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Congress has recently approved major changes in the Social Security
law. With certain exceptions, these changes follow the recommendations
made by the National Commission on Social Security Reform (NCSSR).
Like many previous Social Security panels, the NCSSR felt it was most

important that they and Congress reassure the American public that

Social Security would continue indefinitely without radical changes. Un-

fortunately, unless a radical change is made in the way the system is

financed, the assurances provided by members of Congress and the
NCSSR are likely to be just as prophetic as prior panel pronouncements
of system solvency.

While NCSSR members selected fairly pessimistic assumptions in de-

termining the magnitude of the short-term problem, they adopted a less
pessimistic outlook for years after 1990. The members concluded that

keeping the Old-Age, Survivors, and Disability Insurance (OASDI) pro-

gram solvent in the long run would involve either revenue increases,
benefit decreases, or a combination of the two, amounting to an average

of 1.80 percent of taxable payroll over the period 1982 to 2056. This
deficiency in scheduled tax rates (known as the long-term deficit) was

determined by subtracting the arithmetic average of scheduled tax rates
over the 75-year projection period of 12.27 percent from the average cost
rate (benefit disbursements plus system expenses measured as a per-
centage of taxable payroll determined under the set of assumptions re-
ferred to by the Social Security Administration as "Alternative II-B")
of 14.07 percent, producing a figure of 1.80 percent. Prior to adoption
of the Social Security Amendments of 1983, this estimate was revised
to 2.09 percent because of changes in the assumptions. As a result of
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enactment of the new law, the long-term deficit was reduced to 0.02

percent.'he

purpose of this paper is to discuss the Commission's conclusions

and the long-range financing of the system both before and after enact-

ment of the new law. The following is a summary of the author'

observations:

I. Even if the assumptions used in the calculation of the long-term deficit had

been reasonably accurate, the I.80 percent figure adopted by the NCSSR (and

the 2.09 percent figure subsequently adopted by Congress) significantly un-

derstated the magnitude of the long-term problem.

2. Given the income replacement nature of the Social Security benefit promise

and the projected demographic situation, the changes to OASDI discussed by
the Commission and those enacted by Congress will fail to provide a solution

to the long-term problem as long as the pay-as-you-go approach is used to
finance system benefits.

3. Sizeable asset accumulation will be required to provide long-term system

solvency.

4. Adoption of an actuarial advance funding approach for OASDI will better
ensure the asset accumulation required, and

5. Payment of the benefits anticipated under the new law will be more likely to
result if there is less reliance on future taxpayers to pay higher tax rates than

those which we now pay.

Although Social Security was not always intended to be financed on
a purely pay-as-you-go basis, tax rates have been designed to increase
on a gradual basis to match expected increases in system expenditures,
and the accumulation of a large trust fund has not been anticipated since
the system was amended in 1939. Initially, however, the Social Security
Act of 1935 specified that taxes would be "determined on a reserve basis

'Old law before change in assumptions) Source: "Report of the National Commission on

Social Security Reform," January, 1983, Table 7c, "Estimated Cost Rates of OASDI Program

under Alternative ll-B and III and Comparison with Tax Rates, 1982-2055" (Washington,

D.C.: U.S. Government Printing Office. 1983). The cost rate was decreased by 0.02 percent

io relieci the impact of TEFRA.
(Impact of changes in Alternative II-B assumptions) Revised average cost rate: 14.38 per-

cent; revised average iax rate: 12.29 percent: revised actuarial balance: —2.09 percent. (Im-

pact of new law) Average income: 12.91 percent: average cost rate: 12.93 percent: actuarial

balance: —0.02 percent. Source: "Estimated Long Range OASDI Cost Effect of H.R. 1900

as Passed by Congress" (OAice of the Ac(uary. March 25. 1983).
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in accordance with accepted actuarial principles.'" The fund anticipated
on this basis was to have produced investment return to provide a sub-
stantial portion (ultimately 40 percent) of the system's cost. This pro-
vision of the original act was subsequently rejected because it was felt
the payroll tax rate would be too high, the fund would be used by an
irresponsible Congress to provide gratuitous levels of benefits and it was
likely that the government would eventually "subsidize" the program,
thus obviating the need for a large fund accumulation.

The system did accumulate a modest fund initially. By 1950, the com-
bined OASI and DI trust funds, measured as a percentage of the system's
total taxable wages, had reached a level of 16 percent. Measured in this
manner, the size of the assets decreased thereafter, and for each of the
last ten years, the system has actually been financed on a "less-than-
pay-as-you-go" basis. As shown in Table 1, disbursements from the
program during the period from 1973 to 1982 have exceeded system
income (excluding investment income on accumulated assets) in each of
the last 10 years by a total of over $48

billion.'igure

1 provides a comparison of the current tax rate (1983),scheduled
tax rates and projected expenditures under the old law as determined in
the 1982 OASDI Annual Report of the Board of Trustees under the
Alternative II-B assumptions. The projected expenditures shown in this .

figure do not reflect the impact of the Tax Equity and Fiscal Responsibility
Act of 1982 (TEFRA) or the changes in assumptions made just prior to
enactment of the new law. This report, as adjusted slightly for the impact
of TEFRA, was the basis for establishing the long-term deficit of 1.80
percent. Under this set of assumptions, expenditures measured as a
percentage of taxable payroll were projected to reach a low of 11.0
percent in the year 2005 and were then expected to rapidly increase to
a rate of 17.0percent in year 2035. This increase of six percent of taxable
payroll represented a 55 percent growth in the rate of expenditures over

t Dwight K. Bartlett III, "Measures of Actuarial Status for Social Security: Retrospect and
Prospect," TSA, XXXIII (1981), 544.

t (1973 and 1974): Robert J. Myers, Social Security (McCahan Foundation), (Homewood,
III.:Richard D. Irwin, Inc., 1975), pp. 393, 394 (1975—82): Old-Age, Survivors, and Disability
Insurance and Hospital Insurance Programs, "Actuarial Cost Estimates for OASDI and Hl
and for Various Possible Changes in OASDI and Historical Data for OASDI and Hl," Table
3A: "Operations of the OASDI and DI Trust Funds, Combined, during Selected Calendar
Years 1960-1981 and Estimated Future Operations during Calendar Years 1982—1986 under
the Intermediate Sets of Assumptions" (Washington, D.C.: National Commission on Social
Security Reform, November 1982).



TABLE I

Comparison of Annual OASDI Income and Disbursements, 1973-82

(In Millions)

Yenr

1973
1974
1975
1976
1977
1978
1979
1980
1981
1982*

1973-82

Income
(Excluding Investment

Incomel

(I)

$ 52,400
59.408
64,774
72.312
79.45 I
89,640

103,709
I 17,382
140,207
152,468

$931.751

Dicburscmcnts

(2)

$ 53, 149
60,593
69, 184
78,224
87.254
96,018

107.320
123,550
144,352
160.279

$979.941

Excess of
Disbursements over

Income

1(2)—( I ) I

(5)

$ 749
I, 185
4,410
5.930
7,803
6,378
3,611
6,168
4, 145
7,811

$48,190

* Estimated experience in accordance with "Alternative II-B" assumptions.

10 ''

rP 10''
5 I
0 15'' I

T 18 r
0 I
P 28 ~ I
T

r
2
8

20
P
R
9 9.
0
I 8.
L

OLD LAW EXPERDITVREE—~9

OLD LAW TAX RATE

CVRRERT TAX RATE

5

~ 2'

1980 1990 2000 2010 2020
12AR

2010 Ice Z090 2050

FIG. I.—Comparison of OASDI scheduled tax rates and projected expenditures



402 General

a period of just 30 years and, when combined with the magnitude of the
ultimate tax rate, constituted OASDI's long-term financing problem prior
to enactment of the new law.

Because system income was projected to exceed expenditures during
the years 1990 to 2015 (shaded area of Figure 1), a fund representing
about 25 percent of the taxable payroll in the year 2015 was projected
to accumulate. Since the 1983 effective taxable payroll is approximately
$1.5 trillion, a fund of the same magnitude in 1983 would be about $375
billion. Because the Consumer Price Index is expected to increase at a
slower rate under the Alternative II-B assumptions than the increase
projected for taxable wages, a fund of 25 percent of payroll in the year
2015 would have exceeded $700 billion in 1983 dollars. This fund was
projected to be depleted, however, around the year 2025 when the baby
boom generation had retired.

The projected fund accumulation was cause for concern among those
who believed that Congress would be tempted to spend it. Robert J.
Myers, the Commission's Executive Director, said of the potential ac-
cumulation, "It is likely that neither Congress nor any administration
would be able to resist lowering taxes or raising benefits in the face of
such large annual excesses of income over outgo that will begin in 1990."4
Mr. Myers believed'hat the pay-as-you-go nature of system financing
should be maintained by automatically decreasing the tax rate whenever
significant levels of funds accumulated.

Although many experts believed the Alternative II-B assumptions un-

derstated the long-term deficit, it is not the purpose of this paper to
evaluate the reasonableness of this particular set of assumptions (either
before or after revision). In developing the deficit of 1.80 percent, how-
ever, two additional implicit assumptions were made that caused this
figure to understate the magnitude of the long-term problem.

4 Memorandum No. 6, from Robert J. Myers. Subject: "Progress of OASDI Trust Funds

over the Years" (Washington, D.C.: National Commission on Social Security Reform, No-

vember 14, 1982).
s In a letter to the author, Mr. Myers stated, "As to the sizable OASDI funds that are

estimated, under the intermediate assumptions. to accumulate in the 15-20 years after 1990,
it is my personal opinion that the tax rates in that period should be lowered. so that this does
not occur....My personal preference, once the short-range fmancial difficulties in the 19g0's

are alleviated, is that a fund of about 50 percent of the actual outgo should be accumulated
and that thereafter the tax rates should be automatically adjusted (either upward or downward)

so as to maintain such a situation" (Washington. D.C.: National Commission on Social
Security Reform, April 7, 1982).
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l. Despite objections to future tax increases expressed by many individuals.

including the President, the calculation assumed that OASDI tax rates would

increase, as scheduled, from 10.8 percent in 1982 to 11.4 percent in 1985 and

to the "ultimate" level of 12.4 percent in 1990.
2. System expenditures were effectively assumed (as illustrated in Figure I) to

drop from 16.8percent of payroll in the year 2056 to 12.4 percent in 2057. This

intuitively unrealistic assumption resulted from consideration of only the next

74 years in determining the long-term deficit. The deficiencies in the tax rate

in years subsequent to the end of the 75-year forecast period, estimated to be

about 4.4 percent of taxable payroll prior to enactment of the new law, were

thus ignored. As time passed however, the 75-year projection period would

have been "rolled forward" one year at a time and previously unrecognized

deficiencies would have surfaced in the long-term deficit calculations.

If expenditures had, instead, been assumed to remain at 16.8 percent of
taxable payroll in years following 2056, and the forecast period extended

indefinitely, the resulting long-term deficit would have been approxi-

mately 3.3 percent'f taxable payroll. If tax rates had been assumed to
remain at the current 10.8 percent level, the deficit would have been

about 4.8 percent, or more than two and one-half times the deficit chosen

by the Commission to represent the long-term problem. Since the tax
rate for 1983 is 10.8percent, it could have been argued that the 4.8 percent
figure represented a more realistic estimate of the average annual defi-

ciency, with the increases in rates scheduled to go into effect in 1985 and

1990, simply viewed as one of a number of possible actions required to
reduce the 4.8 percent deficit.

Whether 75 years or a longer period had been used to calculate the

deficit, or whether future increases in the tax rate had been considered,
it is clear from Figure I that if the system's financing continued on a
pay-as-you-go basis, the long-term deficit would have been about 4.7
percent of taxable payroll when calculated in the year 2005 if the system
provisions had remained unchanged and expenditures had remained at
about 16.8 percent of taxable payroll in years subsequent to 2056.

Figures 2, 3, and 4 illustrate the effect on projected OASDI expendi-

tures of three proposals to address Social Security's long-term problem

"The deficit of 3.3 percent was developed by subtracting the author's estimate of the

actuarial equivalent of the old law scheduled iax rates of 12.3 percent from the level iax rate

of 15.6percent determined under the assumptions and method described in the author's paper

entitled "A Better Financing Approach for Social Security." (To be published in TSA, Vol.

XXXV; preprinied March 15. 1983, by the Society of Actuaries. Chicago. Illinois [p. 851.)
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that were examined by the NCSSR.'igure 2 shows the impact on pro-
jected expenditures of increasing the retirement age to 68 by the year
2012 on a gradual basis starting in the year 2001 as proposed by the
National Commission on Social Security'n 1981. Such a reduction in
future expenditures would have reduced the 3.3 percent (or 4.8 percent)
deficit developed above by about 1.4

percent.'6
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1 Memorandum No. 28, from Robert J. Myers. Subject: "Illustrative Cost Effects on Year-
by- Year Basis for Several Proposals Affecting OASDI Long-Range Costs" (Washington, D.C.:
National Commission on Social Security Reform. June 21, l982).

'ased on calculation made by the author using the assumptions and method described in
the paper "A Better Financing Approach for Social Security" (see n. 6), the reduction in the
present value of future expenditures as a result of this modification was calculated to be
$2.896 billion. which. when divided by the present value of future taxable payrolls of $20 I.874
billion. produced a reduction in the level tax rate of about l.4 percent.
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If this retirement age 68 modification had been adopted, and if Congress
had allowed the excess of scheduled tax rates over system expenditures

to accumulate, OASDI trust funds would have grown to a level of about

40 percent of the taxable payroll in the year 2020 (combined shaded areas

of Figure 2). If a fund of this magnitude existed today, it would be about

$600 billion, or somewhat less than one-half the size of the national
debt.'f

tax rates had been reduced in the future so that no funds accumulated,

the rate would have decreased from today's insufficient level of 10.8
percent to a level of 10.2 percent in the year 2005 and then would have

increased rapidly to about 15.4 percent in 2035, or by 51 percent over a
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FIG. 3.—Effect on expenditures resulting from combination of universal cov-
erage and retirement at 68.

9 On May 24, 1983, the Senate Finance Committee voted to increase the National Debt by

nearly $99 billion, to $ 1.389 trillion (NeIV York Times, May 25, 1983).
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period of 30 years. Thus, if the pay-as-you-go approach had been fol-
lowed, this modification of system benefits would have decreased the
magnitude of the tax rate increases only slightly from the 55 percent
increase in tax rates projected on a pay-as-you-go basis in Figure 1.

Figure 3 shows projected expenditures that would have resulted if, in
addition to increasing the retirement age to 68, Social Security coverage
had been made mandatory for all employees of the United States." This
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FIG. 4.—Effect on expenditures resulting from combination of universal cov-
erage, retirement age 68, and decreased benefit.

'0 The projected reduction in the long-term deficit as calculated in Memorandum No. 28
isee n. 7) was estimated to be 0.5 percent. It should be noted, however, that depending on
how this action was to be implemented. net taxpayer cost (i.e..the increase in general revenue
cost for payment of the employer portion of Social Security for government workers less the
cost savings associated with additional OASDI tax revenue) could have easily been increased
by adoption of this modification.
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combination of system changes would have reduced the 3.3 percent def-

icit developed above by about 1.8 percent." If Congress had allowed the

excess of scheduled tax rates over revised expenditures to accumulate,

the resulting fund would have grown to about 75 percent of the taxable

payroll in the year 2020, or equivalent to a fund of about $1.1 trillion if
such a fund existed today. If tax rates had been decreased in the future

so that no funds developed, the rate would have increased from 9.6
percent in the year 2010 to 15.0 percent in 2035, or by 56 percent over

a period of just twenty-five years.
Figure 4 shows projected expenditures that would have resulted if, in

addition to the two changes already discussed, initial benefit levels had

been decreased (relatively) by increasing, for six years, the "bend points"

in the PIA benefit formula by 50 percent of wage increases rather than

by the full 100 percent. This proposal was made by the Reagan Admin-

istration in May, 1981, and would have resulted in approximately a 13

percent decrease in ultimate benefit levels under the Alternative II-B
assumptions. The combination of such actions would have completely

eliminated the 3.3percent deficit, and if the Alternative II-B assumptions

had been accurate, the scheduled tax rate for 1990 and later could have

been reduced from 12.4 percent to 12.2 percent" without creating a
deficit. This ultimate rate of 12.2 percent would have still been 13 percent

higher than the tax rate for 1983 of 10.8 percent.
If funds had been allowed to accumulate, the combination of these

three modifications (together with the 0.2 percent reduction in the ulti-

mate tax rate) would have produced a fund in the year 2030 and later

of about 110percent of taxable payroll, or comparable to a fund of about

$1.7 trillion if such a fund existed today. If tax rates had been reduced

in the future so as to avoid more than insignificant trust fund accumu-

lation, the rate would have increased from a low of 8.4 percent in the

year 2010 to a high of 13.1 percent in 2035, or by 56 percent in the span

of twenty-five years, as compared with the 55 percent increase in tax

rates over 30 years projected on the pay-as-you-go basis described in

Figure l.
Figure 5 illustrates the impact of using a financing approach that in-

" Using the approach described in note g, the reduction in the present value of future

expenditures resulting from adoption of this combination of system changes was calculated

to be $3,722 billion.
't Using the approach described in note g, the reduction in the present value of future

expenditures resulting from adoption of this combination of system changes was calculated

to be $7,050 billion, producing a level rate of 12.1 percent or an ultimate rate of 12.2 percent.
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corporates automatic changes in the tax rate designed.to avoid significant
fund accumulation." Under the approach presented to the NCSSR by
Mr. Myers, automatic 0.4 percent increases (or decreases) in the tax rate
would be enacted whenever the ratio of the fund balance at the end of
a year to the total outgo during that year dropped below 55 percent (or
increased above 60 percent). For illustrative purposes, the approach was
assumed to start in 1990. In order to prevent the accumulation of a large
fund, the tax rate would have been lowered from 12.4 percent in 1998
to 10.4 percent during the period 2003 through 2007. It would have then
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"Memorandum No. 23. from Robert J. Myers. Subject: "How a Proposal for Automatic
Changes in OASDl Tax Rates Would Operate" (Washington, D.C.:National Commission on
Social Security Reform, June 4, 19g2).



Phnei: Social Security Issues 409

been increased in .4 percent annual increments (with a .4 percent re-

duction in year 2017) to 17.6 percent in the year 2029. Under this pro-

posal, the tax rate would have been expected to increase by 69 percent
in the span of just 22 years. As with pay-as-you-go financing, this ap-

proach would have required relatively steep increases in tax rates when-

ever unfavorable experience resulted, thus placing additional pressure

on a presumably already weakened economy.
The above examples illustrate that while combinations of benefit re-

ductions-and increases in revenues would have reduced the long-term

deficit, solutions to the long-term problem would have resulted only if
the excesses of tax rates over system expenditures in years prior to the

year 2020 had been allowed to accumulate to pay for benefits after 2020.
If the pay-as-you-go approach had been continued, the modifications

discussed above would have failed to prevent rapid escalation of future

tax rates after the year 2010 (or alternatively, would have failed to prevent

unwarranted increases in benefit levels), and would therefore, have not

solved the long-term problem.
Figure 6 illustrates future OASDI expenditures and system income

under the Alternative II-B assumptions reflecting current law provisions,
as developed in the 1983 Trustees'eport. The third line shown in this

figure, labeled "'level'ax rate," is discussed later in this paper. The
average cost rate for the 75-year projection period from 1983 to 2057 is
12.84 percent, while the average "income rate" for the period is 12.87
percent, and the system is considered to be in "close actuarial balance"
under the II-B assumptions.

Because system income under the new law (other than investment

income) is expected. under these assumptions, to exceed expenditures
until about the year 2020. a fund representing approximately 72 percent
of taxable payroll (about $2.3 trillion in 1983 dollars) is projected to
accumulate by the year 2020. Measured as a percentage of taxable pay-
roll, this fund will be about four and one-half times the size of the fund

accumulated in 1950. By comparison, a fund of 72 percent of taxable
payroll in 1983 would be about $1.1 trillion. It is important to recognize
that this accumulation is counted on, as part of the new law solution,
to partially pay for benefits after the year 2020 ivhen expenditures are
again projected to exceed system revenues. If the Alternative Il-B as-
sumptions reasonably approximate future experience, system provisions
remain unchanged, and expenditures remain at 15.44 percent of taxable

payroll in years following 2060, this fund will be depleted shortly after
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the year 2060, at which time the tax rate will have to be raised an ad-
ditional 2.3percent to finance projected expenditures(as shown in Figure 6).

Expenditures, measured as a percentage of taxable payroll, are pro-
jected, under the II-B assumptions, to increase from a low of about 9.9
percent in the year 2005 to a rate of approximately 15.2 percent in the
year 2030. If a fund is not accumulated, and instead, tax rates are lowered
(or alternatively funds are borrowed to finance the HI portion of Social
Security), the long-term deficit will be about 4.4 percent of taxable payroll
when it is calculated in the year 2005, and the system will be faced with
an increase in tax rates of about 54 percent over a period of 30 years.

Thus, while the accumulation of a large trust fund has not been antic-
ipated in the financing of Social Security since prior to 1939, Congress
has fashioned a "solution" to the long-term problem that requires a
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sizeable fund build up. Instead of "pay-as-you-go," the financing ap-

proach anticipated under the new law may be more accurately classified

as "advance funding." If this advance funding approach is not really

intended," however, and pay-as-you-go financing is continued, the "So-
cial Security solution" should be more accurately referred to as the
"Social Security illusion."

While the new law gives the appearance of having solved OASDI's

long-term problem, it should be remembered that cost projections are

only as reliable as the assumptions made in performing the calculations.

If a fund is to be accumulated, more prudent financing of the system's

long-term obligations and a more realistic chance for accumulation of
the fund desired would result from adoption of the following two addi-

tional Social Security reforms:

I. The long-term valuation period should be extended so that all significant future

tax rate deficiencies are included in the calculations.

2. An actuarial advance funding approach should be legislated for the determi-

nation of the system's tax rate. Based on the results of periodic actuarial

valuations, Congress would annually be required to place the program in "ac-
tuarial balance." The program would be considered to meet this requirement

if the trust fund balance plus the present value of future tax revenues approx-

imately equalled the present value of future benefit payments. If the actuarial

assumptions used in the calculation of these values proved to be inaccurate,

the tax rates would be automatically adjusted using actuarial cost-smoothing

techniques. In a similar fashion, actuarial techniques would be utilized to adjust

tax rates for changes in actuarial assumptions and system benefits. In lieu of
the tax adjustments required to place the system in actuarial balance, Congress

could always modify the benefit provisions. Under this approach, actuaries at

the Social Security Administration (or some other designated group of actu-

aries) would be responsible for determining the tax rates required to ensure

system solvency, and in this manner, would be serving a role similar to the

role performed by actuaries for almost all public and private pension plans.

u Based on recent comments of iwo individuals responsible for ensuring the adequacy of
Social Securiiy's financing. it appears that the accumulation of a large fund was noi intended.

The Honorable J. J. Pickle. Chairman of the House Social Security Subcommittee, in a letter

io the Editor of the Wall Street Journal dated May l7. 1983. said. "To begin with, we would

noi want io fund our national retirement program other than on a pay-as-you-go basis. To

accumulate new funds io pay all future benefits would require a government reserve in the

trillions of dollars —a build up of government investments noi likely io be tolerated by the

public." Mr. Harry C. Ballaniyne, Chief Actuary of the Social Security Administration in

another letter io the Editor of the Wall Street Joiirnal dated May I i. 1983. s;dd: "...Social

Security is essentially a pay-as-you-go system...."
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Section 155(a) of the new law requires inclusion in the Trustees'eport
of "an actuarial opinion by the Chief Actuary of the Social Security
Administration certifying that the techniques and methodologies used
are generally accepted within the actuarial profession...." Acknowl-

edgment by the Chief Actuary that the system is to be financed on an
advance funding basis and adoption of an actuarial advance funding

approach for Social Security would enable such a certification to be made.
An actuarial advance funding approach would provide the following

benefits to system beneficiaries, taxpayers and policymakers not pres-

ently enjoyed under the current financing approach:

—The actuarial cost-smoothing techniques would avoid significant increases or
decreases in the contribution requirements resulting from experience deviations.—Tax rate adjustments would be automatic and therefore better insulated from
the political process. Legislation to increase system benefits would be required
to include revenue provisions to keep the system in actuarial balance.—A better price tag would be placed on system benefits, thus providing our
nation's policymakers with a better measure of system cost.—Confidence in the system's ability to provide promised benefits would be greatly
improved.

Adoption of an actuarial advance funding approach for Social Security
would not necessarily require increases in near-term scheduled tax rates.
A financing approach that expects higher rates of contributions from
future taxpayers, however, can hardly be considered conservative. Pay-
ment of the benefits promised by the system will be more likely to result
if there is less reliance on future taxpayers to pay higher rates than we

pay. For, while we can reasonably expect future taxpayers to afford the
same rate we now pay, it is less reasonable to assume they will be willing

to pay higher rates.
The line labeled "'level'ax rate" in Figure 6 was developed based

on the approach outlined in the author's paper "A Better Financing
Approach For Social Security."'-'he determination of the combined
employer-employee tax rate of 13.9percent is shown in Appendix 1. The
fund accumulated under this approach would be expected. under the
Alternative II-B assumptions, to reach about 167 percent of taxable pay-
roll around the year 2030 and remain at about that level thereafter. If a
comparable fund existed today, it would be approximately $2.5 trillion.

"See note 8.
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In addition to the advantages cited above for actuarial financing in

general, adoption of a level tax rate actuarial financing approach would

provide even greater assurance that promised benefits would be paid and

would provide for more equitable sharing of the system's cost between
current and future generations of taxpayers.

There are those who argue that a level tax rate is not politically practical
because it is unaffordable. If this is so, how can we expect tomorrow's
workers to afford even higher tax rates? Others argue that the expected
fund accumulation will result in unbridled Congressional generosity or
will gr'ow to levels so large as to present unsolvable investment problems.
As discussed earlier, the control on benefits under an actuarial financing

approach would actually be improved, because taxes would have to be
increased whenever benefits were liberalized. With respect to the prob-
lems associated with accumulating a large fund, it is important to rec-
ognize and acknowledge that given the present demographic situation

and the income replacement nature of the system's benefit promise, the
only way to keep tax rates from increasing in the future is to build up a
fund. In fact, the magnitude of such a fund under the level tax rate
approach can be considered to be directly proportional to the system's
long-term financial problem.

If the combined employee and employer level tax rate (under the
II-B assumptions) of l3.9 percent to provide the benefits promised to
tomorrow's beneficiaries is, in fact, too high, or if the anticipated fund

accumulation of 167 percent of taxable payroll is too large, then perhaps
the benefit promise should be changed. As discussed above, however,

changing the benefits without changing the financing approach will not
solve the problem. It is not the purpose of this paper to suggest which

combination of system modifications is appropriate, but rather to urge

adoption of an actuarial advance funding approach (with the author'

preference being the level tax rate approach) so that genuine assurance
of "social security" may be given to all current and future system
beneficiaries.

APPENDIX 1

Description of Method and Assumptions Used to
Develop "Level" Tax Rate

l. Assumptions

The Alternative II-B assumptions were used (as outlined in Table 10, page 37,
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of the I983 Annual Report of the Board of Trustees of the Federal Old-Age

and Survivors Insurance and Disability Insurance Funds, Communication from
The Board ofTrustees, Federal Old-Age and Survivors Insurance and Disability
Insurance Trust Funds, transmitting the 1983 Annual Report of the Board
pursuant to Section 201(c) of the Social Security Act as Amended, Washington

D.C., June 24, 1983).
2. Other Assumptions

a) OASDI expenditures were assumed to remain constant as a percentage of
taxable payroll at 15.4 percent after 2057.

b) The component of the income rate attributable to "taxation of benefits"
was assumed to remain constant as a percentage of taxable payroll at 0.77
percent after 2057.

c) Trust investment return was assumed to be 6.1 percent per annum after
2057 (average rate of return from 2010 to 2055).

d) Growth in taxable payroll was assumed to be 5.6 percent per annum after
2057 (average rate of growth from 2010 to 2055).

3. Determination of "Level" Tax Rate (Amounts in Billions)

a) Present value of projected expenditures* ...$ 51,527
b) System assets as of January I, 1983 . $ 25

c) Present value of income from taxation of benefits .............$ 2,477
d) Unfunded present value of projected expenditures,

(a)-(b)-(c) .
e) Present value of future system payrolls* .
fl Level combined employee and employer tax rate.

(d) —: (el . 13.9%

$ 49,025

$352,445

* Information with respect to system outgo and taxable payroll for years 1983 to 2007 and.
quinquennially. for years 2010 to 2060 was supplied by Messrs. Milton Glans and Francisco
Bayo of the SSA. The tables contained preliminary figures from an Actuarial Note INumber
117) prepared by Mr. William D. Ritchie. to be published by the Office of the Actuary.

Like the National Commission on Social Security Reform, I will be
focusing my remarks today on the OASDI portion of Social Security and
not the HI portion.

In the latter part of 1981 and early 1982, I wrote a paper entitled "A
Better Financing Approach for Social Security" which was released in

preprint form to the membership of the Society of Actuaries in March,
1983. I was then and still am concerned with the profession's seemingly
burning desire to validate current cost financing for Social Security. Be-
cause the contributions required under a pay-as-you-go financing ap-
proach are solely a function of current expenditures, and are therefore
not a function of assumptions made by actuaries, I felt and still feel that
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current cost financing cannot be considered to be actuarial. I, therefore,

developed the approach outlined in the Better Financing paper as an

actuarial approach that could be recommended by members of the profes-

sion. It was not my purpose in writing that paper to recommend a specific
tax rate. It was not my purpose to recommend a specific level of fund

accumulation, nor was it my purpose to make specific recommendations

for benefit changes.
The purpose of the paper being presented today and the purpose of

today's presentation is to discuss the OASDI long-term financing problem

as it existed before the Social Security Amendments of 1983, to discuss
the impact on that problem of various changes examined by the National

Commission on Social Security Reform, to discuss the impact on the

problem of the 1983 Amendments, and most importantly, to discuss the

profession's future role with respect to OASDI financing.

Rather than keep you in suspense, I am going to begin with a summary

of my conclusions:
I conclude that even if the Alternative II-B assumptions were accurate,

the 1.80percent deficit adopted by the NCSSR (or the 2.09 percent deficit

subsequently adopted by Congress) understated the long-term problem.
I also conclude that given the income replacement nature of the benefit

promise and the projected demographic situation, the changes examined

by the NCCSR would have failed, and those enacted will fail, to provide

a solution to the long-term problem as long as pay-as-you-go is used to
finance system benefits. Furthermore, sizable asset accumulation will be
required to solve the problem.

Each of these first three conclusions refers to a somewhat vague term

known as the "long-term problem," which I believe is the rapid increase
in tax rates expected to occur after the year 2005 if pay-as-you-go fi-

nancing is used —a problem not adequately disclosed by the actuarial

balance calculation and a problem not solved by the 1983 Amendments.

I contend that if the accumulation of a large fund is not intended for
OASDI, the recently enacted "Social Security solution" is a "Social
Security illusion," and the assurances that the system is financially or
actuarially sound over the next 75 years will have served to mislead the

public, Congress and many actuaries. Finally, I conclude that the profes-

sion should either encourage adoption of actuarial advanced funding

approaches for OASDI, or it should refuse to certify to its financial

condition.
The financing basis for OASDI is generally referred to as pay-as-you-
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gb. Initially, the Social Security Act of 1935 anticipated the accumulation
of a large reserve. This provision of the original act was subsequently
rejected because it was felt that the payroll tax would be too high, the
funds would be used by an irresponsible Congress for whatever purpose
or perhaps the government would eventually step in, thus obviating the
need for a large fund accumulation. The system did accumulate a modest
fund initially and this transparency (Figure A) shows the OASDI fund
accumulation from 1937 to 1982 measured both as a percentage of taxable
payroll and in 1983 dollars. As Robert J. Myers pointed out, the DI
portion of the OASDI fund did not come into existence until 1956 and,
therefore, there is a mistake in the paper where I refer to the "combined
OASDI" Trust Fund reaching a maximum of 16 percent of payroll in
1950. Measured in terms of 1983 dollars, the OASDI Trust Fund reached
a maximum of $101 billion in 1972. You can see that under either measure,
the funds decreased at a rapid rate coincident with automatic indexing
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of the benefits in 1972 and official adoption of pay-as-you-go financing

in 1973.
Even though current cost financing for Social Security was officially

adopted in 1973, as a practical matter, the system has actually been

financed on a "less than pay-as-you-go basis" for the last ten years. In

each of the last ten years, system disbursements have exceeded system

income (other than investment income) by a total of some $48 billion.

As again pointed out by Mr. Myers, the situation was actually worse in

1982 than shown here (Figure B)by about $5.9billion that was transferred

to the OASDI fund from the HI portion of Social Security, bringing the

total shortfall over the ten year period closer to $54 billion.

The next transparency (Figure I of the paper) shows a picture of the

system's financing as it existed prior to the 1983 Amendments. The long-

term deficit for the system was determined to be 1.82 percent, or 1.80
percent as adjusted for TEFRA. This figure shows, as a percentage of
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taxable payroll, old law scheduled taxes, old law expenditures under the
Alternative II-B assumptions (what I call old law —it's the same law just
amended) and the current combined employee-employer tax rate of 10.8
percent. Under the old law, expenditures measured as a percentage of
taxable payroll were projected to reach a low of 11 percent in the year
2005 and then increase to a rate of 17 percent in the year 2035, an increase
of 55 percent over a period of 30 years.

Because system income was projected to exceed expenditures during
the period from 1990 to 2015, a fund of about 25 percent of taxable payroll
was projected to accumulate by the year 2015 under the old law. Since
the 1983 payroll is about $1.5 trillion, a fund of the same relative mag-
nitude in 1983 would be about $375 billion. Because the Consumer Price
Index is expected to increase at a slower rate than the growth rate
projected for taxable payroll under the Alternative II-B assumptions, a
fund of 25 percent of payroll in the year 2015 would have been roughly
$700 billion in 1983 dollars, or about seven times the relative size of the
largest fund accumulated in the program's history (in 1983 dollars). This
fund was cause for concern among those who believed that the system
should be financed on a pay-as-you-go basis.

Mr. Myers told the NCSSR that "the important point to consider in
studying these figures (the fund accumulations) is that they will probably
never be allowed to occur. It is likely that neither Congress nor any
Administration would be able to resist lowering taxes or raising benefits
in the face of such large annual excesses of income over outgo that will
begin in 1990."

Even if the Alternative II-B assumptions had been accurate, the long-
term deficit of 1.80percent was understated. It was understated because
the calculation assumed that the tax rate would increase as scheduled.&
It was understated because the cost rate was assumed, in the long-term
deficit calculation, to drop to the income rate after the end of the 75-
year period, and it was also understated because the excesses of taxes
over expenditures were assumed to be allowed to accumulate (contrary
to Mr. Myers'ssertion).

Even if a fund for OASDI had been allowed to accumulate, the 1.8
percent deficit in 1982 would have increased to 3.4 percent by the year
2005. All you have to do is look at the 75-year actuarial balance calcu-
lation in the year 2005 and extend the forecast period, assuming the cost
rate at the end of the 75-year period remains constant. The deficit would
have been 3.4 percent in the year 2005 and 4 percent in the year 2115.
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These deficits would have occurred because relatively small tax rate
deficiencies, or even surpluses, would have been replaced in the actuarial
balance calculation by large, previously unrecognized deficiencies.

If the forecast period had been extended indefinitely, the 1982 deficit
would have been closer to 3.3 percent, which I developed by extending
the 75-year period and by subtracting the old law effective tax rate of
about 12.3 percent from the 15.6percent level tax rate developed in my
Better Financing paper.

If no significant Trust Fund had been accumulated, the 75-year deficit
would have been about 4.7 percent in the year 2005.

The NCSSR examined a number of proposals to reduce the 1.8percent
deficit. The next figure (Figure 2 of the paper) shows the impact on
projected expenditures of increasing the normal retirement age to 68 by
the year 2012. The American Academy of Actuaries testified that this
change would have reduced the 1.8 percent deficit by about 1.2 percent,
or by about two-thirds. What you can see is that in the middle of what
was to have been the largest fund accumulation in the program's history,
there was to have been a benefit reduction! If such a reduction had taken
place, and if the Trust Fund had been allowed to accumulate, it would
have grown to a level of about 40 percent of the taxable payroll in the
year 2020. If instead, the tax rates had been lowered so that no significant
fund accumulated, the tax rate would have decreased to 10.2 percent in
the year 2005 and then rapidly increased to about 15.4 percent by the
year 2035, or by about 51 percent over a period ofjust 30 years as opposed
to the 55 percent increase under the then current law.

The next figure (Figure 3 of the paper) shows the combined impact of
increasing the retirement age to 68 and mandating Social Security cov-
erage for all employees of the U.S. This combination was strongly en-
dorsed by the profession as a solution that was not expected to have
"severe ramifications." It would have eliminated the 1.8 percent deficit,
and if a fund were allowed to accumulate, it would have grown to a level
of about 75 percent of taxable payroll in the year 2020. If there had been
no fund accumulation, the tax rate would have increased from 9.6percent
of pay in the year 2010 to 15 percent of taxable payroll in the year 2035,
or by 56 percent over a period of just 25 years.

The next figure (Figure 4 of the paper) shows the combined impact of
the previous two changes plus a relative decrease in benefit levels ob-
tained by indexing the PIA "bend points" by 50 percent of the growth
in wages rather than the full 100 percent. It would have completely
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eliminated the 3.3percent deficit that I developed in the Better Financing

paper. In fact, the ultimate rate could have even been reduced from 12.4
percent to 12.2 percent. If the fund were allowed to accumulate, it would

have grown to an ultimate level of about 110 percent of taxable payroll

and would have remained at that level indefinitely. Without the fund,

there would have been a 56 percent increase in tax rates over the 25 year

period from 2010 to 2035.
Well, we'e seen a lot of pictures. What can we learn from the changes

that the NCSSR examined? We can learn that while reducing the deficit,

the changes did not reduce the rate of growth in expenditures from the

year 2005 to the year 2035. Actuarial balance was achieved by anticipating

the build-up of a fund much larger than the largest fund ever accumulated

in the program's history (i.e.. before pay-as-you-go linancing was offi-

cially adopted in 1973). We also saw that reductions in benefits were

assumed to occur during a period in which the large fund was to have

accumulated. Finally, if no funds had been accumulated, because of pay-

as-you-go financing, automatic indexing of the tax rates (as I will discuss

in the next transparency), adverse system experience. increases in ben-

efits, asset transfers to Hl, etc.. the tax rates would have had to increase

by more than 50 percent from the year 2005 to the year 2035 if experience
followed the best estimate assumptions. unless benefits were again

reduced.
The next figure (Figure 5 of the paper) illustrates the impact of an

approach developed by Mr. Myers designed to avoid the problem of the

large fund accumulation. Under this approach, automatic .4 percent in-

creases (or decreases) in the tax rate (.2 percent from the employee, .2
percent from the employer) would have been enacted whenever the trust

fund ratio dropped below 55 percent (or exceeded 60 percent). The beauty
of this approach is that you'e always in actuarial balance! And, as a
matter of fact, you don't even have to do a cost projection under this

approach. What we see, however, is that under the II-B assumptions,

the tax rate would have had to be increased by 69 percent over the period

of 22 years from the year 2007 to 2029 and there would have even been
a tax rate decrease during that period. As with pay-as-you-go, this type
of financing approach would have required relatively steep increases in

the tax rate whenever unfavorable experience resulted. Under these cir-

cumstances, the system would be placing an additional burden on a
presumably already weakened economy.

These last four transparencies that we have examined illustrate the
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long term problem, which is the rapid increase in tax rates that can be
expected if pay-as-you-go financing is continued. There are three causes
of this problem. Cause ¹1 is current-cost financing. Cause ¹2 is the
expected demographic pattern which has two components, the first of
which is widely ignored by actuaries. The first component is the so-called
"favorable" cost period of about the next 20 years due to the low birth
rates which occurred during the latter part of the 1920's, the 1930's and

the early part of the 1940's. The second component of this cause is the
well-known emergence of the baby boom generation. The third cause of
the problem is the income replacement nature of the benefit promise.
The combination of these three causes produces a problem. which is the
rapid increase in tax rates expected to occur over the period from 2005
to 2035. Given Causes ¹2 and ¹3. the only cause left to change if the
problem is to be solved is Cause ¹1—current cost financing.

Now let's look at the impact that the 1983 Amendments had on this
problem. This is a picture (Figure 6 of the paper) of OASDI financing
after the 1983 Amendments under the Alternative II-B assumptions. The
level tax rate shown here is developed using the same type of approach
that I used to develop the level tax rate in the Better Financing paper,
assuming that the cost rate remains level at about 15.4percent of taxable
payroll in years following 2060. The income rate has also been extended
after the end of the 75-year projection period to illustrate the increase
in the tax rate of about 2.3 percent expected to be required shortly after
the year 2060 when the Trust Fund is projected to be depleted.

Under the Alternative II-B assumptions, we see that the average cost
rate is 12.84 percent over the 75 year projection period, the average
income rate is 12.87 percent, and thus, by comparing a "level cost rate"
with a "level tax rate" we have an "actuarial balance." According to a
congressional statement on actuarial principles for OASDI, if there exists
an actuarial balance under a given set of assumptions, the program is
considered to be "actuarially sound" for the next 75 years.

What you can also see is that with the exception of 1983, excesses of
income tother than investment income) over outgo are expected to occur
in each year until the year 2020. with the reverse situation expected
thereafter. Thus. a large OASDI Trust Fund i» expected to accumulate
during the first half of the projection period to be used to partially pay
for benefits during the second half. By the year 2020. the fund under the
II-B assumptions will be 72 percent of taxable payroll. or about four and
one-half times the size of the largest fund accumulated in the program s
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history measured as a percentage of taxable payroll; 16 percent in 1950.
By the year 2025, the fund will be $2.5 trillion in 1983 dollars —a fund
almost 25 times the 1972 fund of $ 101 billion in 1983 dollars. Even under
the Alternative lll assumptions, the fund is expected to grow to a level
of $800 billion in 1983 dollars.

It is important to recognize that this accumulation is counted on, as
part of the 1983 Social Security "solution" to pay for the excesses of
expenditures over income that are expected to occur after the year 2020.
You can readily see that the financing of Social Security under current
law is not really "pay-as-you-go," as we have been led to believe. No,
the financing anticipated under current law may be more accurately re-
ferred to as "advance funding."

Under the Alternative II-B assumptions, the cost rate will increase
from 9.9percent in the year 2005 to 15.2 percent in the year 2035, or by
54 percent over a period of 30 years. If you perform the calculation using
two decimal places, it's a 53 percent increase as compared with the 55
percent increase expected prior to enactment of the 1983 Amendments.

Even if the fund is allowed to accumulate, the program will have a
long-term deficit of about 1.4 percent of taxable payroll in the year 2010
under the II-B assumptions (because of the 75-year projection problem
referred to earlier). Thus, even if the II-B assumptions are accurate, a
comparison of the 75-year average cost rate with the 75-year average tax
rate in the year 2010 will show a deficit of 1.4 percent, if you assume
that the cost rate does not drop to the income rate after 2057.

The first increase in the retirement age under current law is assumed
to take place when the income rate is expected to exceed the outgo rate
by about 2'/z percent of taxable payroll and a fund of some $600 billion
in 1983 dollars has accumulated. The second increase in the retirement
age is assumed to occur when a fund of some two trillion dollars has
accumulated. Also, much of the taxation of benefits revenue is assumed
to occur during this massive fund accumulation period.

With the exception of the initial grading of the tax rates and the different
treatment after the end of the 75-year projection period, there is little
difference in the financing approach anticipated under current law and
the level financing approach that I proposed in my Better Financing
paper. In effect, both approaches anticipate (for the most part) level tax
rate financing of OASDI. If, instead of assuming that the cost rate of
15.4 percent remains level after the year 2057, it is assumed to drop to
13.2 percent (the assumption effectively made in the current actuarial
balance calculation), a "level" tax rate of 12.3 percent would be pro-
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duced. By instituting a "modified" level tax rate approach, Congress
adopted the one feature of the approach I proposed that was found most

objectionable by my critics—the large fund accumulation.
It is important to recognize that this picture of system financing after

the 1983 Amendments illustrates three actuarially equivalent approaches
for financing the system under the II-B assumptions: current-cost fi-

nancing with its 54 percent (or 53 percent) increase in tax rates from

2005 to 2035, current law with its initial 15 percent increase and subse-

quent 17 percent increase after 2060, and level-tax rate financing.

Well, how large is the fund accumulation anticipated under the current
law, anyway? This transparency (Figure C) compares prior OASDI Trust
Fund accumulations, measured as a percentage of taxable payroll, with

those anticipated under current law. The Trust Fund is expected to reach
72 percent of taxable payroll by the year 2020 and then drop off to nil
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shortly after the year 2060. In terms of 1983 dollars (Figure D) you can
see that when the system was not officially financed on a pay-as-you-go
basis (prior to 1973), a fund of about $101 billion in 1983 dollars was
accumulated. Current law (which is officially pay-as-you-go) anticipates
the accumulation of some $2.5 trillion in 1983 dollars in year 2025.

And, the Social Security problem exists under all the assumption sce-
narios, not just II-B. This transparency (Figure E) shows the expected .
increase in tax rates from the year 2005 to the year 2035 under the four
assumption scenarios discussed in the Trustees report. Under Alternative

III, the increase is 84 percent. For those of you who like to think of
Social Security costs in terms of what it will represent as a percentage
of gross national product, this increase will represent a 65 percent in-
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crease in cost measured as a percentage of gross national product. Under
the II-B assumptions, because it is calculated here to two decimal places
rather than one, the increase in tax rates is 53 percent, or 41 percent
when measured as a percentage of GNR Under II-A we see a 54 percent
increase over this period (45 percent as percentage of GNP) and under
Alternative I, there will be a 38 percent increase in the required tax rates.

Despite the assurances from the NCSSR that the system's financing
has not been changed (presumably the members of the Commission were
referring to "pay-as-you-go" rather than "less than pay-as-you-go"),
Congress has fashioned a solution to the problem that requires a sizable
fund build-up.
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Is the solution really a solution or is it an illusion? We'e seen that
the accumulation of the large fund has not been anticipated since prior
to 1939 and as a matter of fact, in 1973 it was officially announced that
Social Security would be financed on a pay-as-you-go basis. Congress-
man J. J. Pickle wrote in the Wall Street Journal after enactment of the
1983 Amendments (in response to a non-actuary who had extolled the
virtues of actuarial financing for Social Security) that, "to begin with,
we would not want to fund our national retirement program other than
on a pay-as-you-go basis. To accumulate now funds to pay all future
benefits would require a government reserve in the trillions of dollars-
a build-up of government investments not likely to be tolerated by the
public." Our own Mr. Myers said, as I mentioned before, "the important
point to consider in examining these figures [the relatively small fund

accumulation expected under the old law] is that they will probably never
be allowed to occur." And he has also said in his response to my paper,
which Lottie Lisle will read later, that, "Basically, I believe that pay-
as-you-go financing, with the accumulation of a fund equal to only about
six months'enefit outgo, is the only feasible approach for a national
social insurance system." Mr. Harry C. Ballentine, Chief Actuary of the
Social Security Administration, responding to the same non-actuary as
Congressman Pickle said, "Social Security is essentially a pay-as-you-

go system."
So, is the system to be financed on a pay-as-you-go basis as these

gentlemen imply, or is it to be advance funded as the law anticipates? If
it is to be advance-funded, there exist no mechanisms in the current law

to ensure that the anticipated fund will actually accumulate.
In light of this apparent conflict, the following are my recommendations

for the profession: I think that we should acknowledge that the "solu-
tion" of the 1983 Amendments is merely an illusion if a large fund is not
to be accumulated. I also think we have a responsibility to educate the
public and Congress as to the nature of the long-term problem, i.e., we
should substitute facts for appearances. We should encourage actuarial
financing for OASDI to ensure the fund accumulation desired, and we

should withhold actuarial certification and renounce the use of actuarial
terminology for Social Security until an actuarial financing approach is
adopted.

What is this guy saying? Actuarial financing for Social Security? Come
on.
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As a result of writing the Better Financing paper, I received one or
two negative responses. These responses went something like this: "Ob-
jections to actuarial financing are firmly entrenched within the profes-
sion" and "most serious students are convinced that actuarial orthodoxy
is not appropriate for Social Security." Fine, but if this is so, we should
not be giving the impression that Social Security is "actuarial," "actu-
arially sound" or "consistent with generally accepted actuarial practice."
The profession just cannot have its cake and eat it too! If actuarial
financing is not appropriate, why did the profession go to such lengths
to insist on inclusion in the Trustees report of a certification that claims
"the techniques and methodology used herein in evaluating the actuarial
status of [the programj are generally accepted within the actuarial
profession?"

If a fund is indeed to be accumulated for Social Security, I believe
more prudent financing of the system's long-term obligations and a more
realistic chance for accumulation of such a fund would result from adop-
tion of two additional Social Security reforms. I propose that the val-

uation period be extended so that all significant future tax rate deficiencies
are recognized. I think some of you might be surprised to find out that
Robert Myers agrees with this. I also propose that the tax rate be de-
termined as a result of an annual actuarial valuation of the program. As
a result of such a valuation, Congress would be required to annually
place the program in actuarial balance. The present value of future ben-
efits and expenses would be balanced against the present value of future
tax income and existing program assets. The system's tax rate would be
determined as the sum of the system's normal cost rate (or perhaps some
percentage of the normal cost rate initially) plus a specified rate toward
"amortizing" the system's unfunded accrued liability. Most importantly,
there would be mechanisms in the system's financing to ensure that the
trust fund is accumulated. Such mechanisms would include automatic
adjustments to the tax rate for actuarial gains and losses, changes in

actuarial assumptions and changes in benefits. In lieu of the automatic
tax rate adjustments, Congress could always modify the system's benefit
provisions.

I'm not talking traditional actuarial financing here. These reforms could
be accomplished in such a manner that the resulting pattern of expected
tax rates could be about the same as anticipated under current law. There
could be an initial phase-in period, and it could be assumed (just as is
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assumed under current law) that the cost rate will drop to the tax rate
after the end of the 75 year projection period. Adoption of this approach
would produce an "ultimate tax" rate of about 12.4 percent. However,
this approach would be different from the current law in that there would
be automatic adjustments of the tax rate as a result of periodic actuarial
valuations.

I think there would be significant advantages to such an approach over
either pay-as-you-go financing or the unstructured. advance-funding ap-
proach anticipated under current law. As opposed to pay-as-you-go, gains
and losses resulting from experience deviation could be spread over a
number of years. The tax rate adjustments would be automatic and there-
fore better insulated from the political process. Legislation to increase
benefits would be required to include appropriate revenue provisions to
keep the program in actuarial balance. There are no such provisions in

the current law. If a fund builds up under the current law, there is nothing
to stop Congress from increasing the benefits. If these reforms were
adopted. Congress would be provided with a better price tag of system
benefits, there would be increased confidence in the program, and there
would be better equity between generations of taxpayers (depending, of
course. on the magnitude of burden assumed for future taxpayers).

While actuarial financing would not necessarily require increases in
currently scheduled tax rates, I believe that an approach that expects
higher rates from future taxpayers cannot be considered to be conser-
vative. I, therefore, developed the level tax rate approach outlined in
the Better Financing paper, the underlying philosophy of which was that
payment of promised benefits is more likely to result if there is less
reliance on future taxpayers to pay higher rates than we now pay.

The level tax rate based on the II-B assumptions (excluding income
fmm taxation from benefits) is 13.9 percent (or 12.8 percent under the
II-A assumptions) versus the ultimate rate assumed under the current
schedule of tax rates of 12.4 percent. Under the level tax rate approach,
a fund of 167 percent of taxable payroll would accumulate around the
year 2030 under the II-B assumptions and would remain at that level
thereafter. If the 13.9percent rate is too high, or if a fund of 167 percent
of taxable payroll is too large, then perhaps the benefit promise should
be reduced.

In summary, pay-as-you-go contributions are solely a function of cur-
rent expenditures and are unrelated to actuarial assumptions. Therefore,
pay-as-you-go financing does not require an actuary to determine the
appropriate tax rate.
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The calculation of an actuarial balance can be misleading. Translated
into English, "pay-as-you-go" means "no fund accumulation." I thus
have a lot of trouble understanding how a financing approach that antic-
ipates no fund accumulation can be considered to be in actuarial balance
as a direct result of assuming that a large fund will accumulate.

In the future, OASDI financing will either be pay-as-you-go (or nearly
so) or advance-funded to some extent. If it's advance-funded, actuaries
can be of important service by making sure that the anticipated funds
do indeed accumulate. If it's funded on a pay-as-you-go basis, the ac-
tuarial calculations that we do may very well mislead the public.

House Majority Leader, Jim Wright, said after the National Commis-
sion announced its proposed solution, "according to competent actuarial
advice, the approach will permit us to maintain the solvency of the Social
Security trust fund perpetually into the future without reducing benefits
for America's retirees." With some qualifications, the profession en-
dorsed the NCSSR solution and it endorsed the l983 Amendments. I
believe that the profession has a responsibility to make sure that the
public is not misled by what we, as actuaries, certify to and to make
sure that the public is fully awa're of the limitations of pay-as-you-go
financing.

It is important for the profession to recognize and acknowledge that
given the present demographic situation and the income replacement
nature of the benefit promise, the only way to keep the tax rates from
increasing is to build up a fund. In fact, the magnitude of the fund
expected to be accumulated on the level tax rate basis is directly pro-
portional to the long-term problem.

I believe that we should withhold actuarial certification for the system
and renounce any "actuarial connection" with the program until it is
financed on an actuarial basis.

I would like to close with Ray Peterson's admonition of some 20 years
ago. He said, "The work of the actuary must not become a soothing
agent that unduly quiets a legitimate concern as to the truly successful
operation of programs established by one generation which will have
powerful effects on future generations." Thank you.

. MoDERAToR MABRY: There is time for questions and comments.

MR. CoNRAD M. SIEGEL: In the l950's I started studying the great
debate papers written by Williamson, Hohans, Meyers and Peterson in
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the 1930's and afterwards. Over this period of time the actuarial profes-

sion has relied on a few experts, mostly within the Social Security Admin-

istration,.because the complexity of the System was such that most of
us simply weren't able to set pencil to paper or data to computer to
verify any of these numbers. So, I would congratulate Ken and urge him

to continue the work that he's doing. I'm delighted that he chose to
present this important paper to the Conference and to see that he's done

some numbers and provided us some very interesting things to think

about.
In 1972, we were told by a conservative Republican President that

there was an actuarial surplus in the fund and that benefits could be

raised 20 percent and the system could be indexed. We read Paul Sam-

uelson, perhaps the most widely read economist, who said that Social

Security is a Ponzi scheme that works; it's a chain letter but it works,

as most chain letters don'. We'e discovered some of these things just
haven't been true.

The American Academy of Actuaries'estimony on Social Security

was rather wishy-washy as befits a committee that wishes to praise with

faint damns a political compromise. Ken's position as a member of the

Academy wasn't included in that testimony, by the way. It reflected the

input of Social Security's latest Chief Actuary. Obviously it did not reflect

the input of the next preceding Chief Actuary, but it was presented as

the official views of the actuarial profession and in that respect, as i'

many things the Academy is presenting as official views, it does not

reflect the wide variety of opinion. So, just in ending, I'd like to con-

gratulate Ken and tell him to continue.

MR. STELNER: Thank you.

MR. WILLIAM D. SMITH: I too would like to add my thanks to Ken
for spending what is obviously a tremendous amount of time on a subject
which his clients cannot be paying him for, but which benefits all of us.
I do have some comments which are going to be somewhat pessimistic,
however.

I view the Social Security system as extremely dangerous, more dan-

gerous than even the military-industrial complex in the United States,
in its ability to create havoc with our economy some time in the future.
Ken's story is either precisely accurate or close enough to being accurate
in telling essentially what is going to happen. He has left out the HI
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portion and if that were included, I think the story would be worse. His
solution makes sense mathematically but it contains, I'm afraid, a weak
point which is fatal.

Ken's solution says that Congress is required to do something. How-
ever, under the current situation, nothing Congress does today is going
to require a future Congress to do anything but what it wants to do. The
only way we can have any hope of something like Ken's'proposal suc-
ceeding would be either a Constitutional amendment or the setting up of
some commission, such as the Federal Reserve Board, which is somehow
or other outside the control of Congress. Congress will continue to need
the ability to change benefits to suit current conditions. How the rela-
tionship between the Commission and Congress would be structured I
can't think through, but without that I don't believe we'e going to see
anything but a crash sometime in the future. Congress will continue to
do that which is politically feasible today. This will lead almost inevitably,
unless we do something fairly substantial, to a situation where the tax-
payers at some future time will be unwilling to put in the money to
produce the benefits which are required by the written system and which
are expected by the people who will then be retired.

Finally, I don't think it matters very much what actuaries say, but I'm
not saying that we shouldn't be saying something and saying it correctly.
Congress is going to do what it wants to do now. If we could attract
enough attention to this, and Ken has certainly taken a significant step
forward in doing it, so that we could get our population to do as I'm

suggesting —to set up something that takes some part of.this, at least the
financing part, out of Congress'ands —we might get someplace. Without
that I don't think we have a hope of not reaching a crash point sometime
in the future.

MR. STEINER: Bill may be absolutely correct. My main point here is
that we may not be able to force Congress to do what we want them to
do, but if that is the case, we certainly don't have to jump up and say,
"I'l certify to the program's actuarial soundness."

MR. GU Y SHANNQN: I'e had the pleasure of seeing some of the earlier
versions of Ken's papers on both of these subjects and I congratulate
him on a very clear presentation of some extremely important and in-

teresting relationships. I think his time is exceedingly well spent and as



432 General

one of the people who've had a little part to do with paying for that time,
I'm proud of his work.

In all of the curves that Ken presents, he views with alarm the steep
increase, 50, 60, 70 percent over 25 or 30 years and that's really the heart
of most of Ken's very proper concern with this matter. I want to play
the devil's advocate for the moment, because, in fact, I think Ken is
pointing out some exceedingly important relationships here. They are
there any way you slice the benefit changes that have been proposed;
nothing changes that particular demographic fact if we follow the track
that we'e on now.

A number of things strike me in looking at the relationships. Most
importantly, all of those curves level off in 2060. When we'e talking
about ZPG (the geometric tiger by the tail), for example, those curves
never level off. They get worse and worse and worse. I find it easy to
accept that the same reasons that produced the sharp 30 year increase
also produced the leveling off. I am encouraged by the fact that the
curves level off and I find that as quite as easy to believe as that they

go down for a.little while and then up very sharply for a while. All of
these relationships are acceptable as long as the point where they level

off is not at 200 percent of payroll.
In my opinion, the projected increases are manageable, i.e., a 50, 60,

even 70 percent increase over 30 or 25 years is only about 2-3 percent
a year. This is exactly how the timeframe of the public works: adjust
any number by 2, 2'/~ or even 3 percent a year. Starting on a base of 10
percent strikes me as not even very difficult. I remember in my early
years in this business, there was talk that the combined Social Security
tax rate would never break 10 percent. The voting public would not stand
for it. We have, have we not, had something like a 50 percent increase
in less than 20 years? So how does that sharp increase in Ken's curve
compare to what we'e digested already? I remember that the income
tax started in 1913at 3 percent. Large increases in taxes can be digested
over a period of time and I don't view Bob Myers'roposal with any
alarm because it goes to only 20, or 25, or 30 percent of payroll. If it
went to 200 percent, that's another matter. Basically I congratulate Ken
on a job very well done so far. I just don't view any of the scenarios as
disastrous.

MR. STEINER: Well, I'd like to respond by saying that I wonder why
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we just had the 1983 Amendments. Following your logic, Guy, we could
have lived with a little higher increases in taxes. We could have gone
from 11 percent of taxable payroll to 17 percent (pre-1983 Amendments),
but instead there was a rather large panic. Members of the profession
were encouraged by the editor of the Actuary to "assume our respon-
sibility as actuaries and convince the public that the amendments were
the only medicine to be given to the sick patient." Well, you know, the
scenarios weren't all that different prior to 1983. If we can live with an
increase of 53 percent after the 1983 Amendments, we could have lived
with the 55 percent increase before.

My point is also that we, as actuaries, hold ourselves out to the public
(through the AAA) as "particularly well qualified to comment on the
long term financial implications of Social Security." As a result there is
an implication that the approaches we recommend are conservative and
fiscally prudent. I just don't find it conservative to certify that an expected
increase in tax rates of some 53 percent is actuarially sound and
conservative.

MR. LAURENcE E. CowARD: I'e got two comments'o make. First,
I think Dorrance Bronson said that a system was actuarially sound if
you knew what your future financial commitments were and you knew
where the money was going to come from when the time came. So it
seems to me that if a system is on pay-as-you-go, it doesn't mean that
the actuaries should run away, abdicate their responsibilities and say
they'l have nothing whatever to do with it. They should project costs
and enable the people who are operating the pay-as-you-go system to
make appropriate provision to get the money. Of course, I'm not saying
that the actuary's going to guarantee that the U.S. tax rates can stand
the kind of obligations that arise. Second, I was looking in the paper for
some kind of guidance to what this enormous amount of money is going
to be invested in if it's going to be invested at all. It is assumed, I suppose,
that it will earn interest. Whether it is to be in marketable securities,
whether it is to be in federal government bonds at an appropriate rate
of interest, is not clear. It would seem to be that if it is in non-marketable
securities, as is Canada's Social Security fund of about $35 billion, then
surely the government has to raise the interest on that fund from taxation.
This is not very difYerent from having to raise it by raising contribution
rates.
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MR. STEFNER: I agree with your point that by anticipating a large fund

accumulation we are substituting one form of promise for another. But,
if the actuarial profession is making a certification as to the financial

status of a retirement program, I believe the profession should not con-
cern itself with the entire federal fiscal picture, but rather only with the
fiscal picture of the retirement program being considered.

With respect to what the fund is to be invested in, my answer is
"investments." (In what will we invest the funds anticipated under cur-
rent law?)

I believe that actuaries should continue to project program costs. The
problem I have, if the program is to be financed on a pay-as-you-go basis,
is taking the projected cost rates and reducing them to a "level" cost
rate and then comparing that rate with a similarly developed level tax
rate and saying that if those two level rates are within 5 percent of each
other, then you'e in close actuarial balance and therefore the program
is actuarially sound.

Ms. LOTTIE LISLE FOR MR. ROBERT J. MYERs: I'm giving Mr.
Myers'iscussionof Ken's paper because he couldn't be here today.

Actuaries who are employed by the Social Security Administration are
always very appreciative when other actuaries take an interest in the
Social Security program. This is so even though there may be a significant
difference of views. As Senator Daniel Patrick Moynihan stated at the
meetings of the National Commission on Social Security Reform,
"Everybody is entitled to their own opinions, but not to their own facts"—
and here he was largely referring to actuarial cost estimates.

I cannot agree with Mr. Steiner on his basic premise that the OASDI
program should be financed by some full-funding procedure. There are,
however, several other matters that he raises with which I am in agreement.

Basically, I believe that pay-as-you-go financing, with the accumulation
of a fund equal to only about six months'enefit outgo, is the only feasible
approach for a national social insurance system. The accumulation of
large reserves is not desirable from an economic standpoint, nor is it
politically possible or desirable. I'm convinced that the only circum-
stances under which we could have large fund accumulations (and main-

tenance thereof) for OASDI is if we were to have "the dictatorship of
the actuaries" as our form of government. Desirable as that might be
from some standpoints, I cannot see it occurring in the foreseeable future!
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Perhaps Mr. Steiner will criticize me for favoring a funding approach

on the basis of what is politically expedient, as compared to what is

technically correct. However, I would not favor any course of action

solely on political-expediency grounds, but that is an element that must

be considered in the real world. Moreover, pay-as-you-go financing for

a system which, unlike private pension plans, has a guaranteed perpetual

life is technically correct. In other words, what actuarial-funding pro-

cedure should be used is not a question of one approach being right, and

all others being wrong.

Mr. Steiner frequently uses the argument that it is not fair to have an

ultimate tax rate for OASDI that is about 50 percent higher than we have

today. I would never use the argument that we cannot afford as high a
tax rate currently as we are proposing to place on future generations,

but rather other ones to justify this situation.

The higher ultimate OASDI tax rate arises in large part because of
demographic changes. These same changes will result in lower general

taxes being needed for other purposes (such as educational costs, because

there will be relatively fewer children.)
Also, with rising productivity in the future, people can pay higher

OASDI tax rates and yet have increases in their real incomes. For ex-

ample, consider an individual with a $15,000annual wage currently (about

the average). Let us assume that, in the future, there will be annual

increases in wages of 5~/2 percent and annual rises in the CPI of 4 percent

(the long-range assumptions in the intermediate-cost estimate of the 1983

Trustees Report.) Under these conditions, the worker has net wages of
$14,190 currently, after deducting the OASDI taxes. In 2033, the corre-

sponding wage will be $218,129 on a gross basis and $199,806 on a net

basis after allowing for OASDI taxes at the employee rate of 8.4 percent,

which would be needed if the financing were on a completely pay-as-

you-go basis. These 2033 net wages represent $28,115 in 1983 dollars,

or almost double the net wages in 1983.
Thus, people can "afford" higher OASDI tax rates in the long-range

future and yet have significantly increased living standards. Even if wages

increase only ~/t percent per year more than prices (instead of 1'/2 percent)

the real wages after deducting the OASDI taxes at the higher rate would

still be 23 percent larger 50 years from now than currently.

Mr. Steiner refers briefly to the financing basis of the 1935 Act as the

taxes being determined "on a reserve basis in accordance with accepted
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actuarial principles." In truth, this elegant language unfortunately was
"window dressing" incorporated in the law in an attempt to assure its
constitutionality. What really was meant, in practice, was that the gross
taxes minus the administrative expenses would be appropriated to the
Old-Age Reserve Account. For more details on this, see page 291 of the
1981 edition of my book Social Security.

Mr. Steiner points out that some experts believe that the intermediate-
cost estimates for the OASDI program are too optimistic. On the other
hand, there are those —not including myself —who believe that the re-
verse is the case. Nor do I believe that they are too optimistic.

A point that Mr. Steiner makes is one which I am in complete agree-
ment —namely, that consideration of solely a 75-year valuation period
obscures and even distorts the financing picture. The reason for this is
that on the present financing basis, as derived from the tax schedule in
the law, a large fund will be built up for about 25 years, beginning in
1990, and then will be gradually drawn on and finally dissipated at about
the end of the valuation period, leaving a sizable gap between the outgo
rate and the tax rate thereafter. Leaving such a large eventual annual
ongoing deficit is hardly a sound way to finance the program.

Such a situation would not occur if the tax rates on a year-by-year
basis were very close to pay-as-you-go rates, or else if the tax rates were
determined on the automatic-adjustment method which I advocate, and
which Mr. Steiner mentioned.

I believe that the valuation period should be for infinity —or at least
for a much longer period than 75 years. This would eliminate the de-
ceptive situation under the present financing basis as the cost-rate tax-
rate relationship at the end of the valuation period. Of course, if the
financing procedure described in the previous paragraph were followed,
this problem arising from a 75-year valuation period would not occur.

The procedure of using an infinite valuation period was followed prior
to 1965. However, it was dropped then because laymen had difficulty in
understanding how finite results could be derived for an infinite valuation
period. For more details on this matter, see page 307 of my book.

In order to use an infinite valuation period and yet obtain finite results,
it is necessary to discount future transactions at interest. This is, of
course, the proper actuarial technique in any case. I believe that it should
be used instead of the present approach of merely averaging 75 annual
rates. Actually, because of counterbalancing elements, virtually the same
results will occur for a valuation period of about 75 years as between
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using interest discount and not doing so. For more details, see page 298

of my book.
In Appendix 1, Mr. 'Steiner develops a level tax rate by using the

present values of future income and expenditures and the assets as of
January 1, 1983. For the latter, he uses $25 billion. Actually, he should

have used $12 billion, which is the net worth of the fund after deducting

out the loan to the OASDI Trust Fund from the HI Trust Fund. However,

such change would not have affected his final result.

MR. STEINER: I'd like to preface my response to Mr. Myers'emarks
by stating, for the record, that I have great respect for Robert J. Myers

and his abilities.
Mr. Myers said that I'm proposing a full funding approach for Social

Security. I'm not proposing full funding. I never said that the system
should be financed on a basis which anticipates that the unfunded accrued
liability is eventually completely amortized. In fact, if the valuation pe-

riod is extended indefinitely as Mr. Myers suggests, and if the level tax

rate approach anticipated under the current law for the period from 1990
to 2060 is continued into perpetuity, one would expect to develop about

the same 13.9percent tax rate that I developed (assuming that the cost
rate remains level after the year 2057).

Mr. Myers claims that pay-as-you-go financing with a fund equal to
only about six months benefit outgo is the only feasible approach for the

system, and the accumulation of large reserves is not politically possible

or desirable. In effect, he's suggesting that we should ignore the fund

accumulation anticipated under the current law. If we do ignore it, how-

ever, we will have no actuarial balance.
He claims that higher ultimate tax rates will arise because of demo-

graphic changes and therefore lower general taxes will result for other

purposes such as education. He is referring in this statement to a situation

that will occur if the system is financed on a pay-as-you-go basis and is

again ignoring the current law. He is referring to the ultimate cost rate
and not the ultimate tax rate anticipated under current law.

Mr. Myers claims that rising productivity will result in the ability of
future taxpayers to afford higher tax rates because there will be real wage

growth and real growth in spendable income. This same argument could
have also been made prior to 1983 Amendments and could have been

used as a justification for not changing the law. We can also make the

same argument to justify higher income tax rates for future generations
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of taxpayers. In making this argument, Mr. Myers also ignores the "fa-
vorable period/unfavorable period" cause of the problem which would
be magnified under Mr. Myers'ogic.

In agreeing that the 75-year limit on the projection period creates a
problem, he admits that the current law is not really financed on a pay-
as-you-go basis, but that the current law anticipates the buildup of a large
fund, as opposed to his prior comments which imply that no significant
funds will be accumulated. In this regard, I wonder why Mr. Myers is
concerned about the 2.3 percent deficit after the end of the 75 year period
when he's not concerned about the 5.3percent increase during the period
from 2005 to 2035?

His "solution" is not to extend both the valuation period and the level
tax rate concept already incorporated in the current law as I have sug-
gested, but to change. the current law by calculating the tax rate on a
yearly basis close to the cost rate, or by using his automatic indexing
approach.

Let me say that while I think that level tax rate actuarial financing is
a better approach, I can live with pay-as-you-go. What I believe is a
mistake is for the actuarial profession to endorse it as being actuarially
sound or in accordance with generally accepted actuarial practice.

Mr. Myers refers to the provision in the initial act that required the
tax rate to be determined on a reserve basis in accordance with accepted
actuarial principles as being merely "window dressing." Well, I'l tell
you, if sizable funds are not accumulated for OASDI, the actuarial cer-
tification in the 1983 Trustees'eport will be just that —window dressing.


