
much worse than historic experience would have predicted. 

These economic conditions, coupled with a change in the 1972 Social 
Security Amendments which introduced an automatic benefit adjust- 
ment for changes in the price level, caused serious problems for the 
system. As a result, the trust fund contingency reserves had to be used 
to fund shortfalls in revenue relative to disbursements. Ultimately, the 
reserves fell to such low levels that the Congress had to institute meas- 
ures to correct both short- and long-term financial problems through thl 
1977 and 1983 Amendments to the Social Security Act. 

Passage of the 1983 Amendments did not, however, end public concern 
over Social Security financing issues. Currently the debate on Social ’ 
Security is beginning to focus on the policy implications of projections 
based on the 1983 Amendments, These show a substantial surplus in th 
trust fund starting in the 1990’s and continuing into the first half of tht 
21st century. Under one set of assumptions the trust fund balance is 
projected to equal $12.1 trillion by 2030. 

The projected trust fund buildup and subsequent drawdown during the 
second quarter of the next century have important implications for 
future Social Security policy and the federal budget. If it occurs, a 

“17 S Department of Health and Human Services, Annual Statistical Suppm, p. 26. 
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buildup could influence the economy’s future rate of capital formation 
and economic growth. Also, a large trust fund accumulation is likely to 
have some important effects on economic activity. These include: the 
possible negative economic effect of increased payroll taxes in the short 
run; debt management and monetary policy issues in the long run; and 
equity issues relating to use of the payroll tax as a means to increase 
national saving and capital formation. At the same time, the trust fund 
buildup may not occur or, if it does, may not contribute to future eco- 
nomic growth. Either case raises the question of how the system would 
meet future obligations to beneficiaries. 

There also has been recent congressional action concerning the relation- 
ship of Social Security to the unified federal budget. From fiscal years 
1969-85, Social Security’s revenues and expenditures were a part of the 
unified budget. This meant that reducing the costs of Social Security 
provided a way of reducing the overall unified budget deficit. To avoid 
the reduction of Social Security’s real benefit levels as a means of 
reducing the budget deficit, the Balanced Budget and Emergency Deficit 
Control Act of 1985 (commonly referred to as Gramm-Rudman-Hollings) 
advanced to fiscal year 1986 the date of removal of Social Security from 
the unified budget, which had been set to occur in fiscal year 1993 
under the 1983 Amendments.lO 

The crises that have confronted the trust fund over the past decade and 
current discussions over financing of the system are of national concern, 
Underlying this concern are not only the implications of the projections 
for the future economic health of Social Security and the nation as a 
whole, but also for the large number of elderly who depend on this pro- 
gram for their financial support11 

) 
b 

X)jectives, Scope, and 
Mkthodology 

Senate Budget Committee, concerned over continuing crises in Social 
Security, have questioned whether the future impact of today’s budget 

‘“We further note, however, that Social Security revenues and disbursements are still included in the 
calculation of deficit reduction targets under the 1985 Act. 

’ ‘This dependency is illustrated in data found in HHS, Income of the Population 66 and Over,=, 
Mar. 1984, Washington, DC. These data show that, in 1982,90 percent of all units (nonmarried per- 
sons and couples) age 66 and over received Social Security benefits; 69 percent of all such units relied 
on Social Security for 60 percent or more of their total income. Also, 84 percent of all aged units with 
total money income under $6,000 relied on Social Security for 60 percent or more of total income, 
while 46 percent of all aged units with income between $10,000 and $20,000 relied on Social Security 
for 50 percent or more of total income. 
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and appropriation decisions are sufficiently reflected in agency planning 
estimates. They also indicated concern “that decisions made on t,he.basis 
of inaccurate estimates may lock us into unobtainable or unaffordable 
plans . . .” and “that subsequent ad hoc measures may jeopardize the 
Nation’s interests.” 

Consequently, they asked us to analyze the federal OASI program and 
determine whether “out-year forecasted costs unreasonably match 
reality as future years become the budget year” (see app. 1).12 They 
expressed interest in the economic and demographic assumptions undcr- 
lying the projections and how they differed from actual experience, and 
requested a full discussion of the projections based on the 1983 Amcnd- 
ments to the Social Security Act. 

Based on the request letter and subsequent staff discussion, our ob,jec- 
tives in this report are to provide: 

1. An independent assessment of the accuracy of past QASI spending and 
revenue projections and their underlying economic and demographic: 
assumptions. 

2. A full discussion of the revenue and spending projections for the com- 
bined OASI and DI (OASDI) trust funds, based on the 1983 Amendments. 

In constructing our analysis, we examined the OASI trust fund from its 
inception. To assess the accuracy of trust fund projections, we compared 
projections contained in annual Trustees’ Repm and other SSA docu- 
ments with actual experience. This included both the projections for the 
trust fund itself and the important assumptions underlying the revenue 
and outlay projections that determine the trust fund balance. 

In the second part of our analysis, we examined the current projected 
outlays and revenues for the OASDI trust fund in the context of a review 
of the 1983 Amendments to the Social Security Act. This examination 
was largely prospective, with the major focus on the planned departure 
from the financing concept that has characterized the Social Security 
program over much of its history and the projected substantial surplus 
in the trust fund. We assessed the actuarial and economic rationales for 

12The Senators’ letter requesting this report also included a request for a review of the cost projec- 
tions in the procurement accounts of The Five Year Defense Program (PYDP). GAO’s rqxmse is 
discussed in 1 Jnderestimation of Funding I&xluirements in Five Year Procurement Plans (briefing 
paper) (GAO/NSIAD-84-88, Mar. 12,1984). 
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the current projections and the implications for Social Security and fed- 
eral budget policy as well as future economic policy. Also, we analyzed 
quantitatively the effect of higher real earnings growth on the future 
economic well-being of average wage earners. 

In conducting this analysis, we surveyed numerous government publica- 
tions and reports as well as academic studies, books, and journals 
relating to the Social Security system. In addition, we met with SSA offi- 
cials and consulted with a number of experts in government and aca- 
demic institutions concerning the economic and demographic 
relationships specific to Social Security. Our approach combines these 
sources and relies on economic analysis to examine the history of Social 
Security operations and projections as well as to define and identify 
emerging issues in Social Security policy. 
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The OASI Trust Fund: Measuring Its Soundness 
and Making F’inancial Projections 

..* .- _ _... I_ ._-. ---.---~-_-.- 
The 1939 Amendments to the Social Security Act created the QASI trust 
fund1 and began the evolution to what was subsequently accepted as a 
“pay-as-you-go” financing concept for Social Security. While the system 
has not always operated strictly on a “pay-as-you-go” or “current-cost” 
basis over its history, it differs markedly from a fully funded private 
pension system, which must plan to have sufficient assets on hand to 
pay future benefit claims. 

In this chapter, we describe trust fund operations and commonly used 
measures of the Social Security system’s soundness. We also discuss how 
Social Security makes the projections of future revenues and outlays 
upon which its assessments of the system’s financial status depend. 
Finally, we briefly examine ways of ascertaining the accuracy of trust 
fund projections. 

The Trust Fund as a 
contingency Reserve 

The role of the Social Security trust fund as a contingency reserve was 
clearly established in the letter of transmittal of the first annual report 
to the Congress by the Board of Trustees of the QASI trust fund in 1941: 

“The old-age and survivors’ insurance trust fund provides a financial margin of 
safety for the system against the first impacts of unforeseen changes in the upward 
trend of disbursements as well as against these short-term fluctuations and 
contingencies.“2 

IJnderlying the role of the trust fund as a contingency reserve is the 
concept of “pay-as-you-go” or “current-cost” financing. IJnder this con- 
cept, the system’s “total income in each year is intended to be approxi- 
mately equal to total outgo plus an additional amount needed to 
maintain the trust funds at appropriate contingency-reserve levels.“” 

‘“First, the old-age reserve account is changed to a Federal old-age and survivors insurance trust 
fund with the Secretary of Treasury, the Secretary of Labor and the Chairman of the Social Security b 
Board, all ex officio, acting aa a board of trustees. The board of trustees will supervi.se the fund and 
will report to Congress annuaJly and whenever the trust fund becomes unduly small or exceeds three 
times the higher annual expenditure anticipated in the ensuing b-fiscal year period.” 1J.S. Department 
of Health and Human Services, Social Security Act Amendments of 1939,Heport No. 728, pp. 14-15. 

‘The First HepoRe and Survivors Trust Fund, *Jan. 3, 
1941, p. 4. 

“The 1984 Annual Keport of the Board of Trustees, OASDI, p. 31. Hereafter referred to aa Trustee$ ---A--L 
k&x&. While the contingency resewe role of the trust fund and the pay-as-you-go concept have 
characterized discussions of the trust fund since ita early days, the system hau not always operated, 
nor haq it always been “projected” to operate, on a pay-as-you-go basis over its history. For example, 
in the 1940’s and 1950’s the system’s revenues were much higher than disbursements and large 
rcsewes accumulated in the trust fund. Also, past projections for the system have sometimes shown 
future reserves at levels higher than necessary to finance annual benefits. 
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The OASI Truet Fund: Measuring Its 
Suundness and Making Financial Prujectionm 

This means that the system uses payroll taxes collected from current 
covered workers and their employers to make benefit payments to cur- 
rent beneficiaries. Imbalances between annual revenues and outlays 
result in adjustments in the trust fund reserve balance, and as such, the 
trust fund operates as a contingency reserve. 

Operations of the Trust The OASI system operates under the direction of a Board of Trustees 

Fund 
composed of the Secretaries of Labor, Health and Human Services, and 
the Treasury. The 1983 Amendments added two public members (from 
different political parties) to the Board. The Secretary of the Treasury 
acts as the managing trustee, responsible for operation of the trust fund 
and manages its financial operations and collects taxes for the system. 
SSA, however, maintains earnings records and makes and reviews benefit 
determinations (see fig. 2.1). 

zig@ 2.1: OASI hat Fund Operations 

Ifjcome 
, 

l From covered employer- 
employee OASI payroll tax 

l From mcome tax on some 
socral secunty benefits 

-I 

l From tnterest on trust 
fund balance 

. 
OASI Trust Fund outgo 

l Managed by Treasury Department 
l Benefit certifications made by SSA 
. Balance held in form of U.S. government 

securmes 

l Benefit payments 
l Operating and adminis- 

trative expenses 

Drawdown of Trust Fund Reserves 

l When income is less than outgo 
l Holdings of U.S. government securitres are 

reduced 

Accumulation of Trust Fund Reserves 

. When income IS greater than outgo 
l Holdings of U.S. government securities are 

increased 

All OASI payroll taxes and, starting in 1984, income taxes paid on Social 
Security benefits are collected by the Treasury. The Treasury transfers 
these tax collections to the trust fund, which uses the revenues to pay 
beneficiaries, meet operating expenses, and purchase U.S. government 
securities with any excess. 
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When the trust fund uses its revenues to pay current benefits, the reve- 
nues simply pass through the fund. If revenues are greater than current, 
needs, the excess is held in the trust fund as reserves, When OASI 
reserves increase, the trust fund lends revenues not required for current 
needs to the Treasury by purchasing securities issued by the Treasury. 
Such a reserve buildup last occurred between 1966 and 1974, as shown 
in figure 2.2. When revenues are insufficient to meet current needs, as 
has been the case for much of the decade prior to 1984, the trust fund 
“draws down” its reserves by selling securities back to the Treasury. 

Figure 2.2: Change in OASI Trust Fund Reserves (1940-84) 

moo M~horv, 01 Ihlkw, 

booo 
I 

/SO00 

ho00 r 

,400o 

jaooo 

1 0,000 

~2,000 
I 

irmo 

~S,OOO 

C%OOO 

40 45 50 

Calondcir Year 1940 Thru 1983 

55 60 65 

Trusl Fund reserves are defined here as total assets on hand at year end. 

pmounts In nommal dollars 

m 75 80 

Almost all trust fund assets are held in the form of special issues of the 
Treasury. These issues earn interest at a rate based on the current yield 
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on Treasury securities of 4 or more years’ duration when issued. Thus, 
interest payments are additional income to the trust funda 

IJntil now, the accumulation and drawdown of trust fund reserves and 
related sales and purchases of U.S. government securities have repre- 
sented small changes relative to overall Treasury financing operations 
and national economic activity. For example, table 2.1 shows that trust 
fund assets increased by $3.6 billion in 1967 and by $4.4 billion in 1969. 
Roth these additions to trust fund reserves represented about 0.5 per- 
cent of the nominal Gross National Product (GNP)S in 1967 and 1969. OASI 
trust fund assets were drawn down by nearly $3 billion in 1977 and by 
$5 billion in 1978, declines that represented less than 0.3 percent of 
nominal GNP in 1977 and 1978. Total trust fund assets as a percentage of 
nominal GNP increased from 2.0 percent in 1940 to .a maximum of 5.6 
percent in 1954 and have been less than 1 percent of GNP since 1980. 

4For further and more detailed discussion of the trust fund, see Robert J. Myers, Social Security, 
Richard D. Irwin, Inc., Homewood, Illinois, 1986, and “Investment Policies and procedures of the 
Social Security Trust Funds,” Social Security Bulletin Vol. 46, No. 1, Jan. 1982. -( 

“The market value of goods and services produced, in current dollars (unadjusted for price changes). 
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Table 2.1: OASl Trust Fund, 1940-84 
DOlldrS in billions 

Percent of 
total assets 

Calendar Total Total Total assets, Nominal to non iinal 
GNP year 

1940 $0.4 $0.1 $2.0 $100.0 2.0 
- income disbursement year end. G N P  

.- _- 

09 01 28 125 0 22 1941 
'1 942 1 1  0 2  37 158 5 23 
1943 13 02 48 192 1 25 
1944 14 02 60 210 6 28 

-- _- 
___-- 

1945 1.4 0.3 7.1 212.4 3.3 
1946 1.5 0.4 8.2 209.8 3.9 
1947 1.7 0.5 9.4 233.1 4.0 

42 1948 20 06 10 8 259 5 
46 258 3 1949 18 07 1 1  8 

1950 29 10 13 7 286 5 48 

__- 
- - 

1951 38 20 15 5 330 8 47 
1952 42 23 17 4 3480 50 
1953 &-- 44 31 18 7 366 8 51 
A 

1954 56 37 20 6 366.8 56 _ _  
1955 62 51 21 7 400 0 54 
1956 67 58 22 5 421 7 53 
1957 74 7 5  22 4 6140 51 
1958 8.1 87 21 8 449 7 48 
1959 8.6 10 3 r)l 487 9 41 
1960 11.4 11.2 20.3 506.5 4.0 
~~ 

1961 1 1  8 12 4 19 7 524 6 38 
1962 12 6 14 0 18 3 5650 32 
1963 15 1 14 9 18 5 596 7 31 
1964 16 3 15 6 19 1 637 7 30 
1965 16 6 17 5 18 2 691 1 26 
1966 21 3 19 0 206 756 0 27 
1967 24 0 204 24 2 799 6 30 
1968 25 0 23 6 25 7 873 4 29 
1969 296 25 2 30 1 9440 32 
1970 32 2 298 32 5 992 7 33 

31 1971 359 345 338 1 077 6 
1972 401 333 35 3 1 1859 30 
1973 483 47 2 35 5 1 3264 28 
1974 547 53 4 37 8 14342 26 
1975 59 6 604 37 0 1 549 2 24 

- 

- 

- - 

_____ 
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Percent of 
total asssts 

Calendar Total Total Total assets, Nominal to nominal 
year income disbursement )ear end. GHP GNP 

66 3 67 9 354 17180 1 8  1976 
1 5  1977 ________-___ 72 4 75 3 32 5 1,9183 

1978 78 1 83 0 27 5 2,163 9 ' 6  
1979 9cl3 931 24 7 24178 1 0  
1980 105 8 107 7 22 8 2631 7 09 

--_ - -. 

- -  

1981 125.4 126.7 21.5 2.957.8 0.7 ~. -._- - 
1982 125.2 142.1 22.P 3.069.3 9.7 
1983 150 6 153 0 19.P 3.304.8 0.6 
1984 169.3 161.9 27.lC 3.662.8 0.7 
aSOcial Security Bulletin. Annual Statistical Supplement. 1983. p. 72. and 1% Trustees' Repcc. p. 50. 

oEconomic.Reporl of the Pres-. Feb. 1985. p. 232. 

Clncludes $17.5 billion bolrowed from the DI and HI trust funds. See 1985 Trustees' Repoo. p. 9. 
Nde: Nominal GdP is not adjusted for inflation. 

To monitor the financial soundness of the trust fund, the Board of 
Trustees reports to the Congress axinually. For this report, SSA compiles 
for the Board projeceions and other analyses used to determine the 
fund's actuarial status. Estimates of actuarial balance are made for 
three time periods: short term (5 years), intermediate (26 years), and 
long term (75 )ears). These estimates also are ?repared under different 
sets of assumptions regarding economic, dpmogr-phic, and propam- 
rnatic fact01 s that affect the trust fund. 

Measuring the 
Financial Soundness of 
the Trust Fund 

The Trustees employ two concepts to measure the financial soundness 
of the trust fund-actuarial balance and the reserve ratio. Actuarial 
balance is one concept used to assess the long-term financial soundness 
of the trust fund. I t  is defined as the difference over a given period 
between projected total tax incolne and pwjected average expendituresd 
expressed as a percentage of taxable payroll. A positive hfference 
implies that the trust fund is in actuarial surplus; a negative difference 
suggests an actuarial deficit. The actuarial balance can vary over a 
given period, but "close actuarial balance'' over a long period is defined 
as a situation in which the estimated average income rate is between 96 
and 105 percent of the estimated average cost rate. 

'That is. total tax income repiwent8 :he sum of the a m  age onnbined ernployer-employee tax nte 
specified in the law and the expected revenue from induding a poniar of sodal Security benefits in 
the personal income tax base. 
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Another measure of financial soundness is the trust fund reserve ratio. 
This me,asure is defined as the ratio of assets in the trust fund at the 
beginning of a yezr to the expected disbursements for the year. While it 
measures the actual or projected status of the trust fund, it is most 
useful as a short-term measure of the soundness of the system. The 
assets of the system are generally considered a contingency reserve that 
varies with both the tax and interest income coming into the fund. Thus, 
if the reserve ratio equals 1 (or 103 percent), sufficient assets are on 
hand at the beginning of the year to cover expected disbursements for 
that year.l 

Over the years 1945-84, the historical reserve ratios for the trust fund 
(see fig. 2.3) have substantially varied. But significantly, there is no gep- 
erally accepted definition of an adequate or "optimal" reserve ratic. A 
ratio of 100 percent generally has been considered adequate for the 
short run, but it has been suggested that a somewhat lower ratio might 
be adequate in so e circumstances. A ratio much higher than 100 per- 
cent can be consi L to move the system away from current-cost or 
pay-as-you-go financing, where annual income into the fund roughly 
balances annual disbursements. 

-. 

"~34~hrstees'~epols pp. 3031. 
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In general, the first step in deriving the long-range actuarial estimates 
for MI involves projections of the total population for the US. and rele- 
vant Lerritories. These projec:’ons are prepared for single year age inter- 
vals and are subdivided by sex and marital status. They are further 
broken down into various subpopulation groups by applying projected 
percentage factors derived from analysis of past data and trends. 

One important subpopulation group is the “covered population,” which 
is an estlmate of those persons having some MI covered employment 
during the year. Another subgroup is the “insured population,” which 
represents those persons who are fully or currently insured or both, in 
the middle of a given year. SSA also estimates the male population aged 
62 and over and the female population aged 60 and over and further 
subdivides groups by marital status. Other estimates are mzde for the 
populations of beneficiaries by retired, disabled, dependent, and sur- 
vivor status. 

Given the population estimates, taxable payrolls, tax receipts, and ben- 
efit pajments are projected usirg the subpopulation group estimates 
and average earnings and benefit patterns. This process provides the 
basis for projections of disbursements, and when the legislated payroll 
tax schedule is applied to projected taxable payrolls, the projected tax 
revenues for the trust fund are obtained. Factoring in administrative 
expenses, the proceeds derived from including part of Socia! Security 
benefits in the personal income tax base, and interest receipts, provides 
a basis for determining the projected trust fund balances. For any year 
the difference between projected revenues and projected disbursements 
r e p r e n t s  the change in the trust fund reserves. The income and dis- 
bursement projections also provide the basis for calculating indicators of 
f m c i a l  soundness, such as the actuarial balance and the trust fund 
reserve ratio. 

To obtain the projections identified above, actuaries apply a large 
number of assumgtions about economic and demographic behavior over 
the projection period. These assumptions are critical because projections 
of these variables essentially “drive” the overall income and disburse- 
ment projections. As such, the assumptions provide the major source of 
variability in the overail projections. The most important assumptions 

@ 

are: 

consumer price index, - average annual wages in covered employment, 
gross national product, 
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- , 
labor force wrticipation rates. 
fertility rates. 
net immigration, 

a mortality ratcs. 

coverage rates. and I 
retirement rates. 

, -  

- marital status, 

Our review focused on a subset of these assumptions. 

- ~ .  

The most common approach to evaluating the technical accuracy of the 
trust fund projections over time is io focus on the underlying economic. 
and demographic assumptions used by SSA in making the projections, 
and comparing projected values witit actual values. Other elements of 
assessing the projections' accuracy have also been studied, however. 
These concern (1) the actuarial metirods and data used to make the pro- 
jections and (2) the independence of actuaries in makmg projections in 
what is essentially a political process. T h e e  aspects were addressed by 
GAO in an earlier report, which included a survey of a group of actuaries 
for their professioilal opinions on the methods used by SSA. Generally, 
these met.hods were found to be appropriate. In addition, while many 
actuaries felt that SSA'S Chief A c t u w  could be more insulated fn rn  the 
influence of the Board of Trustees, their general conclusion was that the 
s s ~  actuaries' independence had not heen seriously compromised.8 

Tracking the Accuracy 
of TiQsi; Fund 
Projections 

In any assessment of the technical accuracy of the trust fund projec- 
tions, some inaccuracy is inevitable aFd inherent in the process. This 
was recognized by (among others) Robert !Jyers, Chief Actuary of SSA 
from 1947 to 1970, who concluded that: 

"Long range actuariA cost estimates and valuations. regardless of type, cannot be 
precise. no matter how accurately and rnetir-ulcusly prepared. Considerab!e differ- 
ences will inevitably arise between actual experience over the long range future and 
the estimates."' 

Because of these inherent problems In developing accurate projection 
adopts a pessimistic and an optimistic set of assumptions which 
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bracket an "intermediate" set. The latter can be considered a "best" esti- 
mate of the expectpd levels of revenue and disbumment over the period 
of the projections. 

Because the trust fund projections depend heavily on economic and 
demographic assumptions, their accuracy depends on how well the vari- 
ables used in the assumptions, specifically those considered most impor- 
tant, can be forecast. In assessing this accuracy, some reviews examine 
the financial soundness of the system in terms of a short-run dimension 
(which focuses on economic assumptions) and a longer-run dimension 
(which focuses on demographic assumptions).lo 

In summary, the Board of Trustees has responsibility for maintaining 
the financia; health of Social Security. In carrying out this responsi- 
bility, the Bo'trd, together with ss~, makes projections of future trust 
fund income and disbursements and calculates measures of financial 
soundness, such as actuarial balance and the reserve ratio. Significantly, 
there is no generally accepted definition of an optimal or adequate 
reserve ratio. Historically, while a reserve ratio of 100 percent has been 
considered adequate forth? short run, a ratio much higher than 100 
percent has been vie\?w as molqng the system away from current-cost 
or pay-as-you-go financing. 

The Trustees' projections involve a highly detailed process and depend 
importantly on their assumptions concerning future economic and demo- 
graphic trends. Uncertainties involved in economic and demographic 
forecasting make the projections inhereritly subject to error. Because of 
the difficuliy in predicting these trends, the trust fund projections are 
compiled under different sets of assumptions reflecting the likely range 
of variation in economic and demographic conditions. 

*%or further discussion see Lawrence Thompson, '*The socia %miry Reform ~ebate." .JOUW of 
Ea#lomic Literatwe, V d  XXI, No. 4, Dec. 1983, pp. 143033. 

/' 

_ _ _  ... _ -  

PUSS 



.. . - '  

(I 

-- ... - - .  
. .  . .  

. .- ._ - . ... . - -  . . _. . - . .  
. _  __ _-- ' ' 

. .  



The Economic and Demographic Assumptions 
Underlying the OM1 Trust Fund Projections 
Have Not Been ,4ccurate in the Past 

.- - 
The inherent difficulties in prqjecting economic and demographic condi- 
tions are evident in a review of the assumptions adopted and projections 
made by SA before 1983. An esamination of the methods used in 
making these past projections, and a comparison of the economic and 
demographic assumptions employed by s s ~  to estimate income and dis- 
bursements for the MI trust fund to actual experience, demonstrate the 
inaccuracies of past projections. However, the direction and reasons for 
the errors in the projections have changed over time. 

Before 1972, a conservative methodology led to underestimates of 
future trust fund balances. After 1972, the methodology changed in i i  

way that required the Trustees to adopt assumptions about future eco- 
nomic activity. The accuracy of projections became highly dependent on 
assumptions underlying the real wage differential-the difference 
between the rate of change in nominal earnings and the price level. The 
unstable economic conditions experienced by the U S .  economy in the 
mid and late 970’s rendered both the Trustees’ assumptions and SSA’S 

projections highly inaccurate and, more importantly, threatened the 
financial soundness of Social Security. 

14% 
U 

While SSA currently employs assumptions for a number of economic and 
demographic variables in constructing the long-term trust fund projec- 
tions, before 1972 specific estimates for key economic variables were 
not made and the trust fund projections were based on assumptions of 
level earnings. Here, it was assumed that, for future years, average 
annual earnings would approximate values most recently experienced. 
The following statement from the Trustees concerning operations for 
1960 demonstrates this concept. 

"Lever average earnings at about the 1959 level were assumed . . . .  In the past, 

tion of the labor force and related factors. . . .  It is likely, however, that i f  average 

Level Earnings 
Assmptions: fie-1972 

average earnings have increased greatly, partly because of inflation, partly because 
of increased productivity, and partly because of the changed occupational romyosi- 

earnings increase, the benefit formula will be modified accordingly.”’ 

Historical data on average annual earnings from 1951 to 19’75 and their 
rate of change appear in table 3.1. For example, if average earnings 

’1960 TNstees’ Report, OASDI, p. 38. The level earnings assumption was not changed until the 1s)tj3 
Tntstees’ 
assumed. %%&nple, the 1968Trustees’ Rep0 awuned level carnings at the 19% levcl. \Vc citn 
further add that the level earnings assumption applied to the long-range projections. k f o w  1972. 
short- and medium-range projections incorporated assumptions that considered changes in average 
earrungs levels and economic activity. 

rt. Thereafter, there is about a 2-year lag between the annual report year and the yew 
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~~ 

were assumed to be at the 1959 level of $3,856 throughout the projec- 
tion period, then in 1960, when average earnings had risen to $4,007 (as 
shown in the table), revenues into the trust fund would be greater than 
planned, in this case by about 4 percent. The level earnings assumption 
did not, however, imply that covered payrolls or revenues into the trust 
funds would remain the same every year. Growth in the working-age 
population might raise covered payrolls, which would in turn increase 
projected (and actual) revenues. 

T a m  3.1: Average Annual Taxable 
Earnings: Historical Values Percent 

increase in 
average Average 

a-1 annual 
tax&le taxable 

Year earnin@ earnings 
1951 $2.799 6 2  
1952 2.973 5 6  
1953 3.139 0 5  
1954 3 .1s  4 6  
1955 3.J)l 4 6  

3.532 7 0  
3.6a2 31 

1956 
1957 
1958 3,674 0 9  

3.856 5 0  1959 
1960 4,007 3 9  
1961 4.087 2 0  

4 3 -  

- - - ~  

1962 4 . a l  5.0 
~~ ~ ~~ 

1963 4.397 2.5 
1964 4 576 4 1  .- - - 
1965 4.668 1 8  
1966 4.908 6 0  

5 6  1967 5.213 
1968 5.572 6 9  
1969 5,844 5 8  
1970 6.106 5 0  
1971 6.497 5 0  

9 6  1972 7,134 
1973 7.580 6 3  
1974 8.031 5 9  

-- 

- 

1975 8.631 7 5  

%octal Security Bulletin. Annual Stalistical Sup@-. 1983, p. 28 
Note: Average annual eamngs shown are used lo determine indexed earnings 
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Since there were no automatic benefit adjustment procedures in effect. 
projected benefit levels were assumed to be based on the benefit formula 
in existing legislation. If average earnings increased, as could be 
expected, the effect of the “errors” would be to underestimate revenues 
and, given disbursements, also understate the trust fund balance. The 
actual increase in revenue could be considered a “cost saving” in that 
the actual benefit or cost rate would be lower as a percentage of taxable 
payroll than projected. Unanticipated interest payments on the larger- 
than-expected trust fund balance would produce additional revenue for 
the fund. 

In this way, the level earnings wumption was a type of safety factor 
that tended to offset adverse experience with regard to other actuarial 
factors. The use of such conservative assumptions, implicitly endorsed 
by policymakers during this period, actually built in errors. The result, 
however, was that the higher than expected revenues gave the Congress 
more flexibility in providing higher benefit levels. As table 3.2 shows. 
there were six statutory benefit increases during the period 1965-71. 
These ad hoc benefit increases, which were partly adjustment of real 
benefit levels and partly compensatior&Yr price inflation, helped to 
align disbursements more closely with revenues. As a result, trust fund 
ratios during this period were relatively stable, and the system was 
maintained nn a currentcost basis, 

- . .... 
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Table 3.2: Benefit Adjustments, 1965-84 
Percent 

-- increase Effective month 

7 111965 
2 3 6 8  13 
111970 15 

10 111971 
911972 20 

- Statutory - 
- -. -__ 

- 
______ 
611974 11 -___- 
Automatic 
611975 A 0  

- - 
5.9 611977 

611078 6.5 
- - 

G 9 7 9  9.9 - 
14 3 611980 

611981 1 1  2 
-- . 

- 
3.5 1211983 

1211984 3 5  
-- 

Source, Social Security Bulletin, Annual Statistical 8 .~p-, 1983. p. 29. and 1985 Trustees' Re@. w. p. 4 

The 1972 Amendments to the Social Security Act introduced an auto- 
matic benefit adjustment procedure (indexing), under which benefits 
were increased each year to reflect changes in the general price level 
(inflation) in order to maintain the purchasing power of benefits.2 The 
1972 changes also required that whenever an automatic benefit increase 
occurred, an adjustment also was to occur in the maximum amount of 
earnings to be taxed and credited for benefit computation purposes. 

Transition From 
Earnings to Dynamic 
Assmptions 

Also, the 1972 changes moved the projection methods away from the 
level earnings concept to a projection process based on dynamic assump 
tions. To project the future consequences of the current law, it becomes 
necessary to prpject the rate of change in both prices and earnings for 
each year. 

Thus. it was intended that the projections be made more realistic. At the 
same time, however, the stability of the trust fund reserve ratio became 

'.4numatic benefit increases do not occur if the Consumer Price Index has inc- by less than 3 
percent since the time that the size of the prcvioils automatic adjustment was determined. 
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one step removed from congressional control, and the projections 
became more sensitive to errors or changes in the underlying assump- 
tions, particularly of economic conditions. 

Dynamic Assumptions: 
1972-82 

- 
Under the automatic adjustments, changes in the price level affect the 
level of disbursements from the trust fund through their effect on ben- 
efit levels. At  the same time, changes in earnings levels affect revenues 
through their impact on the averagc amount of earnings taxable as well 
as the level of the taxable maximum. If earnings and price increases are 
both underestimated by the same percentage amount and the system 
would otherwise have been in fairly close financial balance, the effect of 
the unanticipated increase in earnings provides roughly enough reve- 
nues to offset the effect of the unanticipated increase in prica. Thus, in 
examining the effect of unanticipated price and earnings changes on 
Social Security financing, the relationship between the projected and 
actual movements in the real earnings differential is probably more 
important than is the relationship between projected and actual move- 
ments in either earnings or price considered in@ndualiy. 

The real earnmgs differential is defined as the relationship between tlie 
rate of change in average annual covered earnings and the rate of 
change in the price level as reflected in CPI-w (the Consumer Price Index 
for wage and clerical worker families). Wheri nominal wages rise at a 
rate greater than 'Jle rate of inflation, the real q . e  differectial 
becomes more positive. Other factors held consta;it, income will grow 
relative to disbursements, m d  the trust fund balance will be higher. 

Another important factor affecting trust fund revenues and taxable 
payrolls is changes in the labor force which can, ~II part, be measured by 
the unemployment raW3 When the unemployment rate rises during 
periods of decli?ing economic activity, income to the trust fund falls. 

In our analysis we focused on three key economic assumptions: the 
CPI-W, average annual wages, and the unemployment rate. These factors 
are the basis for much of %e variation in trust fund projections as iden- 
tified in a recent study by Bartlett and Applebaum, two former Social 

~ ~ -~ ~ ~ ~ 

3~1mtherfa~torhmezwumg ' changes in the labor forceis thechange in iabor force partiapatton. 
Labor force pamdpation is genaally stable for males (and is quite high). Dunng the 1970s. rates for 
women rose substantially. This impueS that the effect was, on balance, to m~wase  revenues into the 
.9mem. 
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Security actuaries.‘ We selected two time periods, the first between the 
1972 and 1977 Amendments and the second ktween the 1977 and 1983 
Amendments. In 1972 and in 1977, important legislation was enacted, 
and these dates serve as benchmarks from which to assess the economic 
assumptions and projections of trust fund balances. 

Our review of the Trustees’ economic assumptions during 1972-82 
shows the following: 

In 1972, the Trustees assumed growth in real earnings averaging 2.84 
percent per year. But the severe recession of 1974-75 coupled with high 
rates of price inflation resulted in actual declines in real earnings and a 
decline in trust fund reserves. Real earnings growth was generally over- 
estimated during 1973-75; this resulted in projected trust fund reserves 
that were higher than those that actually accumulated. 
In 1977, the Trustees again assumed positive growth in real wages 
ranging from 2.0 to 2.7 percent annually, during 1977-82. Again, real 
wages experienced a decline during 1979-82, and the real wage differen- 
tial was consistently overestimated. 
Underlying the overestimation of the real wage differential were the 
Trustees’ assumptions concerning the rate of change in CPI-w and nom- 
inal earnings. The assumptions made in 1972 (for 1972-76) and in 1977 
(for i977-82) consistently underestimated the actual rate of change in 
CP:-w and generally underestimated the change in nominal wages. The 
errors in predicting price change were more significant than those for 
nominal wages. 
The unemployment rate was an additional factor (though less significant 
than the real wage differential) that contributed to overestimation of 
future t,rust fund balances during the 1970’s and early 1980’s. The 
Trustees generally underestimated the unemployment rate during this 
period. 

These inaccuracies in economic assumptions led to overestimation of 
OASI trust fund balances for the periods 1973-77 and 1978-82. Because of 
the poor performame of the US. economy, specifically in the 1970’s, the 
OASI trust fund reserve ratio experienced a 10-year decline, as figures 
3.1 and 3.2 show. Consequently, the Congress had to restore the system 
to financial health by amending the Social Security Act in 1977 and 

‘Dwight K. Bartlett 111 and Joseph A. Applebaum, “Economic Foreczmng Effect of Emom on OASDl 
Fund Ratios.” Social Security Ikil’etin, Vol. 45. So. 1. Jan. 1982. 
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1983. A more detailed presentation of our analysis is contained in 
appendix 111.5 

Figure 3.1: OASl Trust Fund Reserve 
Ratios ( 1  972-82) 
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Calculated by GAO 
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figure 3.2: OASl Trust Fund Reserves 
in Months (1972-82) 

12 Monfh's Reserves 

11 

i0.6 9.0 b2 7.6 6.5 5.6 4.7 3.6 28 21 1.8 

1972 1973 1974 1975 1976 197? 1970 1979 1980 1981 1982 
Calendar Year 

Assets at beginnirlg of year as a percentage of actual expenditures during the year. 

Calculated by GAO 

The above analysis shows that the inaccuracies in the economic assump 
tions used by s s ~  have an immediate impact on the trust fund projec- 
tions. In addition, the long-run trust fund projections also depend on 
assumptions about population trends. SSA needs to have estimates of the 
population so that the number of future beneficiaries and the costs of 
the system can be estimated. Population estimates are also important 
because they serve as a bzsis for determining the sue of the covered 
work force that will contribute future revenues to the trust fund. 

Demographic 
Assumptions 

The two most important demographic assumptions concern fertility and 
mortality rates. The total fertility rate (TFR) is an estimate of the 
average number of children born to a woman during her lifetime. One 
measure of mortality is life expectancy, the average number of years an 
individual at a given age can be expected to live. 

Page 36 GAO/HRD-S22 Financing Social Security 



Chapter 3 
The Economic and Demographic Assumptions 
Undertying the W I  Trust Fond Rojectiona 
Have Not Been Accurate in the Past 

A higher fertility rate has only a small immediate impact on current dis- 
bursements6 As the increased population ages, however, there will be a 
significant impact on revenues as more individuals reach working age 
and become contributors to the system. ‘This lowers the cost of Social 
Security benefits as a percentage of txxahle payroll. Later, however, 
these same workers will reach retirement age and begin to draw bene- __ 
fits. This raises the cost of Social Security. Thus, significant changes in 
the fertility rate over time can affect the system’s long-run soundness 
through its impact on the ratio of beneficiaries to workers. From about 
20 to 65 years after a change in fertility, revenues are affected, while 
beginning about 65 years after the change, expenditures are affected. 
Data on the TFR are gven in table 3.3 and in figure 3.3. 

6This is due to higher dependents’ (children’s) benefits. 
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Table 3.3 Demographic Variables: 
Historical Values and Intermediate 
Projections A: birth At age 65 

Life expectancies (in years) 

Year TFR Male Female Male Female 
Actual 
1940 2 23 61 4 65 7 11 9 13 4 
1945 2 42 62 9 684 12 6 14 4 

1950 3 03 65 6 71 1 12 8 15 1 
1955 3 50 667 72 8 13 1 15 6 

_ _ _ _ _ _ ~  -_ 

1960 3.61 66.7 73 2 12.9 15.9 
1965 2.88 66.8 73.8 12.9 16.3 
- 

1970 2 43 67 1 74 9 13 1 17 1 
1975 177 687 76 6 13 7 18 0 

18 1 1976 1 74 69 1 76 8 13 7 
1977 1 80 69 4 77 2 13 9 18 3 
1978 176 69 6 77 3 13 9 18 3 
1979 1 82 70 0 77 7 14 2 18 6 

- 
- 

1980 1 85 69 9 77 5 14 C 18 4 
18 6 1981 1 82 70 4 77 9 14 2 

1982 181 70 8 78 2 14 5 18 8 
1983 176 71 1 78 3 14 5 18 8 

- 
- 

Projected 
1984 1.79 71.3 78.5 ' 14.6 19.0 
1985 1 .a0 71.5 78.8 14.7 19.1 
1990 1.85 72.6 79.8 15.1 19.8 
1995 190 73 4 807 15 5 203 
2Ooo 194 73 9 81 2 15 8 207 
2010 200 74 5 81 G 16 1 21 1 
2020 200 75 a 82 3 16 5 21 6 
2030 200 75 5 82 9 '6 8 22 0 
2040 200 76 0 835 17 2 22 5 
2050 200 76 4 840 17 6 23 0 
2060 200 76 9 846 17 9 23 4 

Source 1985 Trustees Report, OASDl p 30 
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Figure 3.3: Total FertiliQ Rate, 1925-84 

fi8 TFR 
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Increases in life expectancy affect the system in at least two ways 
depending on the age group in which the increase occurs. For those at 
retirement age or already retired, increased life expectancy means bene- 
fits will be received over a longer lifetime, and this results in increased 
costs to the system. Conversely, for those at the mrlcing ages, increased 
life expectancy is related to reduced mortality (rates) and may mean 
that 3 greater number of individuals are contributing revenues, and this 
may also lead to lower survivor benefit costs. Because changes in life 
expectancy affect the system in a complicated way, it is useful to review 
life expectancies both at birth and at age 66. Thisis shown in figure 3.4, 
along with summary data in table 3.3 for both males and females. 
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Figure 3.4 Life Expectancy at 6irth and Age 65 (In Years) 
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Demographic Assumptions: Before 1972, SSA made two t y p a  of estimates for the Social Securit:i 
system-high cost (low fertility, low mortality) and low cost (high fer 
tility, high mortality). For example, the demographic assumptions asso- 
ciated with each estimate in the 1960 Trustees' RepoxJ were: 

Pre-1972 

"In the high-cost estimate, mortality rates for the  year 2000 arc in the neighborhood 
of 50 percent Jf  the 1953 level up to aqe 70, with less decrewe at older a[:es. . . . The 
high-cost fertility rates begin decreasing at once and reach about the level required 
to maintain a stationary population in 2005-1 0. 

"The low-cost [mortality] estimate assumes less improvement. . . [than the high 
cost]. . . . In the low-cost estimate, fertiIity rates are  assumed to remain a t  about the 
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level of recent years until 1975 and then decrease slowly until in 2045-50 they reach 
about the level required to maintain a stationary pop~lat ion.”~  

Increases in estimated life expectancy tended to slow in the late 1950’s 
and early 196O’s, particularly for males at older ages. The rather slight 
increase in life expectancy for working-age males relative to levei or 
even declining life expectancies for retiring miles meant that, on bal- 
ance. the trend in this factor was gene’ :!‘.y more consistent with the 
lower cost assumptions, which assumed less improvement in life expec- 
tancy (e.g., higher mortality). 

In 196C, when the projections above were made, the m was near a 
peak. Then, in the 1960’s the TFR fell dramatically as the postwar “baby 
boom” came to an end. The fall, which was not foreseen, was even more 
dramatic than in the Trustees’ high-cost assumption, which assumed 
that the stationary population level (about 2.1 m) would be reached 
after the year 2000. In fact, the TFR reached this level in the early 1970’s 
(see fig. 3.3). 

- .. 

Demographic &sumptions: 
1972-83 

The 1971 Advisory Council on %cia1 .’%%uriQ8 recommended that SSA 
move to one set of demographic assumptions representing a single bes 
estimate. This was the procedure that was followed in principle until 
19’76. The 1975 assumptions predicted that through 2050 mortality 
trends would continue the general trends established over the period 
1950-70. The rn was assumed to decrease from the current level to a 
level of 1.7 chilaren per woman in fiscal year 1977 and then to siowly 
increase to an ultimate level of 2.1 from 2005 to 2060.9 The single esti- 
mate procedure proved inadequate and for the 1976 Trustees’ Repoo, 
SSA adopted three alternative assumptions for the fertility rate because 
of the difficulty in predicting the rate with any confidence based on his- 
torical trends. A range of 1.7 to 2.3 children per woman was chosen. 

% - - .  . 

- - .. .- ._  ... 
. . ... 

” .- . .  
. . .  . 

, ’  

As the data in table 3.3 and figure 3.4 suggest, the trend toward 
increased life expectancy (particularly for males) during the 1970’s and 
early 1980’s was more dramatic than the trend of 1960-70 as assumed in 

1W Trustees Report, OASDI, p 37. 

R’.Punuant to section 706 of the Sooal Security Act, an Advisorg CounaI on Smal Security was 
appointed UI May 1969 and subnutted its repon on Apnl6,lWl. ”he Council made mMam recorn- 
menaaQons which dvfftly affect the furanclng methods, the aetuarlal mertpdolagy and the adequacy 
of tile tmst funds ‘’ 1973 Trustees’ Report, QASDI, p. 27. 

91975 Trustees’ Report, WSDI, p 47. 
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m ' s  197.5 projections. Conversely, the data also show a TFR gradually 
increasing from its low point in 1976. Thus, actual experience was not 
inconsistent with the Trustees' assumptions. 

Overall, in assessing the accuracy of the demographic assumptions. the 
end of the baby boom in the 1960's was not foreseen, nor were the 
increases in life expectancy fully anticipated. During the 1970's and 
1980's. there was increasing recognition that Social Security faced a 
serious long-term problem because of the wide divergence in birth n t e s  
between the baby boom years and the years after 1963, coupled with 
increases in life expectamy. 

As the above analysis shows, the projections of the trust fund and their 
underlying assumptions have been subject to considerable error. This is 
particularly significant for the economic assumptions because variations 
in economic conditions have a more immediate effect on the financial 
status of the trust fund than does demographic experience. 

In evaluating the economic assumptions adopted by the Board of 
Trustees and SSA, a comparison can be made to projections made by 
other organizations. Some of the differences between the Social Security 
assumptions and the economic forecasts of others made during the 
1970's can be examined by reviewing forecasts of the Consumer Price 
Index (CPI). 

In 1972, the Trustees assumed that the annual rate cf change in the CPI 
from 1972 to 1976 would average 2.84 percent per year. In fact, the 
actual rise in the CPI averaged 7.1 percent annually during that period. A 
study of tho effect of economic conditions on the short-run behavior of 
the Social Security trust fund by Thompson and Van de Water gives the 
economic forecast of Data Resources Inc. (DRI) for several economic 
ables made in June 1972. The forecasts for the CPI are shown in table 
3.4."' 

Forecasting Accuracy 
and the Use of 
Projections 

@ 

'"bwrence H. Thompson and Paul N. Van de Water, "The Short-Run Behavior of the Socd Semnty 
Trust hnds." Publrc Finance Quarterly, July 1977, X3).  pp. 351 372. 
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Table 3.4 Comparison of CPI 
Plojections, 1972-76 Annual rate of chanqe 

Proiected 
DRI (as of 

For year June 1972) SSA. (1972) ActuaP 
1972 3 7  3 1  33 
1973 39 2 9  6 2  
1974 3 1  2 8  I 1  0 
1975 2 7  2 7  9 1  
1976 2 5  2 7  5 7  
5-year average 218  2.84 7.06 

aSource Joseph Applebaum Comparison of Actual Economic Expenence and Assumptions In 
Trustees Reports. Social Security Administration. Actuanal Note No 106 

While the DRI forecast was, on average, “better” than the Trustees’ 
assumptions, both estimates were so incorrect as to render any relative 
comparison almost meaningless. In addition, tile Trustees’ assxmptions 
were based on different methods than those of DRI, whose farecast was 
the result of a sophisticated econometk.: model to which DRI applied 
some judgmental factors. 

The performance of macroeconomic forecasting models (and fore- 
casters) is the subject of ongoing study. One such study by McNees and 
Riesll points out that the !argest errors in economic forecasting occurred 
near the 1973-75 and 1951-82 recessions. In judging macroeconomic 
forecasts, the inability to forecast long-term economic behavior is 
readily acknowledged, and the focus is usually placed on the accuracy 
of forecasts no greater than 8 quarters (2 years) into the future. 
McNees’ and Ries’ data show that, among the forecasters they studied 
for the period 1976-83, errors in forecasting the CPI 4 quarters in the 
future ranged from an average of 1.7 to 2.4 percentage points. Errors 8 
quarters out ranged from an average of 2.4 to 3.2 percentage points. 

While it is difficult to compare the Trustees’ estimates to figures such as 
those provided by McNees and Ries, the information we reviewed sug- 
gests that the Trustees’ assumptions were within a reasonable range of 
other forecasters in terms of accuracy. 

Efforts are continuing to improve economic forecasts and the way they 
are incorporated into the projections. ssh and others have done consider- 
able reseuch into economic models that depict the interplay between 

’ ’Stephen K. McNees and Jorm Ries, “The Track Record of Manwccrrunic Fo.brrCastf“ Sew FJqZbd 
Economic Review, Xov./Dec. 1983. pp. 5-18. 
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the economy and the Social Security program.** The importance of this 
research, despite its irlherent difficulties, is beginning to be recognized. 
For instance, a 1984 actuarial study by SSA notes the need for additional 
analysis: 

"The development and analysis requirea for the adoption of economic assumptions 
used in pension valuations has been one of the most neglected areas in the actuarial 
field. This may be due in part to the lack of training among actuaries in the  needed 
basic concepts of economics, or perhaps to the low level of importacke tha t  actua- 
ries generally assign to this area. We believe, however, that this  area cannot be 
neglected any longer. As actuaries become more aware of how closely the various 
instruments for income maintenance (especially Social Security and private pen- 
s ims)  are intertwined with the national economy, the need for actuarial projections 
and analyses in the economic field becomes more evident."'3 

In summary, projections of future economic and demojpphic conditions 
are inherently subject to error, and the difficulties experienced by the 
Trustees and SSA characterize forecasts made by otheis in the 1970's. 

As a result of inaccurate economic assumptions, the 
ance was overestimated for the period between 1973-7? and 19TS-82. 
When actual economic conditions turned out to be less favorable than 
had been assumed in the forecasts, the trust fund reserve ratio expe- 
rienced a 10-year decline. It became necessary for the Congress to 
restore the system's financial health by amending the Social Security 
Act in 1977 and in 1983. 

trust fund bal- 

- 
I2A comprehensive sumniary of this type of research is found in Jdm C. Hanbor, 7hmmic Mod& 
and the Study of rhe Econormc Effects of Social Security." Sodal Semnty Bullwn, Vd. 47. No. 10, 
oa. 1984, pp. 3-8. 

I3SSA, Office of the Actuary. "Economic Rojectiom for W D I  COS Eatimater 1e"Actlrarial 
Study No. 90, Feb. 1984. 
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Large Reserve Accumulation Projected as 
Result of 1983 Amendments 

In response to the deteriorating financial condition of the WDI trust 
fund into the early 198O's, the National Commission on Social Security 
Reform was appointed jointly by the President and the Congress in 
December 198 1. The Commission's recommendations formed the basis of 
the congressional debate that resulted in enactment of the 1983 Amend- 
ments to the Social Security Act. 

~ 

The projections, based on the 1983 Amendments, show that the finan- 
cial condition of the W D I  trust fund is improved both in the short run 
and long run.* A significant feature of the projections however, is a large 
future trust fund reserve accumulation beginning in the 1990's and con- 
tinuing until about the year 2020, to be followed by a period of 
drawdown to finance benefits after 2020. Underlying these projections 
is a movement away from the current-cost, pay-as-you-go fiiancing con- 
cept for Social Security. 

The trust fund buildup occurs because taxes on the current covered 
working population are higher thar. needed to meet current benefit 
requiremcnts in order to produce a surplus. When the baby boom gener- 
ation enters retirement age (starting sometime after 2010), the covered 
working population would be undertaxed relative to benefit payment 
requirements. The trust fund would use the accumulated balances to 
cove; the differential between income and disbursements. 

' Key Provisions of the 
1983 Amendments 

. 

The National Comniission on Social Security Reform identified addi- 
tional financial resources in the range of $150 to $200 billion needd to 
maintain the trust fund's short-term solvency during the 1980's. In addi- 
tion, the Commission sought to eliminate a projected long-range actua- 
rial deficit of 1.80 percent of taxable payroll. The recommendations of 
the National Commission (which outlined how these resources could be 
raised) became the basis for the Amendments the Congress enacted in 
April 1983. Among its key provisions, intended to solve both short- and 
long-run problems, the 1983 Amendments: 

Increased the payroll tax in 1984 and 1988 and reallocated between MI 
and DI the previously legislated increase for 1990.2 

'We mlude the OASDI and DI tnrrt funds m the analys1.9 of short- and long-term oust Aud projec- 
uons by SSA m ttus chapter and use the term "OASDI tnlst fund" and "'trust fund" to refer to the 
cornblned W I  and DI trust funds. We discuss the dmmcuon between OASI and OASDI more M y  on 
page 1 1 

*In 1986. the Wl payroll tax rafe IS 5 7 percent (5 2 percent for OASI plus 0.6 percent for DO. In 
1988. the total rate for W D l  Unll lncrease to ti 06 percent (5.63 percent for QASI plus 0.53 percent 
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Expanded covered employment to include newly hired (after 1983) fed- 
eral employees and all employees of nonprofit organizations, and pro- 
hibited future terminacion of coverage of state and local government 
employees. 
Lengthened the normal age for retirement, from 65 :a 67 years old, 
starting in 2003 with the 67 retirement age in place in 2027. 
Reduced benefits fdr retirement at the earliest possible age (i.e., 62 
years when the normal retirement age increases beyond 65) and 
increased incentives to remain working between 65 (now) or 6? (later) 
and age 70. 
Initiated Federal income taxation of up to 50 percent of Social Security 
benefits, if adjusted gross income from all sources, including onehalf of 
social security benefits, is at  least $32,000 for married couples and 
$25,000 for sing!e individuals. 

ASDI Trust Fund Stabilizer The 1383 Amendments also introduced a provision to limit annual "cost 
of living adjustments" (COLAS) for beneficiaries in the event the trust 
fund was in danger of depletion. The provision is dcsigned to deal with a 
situation such as occurred in the 1970's when rapid inflation out- 
stripped nominal wage growth, resulting in falling real wages, which in 
turn drove up outlays relative to revenues. 

The provision states that if the relevant trust fund reserve ratio is less 
than 15 percent, annual COLAS will be determined by comparing a mea- 
sure of the annual change in nominal wages with the annual change in 
CPI-W. The value of the COLA becomes the lesser of the two measures.a4 
The provision "stabilizes" the fund by slowing benefit growth when the 

for DI). In 1990, the W D l  rate will become 6.2 percent (5.60 percent for MI, 0.60 percent for DI). 
(See app. 11.) 

3 ~ h e  provision is as fdows: 

"If the combined assets of the W I  and D1 Tnra Rurds, as a percentage of estimated annual expendi. 
tures, fall below a specified level, automatic benefit increases will be timited to the lower d the 
increases in wages or prices. This specified level is 15 percent for,benefit in 1984 thmugl~ 
1988. and 20 percent for benefit increases in 1989 and later. If 8sset9. exduding amounts borrowed 
from the HI Trust Fund, fall below that level, the automatic benefit haease will be the snallerof (1) 
the increase in prices as measured by the CPI (the same benefit increase that would apptj if the kd. 
of trust fund assets were not below the specifmi levels of 15 percent or 20 percent) or (2) the 
increase in average wages in the previous year ap compared with the seamd prrceding -which 
is used for purposes of a@usunents in the contribution and benefit base a d  in other -indexed 
progaam amounts." 383 Trustees' Report, OASDI, p. 10. 

4For the purpose of the stabi l im provision, SSA is required to use a trust fund ratio that is different 
from the usual "contingency fund ratio. The alternative ratio includes as assets those on hadat  the 
beginning of the year and advance tax transfers but excludes amounts ovid to the HI tnnt fud.See 
1984 Trustees Report, OASDI, pp. 37.4950. 
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real wage differential is negative and, relative to projected outlays, the 
trust fund balance is very low. It will not necessarily prevent insolvency 
of the fund however, particularly if a period of prolonged economic 
decline and high unemployment occurs or other factors affect the 
program. 

Economic and Demographic In the 1985 Trustees' R e P o  Social Security projections are based on 
four sets of assumptions ranging from optimistic to pessimistic (see 
tables 4.1 and 4.2). Alternative I is based on the most optimistic set of 
economic and demographic assumptions, while Alternatives 11-A and 
- 11-B represent "intermediate" sets of assumptions. They share identical 
demographic assumptions, but 11-A is bawd on more optimistic economic 
assumptions, (higher real wage growth, higher employment, and lower 
inflation) than are includ- . in II-B. (Alternative II-B is widely regarded 
as the Trustees' central set j f  assumptions.) Alternative 111 is based on 
the most pessimistic set of assumptions. 

Assumptions 

-54 The economic assumptions adopted by the Board of Trustees m.d 
employed kr s s ~  in making short-run projections are based on recent 
experience. Longer-term assumptions are based on historical averages 
for such key variables as the CPI-W, nominal wages, and unemployment. 
The different alternatives provide a range of variation for the assump 
tions, but even so, none of the alternatives provide for fluctuations in 
the business cycle over the long term. 

The assumptions for the key economic variables reach ultimate values 
in 2010. Under Alternative lI-B, the unemployment rate is assumed to 
stabilize at 6.0 percent, increases in real wages at 1.5 percent, and 
increases in CPI-W at 4.0 percent. These assumptions are used for the 
remainder of the projection period, until 2060. 

SSA explains its demographic assumptiom for the "R (see table 4.2) in 
its latest study cn population projections as follows: 

"We believe that the total fertility rate will eventually increase above the present 
low level, but that it will not return U, the high levels observed during the late 
1940'9, 1960's and early 1960's. We believe that the total fertility rate will ulti- 
mately exceed the present low level because such a total fertility rate has never 
been experienced in the United States over a long period of time and because such a 
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level is below that neecied to maintain the size o l  the population in the absence of 
increased net immigration."s 

Table 4.1: Economic Assumptions Under Alternative 11-6 (Camdar Years 1984-2060) 
Average Average Average 

earnings in Real annual anncal 
covered Consumer earnings interest rate unemployment 

Real GNP employmenr price index. differentiar (percent) rate (percent) Calendar year 
1584 68 53 34 19 12 4 75 
1985 32 38 39 0 10 9 6 9  
1986 27 5E 47 8 10 8 6 8  
1987 J" 64 53 1 1  10 7 6 6  
1988 30 61 50 1 1  10 4 6 4  
1989 29 62 46 16 96 6.1 
1990 25 52 42 10 85 6 0  
1991 25 54 40 14 7 5  6 0  

- 

- 7  

1992 2.5 5.6 4.0 1.6 6.9 5.9 
~ ~ ~ 

1 993 25 56 40 16 66 5 9  
1994 25 56 40 16 63 59 
1995 26 56 40 16 5 0  6 0  
2ooo 26 56 40 16 63 60 
2010 & later 2 P  55 40 15 60 6C 

aAnnual rate of change. 

q h e  annual growth of real GNP is assumed to ba 2.0 percent for the year 2010. The annual percentage 
increase in real GNP is assumed to continue to change after 2010 to reflect the dependence of l a b  
force growth on the size and age-sex distribution of the population. The percentage increase for 2EO 
under alternative 11-6 is 1.9. 
Source: 1985 Trustees' Report. OASDI. p. 28. 

5HHS. Socid Security Adminisrratl 'on. 'W Security Area Population hject~ons." 1985. AcTuarial 
Study No. 95, p. 4. 
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Table 4.2: Demographic Assumptions Under Alternative il-B (Calendar Years 1984.2060) 
Life expectancy 

At birth At age 65 
TFR Male Female Male Female - Calendar year 

1984 1 79 71 3 78 5 14 6 19 0 

1990 1 05 72 6 79 8 15 5 19 8 
1995 190 73 4 8 0 7  15 5 203 
2000 194 73 9 81 2 15 8 20 7 
2010 200 74 5 81 8 16 ' 21 1 

2030 2 00 75 5 e2 9 16 8 22 0 
2040 2w 76 0 03 5 17 2 22 5 
2050 200 76 4 840 17 6 23 0 
2060 200 76 9 846 17 9 23 4 

1985 1 80 71 5 78 8 14 7 197 -- 
L 

2020 2 00 75 0 82 3 16 5 21 6 

Source 1985 Trustees Report, OASDI, p 30 

L.9 
The Trustees assume that the TFR will increase from the current level of 
about 1.80 to an ultimate level of 2.0 in the year 2010 and remain there 
until 2060, the end of the projection period. 

In the 1983 Amendments, the Congress adopted measures to increase 
Social Security revenues and decrease disbursements, aiming to stabilize 
then-declining W D I  trust fund balances. These policies have success- 

Amendments 
SuCC.esSful in Short- 
Tern fully stabilized the fund, but a low level of reserves is anticipated for 

the short term. The reserve ratio is expected to be in the 20-percent 
range until 1988, when it reaches 30 percent. In table 4.3, we compare 
short-term projections s s ~  prepared for the 1983 Amendments with 
actual experience in 1983 and 1984, along with the short-term projec- 
tions from the 1984 and 1985 Trustees' Repoo. 
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Table 4.3: OASDI Trust Fund Operations (Estimated and Actual) Under Alternative !I-B (Calendar Years 1982-89) 
(Dollars in billions) 

Calendar yeer Income Disbursements year end ratioa(pencrrt) 
Actual 

$147 9 $160 1 524 8 ‘5 1982 
1983 171 3 171 2 24 9 
1984 186 6 1804 31 1 21 
Estimated 1983-87 in 1983 Trustees’ R e w e  
1983 172 2 1695 27 5 -5 
1984 180 9 180 3 27 6 22 
1985 198 7 1938 32 5 21 

1987 231 2 225 2 39 7 z3 
1988 263 4 240 8 539 24 
Estimated 1984-88 in 1981 Trustees’ Reports 

Funds at R e s e w  

___-- - -- - 
- 4  - - 

1986 214 5 209 9 36 1 a 

-- 
i 

. - . .. . . .’. 

i . .. . 

1984 3 184.4 181.5 27.7 21 
~ 

1 985 203 2 194 1 36 8 21 
1986 221 6 209 3 436 S 
1987 241 2 226 2 51 7 z 
1988 277 2 243 4 85 4 23 
Estimated 1985-89 in 1985 Trustees’ Reportd 
1985 199 5 193 2 35 6 24 
1986 216 4 2045 42 5 25 
1987 235 0 2200 51 8 27 
1988 270 1 237 0 849 30 
1989 2963 254 5 126 8 41 

- 

scalculared m feserves at Um beginning of the year 

b19S3 Tnrstees Report. OAgn p 51 Estimate for 1988 is found in Long Range Projections of Social 
Secunty TNst Fund Operat- in Dollars. Harry C Ballantyne. Chef Actuary SSA. ktuanal Note 117 
Oct 1983. 

=1984 Trusted Report. CXSD p 48 

“1985 Trustees Report, 049n p 40 

SSA’S projections for the 1983 Amendments illustrate the difficulty in 
producing accurate projections even in a l-year time framc. Trust fund 
income for 1983 was overestimated and disbursements underestimated, 
as table 4 3  shows. The net effect maintained the trust fund at about the 
1982 level, but $2.6 billion below the projection for 1983. For 1984, ssr\ 
underestimated revenues by $2.2 billion, while overestimating disburse- 
ments by $1.1 billion These differences combined to underestimate the 
y e a r 4  fund balances by about $3.3 billion. 
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Also, the trust fund projections developed variations between the 198.3 
and 1984 Trustees’ Reports. In the 1983 report, SSA projected a fund b d -  
ance of 839.7 billion for the end of 1987. In the 1984 report, the projec- 
tion for 1987 had increased to $51.7 billion, a 30-pem~nt increase. 

- The projections for the end of 1988 show even greater deviations. In i t s  
1983 projections, SSA estimated an MDI trust fund balance of $53.9 bil- 
lion. In the 1984 and 1985 reports, the projected 1988 trust fund balanc~ 
is about $85 billion, an increase of nearly 60 percent over 1988’s projec- 
tion. In large part, these differences are due to the unexpectedly strong 
economic recovery of 1983, which was not foreseen at the depth of the 
recession during which the 1983 estimates were ma&. 

a ’ s  projections for the balance in the trust fund show significant 
increases begmning in 1988. Part of the reason for the improved trust 
fund &on is favorable demographic conditions. Even though life 
expectancy is increasing, the low fertility rates of the late 1920’s and 
1930’s will slow the rate of increase in the population over age 65 
during the 1990’s and the first decade of the 2lst century. At the same 
time, the post-World War I1 baby boom population, which has now 
entered the labor force, will experience its peak earning years during 
this period. 

Long-Tem projections 
Show a Substantial 
Trust Fund Buildup 

Another reason for the improved trust fund position is the timing of 
payroll tax increases. Some scheduled future increases were moved for- 
ward in the 1977 Amendments, with an ultimate OASZ)I rate of 6.2 per- 
cent for both employer and employee. The 1983 Amendments, which 
adhered to the recommendations of the National Commission on Social 
Security Reform, advanced part of the scheduled 1990 increase to 1988 
and the 1986 increase to 1984. Advancement of payroll tax increases in 
the 1977 Amendments can be viewed as an implicit movement a vay 
fmm the pay-as-you-go financing concept, and the 1933 Arncndments 
have reinforced this change. 

, 

Projected Surplus Results 
From Higherpayroll Taxes 
Than Needed to Pay 
CunentBenefits 

One rationale for this shift away from pay-as-you-go financing stems 
from the projected change in the age structure of the U.S. population. h 
1985, Social Security benefits could be financed fully under the current 
payroll tax rate of 5.7 percent each for employer and employee. But 
under intermediate (alternative 11-B) assumptions, the MDI tax rate 
necessary to finance benefits on a current-cost basis in 2030 and there- 
after would be in the range of 7.9 or 8.0 percent. 
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As prevlously not&, the higher costs of Social Security beginning after 
the first quarter of the 21st century result from projected increases in 
the ratio of beneficiaries to workers beginning when the first members 
of the baby boom generation retire. If current demographic projections 
are accurate, currently scheduled benefits not altered, and Social 
Security furanced on a current-cost basis, there would be no way to 
avoid these payroll tax increases. 

Under the currently legislated schedule, however, future payroll tax 
rates diverge from the level neq-essary for current-cost financing. The 
6.2-percent rate established for 1990 and thereafter is higher :han is 
required for current-cost financing before about 2015, and is lower than 
required for current-cost financing thereafter. The current schedule 
appears to shift a portion of the future burden away from those who 
will be working in the 2015-2050 period and onto those working during 
the 1990-2015 vod. 

Ttius, the current tax schedule levies higher taxes on the current cov- 
ered working population than are needed to meet current benefit 
requirements, thereby building a substantial surplus in the trust fund. 
When the baby boom generation enters retirement age (starting s o m e  
time after 2010), the projections would imply undertaxing the covered 
working population relative to benefit payment requirements. The trust - 
fund would then use the accumulated balances to cover the differential 
between income and disbursements. 

Reserves Could Build A rapid buildup of trust fund reserves, indicated by increased reserve 
ratios projected under alternative 11-B, is shown in table 4.4. By the year 
?O00, the level of reserves is projected to reach $1.2 trillion, a ratio of 
254 percent This means there would be 2.5 years of disbursements in 
the trust fund without considering any future income. The accumulation 
continuesuntil about the year 2015, when the reserve ratio is 495 per- 
cent or almost a &year res,orve. This is also borne out in the estimates of 
actuarial balance, shown in table 4.5. 

Rapidly 
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ble 4.4: Long-Term OASDl Trust Fund 
ojections Under Alternative 11-6 (1985- Dollars in billions 
60) Projected 

_- 

Projected resewe Resewe Percent of 
Calender year disbursements balances ratio. GNP 
1985 $1932 $464 24 1 
-~~ 
1986 204 5 59 5 25 1 

1987 220 0 585 27 1 
1988 237 0 70 2 30 1 
1989 254 5 105 1 41 2 
1990 273 1 148 8 54 3 
-- 

1995 368 1 512 6 1 39 7 
2000 473 2 1.202 0 254 11 
2005 640 2 2,409 9 376 16 

21 2010 904 3 4.236 6 468 
2015 1,324 1 6.557 5 495 25 

- 
2020 19541 90127 463 26 
2025 27902 11,053 1 396 24 

20 2030 36407 12.114 7 315 
234 15 --- 11 931 7 2035 5,098 7 

2040 6611 8 10,326 9 156 10 
2045 8,605 6 6,947 5 81 5 
2050 11 2902 4839 4 0 3  
2055 148178 -10.8966 -74 -4 
2060 194570 -295949 -152 -9 

-- 

Talculated by GAO. 
Source “Long-Range Projections of Sxial  Szccurily Trust Fund Operarlons in Dollars.” Harry C. Bailan- 
tyne. Chief Actuary. SSA. Actuarial Note 125, Apr 1985. 
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Table 4.5: Comparison of Estimated OASOl Cost Rates and Income Rates Under Alternative 11-8 (Calepdar Years 1985.2060) 
As a percent of taxable payroll 

- 
______-- 

, . 
Incornerate , 

Taxation of . .  . .  ... . . - -- . Cost rate 
Calendar year OASl Dl Total Payroll t a x  - begetits Total Salance ~ 

-_-_____I_- __.____-___ 

-- Alternative I t - &  
10.10 1.19 11.29 11.40 0.21 11.61 0.32 1985 

: 990 10.03 1.04 11.07 12.40 3 1  12.71 1.64 
9.81 1.05 10.86 12.40 .40 12.80 1.94 1995 
9.04 1.12 10.17 12.40 12.79 2.62 39 2000 

2005 8 83 129 10.12 12.40 .40 12.80 2.67 

I___- 

-____ 
_... . -_- ___- 

.____... - ___--. 

.. - -, - - - . -- - .. -. . . -- ____- __ 
----_--_._ ~ 

2010 9.26 1.48 10.74 12.40 44 12.84 2.10 
2 1  5 - -~ 10.38 1 .a 11.98 12.40 51 12.91 .93 

2030 14.01 1.69 15.70 12.40 73 

A-. -. - - -- . - -____ 
_-_. .. - - 

2020 11.85 1.66 13.51 12.40 .59 12.99 -.52 
2025 13.17 1.74 14.90 & 12.40 67 13.07 -1.83 

13.13 -2.57 
2035 14.25 1.64 15.89 12.40 76 13.16 -2.73 
2040 14.06 1.65 15.71 12.40 .77 13.17 -2.54 
2045 13.90 1.70 15.59 12.40 .78 13.18 -2.41 
2050 13.88- 1.70 15.58 12.40 .78 13.18 -2.40 

13.86 1.69 1555 12.40 .78 13.18 -2.37 2055 
2060 13.83 1.69 1551 12.40 .78 13.16 -2.33 

___-_. .-- 
-__. 

- - - . .- - - -- -_.___ 

----_I--- -.II_---_ 

- - 1 

-- - 

- 
-- --____ 

-- 25-year averages: 
1985-2009 9 46 115 1462 12 26 36 12.62 
20 1 0-2034 12.14 165 13.79 ' 2  40 61 13.01 
2035-2059 13 96 168  15.64 12 40 70 13.18 

2.00 
-.78 
-;.46 

- 
- 

-- 
75-year avenage: 
1985-2059 11 85 1 49 13.35 12 35 58 12.94 -.41 

Source: 1985 Trustees' Report. OASDI, p 64 

Over the 25-year period 19852009, the income rate exceeds the cost 
rate by an average of +2.00 percent of taxable payroll, under altema- 
tive 11-B. An actuarial surplus of 2 percent of taxable payroll implies 
that, other things being equal, the current tax rates could be lo\vered by 
2 percent (1 percent each for employer and cmploytv) for each year in  
the period and the system would still be able to maintain actuarial bal- 
ance over the =year period.6 

Gnie diseusson here is intended to illusuace the nmt=pt of ac~uand balanrv and abstracts fmm the 
cumnt level of trust fund  serves as well i19 the 7Fi-year acmarial bal:mcT (under 11-13 assumptions). 
We note that if such a fax reduction were adopted as policy. -he trust fund could kwmc mwlvent 
given i r s  relatively loar level in 1% and close ac-tuarial balance over the 7.5-year projtvtion pen4 
would be lost. 
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The projections show a positive actuarial balance in each year through 
2015 when the actuarial balance in that year is +.93. However, by the 
year 2020, the income rate is less than the cost rate by -.32 percent of 
payroll. Thus, the changeover from an annual actuarial surplus to an 
actuarial deficit implies that between 2015 and 2020 the accumulation 
can be considered to end. After this time, the cost rate will exceed the 
income rate, and the projected actuarial deficit implies a drawdown of 
reserves over the period 2020-2050. After 2050, the trust fund would be 
exhausted under the 11-B assumptions, and if this situation were to 
occur, adjustments in tax rates or  benefits would be necessary. 

Another way to view the projected trust fund buildup is through the 
ratio of trust fund balance to nominal GNP, also shown in table 4.4. 
Through 1983, the maximum ratio of trust fund balances to GNP 
occurred in 1954 (before the establishment of DI), when it was 5.6 per- 
cent. Using the economic and demographic assumptions of alternative 
11-B, trust fund balances are projected to grow from their current level 
of about 1 percent of nominal GNP to 26 percent by 2020. 

1 

In summary, the measures adopted by the Congress in the 1983 Amend- 
ments were intended to increase Social Security revenues and decrease 
disbursements, so that the declining trust fund balance would stabilize 
and eventually increase. Data for 1983 and 1984 suggest that these poli- 
cies have successfully stabilized. the tnist fund, but a low level of trust 
fund reserves is anticipated for the next few years. The Trustees find it 
difficult, however, to produce accurate trust fund estimates, even for a 
short time span. For example, trust fund projections for 1988 varied 
from $53.9 billion in the 1983 Trustees' RepA to about $85 billion in 
the 1984 and 1985 reports. 

Significantly, after a period of inadequate financing, a new situation 
may occur starting around 1988. Beginning at that time, due to 
fii Jorab!e demographic conditions and the timing of payroll tax 
increases, projected trust fund balances show major increases. Over the 
&year period 1985-2009, the income rate for Social Security will 
exceed the cost rate by an average of 2 percent of taxable payroll. 

Under the current intermediate assumptions and tax schedule, the pro- 
jections imply the buildup of a substantial surplus in the trust fund until 
the baby boom generation enters retirement age starting sometime after 
2010. This buildup is evident in that, by the year 2000, trust fund 

-- 

I 
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- 
reserves are projected to reach 51.2 trillion, a reserve ratio of 251 pel . 
cent 1'3.3 bears' disbursements). By 2015, the reserve ratio is projected 
to be 195 percent {almost a 5-year reserve). 

The estimates further imply a significant shift away from the pay-as- 
you-go or current-cost concept that has characterized Social Security 
financing over much of iis history. The implication o f  this reserve 
accumulation is the subject of continuing debate. 

. ._ 

__.- -- . -- 

_ -  
1. ._ 

Page 55 GAO/HRIji3622 Financing Social Security 



Accumulation: Will It Occur? What Are 
Its Implica~ons? 

The M D ~  projections under the 1983 Amendments, incorporating inter- 
mediate assumptions, show the buildup of a substantial reserve in the 
MDI trus: fund between 1988 and 2020. Although many conditions will 
likely chartze over such a long period of time, when viewed from the 
present, the r.rojected trust fund accumulation is of substantial propor- 
tions. This projection also raises many questions including: How likely is 
such a reserve accumulation to occur, and what would be the national 
implications of a large trust fund accumulation'? 

In the mia-lbgo's, when the accumulation of excess reserves is projected 
to begin under intermediate assumptions, the Congress might decide to 
use the surplus to lower Social Security payroll taxes or increase bene- 
fits. While either action would lessen the reserve accumulation, they 
would leave unanswered the !ong-run financial problem of Social 
Security. 

Ll trust fund accumulation, should it actually occur, would raise many 
issues. One rationale for the trust fund buildup is to increase retirement 
savings and economic growth in order to alleviate the tax burden on 
future generations to finance Social Security benefit- There is reason to 
question whether this @re- would raise aggregate savings for the 
nation as a whole. Even if savings were increased, their contribution to 
future economic growth would depend on the use of trust fund reserves; 
this in turn would depend on whether the federal budget was balanced 
or in deficit. 

As discussed in the previous chapter, the key to understanding the 
underlying rationale for the projection of a trusl fund reserve accumula- 
tion and subsequent drawdown during the second quarter of the 21st 
century is the concept of actuarial balance, which is achieved by equal- 
izing cost and income rates on average over the 75-year projection 
period.' The system is projected to be in actuarial balance because 

The Reserve 

Actuarial Balance 
Accumulation and 

~~ ~ ~~ ~~ ~~~ ~ ~ ~ 

'The proj&ions prepared after the 1983 Amendments show the system to be c l c e  tn actuarial bat- 
an= usingthis concept This objective is illust-ated by reference to the 1983 Report of the Sational 
CommissiOn on Social Security. Referring to the 1.982 

"The National Commission finds that, for purposts of considering the long range fmanrial statvs of 
the OASDI TNst Funds, its actuarial imbalance for the 7.Syear valuation period is an average of I .Sh 
of taxable payroll" R~JIo~~ of National Carmission on W.al Sxurity Reform. .Ian. 1983. pp. 2-2.3. 

The gohl of restoring the system to solvency was stated clearly in the Commission's "ronsensus" 
Wckageof recummendations. "They further a g n d  that the long range deficit shwld hi rdudurrd (0 

app.mximately zero." mrt of the National Commission on Social Security Kcform. pp. 2-3. 

pmjections it statt!: 
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-- 
projected income rates are set higher than projected cost rates i;r the  
years before 2020, thereby showing a substantial buildup. This is  
followed by a substantial decline in trust fund reserves, as illus- 
trated in figure 5.1. 

Figure 5.1: income and Cost Rate for OASOl Under Alternative 11-6 (1985-2060) 

16 Income or Con as a Percent 01 Taxable Payroll 

1985 w s5 1ooo 05 10 15 20 25 30 35 40 45 50 55 60 

25-year average actuarial balance. 25-yr. average actuarial 25yr average actuarial 
1985 -2009 balance. 2010-2@34 balance. 2035-2060 
*2 00 - 7 8  -2 46 

- - 
75-year actuarial balance. 1985-2060 - 41 - Income Rate - I m Cog Rate 

Actuarial Surplus IAeserve Buildup) 

Actuarial Delicit (Reserve Drawdown) 

Page 5 7  GAO/HBD8622 F i n ~ ~ h g  Social Security 



_. 

Chapter 5 
The Projected Social Seeurity Trust Fund 
Accumulation: Will It Occur? What Are 
I t s  ImpUcations? 

-- 
The concept of actuarial balance, however, does not necessitate the pat- 
tern of reserve buildup and drawdown projected. As actuarial balance 
represents simply an average of annual differences between income and 
cost rates over 75 years, virtually any pattern is possible in the abstract. 
For instance, years in which there might be large actuarial deficits could 
be followed by years of a large actuarial surplus. The system could be 
shown to be in 75-year actuarial balance, even though, from a practical 
viewpoint such a pattern might imply insolvency of the trust fund in rhe 
early years. 

The Commission and the Congress could nave decided not to fully close 
the long-run financing gap and could have adopted alternative tax 
paths. Instead of the approach actually chosen, the Congress might have 
focused on only a short-run solution to Social Security financial prob- 
lems, which would have made the adoption of some provisions (such as 
a part of the 1988 or 1990 payroll tax increase) unnecessary. This would 
have lessened any projected reserve accumulation and maintained a 
pay-as-you-go, current-cost financing structure. However, actions such 
as this .vould also have the effect of leaving to a future generation the 
problem of raising tax rates or -ng other adjustments to finance 
retirement benefits. 

a 
current trust fund projections and currently legislated tax rates), one of 
the first issues is whether the reserve accumulation will occur. One 
dimension of this issue involves the technical accuracy of whether the 
economic and demographic values adopted as the basis of the trust fund 
projections will match their actual future values. 

Another aspect concerns the range of possible federal actions that can 
affect both the likelihood that a trust fund buildup will occur and i t s  
impact. 

Poor Economic 
&nditiOnS Or Potential 
Policy Changes Could 
Affect the Trust Fund 
Accumulation 

The Trust Fund Ratio May 
Exceed “Adequate” 
Contingency hWels by lgg6 

One response to the almost inevitable inaccuracy in any economic and 
demographic projection is to provide a range of estimates under dif- 
ferent assumptions. Related to this is what is generally termed a semi- 
tivity analysis, in the sense that, given a model or quantitative 
’description of the program, the sensitivity of an estimate will depend on 
how that estimate responds to changes in the underlying variables that 
determine it. The Bartlett-Applebaum analysis (see pp. 33-34) provides 

I 
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a basis for analyzing the sensitivity of short-run changes in the trust 
fund ratio to changes in underlying economic conditions. 

One could specify an almost infinite number of scenarios in conducting a 
sensitivity analysis. SSA provides estimates under the set of four alterna- 
tives which represent a reasonable judgment of the likely range of varia- 
tion in the underlying economic and demographic assumptions. The 
actuarial balance estimates and the projected trust fund ratios are pre- 
sented in table 5.1 and 5.2. 

Table 5.1: Comparison of Estimated 
Average Cost Rates with Total Income Totaloi 3001 
Rates for OASDI, by Alternative (As a ’ Average 
Percentage of Taxable Payroll) Average tokl income 

Alternetive by calendar yean cosi rate rate Balance 
I (Optimistic): 
1985-2009 9.44 12.58 +3.14 
2010-2034 10.62 12.87 +2.25 
2035-2059 10.67 12.93 +2.26 
1985-2059 10.24 12.79 +2.55 
Il-A flntemoediate6 ru 

19852009 10.18 12.60 +2.42 
201 0-2034 12.88 12.97 +.09 
20352059 14.50 13.12 -1.38 
19852059 12.52 12.90 +.38 
ll-B (Intermediete): 
19852009 10 62 12 62 +2.00 
2010-2934 13.79 13.01 -.78 
2035.2059 15.64 13.18 -2.46 
1985,2059 13.35 12 94 -.41 
111 {Pesdmlebkk -. -- . --- - 

19eS-m 11 85 12 66 +.82 
2010-2034 17 49 13 18 -4.31 
M 3 5 - m  24 18 13 60 -10.58 
19852059 17 EM 13 15 -4.69 

h e r  the 7Syear period 1985-2069, the system is in close actuarial bal- 
ance under the intermediate assumptions in alternatives 11-A ar.d 1143. 
The estimates underaltemative I (optimistic) assumptions show the 
trust fund having an actuariai surplus equivalent to +2.55 percent of 
taxable payroll; under. alternative I11 (pessimistic) assumptions, there is 
an actuarial deficit of -4.69 percent. 
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How do these actuarial balance calculations Lranslate into trust fund 
reserve ratios'? The projections for 1985-2060 are shown in table 5 2 .  
Aside from the general notion that the reserve ratio should be main- 
tained at around 100 percent ;I year's reserve), there is neither a formal 
definition of "adequate" reserve levels nor a similar definition for 
"excess" trust fund reserves.' 

I 

Table 5.2: Estimated OASOl Trust Fund 
Reserve. Ratios by Alternative (Calendar Total OASDl 
Years 1985-2060) I It-R 11-8 111 

Calendar Year (ODtimisticl (Intennediatelllntermediatel(Pe~imistic 

I 

. .  . .  ,. r .  

1 
1 1985 24 24 24 24 

1986 27 25 25 22 
1987 31 28 27 
1988 39 34 30 19 
1989 56 48 41 21 
1990 76 64 54 21 

- 

20 - _- 

1991 103 84 71 26 
~ 

1992 127 104 87 32 
1 993 156 124 104 39 
1994 181 145 121 45 

1996 248 1 92 159 61 
1997 286 220 181 69 

1995 216 167 139 zi 

1996 330 250 205 79 
1999 375 282 230 a9 
2ooo 420 313 254 99 
2001 468 345 279 110 
2002 51 7 378 304 119 
2003 568 41 1 328 1 2 9  
2004 6;8 444 353 a 3 8  
2005 668 475 376 146 
2006 71 7 506 399 153 
2007 764 535 420 159 
209 847 583 455 166 
2010 882 602 466 166  
2315 1.001 654 495 135 

- 

*Note that the ?Nstees 
legislative action to prevent its exhaustion during periods of cnntinued annual deficits." - 'hustees' Report, W D I ,  p. 31. 

that "the level of each fund should be large enough to allow time for 
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Total OASDl 
I Il-A 11-8 Ili 

(Optimistic) (Intennediite)(lntenediate)(Pessimistic) Calendar year 
2020 1.046 639 463 53 

-- 

2025 1.062 590 396 a 

2040 1.284- 446 I 5 6  a 

2045 1.418 410 81 a 
--. _______. 

2050 1.551 372 a a 

2055 1,686 333 a a 

2060 1.822 294 a a 

Trust fund estimated to be 
exhausted in: b b 2049 2021 

aFund estimated to be exhausted 

'Fund not estimated to be exhausted within the projection period. 
Source: 1985 Trustees' Report. OASDI. p. 70. 

An attempt to estimate the appropriate or "opt im"  level of the trust 
fund reserve ratio that, under deteriorating economic conditions, would 
provide the system with adequate contingency reserves, can be found in 
a recent study by Munnell and Blais.3 They find that a reserve ratio 
somewhere between 85 and 145 percent is sufficient to weather a period 
of poor economic conditions similar to those of 1973-80. Any future 
accumulated reserves above such a "target ratio," they suggest, are sur- 
plus funds available for long-term investment. 

Under alternative II-B, using the range developed by Mum11 and Blais, 
the WDI trust fund ex& "adequate" contingency reserves and 
begins accumulating a surplus in 1996 (see table 5.2). This is the year 
the trust fund ratio exceeds about 146 percent. Under the optimistic 
assumptions, the trust fund begins accumulating excess reserves by 
1993. But given pessimistic economic and demographic conditions (alter- 
native 111), "surplus" reserves do not begin to accumulate until 2003. 

Under the pessimistic assumptions, the trust fund at i t s  peak in 2010 
could have reserves equal to only about 2 years' disbursements and be 
exhausted by 2021. The pessimistic scenario assumes that the real wage 
differential falls to about 1 percent over the long run. While low, this 
differential is still positive. In contrast, from 1974 to 1982, the actual 
real wage differential was generally negative. Underlying the projection 
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is an average 5-percent inflation rate over the long run. Thus, a major 
danger for the projections and the status of Social Security is the reap  
pearance of high inflation and falling real wages over a sustained 
period. Such an occurrence would largely negate the projected trust 
fund buildup. 

Congressional Actions 
Could Reduce Projected 
Buildup 

If currer.t projections under intermediate assumptions prove technically 
accurate, the status of Social Security will appear positive into the mid- 
199O's, when the accumulation of excess reserves is projected to begul 
Given the perception of a substantial excess reserve accumulation, the 
Congress might decide to lower payroll tax rates and maintain the 
system on more of a pay-as-you-go basis.4 

The Congress could also increase benefits, which, absent offsetting pay- 
roll tax increases, would also negate the projected reserve accumulation. 
One way this could m r  is if the Congress considered the accumulation 
as an overestimate of required trust fund balances 
raising the level of QAsl or W D I  benefits A likely rationale for a benefit 
increase might occur when the Congress considers the role of women in 
Social Security, a problem which was acknowledged in the 1977 : id 
1983 Amendments to the Social Sdty Act. Existing inequities might 
be resolved by increasing benefits, which could have the result of 
increasing outlays relative to income. 

responded by 

Another congressional option arises because of the recent precedent set 
by interfund borrowing. This occurred when funds from the DI and HI 
trust funds were borrowed by the MI trust fund. Current projections 
show the HI trust fund declining to the point that Medicare benefits 
could no longer be fully financed sometime in the mid to late 199O's, 
thereby requiring congressional action, such as reducing Medicare bene- 
fits or increasing the Medicare tax rate.5 Alternatively, the Congress 
could consider borrowing from WSDI or altering tax rates among HI and 
WDI while maintaining their overall level. Either action would have the 
effect of deferring or lessening the reserve accumulation in so f a r  as 
reserve funds would not be available to pay WDI benefits. 

'., i 

i I 
'Agam. such actlorr) could a f f e  the system's bng-nm ma~arial balance. It has also been suggested 
that soclal Security tax r a t ~ ~ % d b e ~ a d m l l l i s b a t v e l y  b a d  on the level of the trust fund 
rabo. However. this could present difficulties h tenmoi Ue timing of tax changes wah the brsurea 
cycle 



All of the above responses-reducing the payroll tax rate, increasing 
benefits. or altering tax rates among WDI and HI- would lessen the 
reserve accumulation. In addition to these Social Security policy 
responses, other implications may arise if the trust fund accumulation 
occurs as Projected. To understand these implications, it is neceSSary to 
consider the interaction between Social Securip finance and the federal 
budget. 

. 

The pay-as-you-go nature of Social Security implies that the annual rev- 

ments to beneficiaries. At the same time, Social Security, until very 
recently, was included as a part of the unified federal budget. This 
implied that imbalances between Social Security revenues and outlays 
affected the federal budget. When the system operates closely on a pay- 
as-you-go basis, imbalances are met from trust fund reserve accumula- 
tion or drawdown. If revenues were less than disbursements$ a given 
year, Social Security added to the deficit. Conversely, revenue greater 
than disbursements acted to offset a deficit in the remainder of the 
budget or. in a balanced budget context, led to a surplus in the unified 
budget. 

Security Finance enues from payroll taxes are approximately equal to annual disburse- 
and the Budget 

Thus, unde; the previous budgetary treatment of Social Security, 
moving the system away from a pay-as-you-go concept had the effect of 
improving the overall position of the unified budget. social Security sur- 
pluses offset deficits elsewhere in the budget. It had been suggested, for 
instance, that the Congtpss might anticipate annual Social Security sur- 
pluses and consequently Nust other nonSocial Security revenue and 
spending.6 

In effect, the Congress anticipated the budgetary effect of the projected 
reserve accumulation by acting to move Social Security out of the uni- 
fied budget starting in f m  year 19!23, that is, at approximately the 
time the trust fund buildup is projected to become signifkant.7 Most 
recently, the Balanced Budget and Emergency Deficit Control Act of 
1985 (commonly referred to as G~-Rudman-Hollings) advanced the 

"For mstance see. D a d  Koitr -SoaalSeanty and the Wed Budglps" -h 
Seittrvire Reww. 99th Gmgress Februarg 1985, pp. bh11. Thm pant u n p k  that the (3ngWs mght 
have anucipated the rwenw/outlag balpnop for swl Security a d  alllsLdwd it before makmg 
other budget deasions. Smce tha 8 a mpmerof car(pcture, we ar&pt an "expost" vwwpom m the 
dirussion that follows later m this chapta. 

'See Public law 9821,Sath Cagfcs,  SodplseCUrity Amendmemsof 1983. Apr. 20.19W(g? stat. 
139, section 71iHa)). 
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date of removal to fiscal year 1986. While these actions have the effect 
of making the non-Social Security budget position more evident, they do 
not alter the basic financial transactions that take place between the 
Social Security trust fund and the Treasury. 

-4s discussed, the balance in the trust fund is invested in Treasury secur- 
ities. Likewise, any drawdown requires that the trust fund sell some of 
i t s  holdings back to the Treasury. With a projected trust fund accumula- 
tion. a large amount of funds will be invested in government securities. 
In essence, the funds made available to the trust fund through excess 
payroll tax revenues are turned over to the Treasury in exchange for 
securities. The Treasury then has more funds available in exchange for 
its promise to redeem the securities held by the trust fund at some 
future time. When the trust fund redeems i t s  securities to pay current 
benefits, the Treasury will have to sell new government securities in the, 
financial markets to raise the funds. 

I t  should alsc be noted that insofar as the "teasury issues debt to the 
trust fund, the national debt still rises. However, the accumulation of a 
surplus in the trust fund means that the portion of the debt called "debt 
held by government accounts and trust funds" rises relative to the ' debt 
held by private investors," which may actually decline in this case.B 

B 

What the Treasury does with these surplus funds will still depend on 
the position of the budget. If the non4ocial Security por3on of the 
budget is in deficit, the funds will essentrally . be employed to finance 
some or all of the deficit. Here the trust fund resolvces substitute for 
boriowing from the financial markets. In effect, the nonsocial Security 
budget deficit is financed not by borrowing from the public but rather 
by levying a higher payroll tax than is needed to clover current Social 
security benefits. 

But if the nonsoCial Security budget i s  balanced (or in surplus), the 
Treasury can use the excess Social Security revenues to retire out- 
standng public debt. It may retire outstanding @nwmment debt as it 
matures or it may buy back government securities directly from private 
investors. Thus, the government essentially generates surplus funds 
through the payroll tax, which it then aunS over to those who previ- 
ously invested in govemen t  securities 

Bsee lkaswy W t m ,  table ml, any isax. 
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% * m t y  fnranang! the possibility occurs that, without a reserve buildup 
m3-1 as tha adopied m the 1983 Amendments, a future generation of 
x-otrkrs d bearhe M e n  of high tax rates to pay the benefits of the 
mat%ely kge d o n  of retirees. This raises the question of not only 
xihiether kiaL Setunty n-dl be adequately financed, but whether it will 
3e 5mncedeqrnrAly atcross generations. This issue of intergenerational 
+ q m ~  is c m n p k ~  mvdving theoretical aspects of economics and polit- 
L d  CitOlce- 

Economic Aspects of 

Accumulation 
the Trust Fund 

The Reje-ve Accumulation 
Could Increase National 
Savings, Capital 
Investment, and Economic 
Growth 

T~tt PrOJecUd mus~ fund accumulation may be viewed as an attempt to 
wjud an exrcessve tax burden on future generations after the first 
w e r  of die 21s cenmry. The buildup creates a large pool of (forced) 
swmg thromgh slipfitly higher payroll tax rates. This pool of (govern- 
mem) saving d d l  pr-bly provide the basis for increased c a p i t a  
m v m e n r  a d  ecomom5c growth and thus expand the base upon which 
fatim tax- to finance Social Security are levied. This can have the 
decc of helping hum che system's solvency. 

I 
i 

Bbsncally. tk k e s f  whether the financing of Social Security confers a 
barden on t%ure @eraions concerns whether their standard of living 
crr their l e d  of afler-tars real income is equal to, lower than, or higher 
tikan~ that of some pviauf generation. If the growth of real income (i.e., 
e c r d c  gnmxh) bas been "suffi&-nt," the younger generation should 
be able to p;rgr relimn- benefits a. the basis of a higher living 
sfarndaad ormall inrrome level. This raises questions concerning what 
m e  of ecommic gnomvth is "sufficient" and what factors are likely to 
hmr.galboutbigkrgrowrth. 

Tke m e  of txommiir grwwth is linked to many factors, but in general, it 
depends upm the gmwth of resources (or inputs) and increases in pro- 
dumn-ity ( o r o u v  per Qnit of input). One important input is popula- 
m m -  which &tennixes tibe growth of the future labor force. Economic 
gmmh must be s;uf&ient to absorb the increase in the labor force if 
Iixmg srandands a m  to tc maintahed. Increases in productivity arise 
h o r n  man!- r;iou- s.ncfm as increases in knowledge and better methods 
,,f pmductiora and m-nt of resources. However, it is commonly 
Me-ed that mc- in capital (physical assets) are a key to greater 
ecroncmuc growth m making hbor mre produc6ve in producing goods 
a d  wnic'es. T ~ O K  $?arm economic growth is associated with 
m c ~ d  c-agaal! fcyrmanron and investment. 
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~~ ~~~~ 

The formation of capital for investment purposes requires that society 
defer some of its consumption of goods and services from the current 
period to future periods. If this deferred consumption is put to "produc- 
tive" uses, the "saving" promises a return and greater consumption pos- 
sibilities in-the future; 111 essence, society's ability co finance retirement 
benefits equitably across generations depends on the rate of economic 
growth, which is related to the current rate of capital formation or 
saving in earlier time periods. rhe reserve buildup can be seen as an 
attempt to raise the rate of saving and economic growth so that a future 
generztion will not be worse off even if it is required to pay a higher 
proportion of its income to finance the benefits of retirees9 

It 1s Unknown Whether the Many unresolved issues remain concerning saving and its role in p r e  

Trust Fund Buildup Will 
Subsequently Result in 
Increased Economic Growth 

moting economic growth. AlthoQgh the goal of the trust fund buildup is 
to increase retirement savings, there is reason to question whether this 9 
will raise aggregate savings for the nation as a whole. For instance, it is 
unclear whether workers who are contributing exccss payroll taxes will 
actually consider this additional saving for retirement or whether they 
will reduce other forms of saving to maintain their previous level of 
consumption. 

Additional complications arise because Social Security itself may have 
an effect on society's rate of saving. There are a number of divergent 
views on Social Security's effect, however. One view holds that the exis- 
tence of Social Security causes individuals to be more conscientious 
about providing for their retirement and hence enaxrages additional 
saving. An alternative view that spurred a consi6iexable controversy 
thro*-@tout the 1970's held that Social Security's promise to pay future 
benefits creates a form of perceived wealth which actually leads indi- 
viduals to reduce saving during their lifetime. This tends to increase cuf- 
rent consumption at the exprnse of saving, and hence the future capital 
stock may be reduced. This view leads toward a conclusion that Social 
Security should be at least partially funded and is broadly consistent 
with the rationale discussed previously for the current projected reserve 

9we analyzed whether a relat ive snr& inaesse in the puktmty . - &mwtilcouldoffsetthe 
effect a higher future Social Sxurity tax d d  ochawrr ' haveaatheaftm+axadn@of futy 
workers. The objective of the analysbwas not toadoRcthe tnrst Id- as 

be a prediction of the actual effect of such an 
positive effect that an accumulation could have, pmoided that the fimd.ammukwn . isactually 
translated into enhanced capital fonnarim We foumJ, a3showmm appamh IV. thet. all other thin@ 
beiig equal, it takes only a relatively small iKTease in the rate of @udnof OmQeivity to offwt rhc 
impactof thedemolQaphicshifton hrmRmwkers*rfteFgxeamkgs. 

c-nstimung best way of m- the PrOiTqd x- . chpnge. u) ~ Iwwtx4 w= it intended to 
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accumulation. Another view holds that the promissory benefits of Social 
Security are completely perceived as future tax liabilities. Thi? leads 
individuals to voluntarily increase their current saving to offset the 
expected future liabilities. Furtiier complications arise when there are 
transfers among generations, that is, gifts and bequests. 

In the aggregate. i: is jifficuit to predict whether the trust fund buildup 
will lead to a higher rate cf aggregate saving. If aggregate saving does 
increase. however, it is also unclear whether these savings will result in 
a larger capital stoc!< a i d  increased economic growth. This will depend 
to a great extent on whether the funds are put to "productive" uses. In 
this sense, the government is called upon to act as a trustee, a role analo- 
gous to that of a private trustee who has responsibility for investing 
funds productively. 

In the case of a trust fund accumulation when the non-Social 
portion of the budget is in deficit, the funds must be, in effect, invested 
in the budget deficit. Whether this is a productive investment is less cer- 
tain. One view is that if the budget deficit is incurred because of exces- 
sive spending on "consumption items," then in effect the trust fund 
redtrves. are accumulatd but are spent in 9. way that brings no future 
return in the form of higher economic growth. If, on the other hand, the 
non-Social Security budget deficit is incurred because of spending on 
public capital (e.g., roads, bridges, and other physical assets) or on 
human capital (e.g., education and training), this may constitutz a pro- 
ductive use. It is not easy, however, to determine whether a given 
budget outlay is consumption or public investment. 

For a trust fund accumulation that occurs together with a budget sur- 
plus, the use of funds to generate saving and capital formation is gener- 
ally thought to be more likely. The government cannot employ the funds 
directly in the private economy through the purchase of, say, equities 
and corporate bonds. This would imply government ownership of pri- 
vate capital. However, retiring outstanding public debt held by private 
investors returns the funds to the private sector, where they are more 
likely to be reinvested in private capital. This is thought to be more 
likely to generate economic growth and the resulting wealthier society 
will have a sufficient base on which to finance future retirement bene- 
fits. Ir. this s c x e ,  an excessive burden on future generations will be 
avoided and the objective of the trust fund buildup achieved. 

Pnar A 7  
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... 

As Social Security can ai‘fect economic activity, the trust fund reserve 
accumulation quite likely will have some important effects on 50th 

._ Additional Economic -. . . 
Policy Issues 
Concerning the Reserve 
Accumulation 

sliort- and long-run economic activity. These inc!ude negative economic 
effects of increased payroil :axes in the short run, debt management and 
monetary policy issues in the long nm. and equity issues relating to the 
use of the payroll tax as a means to increase national saving and capital 
formation. , .  

In a short-run context, as the trust fund accunydation becomes signifi: 

consumption, and output (Gh?), r?s! Aing in slower economic growth. 

factors that could lower taxable payrolls and income to the trust fund. 
This lack of accliunting for “feedback” effects, where Social Security 
policy affects the economy, and in turn affects the tnLst fund. repre- 
sents an implied criticism of the projection process. As discused earlier, 
SSA is aware of this aspect.IU More important. however. are the short run 
policy responses, such as changes in monetary policy which can help 
maintain growth in output, employment, and real wages. Thus, i t  is not 
at all certain that higheyayro!] taxes would generate negative eco- 
nomic effects in the aggFegate. However, this aspect will require further 
study and continued monitoring by the Congress. 

The longer-run implications of the trust fund reserve accumulation for 
economic p l i c y  are also poterntially sigrNicant. The projected accumula- 
tion is so large that it is not inconceivable that reserves could come to 

debt. More specifically, the national debt would come Lo be held by the 
Social Security trust fund rather than by private investors. 

-- 
, --- 

cant, the excess payroll ta&s could negatively affect disposable income, -, 

This could also slow nominal wage growth and raise unemployment, two . _  

-_ . 
- 

constitute a significant portion of, if not actually exceed, the national ..-.- 

-_ :. One implication concerns debt management policy. As reserves become 

could generate effects on financial markets and economic activity 

/.-. 

large and if the federal budget is balanced, the Treasury would have to 
begin retiring the outstanding public debt held by private investors. This 

depending on the timing, amount, and maturity of the debt that is 
retired. This “problem” may be one which is manageable because tlwe 
is a previous history of Treasury debt retirement particularl?; after 

- _  

- 
loJohn C. Hambor. “Fronomic Models and the Saidy of the !Gmnornic Effcrrs of Sxiz kxiirity.” 

--.. ~ 

.,... social senuity V d  47, No. 10. &t 1x34. pp. 34. 
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periods of However. the potential size of the debt retirement is 
substantial and is significant in light of current problems of financing 
L,udget deficits. Also, after the mid-2020's, when the drawdown phase 
begins, the Treasury again might 5ave to alter its focus toward bor- 
rowing rather than debt retirement. 

X related implication concerns the conduct of monetary policy. The 
major tool that the Federal Reserve uses to control the mpney stock is 
open market operstions. These represent transactions in government 
securities between the Federal Reserve and the public for the purpose of 
controlling the level of bank reserves. If the outstanding federal deot 
held by the public was completely or substantially retired, the Federai 
Reserve might be hampered in conducting open market operations. It 
would, however, have other tools, such as the discount rate and changes 
in reserve requirements or conducting open market operations with 
other assets, but it is not clear at present whether this aspect represents 
a serious potential problem. 

Another problem raised by the proj ted trust fund accumulat,ion con- 
cerns the use of the payroll tax as admeans of generating increased 
national saving and capital formation. Thc issues this raises are, in largc 
part, ones of equity. The payroll tax is generally thought. to be regres- 
sive in that it constitutes a higher proportion of the income of thoso at 
the lower end of the income distribution. The broader issue concerns 
whether the payroll tax is the best vehicle to increase savings and 
investment. Henry Aaron, an economist at the Brookings Institution, dis- 
cussed these concerns in light of the uncertain effect of Social Security 
on saving. 

"If our objective is to increase the rate of capital accumulation. we should ask which 
instruments are best for achieving that end. Prominent on the list should be direct 
assaults on the federal deficits, incentives to business investment, and the with- 
drawal of incentives that promote inefficient investments."l* 

@$ 

The accumulation of a Social Security surplus, through higher pzyroll 
taxes or reduced benefits, can lead to higher national saving, Aarrn 
notes. He questions, however, whether this is most conducive to eco- 
nomic efficiency and fairness, stating: 

"The federal @-ernment retired substantial amounts of debt. acrumulated tu finanw wartime 
expendihue.9, lcrlbwinp the Civil War. as well as World Wars I and 11. SCT Tilford Gain-. Tarhniqucs 
ofTrE.aslIryDebtManzyCPme nt, The MaaniUan Company, 1962. 

I2Henry J. Aamr bncmic Effects of Social Semrity, The Bmkings Institution. Washington. D.C.. 
1982, pp. 51-62 
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.- - 
"Why should benefit reductions or payroll tax increases, rather than increases in 
other taxes or reduction in other goveriiment spending be used as  the instrument t o  
raise total saving? 

". . . If we wish to increase capital formation, the proper objective is the total saving 
rate. and that raising social security payroll taxes or cutting social security benefits 
is a poor device for achieving that objective unless we favor them on other grounds. 
We should make social security policy on the basis of considerations other than its 
supposed effects on saving."I3 

i 

Thus, Aaron raises the question of whether society should use the pay- 
roli tax. whose burden is generally thought to fall on relatively lower 
income groups, to generzte higher savings and investment. 

Other economists have concluded that a large reserve accumulation is 
undesirable. Munnell and Blais state that: 

"In view of the improbability tha t  social security surpluses will increase national 
saving and the possibility that, if increased saving did materialize, it would have 
adverse fiscal implications or disrupt financial markets, . . . it would be preferable 
to  return the social security system to pay-as-you-go financing with a substantial 
contingency reserve."14 

They foresee, however, that no action is needed for a fa years until a 
decision is required on the size of the 1988 Social Security tax increase 
and on whether the scheduled 1990 increase should go into effect. They 
also coiiclude that 

"Eliminating the  accumulation of reserves during the 1996-3020 period will require 

roughly the equivalent of 1 percent each for the employee and employer."Ih 
, somewhat higher WDI taxes later, but these increases should be fairly modest- 

. 

In summary, the projected buildup of a large reserve fund raises several 
questions. The first is whether this reserve acmulat ion will actually 
occur. Under pessimistic assumptions, the reappearance of high infla- 
tion and falling real wages over a sustained period would largely negate 
the projected buildup. If the projections prove technically accurate, the 
Congress may decide, at the time the accumulation of excess reserves is 
projected to begin, to use this surplus to reduce payroll taxes, increase 
benefits, or loan funds to the Medicare fund. 

* 4 ~ t ~ ~ u  and Blais. New Eoonomic Remew, SeptloCC. 1984. p. 6. 

IbMunneU and Blak, New Ensland Ecorromk Revkw, Sept/ocL 1984, p. 6. 

P8gC 70 

\ 

. .  

-.. 

. .  
_--.. 

- 

_. - - _  1 

.. . 

i. . ._ _. . 
---.--.*.. . __ - . . . - . -- - - i . - - I .  .- .- ..-__ ___. . - . _ _  .-.. .- _ .  . . -. , 

., 
... -..- ____ '. - - .. . ., . .-. . . .  

_- ... - ... . - -- . 
~ .. , 

. -. 
. .  . .. 

. s<.. 



Chapter 5 
TaePFojectedSociaiSecurityTrusthd 
Accumulation: Will I t  omu? What Are 
Its implications? 

~ ~-~ 

One rationale for the reserve buildup concerns the effect of the shift in 
demographic conditions on Social Security financing. Without the 
reserve accumulation, it is theorized, a future generation of workers will 
bear the burden of higher tax rates to pay the benefits of the relatively 
large cohorts of retirees. The buildup is intended to create a large pool 
of forced saving through slightly higher payroll tax rates; this saving 
presumably will provide the basis for increased cai>ital investment and 
economic growth and thus expand the base upon which to levy future 
ta.es to finance Social Security. 

There are many unresolved issues, however, concerning saving and i ts  
role in promoting economic growth. While the goal of the trust fund 
buildup is to increase retirement savings, there is reason to question 
whether this will raise aggregate savings for the nation as a whole. In 
addition, if the non-Social Security part of the budget is in deficit, the 
trust fund accumulation womld have to be, in effect, invested in the 
budget deficit (regardless of whether Social Security is part of the uni- 
fied budget). Whether this would be a productive investn.ent is 
uncertain. 

Finally, some economists conclude that a large reserve accumula&n is 
undesirable. They consider it improbable,that a Social Security surplus 
would increase national saving, and if it did materialize, it would have 
adverse fiscal implications or disrupt financial markets. They would 
instead return Social Security to pay-as-you-go financing with a sub- 
stantial contingency reserve. However, this action, or any other that 
would lessen the reserve acmulation, would leave unresdved the 
future financing of Social Security. 
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Chapter 6 - 

The crises that have confronted the financial viability of the Social 
Security trust fund over the past decade and the current discussions 
over i t s  future financing are of national concern. One reason is the sheer 
size of Social Security and its impact on the economy; another is the 
large number of elderly dependent on this program for their financial 
sapport. 

Before 1983, there was a pattern of inaccuracy in the financial projec- 
tions for Social Security. However, error is inherent in the projection 
process, and the direction and reasons for the projection errars have 
changed over time. Before 1972. the projections were generally con- 
servative in that they were based on level earnings assumptions. The 
resultant underestimation of t m t  fund reserves gave the Congress flex- 
ibility to enact several ad hoc increases during the mid-1960’s and early 
1970’s. This process was institutionalized with the 1972 Amendments, 
which indexed benefits to the rate of inflation a d  effectively estab- 
1ishe-l the pay-as-you-go concept 

Past Trust Fund 
Projections Have Been 
Inaccurate 

After 1972, the projections became tied more directly to assumptions of 
economic conditions. During the 1970’s when the US.  economy expe- 
rienced unprecedented economic diffiodties, the inability of SSA (and 
others) to accuratRly foresee econo~mic events led to overestimation of 
trust fund reserves. The trust fund reserve ratio experienced a 10-year 
decline, and the Congress had to restore the system’s financial health 
through amendments to the sodal Security Act in 1977 and 1983. 

In evaluating the economicassumptions adopted by the Board of 
Trustees and a, there is little basis to question sw’s methods or proce- 
dures in making these projections Other forecasters have encountered 
the same problems experienced 5y ssk In fact, the inability to forecast 
long-term economic behavior is recognized; the focus, therefore, is usu- 
ally placed on the accuracy of forecasts no greater than 2 years into the 
future. 



chapter6 
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The measures adopted by the Congress in the 1983 Amendments were 
intended to increase revenues and decrease disbursements, so that the 
declining MDI trust fund balance would stabilize and eventually 
increase. The data for 1983 and 1984 indicate that these policies have 
been successful; however, it is clear that a low level of trust fund 
reserves is anticipated for the next several years. 

In reviewing the 1983 Amendments, one notable feature is the projec- 
tiop of a significant level of reserves in the trust fund. This large reserve 
accumulation is necessary to show an actuarial balance for the system 
over the 75-year projection period. Showing the trust fund solvent over 
the intermediate term, and the wide divergence in population growth 
rates between the baby boom and succeeding generation, makes it neces- 
sary to project a buildup through the first quarter of the 21st century 
with a subsequent drawdown of the trust fund during the second 
quarter. 

While the 1983 

Short-Run Problems, 

Issues Remain 

Amendments Solved 

Long-Tem 

The reserve accumulation could (temporarily) help alleviate increases in 
tax rates on the future workin population during the middle of the 21st 
century. An additional rationcL' 3 for the accumulation is to increase the 
rate of saving of the current generation to partially fund their retire- 
ment benefits. The increased saving may result in increased capital 
investment which could place the economy on a higher growth path and 
thus maintain or increase future living standards and the taxable base 
upon which the system's financing depends. 

Whether the trust fund accumulation occurs and whether its objectives 
are achieved depends on several factors: 

1. Economic conditions. The fmancial status of Social Security depends 
on econoIllic conditions, speclfcally positive grcwth in real wages. In 
particular, a sustained period of unanticipated inflation leading co a 
decline in real earnings would severely affect the accuracy of the projec- 
tions and the health of the system. 

2. Changes in Social Security policy. If the Congress adjusts Social 
!3ecurity taxes and benefits in the presence of increasing trust fund 
reserves, the objective of accumulating a reserve may not be achieved. 
In particular, the use of w 3 D I  trust fund reserves to support the antici- 
pated Medicare trust fund shortfall or discretionary payroll tax reduc- 
tion would negate current projections. The Congress may alter current 
objectives, however, and maintain more of a pay-as-you-go financing 
structure. 
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3. Issues Concerning the Trust Fund Buildup. If it occurs, the projected 
trust fund accumulation raises several issues. If the funds are invested 
in prodactive uses, there is the possibility that an increased capital 
stock could be available to  future generations as well as a higher 
standvd of living through increased economic growth. This is a complex 
aspect that embraces different perspectives on the economic effects of 
Social Security and the distributional implications of the system's 
financing. The investment of excess trust fund reserves will also depend 
on (1) the surplus or deficit in the non-Social Security portion of the 
fcderal budget and (2) the relative importance of public investmerut and 
current consumption in federal non-Social Security expenditures. 

If the non-Social Security portion of the budget is in balance, the excess 
reserve accumulation wil l  be available to retire outstanding federd debt 
held by private inveSors. This will have the effect of returning funds to 
private investors where they are likely to be reinvested in private 
capital. 

But, if the nonSocial Security po- of the budget is in deficit, at least 
some portion of excess trust fund rrjserres will, in effect, be k b  esr& in 
the budget choices underlying the de5cit. Whether this "investmem" is 
productive depends in part on tile portion of the budget that r e p r e n t s  
public investment as opposed to curmnt consumption. This is because 
public investment, like private capital iwestment, is generally consid- 
ered to lead to inc- in the econamy's ability to produce goods and 
services (ie., economic growth). Even so, defiling activities that (MyLsti- 
tute public investment is acknowledged to be difficult. 

Questions also arise concerning other aspects of the proposed reserve 
accumulation: m b l e  negative eff- of increased payroll taxes in the 
short run, debt management and monetary policy issues in the long run, 
and equity issues relating to useof the payroll tax as a means to 
increase national saving and capital formation. Because of uncertainties 
as to whether the buildup will OCCUT and, if it  does, whether it will 
achieve its objective without negitive effects, some econor;lists have 
proposed that Social security should be returned tr pay-as-you-go 
fmc ing  

While the short-run status of Social security is improving, i t s  long-mn 
financing still faces many uncertainties. even if favorable economic con- 
ditions are s u s s - &  &turning the system to pay-as-you-go would 
leaveimportant financing deckions to future generations. But maim 
taining the plan implied by current. projections will be difficult and 
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involve complicated decisions regarding the allocation of trust f w d  
reserves. What is certain is that ! k i d  Security financing issues will 
continue to be the focus of ongoing a d  future congressional concern 
and monitoring. 

In commenting on our report (see app. V), HHS stated that many of the 
points raised in our report &re valid and may prove helpful to indiv. d- 
uals seeking recent information concerning the Social Security trust 
funds. HHS agreed particularly with our discusion of the uncertainties 
involved ix? all trust fund projections and the related assumptions that 
must be made in making these projections. m was concerned, however. 
with certain matters discussed in the report that related to (1) the accu- 
racy of SSA actuarial estimates, (2) the influence of assumptions made on 
tnist fund reserves, (3) the intent of the Social Security Amendments of 
1983, and (4) the difference between short- and long-range assumptions. 

HHS Comments and 
Our Evaluation 

The first relates to the need for more balan 
the accuracy of actuarial forecasting. HHS 3- ieves that our discussion of 
pre-1972 actuarial estimates implies that SSA actuaries were at fault 
because they used conservative w g e  and benefit assumptions in making 
forecasts. As HHS pointed out, the policymakers at that time endorsed 
this approach. In our opinion, the report's text does not attribute the 
inaccuracy in the forecasts to SSA actuaries or their methods. We agree 
however, that this point should be added to the executive summary and 
have made this change. 

in our report concerning 

The s a m d  point concerns an impIied causal link between economic 
assumptions and changes in actual trust fund reserves. HHS stated that 
the economic assumptions developed by SSA and adopted by the Trust- 
have little, if any, influence on the actual near-term operations of the 
economy. In their view, the assumptions were unlikely to have caused 
poor economic experience and declining trust fund reserves. Such a 
causal link was not intended, we have made HHS' suggested changes in 
phrasing in the report. 

The third point concerns the implication that by enacting the Social 
Security Amendments of 1983, the Congress specifically intended to 
accumulate excess reserves to promote savings and economic growth. 
HHS believed that Ure legislative history of the 1983 Amendments shows 
that the lack of public confidence in Social Security was the primary 
reason for enact'ng a financing schedule that would put the program in 
a long-range actuarial balance p i t i on .  We agree that the projected 
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accumulation of excess reserves is the result of the objective of 
achieving long run actuarial balance. The savings and growth implica- 
t iws  are a possible "effect" of a reserve accumulation and can be 
viewed as an economic rationale for such an accumulation. The implied 
congressional intent was iim intended, and we have revised the language 
in the report. 

The fourth point concerned which economic assumptions to use for the 
period 1972-76. In our draft report, we used published HHS data which 
indicated that a constant annual percentage change was used for the 
economic assumptions for each year from 1972 through 1976. In com- 
menting on our report, HHS indicated that specific year-by-year assump- 
tions for 1972 through 1976 were available in Actuarial Note Number 
- 106. We agree that the specific annual data pointed out by HHS should be 
used and have incorporated these data in our final report. 

Finally, we have revised the text where appropriate for other technical 
points. 8 
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.Appendix I1 

Annual Maximum Taxable Earnings and 
Actual contcribution Rates: 1937-86 and Future 

~- 
Annual 

maximum 
taxable Employer and employee, each Self-emoloyed person 

earnings Total OASl O! HI T-l OASl 01 HI - ____ ___ Period 
1 % 1 % 1937-49 63 000 

3 000 1.5 - 1 5  1950 
3 600 1.5 1 5  . 225% 2 2 5 %  1951 53 

1954 3 600 2 2 3 3 

_-____ 
--__-__" ---- __ - -- - - - - - I 

__ __ 
- --__-___ 

. - %%5-56 4.200 2 2 3 3 __- 
4.2C3 2.25 2 0.25% 3.375 3 0.375% 1957-58 
4,8W 2.25 2.25 2 5  3.75 3.375 ,375 1959 

1960-61 4.800 3 2.75 25 1 5  4.125 ,375 
25 . 4.7 4.325 ,375 1962 4.800 

1963-65 4.800 25 . 5 4  5.025 ,375 3.825 3.375 

- ___ __ .l___l_ 

___. . . ____ ___- 
.- - 

3.125 2.875 . -- -- 
..  __ 

1966 6,60C 4.2 3.5 35 0.35% 6-15 5.275 ,525 9.35% 
---__I 

1967 6.600 4.4 3.55 35 .5 6 4  5.375 .525 L 5  - 
1968 7.800 4.4 3.325 ,475 .6 6-4 5.0875 ,7125 .6  
1969 7.800 4.0 3.725 ,475 .6 6.9 5.5075 ,7125 .6 
1970 7.800 4.0 3.65 .55 .6 63 5.475 .825 .6 
--____ 

1971 7 800 5.2 4 05 55 6 75 6 075 825 6 
1972 goo0 5.2 405  55 6 7 5  6 075 825 6 
1973 10 800 5.85 4 3  55 10  a0 6205 795 1 0  
1974 13 200 5.05 4375 575 9 7-9 6 185 8' 5 9 
1975 14 lOOa 5.85 4375 575 9 7-9 6 185 815 9 
1976 15 300" 5.05 4375 575 9 79 6 185 815 9 
1977 16.50Oa 5.05 4375 575 9 79 6 185 815 9 
1978 17 70Oa 6.05 4275 775 lo0  aio 6 01 109  100 
1979 22 900 6.13 433  75 1 0 5  a10 6 01 104 105 
1980 25 900 6.13 4 5 2  56 105 a10 62725 7775 105 
1981b 29 700 6.65 4 7  65 130 930 7 025 975 1 3 0  

32 40P 6.7 4575 825 1 3 0  zws 68125 12375 130  1 982b 
1 983b 35 7ooa 6.7 4775 625 130 s36 7 1125 9375 1 3 0  

10 2 6  1984O 37 8W 7.0 5 2  50 1 3 0  140 10 4 
141 10 4 10 2 7  1 985b 39 6oOa 7.05 5 2  50 135 

1 986b 42 OOOa 7.15 5 2  50 1 4 5  143 10 4 10 7 9  

- 
- 

- 

- - 
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Appendix [I 
. h n d  Maximum Taxable Earnings and 
Actual Contribution Rates: 193746 and 
Future 

i Annual 
maximum 

taxable Employer and employee, each __ Self-employed person 
earnings Total OASl DI HI 3 t a l  OASl DI HI ariod 

1%: . .  ._ . 7.15 5 2  56 :.15 . '  . 14.3 10.4 ., 1.0 ' .2.9 
iture schedule: 

7.51 5.53 53 145 15.42 1 1.06 1.06 L . 5  8849 
7.65 5.6 60 1.45 15.3 11.2 1.20 2.9 
7.65 5.49 .71 1.45 15.3 10.98 1.42 2.9 

90.99 
00 and thereafter 

.- __ -_ 
-___- 

- 
~ 

___- 
- - ~  

dAutornatic increase 

blnterfund borrdwing permitted anong OASI. DI. an0 HI trust fund until December 31, 1987 

CSubpct to automatic increase 
Source Social Security Bulletin :rind Statist id Stipp-. 1983. p. 21, and 1985 Trustees' Rcpo~. 
9 3 3 0 4  

53 



Detailed Analysis of the Dyrwnic Economic 
Assumptions for 1972-82 

I n  this anwlysis. we focus on three key economic assumptions: the CPI-w. 
average annual \vages? and the unemployment rate. These factors arc 
the basis for much o f  the variation in trust fund projections identified in 
;I recent study by Bartktt and Applebaum. two former Social Security 
actuaries.' Our analysis deals with two time periods. The first is 
between the 1972 and the 1977 Amendments and the second between 
the 1977 and 1983 -Amendments. In 1972 and in 1977, important legisla- 
tion was enacted. and these dates serve as benchmarks from which to 
i~ssess the projections of economic assumptions and trust fund balances.' 

. .  - .. . .. 

13efore the late 1960'2, the rate of price change (inflation) in the United 
States had been, on average, quite low. The late 1960's saw an increase 
in the rate of inflation that analysts associated with increases in the rate 

government expenditure for the Vietnam War during 1965-66. From 
1960 to 1964, the CPI averaged a 1 ..%percent annual increase. Over the 
period 1966-69, however, the average annual increas in prices rose to 
3.6 percent. 

~ CPI-w 

I of money growth during 196345, the 1964 tax cut, and the increase in 

S x h  rates of inflation were high by historical standards, and the 
prcblem continued into the early seventies, with the GI rising almost 6.0 
percent in 1970 and 4.3 percent in 1971. Even so, mary policymakers 
and analysts expected that inflation would recede or Se brought under 
control by various economic stabilization policies. Indeed, the wage and 
price controls imposed in August 1971 were one attempt to do that.3 

Within this economic environment, the Trustees assumed in 1972 that 
the CPI would increase at an average annual rate of 2.84 percent per 
year. In part because of wage and price controls, the measured rate of 
inflation declined to 3.3 percent in 1972, but as the controls were loos- 
ened in 1973, inflation rebounded to 6.2 percent. A host of factors, of 

~ ~ ~ ~~~~~ 

I Dwight K. Ba~tIm 111 and .Joseph A. Applebaiun, "Economic Forecasting: Effect of h r $  on oI 
Fund Hatios." &id Security Bulletin, VoL 46. No. 1, J a n  1982. 

2Anhough OUT review is concerned primarily with the long-range propctions the periods of analysis 
mcrjt relevant to reviewing the economic assumptions and their influence on the trust fund pjec- 
tions mnmm the short run. For the 1977 Tnstees' Report, the ~ C O M ~ ~ C  assumptiom used in the 
short- and bng-ruge projections are identical (see 1977 Trustees' Rep-o pp. P and 46). For the 
1972 and earlier mports. the economic anwmptions used for tJw short-range 
thtw wed for lwg-mge projections. In this analysis. for the period 1972-76-m use the short-ramp 

differ from 

ec7,no&c assumprions. 

:'For a summw of these event=. .e H .?-view of US. Macroeconomic Developments and P o k k ,  
1946-76. (GAO/P..UIXO-2. Sew. 1980). 

- _  

_._-. . -,' 

Page 82 GAO/BBD8622 Fhuwlugs0d.l Senmky 



~ ~~~~ 
~~~ ~ 

which the OPEX oil embargo was among the more notable, resulted in an 
11.t qxrc?nf increase in the price level in 1974. Coincident with the 
19747.5 rewssion. inflation receded to 9.1 percent in 1975 and to under 
lid wicent in 19ici. 

-As  table 111.1 shows, the Trustees' --tssumptions for the CPI do not com- 
pare favorably with actual values. The average differential from actual 
over the period 1972-76 was 4.22 percent. 

The projections that reflected changes from the 1977 Amendments were 
basttd on assumptions also shown in table 111.1. An increase in the CPI c f 
4.0 prcent is assumed over thc long run. Again, it. wasassumed that 
intlimon would decelerate. Instead, the rate of price change exhibited a 
pattern similar m the first half of the 197O's, only more severe. As table 
III. 1 shows. the difference between the actual and assumed CPI for 19'77 
w-as oriy onehalf of a percentage point. By 1978, however, the differen- 
tial showed the CPI underestimated by 2.2 percentage points. Most 
impnantly. however, during the period 1979-81, the error in the CPI 
projeaion averaged 7 percentage points per year. 

~~ ~~ 

Nominal Wages The change in nominal wages as measured by the change in aver;%e 
annual wages i s  also shown in table III. 1, which compares the Trhatees' 
acsumptions to actual values. In 1972, che Trustees assumed average 
annual growh of 5.7 percent from 1972 to 1976. This underestimated 
actual annual growth in nominal earnings which rose, on average, 7.3 
percemt between 1972 and 1976. 

The estimates for nominal wage growth made in 1977, while higher, still 
underestimated the actual growth in wages. The extent to which the 
Traces underestimated nominal wage growth d&g the 1978-82 
period. an average of 1 .O perentags point per year, was less than that 
during the 19i2-76 period when the caderestimate averaged 1.6 per- 
centage points per year. 

- - -  

... 

Overall. the change in nominal wages was underestimated by less than 
was the rate of price change. The change in nominal wages is affected 
by the actual or expected rate of inflation. However, inflation is only 
imperfectly incorporated in wages and often with a substantial time lag, 
bmause wage levels in many industries are determined by contract and 
can change only periodically. As a result, changes in nominal wages tend 
to \-q less w i d e  than changes in the price level. 

. .  . .  
. .  

. . .  
. .  



Real Wages The interaction between changes in wages and changes in prices, the 
real wage differential, b the mJor factor in determining changes in the 
trust fund o\ er time. L-nderestimation of the rate of price change leads 
to undemtimation of benefit outlays. However, if the rate of change in 
nominal wages is also underestimated, the system receives more reve- 
nues than expected, and this may offset the underestimation of benefit 
outlays. Conversely. underestimation of price change and overestima- 
tion of wage change cam compound the errors in estimating the trust 
fund. since the program will have higher benefit payments and lower 
revenues than projected. 

The assumptions for wage and price change during this period implied a 
positive real wage differential. As shown in table III.1, the Trustees 
mumed that nomiml wages would grow faster than prices by 2.84 per- 
centage points on average annually over the period 1972-76 and by 2.4 
petcentage points on awerage during 1977-82. 

During much of the 1970's and early 198O's, however, the US. economy 
esperienced an u n m e n M  period of inflation, slow growth in real 
output and real wages. Xn fact, real wages fell in the period 197475 and 
1979-82. These conditions rendered SSA'S projections inaccurate. 

43 
Unemployment Rate The unemployment ratre is generally held to be anot-h.er important factor 

affecting trust fund behavior. As shown in table 111.1, in 1972, the Board 
of Trustees' assumed an average annual unemployment rate of 4.5 per- 
cent 2s a basis for determuun - . g the expected number of covered 
employees who would pay into the trust fund Between 1972 and 1977, 
however. actual rates of unemployment were consistently higher. They 
averaged 6.5 percent, about 2.C percentage points higher than expected. 

The assumptions for the unemployment raw in the 1977 Trustees' 
Report were close to or higher than the actual rate of unemployment 
through 1980 but nof thereafter. In 1977, it was projected that the 
unemployment rate would remain constant at 5 percent from 19fH on. 
During 1981-82, the unemployment rate averaged 3.7 percentage points 
higher than that assumed by the Trustees. 
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Table 111.7 Cornpalson of Assumptions 
to Actual Data 1NSt-S’ 

In percentages for calendar Report Differentials 
year Actuar Year made assumptionsb from actual 
cm-wc 

0.2 1072 .-___. 3.3 1972 3.1 
3.3 ? c73 6.2 2.9 
8.2 
6.4 1025 9.1 2.7 
3.0 1076 - 5.7 2.7 
0.5 1 0 7  6.5 ’ 1977 6.0 

- -1sq ’ -  . .  -7:j 5.4 2.2 
Ga 11.4 5.3 6.1 - 

8.8 iw 13.5 4.7 
15Bl 10.3 4.1 6.2 
1952 6.0 4.0 2.0 
Nominal 
1972 7.1 1972 6.0 1.1 
1973 __ 7.1 5.8 1.3 

_- 1975 6.7 5.5 1.2 

_-_I 

- 
-- 
- 1074 _. 11.0 2.8 
- 
- 
- 

- 

1974 7.1 6.0 1.1 

1975 8.4 
._ 1977 . 6.9 1977 0.4 -1.5 
1973 9.6 8.1 1.5 

1.1 

5.1 3.3 a 

7.a -- .- 1979 8.9 
1 980 a. i 7.1 1 .o 
1981 8.3 6.4 1.9 

0.4 1982 5.6 6.0 
Kid wage OM- 
1972 3.8 1972 2.9 0.9 
1973 0.9 2.9 -2.0 

1975 -2.5 2.8 -5.3 

-__ 
- __-- 

_ -  

._ .. ___ 
1974 -3.9 3.2 -7.1 

- .  
1976 - 2.6 2.4 +0.2 
1977 ... ____ 0.4 1977 - .  2.4 -2.0 

198c -5.4 2.4 -7.8 
2.3 -4.3 igai 

2.7 -0.7 
-5.0 

..., .- 2.0 1578 
1979 -2.5 

-2.0 

- . - _ ~ - _ _ _ _ _ _ _  
- 2.5 .. . - _______ 

.~ . _-__ ______ 
- ._ .- ______ 

1982 - - -  - -0.4 2.0 -2.4 -- . ~- - . -. . - -_ _. 
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-- y e  

1 9 2  56 1972 55 0 1  
1973 4 9  50 -0 1 
1 974 56 4 2  -2.7 
1975 8.5 4.0 4.5 
19-6 7 7  4 0  3 7  
1 9 7  7 1  1977 7 1  0 0  
1 9 3  6 1  63 -0 2 
1973 58 57 01 
1W 7.1 5.2 1.9 
1 9 B  7.5 5.0 2.6 

9.7 5.0 4.7 
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Table 111.2: OASl Trust Fund Balance 
Projections Compared With Actual 
Experience 

[IASI Trcaot Fund Projections in millions 
A- In 1976 In197SC Calendar year 
$35 ai $36.598 1973 

1974 37 777 40.365 
36.387 43.395 1975 

1976 
49.756 32 391 1177 

i 078- 27 520 826.826 

--- - _- -- . . -_ . __ - -. . - __ . . . - - . - .. . - . . - - .. . - 

. __ . .- - -___ - .- -. __ .... . -. - I .. . . -. . . . - .- . . .. -. . . . 

. .. . ~- - - - ._ . - ... 
. . .  . .- 

47.044 35 a- -. - --- ____ _- . .. -. ~ ~ - 
-. -. -. . . - . - . -_ - - - - __  . . -. . . . - - - . . - . . .- --I , . . - .. . . -. . 

. - - . . -. . --_ . __- _- . . - . . - . . . -- . -. - . - . . . __ - __ . . 

. .. . . . . . . - . - - - .. .- .. - _. .. . . - . .. . - . . - ._ . . . -. __ - _  . I  

.As can be espectd. darnqZ2w \-ears iwmst  to the year of a projection. 
projected tnist b c i :  hla.m% xre meamrto actual but in sucvreding 
years deviate bF inc:mmgmu@ns.  b r i n g  t h e  f m t  3 years after the 
197 Amendmeas. rn l b d  5 a h n c x s  were emther higher than p n ~  
jmted or as in 1%0 &>- tflild !in 1Wl-82, however. projected and 
actual a s 1  fund bal- & f e d  by .%M billion and 8 14.1 billion. 
respectively. T?me de-imm womld have k e n  even larger in 1980 and 
1981 were it noQ for * realkarion of portions of the DI tax rate to the 
MI tnist fund for cakmfary- i - i  1380-8ll. 



Appendix I V  

The Effect of Higher R d  Earnings Growth on 
the After-Payroll Tax Eamq,s * of 
Representative Wage Ekmn 

This appendix ilkxm~es; hcwa d4ake]T.sm;all increase in the rate of 
productivity gr~:mzi~ c a n  of?-= the +&&a -&x the higher future Social 
Security tax woddotkm-keiare  -)n thertftcs-tau earnings of future 
workers. This a y s i s  k noc x t e d  10 adouse the trust fund accumu- 
lation as necessdy ct$lBitimg -& b m  w a ~  of accommodating the 
projected derno,grzphic; &aqe.ni:a 5 ~f ircenczed to predict the actual 
effect of such an axmulacian Hicwecer--& analysis is intended to 
show the possibde; e f i ~ ~  -5s ;an mmmulation can have, pro- 
aided the trust fwd a c m M o m  % acnztllp m l a t e d  into enhanced 
g i t a l  formatiom 

The first step is totil~s.mte irk e B m  of fie hgher tax rates on the 
nrojected taketmne pa?; of finne wcrkas ~ s n g  the assumptions 
underlying the Trrstees- -U;r- IlI(B )prnwtions. Column 2 of table 
IV 1 shows the asmnptb~s fcamm.J r- mf increase in real earnings 
under the II(B> -- C0dmn.n 3 stoss k w ~ e  red earnings (in 1985 
pnces) of a mprestntarixe xmker i n r r e a  each year under these 
assumptions (Therepresmume awikerts assumed to earn S 16,000 in 
198.5. whch s ;abcur tfheanmge fmdl wrlQe?rs under Social Security Ili 
198.5.) Sote tnau ~ l O r %  t&~J i rk rc<z&rIexgQct  gross earnings of 
S26.887 in 1985, p m x ! ~  COIEIXIR-L +-the-mntly schtduled 
.Social Secunry rnglo~ee c a  x ~ e s  a d  ainrum 5 shows earnings for 
YdCh year net of tkSx5d S?cmv msi. Tie Representative worker in 
20'20, can ex- tvm S 1 . X i r r  ~ l l m x m  and enjoy after-tax 
earnings of S 2 5 2 k  TI& c m  b rqpaced in columns6anrl7 to 
illastrate what wmdd bappenr€modkmogmp& changes occur and the 
-3.i percent tau ~TXEF wwe s u f k t e s  LO f- Social Security benefits 
through the2lsaCfnfCPT?T.. IEixtuempmssi%kmfmcethesystern with 
the lower tax raedre  a p p r e m a a k v  ~3% mnrker would enpy after- 
;ax earnings of Er3F.Z55- -3s -duatrr irm e d m u ~  #S. this amount is some 
S 134 more than thu wwika adl hvlep mikr ttbe actual 6.2-percent tax 
I-dte. 



.4pp=ndix Tv 
The EtYect of Higher Red J3rnhgs Crorrb 
on the After-Paymll Tax -of 
hepresentative Wage Earners 

Table IV.l Effect of Alternative 11-8 Earnings Growth on a Representabve Wage EBI.w 
I t )  (2) (3) (4) A (6) n (8) 

Real 

Cutcnt Met emmings D i f f e m  
alternative tax Emmmgs OLISoltarr afterpayroll column5 

11-6 Gross schedule a t t e r m  raLc tax at minus 
(percent) earnings (percent) tl. @ercea) taurentrate column? Year 

0 0  16 000 57 15 (M! 5 7  15 088 OM 1985 
i 986 0 8  16 128 5 7  13 2c9 5 7  15 209 OW 

earnings c u m  
IeglJIated 

_______ 
-- - - -- - - - -  - - - - ._ __ - - - __- 

-- _- - 
1987 1 1  16 305 57 i5 3X 5 7  15 376 O C i  

1 1  16 485 61  TS 4 3  5 7  15 545 -65 94 1 gee 

1991 1 4  17 153 62  i6 059 5 7  16 175 -8575 

__ -- 
- _____ _---- 

-66 99 1989 
1990 1 0  16 916 62 15 BG 5 7  15 952 -84 58 

- 15 794 - 1 6  16 749 61 75 7i7 5 7  - -- - 
-___ 

_- 
1992 1 6  17 427 62 15 3 7  5- 16 434 -87 14 

-88 53 1993 
1994 1 6  17 989 62  16 8iJ 5 7  16 964 -89 95 

-92 85 1 6  i e  570 62 17 413 5 7  17511 1996 
1 6  18 &67 62  17 w 5 7  17 791 -94 33 1997 

i 990 1 6  19 169 62  17 9m 57 18 076 -95 84 

2000 1 6  19 787 6 2  18 563 57 18 659 -98 94 
2001 1 6  20 104 6 2  18 857 5 7  18 958 -100 52 
2002 1 6  20 425 6 2  19 1% 5 7  19.261 -102 13 
2003 1 6  20 752 6 2  19 465 5 7  19.569 -103 76 
2004 1 6  21 084 6 2  13 m 5 7  19.882 -105 42 
2005 1 6  21 421 6 2  m m  5 -  20200 -107 11 
2006 16  21 764 6 2  P 415 5 7  20.523 -10882 
2007 1 6  22 112 6 2  20-741 5 7  20 El -11056 

--- 1 6  17 796 62  16 KJ3 5 7  16 697 -- 
-___ 

1995 1 6  18 277 62  1 7  1u 5 7  17235 _ _ _  -91 39 __  
-- .- - _._ - 

-__- 

- ~ -  
i999 1 6  19 475 62  1826a 5 7  18.365 -97 38 -- - __I__ 

- 
-- 
_- 
- 

- 
2008 1 6  22 466 6 2  21 an 5 7  21.185- -1 12 33 
200s 16  22 826 6 2  21 410, 5 7  21.524 -114 13 
2010 15  23 168 6 2  21 731 5 7  21 847 -1 15 84 
201 1 15 23 516 6 2  22m 5 7  22.175 -1 17 58 
-- 
2012 15 23 868 6 2  22288 5 7  zso8 -11934 
201 3 15 24 226 6 2  22 724 5 7  22.845 -121 13 

- 122.95 2014 15  24 590 6 2  23065 5 7  23,188 
2015 15 24 959 6 2  23 111 5 7  23.536 -124 79 
201 6 15 25 333 6 2  23 352 5 7  23.889 -12666 
%3 15 6 2  24 719 5 7  24 247 - 1 2 0 %  

15 26 098 6 2  24 a 5 7  24 61 1 -130 49 2018 

- 

__ 
- 

~ _ _ _ -  25 713 ~ _ _ _  
- -___ -- -- __- 
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Appendix IV 
The Effeet of Higher Real Earnings Growth 
on the Mtrr-Paymll Tax Earnings of 
Representative Wage Earnem 

(1) (2) (3) (4) (5) (6) (7) (8) 
Real 

earnings Currently 
growth legislated Current Net earnings Difference: 

alternative tax Earnings OASOl tax alter payroll column 5 
ll-B Gross schedule after payroll rate tax at minus 

(percent) earnings (percent) tax (percent) currentrate . column7 
. . .  - . . . . . . . . .  .... -- .. - -  ........... .- .. .. .- . ....... ......... Year 

20:3 
MM 
202 1 
2022 
2023 
M24 15 28,537 6.2 26.768 5.7 26.91 1 
2025 
2026 
2027 
2028 
2c29 
2020 

- 
15 26,490 62 24,848 5.7 24.980 -132.25 

1.5 27.700 6.2 25.983 5.7 26,121 -!$350 
15 28.1 15 6.2 26.372 5.7 26.513 -740 58 

... .......... - ................ ___ _. - . . . . . .  
1.5 26.887 6.2 25.220 5.7 25.355 - i3 4 

. .  15 27,291 6 2. 25,599 5.7 25.735- -- 13645 . . . .  . . . . . . . . . . . .  - .- ........ ... ._ . . .  __.__ . .  . - ...... - 
__ . . . . .  .... . - - .  -. 

. . . . .  . . . . . .  . . 

. . . . . .  . - - - - . . .  
- 142.69 

I5 28,965 6.2 27,170 5.7 27,314 -14483 

15 29.400 6.2 27,577 5.7 27.724 -147.00 
15 29.841 62 27.991 5.7 28.140 - 149.20 
15 30,288 6.2 28.410 5.7 28.562 -151 44 
15 30.743 62 28,837 5.7 28.990 -15371 
15 31.204 6.2 29.269 5.7 29.425 - 156.02 

__ . - - - - __- . . . . . . . .  _ _  . -. . .  - - . . .  -. .. .- . _______ 
. . . . . . . . . . . . .  __ __ _-_--- ~ . . - .  

. . .  . . . . . . . .  . .  - . __ ..... .. - - ... 
. . . . . . . . .  .. .  . -. ____ 

. . . . . . . . . . .  -. .. -. 
~. . ............ - .. ......... . __ ____ __ . .  .... _ _  . . . . . . . . . . . . . . . . . . . . . .  

. . . . . . . . . . . . . . . . .  ~- ...... .......... ____ . - . 
2i%- -- 15 33,616 62 31.531 5.7 31.699 -168.08 
._ -. - -. - -  

2040 
2045 
... - - ......... - .... 

-. - - .- _. - -. 
15 36.213 6.2 33.368 5.7 34.149 -181 oa 

.......... .. . . .  ........ ........ 
15 39.012 62 36.593 5.7 36.788 -14507 . . . . . . . .  _ _  - ..... . - _ _  ~ 

_ .  .... 
2050 15 42.027 62 39.422 5.7 39.632 -210.14 . - ..... -. _- . - .. .. .-..___I_ .. -. ..... -. . .. ___ ....... . _- __ __ . .  - -- -- 
2055 1.5 45.275 62 42.468 5.7 42,695 -226.38 

~ __ __ __ 
2060 1.5 48.774 62 45,750 5.7 45.994 -243.87 

Before about 2015, a tax rate o f  about 5.7 percent would be more than 
enough to finance current benefits. Thus, for the years between now and 
about 2015, the negative numbers in column 8 can be viewed as the  
additional reduction in after-tax earnings of reprkntat ive workers that 
is attributable to the policy of accumulating a large Social M i n t y  trust 
fiind.' Rut if this policy leads to an increase in future productivity 
growth rates, this increase can lead in turn to higher gross earnings for 
future workers. The effect of making one of any number of assumptions 
about how much productivity will increase and when the increase wiU 
occur is illustrated in table IV.2. 
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Table IV.2: Effect of Higher Real 
Earnings Growth 

N e t c s p m i n g .  
aftupam Ditfennce: 

Higher real Gross tnbarsd cdunn4 
earnings earnings aacurcbld minus 

growth basedon SChedde c d u m 7 ,  
(percent) coltnnn2 @ W c q  ** 1 

0 0  Id.000 15 088 0.00 
--____ Year 

1985 - .. __ - - - - ~ 

- 1% 0 8  '6.128 1 5 Z 9  Q.00 
1987 1 1  16.305 15 37E aoo __- 

1 1  16.485 15 479 -6594 1988 
1989 1 6  16.749 15.727 -6639 
1990 1 0  16 916 15 867 -64.56 

--__ _ _  

~~ 

1 4  17.153 16 CXB -8676 1991 

1992 1 6  17 427 16 347 -111.14 
1 6  17.706 16.608 -8153 1393 
1 6  17 Q89 16 874 -89.95 1994 
1 6  18.277 !7 144 - 9 U 9  19% 

1996 1 6  ie.570 17 41P - a 8 5  

- 
- 
- - ~  -~ 

- _ _ ~ ~  -- 
- 

1997 1 6  I 8.867 17 S 7  -94.33 _ _  - _ _  
1998 1 6  19.169 17.980 -9684 

19.475 1 8 . a  -9738 1 6  1999 
1 6  19.737 18.580 -saw 2000 

2001 1 6  20.104 18.857 -1-2 

-_ __ ~ _ . _ _ _ _ _ _ _  

- - ~ .  

2002 1 6  20.425 19.158 - l a 1 3  
2003 1 6  20.752 19.465 -14276 
2004 1 6  21.084 19.777 -106.42 

1 7  21,442 20.113 -6733 m 
2006 1 7  21.807 M.455 -6M1 

1 7  22.178 20.803 -a26 2007 
2008 1 7  22.555 21,156 -2924 
2009 1 7  22.938 21.516 -a55 
2010 1 6  23.305 21.860 1263 
201 : 1 6  23.678 22.210 34a7 
201 2 1 6  24 057 22565 s7s2 

1 6  24 442 22.926 @ID5 2013 
1 6  24.833 23.293 10519 20'4 

2C15 1 6  25.230 23666 1- 
1 6  25 634 24 045 1- 

2017 1 6  26044 24 429 1- 
2018 1 6  26.461 24 820 2os22 

- 

- 

-- 
-- __ 

___ - __ 
-____ - 

-___ 2016 -- __ - 
_ _  - ____ 
_ _  ______ ~ 
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Appendix IV 
The Effect of Higher Real Earnings Growth 
on the AfterPayroll Tax Eadnge of 
Representative Wage Earners 

(1) (2) (3) (4) (5) 
Net earning. 
after pay& Difference: 

Higher real Gross t a x b a d  column4 
earnings earnings oncurremt minus 

growth basedon schedulk column7, 
Year imrcentl column 2 f m r c e d  table 1 - .- .r- - -  7 

201 9-- 1 6  26 884 25.277 237.18 
265.95 20x 16- 27 314 25 621 

2021 1 6  27 751 26.031 295.56 
- . ._I__ 

. 

?022 1.6 28.195 26.45’ 326.03 
2023 1.6 28.646 26.870 357.37 
... ___- 

2024 16 29 105 27 3ClO 389.60 

1 6  30044 28 181 456.82 2 5 6  
1 6  30 524 28 632 491.85 2027 

2028 1 6  31 013 29 OW 527.86 
2029 1 6  31 509 29555 561.87 

60290 2030 1 6  2 013 
2035 15 34 487 32 3s9 649.49 
2040 15 37 152 34 849 699.69 

81202 

2060 15 %a39 4693.7 94238 

2025 1 6  29 571 27 737 422.74 

_ _ _  ___ 
- -__- 

- 

~ 

- 

2 6 5  1 5  40 024 37 542 753% 
2050 15 43 117 4044 
2055 15 46 449 43 569 874.77 

--- - 
-- -- 

The data in table IV.2 compare the situation p o m y e d  in table IV.l with 
the situation that would result from an increase of just 0.1 percentage 
point per year in the productivity growth rate beginning in  the year 
2005, and continuing for a period of 25 years until 2030. Tpne second 
column of table IV.2 shows the higher assumed growth rates (for 
example, 1.6 percent per year in the years from 2010 to 2030, instead of 
1.5 percent per year under the alternative II(B; assumptionset). The 
numbers in column 3 show gross real earnings levels for the Same repre 
sentative workers that were analyzed in table IV.1 under thse higher 
productivity assumptions, and those in column 4 shDw the after-tax 
earnings associated with the schedule of tax rat- currently legislated. 
Finally, column 5 compares the after-tax earnings of these workers with 
the after-tax earnings they would have enjoyed had they beten able to 
pay payroll taxes at  a rate of only 5.7 percent but also in an economy 
where productivity grew only as fast as assumed under alternative 
II(B). Kote that by the year 2010, just .5 years after the assrsmed 
increase in the rate of growth of productivity. the represennative worker 
enjoys higher after-tax earnings than he or she would have eNoyed 

Page 92 



, . -  

Appendix IV 
The Effect of Higher Real Earninl(s Growth 
on the After-PapU Tax Enmings of 
Representative Wage Earners 

under the alternative IUB) assumptions even in a situation where the 
tax rate could be held to 5.7 percent. And the difference in after-tax 
earnings becomes larger in later years. 

To repeat. these calculations are intended only to illustrate how Social 
Security financing policies used as a means to increase capital formation 
hace tile potential of offsetting the lmpact of the projected demographic 
changes on future workers. They are not intended as specific predictions 
about the size or timing of any productivity increases resulting from 
these policies. They do, however, illustrate the effect that these policies 
could have if the currently projected trust fund accumulation actually 
translates into enhanced capital formation. And they show that it takes 
only a relatively small increase in the rate of growth of productivity to 
offset the impact of the demographic shift on future workers’ after-tax 
earnings. 
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DLPAPTMEYT bP HEALTH & HUMAS \EitVICES mlcs 04 l n r p n u  Gsnna 

W&cqtOn O L  X20l 

DEC 2 3  19Bb 
Mr. Richard L .  Fogel 
D i r e c t o r ,  H u m a n  Resources 

Div i s ion  
Uni ted  S t a t e s  G?neral 

Accounting O f f  i c e  
Yashington, D . C .  20548 

Dear M r .  Fogel: 

T h e  Sec re t a ry  asked t h a t  I respond t o  yotir r e q u e s t  f o r  the  
D e p a r t a e n t ’ s  comments on your d r a f t  r e p o r t ,  . U n c e r t a i n t i e s  
E x i s t  Zoncerning Socia l  S e c u r i t y ’ s  Long-Term Financing . ‘  
The enc losed  comments r ep resen t  the  t e n t a t i v e  p o s i t i o n  o f  
t h e  Oepartment a n d  a r e  sub jec t  t o  r ? e r a l u a t i o n  uhen the  
‘ i ? a l  f e r s i o n  of  t h i s  r e o o r t  i s  r ece ived .  

# C  s ~ p ‘ c c i a t e  t h e  oppor tun i ty  t o  comment on t h i s  d r a f t  
- e o o r ?  befor?  i t s  p u b l i c i t i i n .  

S ince re ly  yoJ r s .  

Richard 7 .  Xusserow 
Inspec t o r  General 

Enclosure  
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Appendix V 
Advance Comments Fmm the Department of 
Health and Human Scrvices 

. .  

Many p o i n L s  r a i s e d  i n  t h e  d r a f t  % p o r t  a r e  v a l i d ,  i f  n o t  new. and  
may p r o v e  h e l p f u l  t o  i n d i v i d u a l s  s e e k i n g  i n f o r m a t i o n  on r e c e n t  
s o c i a l  s t c u r i t y  t r u s t  fund  and l e g i s l a t i v e  e x p e r i e n c e .  Y e  
o a r t i c u l a r l y  a g r e e  w i t h  t h e  i d e a  t h a t  a l l  p r o j e c t i o n s  a n d  f u t u r e  
a s s u m p t i o n s  m u s t  be used  w i t h  c a r e  6nd a f u l l  u n d e r s t a n d i n g  o f  
t h e  u n c e r t a i n t i e s  i n v o l v e d .  As t h e  r e p o r t  n o t e s ,  i n a c c u r a c i e s  
a r e  i n e v i t a b l e  i n  any  p r o : e c t i o n  of f u t u r e  ' x p e r i e n c e .  

We a r e  c o n c e r n e d ,  however ,  w i t h  f o o r  m i s c o n c e p t i o n s  i n  t h e  r e p o r t  
t h a t  r e l a t e  t o  t h e  a c c u r a c y  o f  S o c i a l  S e c u r i t y  A i m i s t s t r a t i o n  
( S S A )  a c t u a r i a l  e s t i m a t e s ,  t h e  i n f l u e n c e  o f  a s s u m p t i o n s  on  t r u s t  
fund  r e s e r v e s ,  t h a , i n t e n t  o f  t h e  S J C i a l  S e c u r i t y  Amendments o f  
1 9 8 3  and t h e  d i f f e r e n c e  be tween s h o r t . - r a n g e  a n d  l o n g - r a n g e  
a s s u m p t i o n s .  

The c a s m e n t s  b e l o w  p r e s e n t  o u r  v iews  on t h e s e  m a t t e r s  a n d  
i d e n t i f y  o t h e r  t e c h n i c a l  i n a c c u r a c i e s  we n o t e d  in t h e  r e p o r t .  

- , S m f t J & Q n  

One ma jo r  theme r e p e a t e d  t h r o u g h o u t  t h e  r e p o r t  is t h a t  
S o c i a l  S e c u r i t y  a c t u a r i a l  c o s t  e s t i m a t e s  have  b e e n  c o n s i s t e n t l y  
" i n s c c u r a t e "  o v e r  t h e  y e a r s  due  t o  i r ? o r s  i n  f o r e c a s t i n g  b y  SSA 
a c t u a r i e s .  For e x a m p l e ,  t h e  r e p o r t  n o t e s  i n  C h a p t e r  3 t h a t  
p r e - 1 9 7 2  c a t i m a t c s  were  i n a c c u r a t e  p r i m a r i l y  b e c a u s e  t h e y  w e r e  
based  on s t a t i c  wage and b e n e f i t  a s s u m p t i o n s .  The r e s u l t i n g  
i m p l i c a t i o n  i s  t h a t  SSA a c t u a r i e s  were a t  f a u l t .  for u s i n g  t h i s  
c o n s e r v a t i v e  me thodo logy .  T h e  r e p o r t  s h o u l d  n o t e  t h a t  
p o l i c y m z k e r s  i n  t h a t  p e r i o d  r e c o g n i z e d  and  L o p l i c i t l y  e n d o r s e d  
t h e  i n t e n t i o n a l  b i a s  t h a t  was b u i l t  i n t o  t h e  c o s t - e s t i m a t i n g  
me thodo logy  t h r o u g h  t h e  u s e  of s t a t i c  a s s u m p t i o n s ;  many b e l i e v e d  
t h a t  b u i l d i n g  s u c h  a c o n s e r v a t i v e  m a r g i n  of erroh- i n t o  c o s t  
e s t i m a t e s  f o r  t h e  N a t i o n ' s  p r i m a r y  p rogram f o r  r T p l a c i n g  l o s t  
e a : n i n g s  was p r u d e n t .  H o r e o v e r ,  t h e  1 9 7 2  amend8en:s r e p r e s e n t e d  
a c o n s c i o u s  d e c i s i o n  on t h e  p a r t  of t h e  C o n g r e s s  t o  embody 
dynamic  a s s u m p t i o n s  a s  a b a s l a  f o r  f u t u r e  c o s t  e s t i m a t i n g  and  
i n d i c a t e d  c l e z r l y  t h a t  t h e  C o n g r e s s  r e s e r v e d  t o  i t s e l f  t h e  power 
t o  a l t e r  fundaments; f i n a n c i n g  me thodo logy .  

Ye b e l i e v e  t h e  r e p o r t  c o u l d  and s h o u l d  a c h i e v e  s o r e  b a l a n c e  a s  i t  
r e l a t e s  t o  SSA a c t u a r i e l  f o r e c a s t t n g .  U t i l e  t h e  r e p o r t  a c k n o w l -  
e d g e s  t h e  t h e n - u n p r e c e e e n t e d  p e r f o r m a n c e  o f  t h e  economy i n  t h e  
1 3 7 0 ' s  and e a r l y  1 9 8 0 ' z ,  and  t h e  i m p o s s i b i l i t y  of f o r e c a s t i n g  
a c c u r a t e l y  d u r i n g  t h i s  p e r i o d ,  t h e s e  f a c t s  a r e  n o t  p r e s e n t e d  a t  
a l l  i n  t h e  E x e c u t i v e  Summary nnd a r e  p r e s e n t e d  o n l y  o c c a s i o n a l l y  
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Nowsnp  33 

Now on pp 33 and 35 

I 
Now on D. 33. 

i n  t h e  body of t h e  r e p o r t .  Moreover, t h e  r e p o r t  should  o b s e r v e  
t h a t  no one a c c u r a t e l y  p r e d i c t e d  t h e  a b r u p t  end D f  t h e  baby boom 
p e r i o d .  F u r t h e r ,  we would a l s o  n o t e  t h 6 i  t h e  " b s b y  boomers" w i l l  
begin t o  r e t i r e  around 2q10 r a t h e r  Pkan 2 0 2 0  a s  t h e  r a o o r t  
r e p e a t e d l y  asserts. 

5 u t  d e e v e s  

The d r u f t  r e p o r t  ( p a a e  32,  paragrapb  2 ,  l i n e  6 )  s t a t e s :  

.Real e a r n i n g s  growth was g e n e r a i l y  o v e r e s t i m a t e d  d u r i n g  
1 9 7 3 - 7 5  and t h ' s  F e s u l t e d  i n  a d e c i i n t  i i l  t r u s t  fund 
r e s e r v e s .  a 

(The same thought  1 3  r e p e a t e d  3n pages 33,  36, And 4 5 . 1  

Although r e a l  e a r n i n g s  growth was overes t imated  and t r u s t  fund 
r e s e r v e s  d i d  d e c l i c e  d u r i n g  t h i s  per iod .  t h u r e  is no d i r e c t  
c a u s a l  r e l a t i o n s h i p  b s t v e c n  t h e s e  occurrences .  I n  f a c t .  o v e r -  
e s t i m a t e d  r e a l  e a r n i n g s  growth resulLed i n  ove t*es t imated  t r u s t  
fund r e s e - v e s ,  and poor  economic e x p e r i e n c e  r e s u l t e d  i n  a d e c l i n e  
i n  t r u s t  fund r e a e r v e s .  Economic assumptions deve loped  by  SSA 
and JdOpted b y  t h e  Trus.ees have l i t t l e ,  iC a n y ,  i n f l u e n c e  on t h e  
a c t u a l  near  term o p e r a t i o n  of t h e  economy and t h u s  a r e  u n l i k e l y  
t o  have caused poor economic exper ience  and d e c l i n i n g  t r u s t  fand 
r e s e r v e s .  We s u g g e s t  t h a t  t h e  sen tence  on page 3 2  be r e d r a f t e d  
a long  t h e  l i n e s  o r :  

"Real e a r n i n g s  growth was g e n e r a l l y  o v e r e s t i m a t e d  d u r i n g  
1973-75 and t h i s  r e s u l t e d  i n  p r o j e c t e d  t r u s t  fu:rd r e s e r v e s  
t h a t  were h i g h e r  t h a n  t h o s e  which a c t u a l l y  accYmu1ated." * T e C o  e s  e 1 8 eppp,e t *  

t ed t c c  

We t a k e  i s s u e  w i t h  t h e  r e p o r t ' s  fund8mer.tal i n t e r p r e t a t  i o n  
t h a t  i t  was c o n g : e s s i o n a l  i n t e n t  i n  e n a c t i n g  t h e  p r e s e n t  
SOCiOl S e c u r i t y  t a x - r a t e  s c h e d u l e  In 1983 " t o  i n c r e a s e  a g g r e g a t e  
s a v i n g s  t o  promote economic g r o ~ t h . ~  Many of t h e  r e p o r t ' e  
a n a l y s e s  a r e  based on t h i s  i n t e r p r e t a t i o n .  H o u e ~ e r ,  t h o  
i n t e r p r e t a r i o n  is s i m p l y  no t  t r u e .  T h e  l e g i s l a t i v e  h i s t o r y  of 
t h e  1983 amendmentr c l s a r l y  shows t h a t  Congress  was so oonuerned 

e a s e n t i a l  t o  e n a c t  a f i n a n c i n g  schedule  t h a t  would p u t  t h e  
program i n  a p o s i t i o n  of  a long-ranae a c t u a r i a l  b a l a n c e .  

Cont rary  t o  s t a t e 8 e n t s  i n  tile r e p o r t  t h a t  t h e  m g o a l m  of t h e  
aproposed r e s e r v e  a c c u m u l a t i o n m  is t o  i n c r e a s e  s a v i n 5 s .  c a p i t a l  
f o r m a t i o n ,  and economlo s a v i n g s ,  t ' e  DrOJeCted t r u s t  fund 
accumula t ion  was n o t  mproposed.'  I t  w a ~  t h e  0utgro; th  of  t h e  
o b j e c t i v e  t o  e l i m i n a t e  t h e  long-ran(c a c t u a r i a l  d e f i c i t  of 
1.80 p e r c e n t  of t a x a b l e  p a y r o l l  t h n t  was e s t i m a t e d  p r i o r  t o  
enactment  o r  t h e  19e3 amendments. This o b f e c t i v e  s h o u l d  have 

w i t h  p u b l i c  c o n f i d e n c e  i n  S o c i a l  S e e u r i t y  t h a t  t h e y  c o n a i d o r e d  i t  
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APW* V 
Advatice Commentr, %im the  Department of 
Hedth  and Hwnan Services 

NGW cn p. 44 

Now on PF. 3. 4,  44. 50,54. 
65. and 71. 

Kow in app. Ill. 

:.low on p. 42. 

Vcw on pp, 35,41,42. and 
in app. 111. 

been tnc luded  on  page 4 8  of  t h e  r e p o r t  i n  t h b  d i s c u s s i o n  o f  t h e  
b a s i s  f o r  p r o p o s a l s  s a d e  b y  t h e  Nat iona l  Comaission on 
S o c i a l  S e c u r i t y  Reform. Althouqh oome a t tempt8  were r i d e  t o  
match legislative c h a n g e s  t o  t n e  pro2ec ted  p a t t e r n  3f f u t u r e  
c o s t = ,  e s p e c i a l l y  i n  I h e  t i m i n g  o f  t h e  r e t i r e m e n t  age p r o v i r i o n ,  
t h e  pr imary  long-range  o b j e c t i v a  Ya*  t o  e l i m i n a t e  t h e  75-year  
d e f i r i t .  I n c r e a s e d  f u t u r e  economtc grcwth was n o t  h e l d  o u t  as 
t h e  g o a l  o f  e l i m i n a t i n g  t h i s  long-range a c t u a r i a l  d e f i c l t .  n o r  
was any p a r t i c u l a r  enhancement o f  econanic growth assumed t o  
r e s u l t .  The only  l o n g - r a c g a  u l t i m a t e  economic assumpt ion  t h a t  
was changed between t h e  1 9 4 2  a n d  t h e  :>A3 Annual T r u s t e e s  Reporta  
( t h e  r e p o r t s  j u s t  b e f o r e  and r f t e r  t h e  1983  amendments) was t h e  
assumed unemplojment r a t e  which was r a i s e d  from 5.0 p e r c e n t  t o  
5.5 p e r c e n t .  I n a p p r o p r i a t r  r e f r - e n c e s  t o  t h e  p r o j e c t e d  t r u s t  
f u n d  b u i l d u p  a r e  p r e s e n t  o n  pages i i i ,  l v .  48 ,  55,  6 1 .  7 5 ,  and 
8 3  of  t h e  d r a f t  r e p o r t .  

The d r a f t  r e p o r t  p r e s e n t s  a somewhat confuned p i c t u r e  of s h o r t -  
range v e r s u s  long-range  assumpt ions  and p r o j e c t i o n s .  Although 
t h e  t i t l e  o f  t h e  r e p o r t  i m p l i e s  t h a t  long-range f o r e c a s t s  will b s  
e v a l u a t e d ,  t h e  b u l k  o f  t h e  r e p o r t .  e s p e c i a l \ y  appendix  XI, 
c o n c e n t r a t e s  oc assumpt ions  and p r o J e c t i o n s  f o r  on ly  t h e  f i r s t  
5 p r o j e c t i o n  yer . r s ,  t h e  p e r i o d  we g e n e r a l l y  r e f e r  t c  a s  
s h o r t - r a n g e  in t h e  c o n t e x t  of t h e  T r u s t e e s  Reports .  Assumptions 
f o r  s ; . o r t - r a n g e  p r o j e c t i o n s  have va-led through t h e  5-year  
p r o j e c t i o n  p e r i o d  a l l  t h e  way back t o  t h e  T r u s t e e s  Repor ts  of .he 
e a r l y  1 9 4 0 ' s .  The r e p o r t  is in e r r ' i r  Wben s u g g e s t i n g  o t h e r w i s e  
on page 44. S p e c i f i c  year-by-year  assumpt ions  (unemployment, 
Consumer P r i c e  Index ,  and a v e r a g e  covered w a g e t )  used f o r  t h e  
s h o r t - r a n g e  p e r i o d  i n  t h e  1 9 7 2  T r u s t e e s  Reporta a r e  a v a i l a b l e  in 
A c t u a r i a l  Note Number 106.  

Ye a r e  recommending t h a t  pages  3 6 ,  4 3 .  44 and appendix  I1 o f  t h e  
r e p o r t  be  r e w r i t t e n  t o  r e f l e c t  t h e  d a t a  c o n t a i n e d  i n  t h e  above 
r e f e r e n c e d  a c t u a r l a l  n o t e  and t o  d i s p e l  t h e  misconcept ion  t h a t ,  
ap t o  t h e  1 9 7 0 ' s .  o n l y  s i n g l e  a s s u 8 p t i o n s  were used du-.n& 
s h o r t - r a n g e  p r o j e c t i o n  i n t e r v a l s .  

The page r e f e r e n c e  a t  t h e  end of tb'.a paragraph s h o u l d  read 
.pages 36-46.  r a t h e r  t h a n  "PaRes 26-46.  a s  shown in t h e  r e p o r t .  

c 6  

.Average + x p e n d i t u r e s "  should  be in te rchanged  wi th  " t o t a l  t a x  
incomen so t h a t  a p o a i t i v e  v a l u e  w i l l  i m p l y  a c t u a r i a l  a u r p l u s .  
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Nowonp 14 

Now or. p. 28. 

Now on pp. 24-25. 
Now on p 24. 

Now on p. 39. 

how on D.  41 

Now on p. 47 

I Now on p. 53. 

, 1  e I I  

I t  s h r u l d  be n o t e d  t h a t  p o p u l a t i o n  is p r o j e c t e d  by  &r&& year  
age i n t e r v a l s  r a t h e r  t h a n  t h e  5-yea. s p a n  c i t e d  i n  t h e  r e p o r t .  

There is some a m b i g u i t y  c o n c e r n i n g  wha t  p r o j e c t i o n s  a r e  b e i n g  
measu red  f o r  a c c u r a c y .  The d i s c u s s i o n  on p a g e s  2 1 - 2 2  l e a d s  one  
t o  b e l i e v e  t h e  l ist  011 page 21  c c a t a i n s  t h e  series whose accu,-acy 
w i l l  be c e a s u r e d .  - H o u e v e r ,  t h e  d i u c u s s i o r t  i n  t h i s  p a r a g p a p h ,  i n  
which n a c c u r a c y  o f  p r o j * c t i o n s *  is u s e d .  s u g g e i t s  t h e  t r u s t  fund  
r a t : ,  Is b e i n g  examined .  T r u s t  fucC r a t i o s  a r e  n o t  a s s u m p t i o n s .  
I t  is also i n c o r r e c t  t o  s a y  t h a t  t h e  r e a l  uage  d i f f e r e n t i a l  
d e t e r m i n e s  t h e  a c c u r a c y  o f  o t h e r  economic and demograph ic  
a s s u m p t l o a s ,  a s  is i m p l i e d  i n  t h e  p a r a e r a p h .  

3 d 

"High m o r t a l i t y a  and  . ~ O J  m o r t a l i t y a  s h o u l d  b e  i n t e r c h a n g e d .  

e b  

w A s s u m p t i o n s a  s h o u l d  be changed t o  n e x p e r i e n c e w  t o  c l a r i f y  t h a t  
a c t u a l  e x p e r i e n c e ,  n o t  a s s u m p t i o n s .  h a s  e f f e c t  on t h e  f i n a n c i a l  
s t a t u s  o f  t h e  t rust  f u n d s .  

aEL2.J 
I t  s h o u l d  be  n o t e d  t h a t  v a l u e s  shown i n  t h e  1985  Trus tees  Report  
uere f o r  a v e r a g e  i n  covered employment ,  n o t  a v e r a g e  
wages.  E a r n i n g s  i n c l u d e  n e t  e a r n i n g s  i n  s e l f - e m p l o y m e n t  a s  w e l l  
as wages.  

h 3  

The r e p o r t  s u g g e s t s  t h a t  t h e  t a x  r a t e  c c u l d  be  c u t  by 2 p e r c e n t  
f o r  1985-2009 anu t h e  system would . s t i l l  b e  a b l e  t o  m a i n t a i n  
a c t u a r i a l  b a l a n c e . "  T h i s  s h o u l d  be c l a r i f i e d  t o  i n d i c a t e  t h a t  
a c t u a r i a l  b81aaCe c o u l d  be m a i n t a i n e d  o n l y  f o r  t h e  2 5 - y e a r  p e v i o d  
a n d  t h a t  a c t u a r i a l  ba lance  u o u l d  be l o s t  o v e r  t h e  75 -yea r  
p e r i o d .  F 'u r the r8ora .  i t  s h o u l d  bo n o t e d  t h a t  i f  t h e  combined 
p a y r o l l  t a x  r a t e  u e r e  o u t  by 2 p e r c e n t  b e g i n n i n g  1985. :he 
Old Age. S u r ~ i v o r s  8 n d  D i s a b i l i t y  I n s u r a n c e  (OASDI) T r u s t  Funds 
would beC0.e i n s o l v e n t  a b o u t  1 y e a r  l a t e r ,  b a s e d  on a l t e r n a t i v e  
11-8 a s s u m p t i o n s  i n  t h e  1985 T r u s t e e s  Repor t .  S i m i l a r  r e f e r e n c e s  
t o  r e d u c e d  t a x  r a t e s  (or i n c r e a s e d  b e n e f i t  l e v e l s )  d u r i n g  t h e  

.- 
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Appendix V 
.\&anax Conmenla From the D e p u m n t  of i Health and Hnman Srrvices 

Now on p 63. 

N ~ w o n p  71 

Now in app. IV 

I 

(106601 1 

y - a r s  of p r o j e c t e d  t r u s t  fund  a c c u m u l a t i o n  a r e  ; r e s t n t  on 
pape  7 1 .  These  r e f e r e n c e s  a l r o  f a i l  t o  n c t e  t h a t  t h e  75 -yea r  
c l o s e  a c t u a r i a l  b a l a n c e  v o u l d  b e  l o s t  i? t h e s e  :.sea. Only on 
page  8 2  is t h e  n e c e s s a r y , .  o f f a e t t l n q  i n c r e a s e  in t a x  r a t e s  a f t e r  
t h e  f i r s t  25 p r o j e c t i o n  i e a r s  n o t e d .  E c o n o m i s t s  Munne l l  and 
B l a i s  a r e  q u o t e d  a s  c b a r s c t e r i t i n g  a r o u g h l y  2 ; e r a e n t  i n c r e a s e  
i n  t h e  ccmbined  OASDI t a x  r a t e  a s  . f a i r l y  modes t , .  w i t h o u t  
e d i t o r i a l  comment. E a r l i e r  t h e  d r a f t  r e p o r t  d i s c u s s i o n s  o f  a 
t e m p o r a r y  r e d u c t i o n  n f  2 p e r c e n t  i n  t h e  combined  t a x  r a t e  is 
made t o  a p p e a r  q u l k c  3 i g n i i i c a n t  when :: is s u g q e $ t e d  a s  a means 
o f  t o t a l l y  e l i m i n a t i n g  t h e  e x c e s s  t ru s t  f u n d  a c c a m u l a t i o n .  

The r e p o r t  s h o u l d  s t a t e  t h a t  L l g t e :  r e a l  e a r n i n g s  r e s u l t  i n  n o t  
o n l y  h lgP .e r  OASDI income.  b u t  .,:so p a r t i a l l y  o f f s e t t i n g  i n c r e a s e s  
i n  b e n e f i t  1 , i v e l s  so,e ) e a r s  l a t r ? r .  
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