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The United States Social Security program has received considerable 
attention and has been subjected to two major reforms and several mi- 
nor alterations during the past 13 years. After each revision, the 
politicians have solemnly pronounced the program to be in sound fis- 
cal health. The fact is, however. the long range financial condi- 
tion is no more favorable now than it was 10 years ago, and it is 
just a matter of time before major changes will have to be made in 
the system. 

This situation may be similar to that which exists in other coun- 
tries with social insurance systems. This commentary on the U.S. So- 
cial Security system is presented, therefore, in the interest of 
stimulating discussion of the similarities and differences among the 
various countries in the outlook for their social insurance programs. 

There is a tendency for consulting actuaries to take for granted 
their country's social insurance program. perhaps because they be- 
lieve they can have relatively little direct influence on its design 
and operation. The fact remains, however, that a national social in- 
surance program is normally the cornerstone of employee benefit plan- 
ning and is usually the most costly element of an employer's benefit 
system. 

Changes in a national social insurance system will affect private re- 
tirement systems both directly and indirectly. 

- Directly, since changes in social insurance benefits will normal- 
ly result in corresponding changes in private retirement sys- 
tems, since the goal is normally for combined benefits from all 
sources to provide a reasonable income after retirement. 

- Indirectlv, since private retirement systems tend to follow the 
pattern set by a social insurance system. 

Any time that a consulting actuary spends in studying his national 
social insurance system is well worthwhile, not only because of the 
interrelationship between state and private benefit systems but also 
because of the influence that a thoughtful actuary can have on the 
fiscally responsible design and operation of social insurance. 

If actuaries, with their training and experience in assessing the 
probable long range impact of financial plans that are formulated 



today, do not play an important role in designing the social insur- 
ance system in their own country, who will fill the void? Unfortu- 
nately, we know the answer and the result can be an overly generous 
program of benefit promises that cannot be honored, resulting in a 
disillusioned and tumultuous populace. In such a case, qhe eventual 
adverse social consequences can outweigh the good that was achieved 
by the program in the first place. 

This paper maintains that the current United States Social Security 
program is not financially feasible in the long run for the follow- 
ing three reasons, any one of which is sufficient: 

First, if the Social Security program is not changed significantly, 
it will eventually cost more than the taxpayer will be able to pay. 
It is entirely possible that the cost of Social Security will be equ- 
ivalent to as much as 40% to 50% of taxable payroll during the life- 
time of persons entering the work force today. 

Second, even if taxpayers are able to pay the high future taxes need- 
ed to support the program, they will not be willing to pay those tax- 
es. Taxpayers enthusiastically supported Social Security during its 
first 40 years of existence largely because of its low cost and a 
misunderstanding about how it works. As taxes have risen dramati- 
cally and as people have begun to better understand Social Security. 
this support has diminished and it will continue to do so. 

ThirdThird even if the present Social Security program were appropriate 
for the conditions that existed in the past, it will not be appropri- 
ate for conditions that are likely to exist in the future when the 
young working population of today is ready to retire. A social in- 
surance program is a reflection of a country's social and economic 
environment and Social Security has not changed as rapidly as this 
environment has changed. Rapid future changes will make the program 
even less appropriate. 

Social Security Defined 

First, it is probably a good idea to define Social Security. I be- 
lieve most people think it is the program of benefits they can ex- 
pect to receive in exchange for paying their Social Security taxes 
(sometimes referred to as PICA taxes, named after the Federal Insur- 
ance Contributions Act): that is, the Old-Age benefits, Survivor 
benefits, Disability benefits, the Medicare-Hospital Insurance bene- 
fits. These benefits are frequently referred to as OASDI and HI ben- 
efits. I believe it also includes the Medicare-Supplementary Medi- 
cal Insurance (SMI) program, even though these benefits are financed 
by general revenue and premiums paid by participants, and not by the 
PICA taxes. 



A person who retires at age 65 receives monthly benefits under the 
Social Security program, made up of two parts: 

A cash annuity, payable monthly for life. adjusted explicit- 
ly to reflect changes in the Consumer Price Index (CPI); and 

0 A medical-care annuity, payable monthly for life, the value 
of which increases implicitly as the cost of medical care 
increases. 

The medical-care annuity is not paid in cash, it is paid in kind: 
that is, in the form of medical-care insurance ~rotection, the ap- 
proximate monthly value of which can be determined from the annual 
Trustees Reports. 

Here are some examples of average monthly annuities paid in 1986: 

Retired Worker Retired Worker 
Over Aae 65 and S~ouse 

Cash Annuity $481 $819 

Medical-Care Annuity 
0 HI 134 
0 SMI 3 

Total $687 $1,231 

lor the retired worker alone. the medical-care annuity of $206 is 
43% of the cash annuity of $481. For the retired worker and 
spouse, the medical-care annuity of $412 is 50% of the cash annui- 
ty of $819. (These examples are estimates based on averages and 
ignore the differences in male and female per capita medical care 
costs. ) 

Medicare is thus a very important part of every retired person's 
benefits. A reduction in Medicare benefits may be even more bur- 
densome to the beneficiary than a reduction in cash benefits. 
since it may be more difficult to replace benefits lost as a re- 
sult of Medicare cuts than it is to replace reductions in cash ben- 
ef its. 



The Cost of Social Security and Our Inabilitv to Pay 

On March 31, 1987, the annual reports on the financial condition 
of Social Security were released by the program's Trustees. In 
the past, there have been three Trustees: The Secretary of the 
Treasury, the Secretary of Labor, and the Secretary of Health and 
Human Services. Since 1985, there have also been two public Trus- 
tees (appointed for four-year terms by the President and confirmed 
by the Senate). 

It is obviously impossible to predict with certainty all the fac- 
tors that will determine the ultimate cost of Social Security: in- 
flation, fertility or birth rates, unemployment, changes in produc- 
tivity, etc. Therefore, the Trustees Reports include long-range 
projections of income and outgo for the program under four alterna- 
tive sets of assumptions about future economic and demographic con- 
ditions in order to portray a general range within which income 
and outgo might reasonably be expected to fall. 

One way to analyze the results of the 1987 Trustees Reports is to 
compare the projected benefits (including administrative expenses) 
with the projected tax income (the scheduled FICA payroll tax paya- 
ble by employers and employees combined, the scheduled SECA tax 
paid by the self-employed, and small amounts of earmarked general 
revenue). Table 1 makes this comparison for OASDI and HI benefits 
combined, i.e., the portion of Social Security that is financed 
primarily by the Social Security taxes. It shows the proportion 
of benefits that can be financed by scheduled tax income under 
each of the four alternative sets of assumptions for three 25-year 
time periods beginning in 1987, as well as for the entire 75-year 
projection period. The comparisons are only approximate since 
they are based upon the arithmetic average of the tax income and 
the benefit outlays during each year in the period under study. 

Table 1 
Prouortion of OASDI and HI Benefits That Can be Financed by 

Scheduled Tax Income 

Time Period 
25-Year Averages: 

1987-2011 
2012-2036 
2037-2061 

75-Year Average: 
1987-2061 

Alternative Assunrvtions 
I - &A II-B LU 

Derived from Table E3 of Appendix E of the 1987 OASDI Trustees Re- 
port. 



These figures indicate that under the Alternative I assumptions, 
there would be more than enough tax income to pay the promised ben- 
efits throughout the 75-year projection period. i.e., tax income 
would average about 115% of benefits. As one might expect, these 
are usually referred to as "optimistic" assumptions. 

Under the Alternative 11-B assumptions, tax income would average 
about 112% of benefits during the next 25 years, creating a sur- 
plus that would be needed to offset the deficits in ensuing 
years. Over the entire 75-year projection period, tax income 
would average only 84% of benefits. This set of assumptions, some- 
times called the "intermediate" set. is customarily used by policy- 
makers as the benchmark against which to measure the system's fi- 
nancial health. 

Under the Alternative I11 assumptions, tax income would be suffi- 
cient to pay only 96% of the promised benefits during the next 25 
years (projected taxes are approximately equal to projected bene- 
fits during the first 10 years or so of this period). During the 
following 25-year period from 2012-2036 (when the baby boomers 
reach retirement age), tax income would be sufficient to pay only 
57% of the promised benefits. During the period when the children 
of the baby boomers reach age 65 (2037-2061). scheduled tax income 
would pay for only 44% of the promised benefits. Some observers 
refer to these as "pessimistic" assumptions. 

Another way to compare projected income and outgo over the years 
ahead is illustrated in Table 2 which indicates the pattern of in- 
creased taxes necessary to support benefit payments under the vari- 
ous alternative projections. With regard to the income column: 
Combined employee and employer tax rates amount to 14.3% in 1987 
and are scheduled to increase to 15.3% by 1990. The remainder of 
the projected income is accounted for by general revenue, includ- 
ing that generated by taxing a portion of Social Security benefits. 

Table 2 
Projected Income and Outgo Under the OASDI and HI Program 
r ed as a Percentacre of Taxable Social Securitv Earnine Em ess 

Outao 
Income Alt. I Alt. 11-A Alt. 11-B Alt. I11 

Derived from Table E3 of Appendix E of the 1987 OASDI Trustees Re- 
port. 



The figures in Tables 1 and 2 do not include Supplementary Medical 
Insurance benefits, which are financed largely by general reve- 
nue. Unfortunately, official cost estimates of the SMI program 
are made by the Trustees for only three years, presumably on the 
theory that general revenue represents a bottomless ,well from 
which we can draw to pay for SMI no matter how much it costs. 

The cost of SMI benefits is currently equivalent to approximately 
two-thirds of the cost of the HI program. Assuming this cost rela- 
tionship continues, the SMI cost will rise to between 2% and 9% of 
payroll during the projection period, depending upon the particu- 
lar assumptions used. 

Of course, no one can know in advance which of the four alterna- 
tive projections best depicts the future. An indication of the 
relative degree of optimism or pessimism in the various projec- 
tions can be determined by examining the economic and demographic 
assumptions illustrated in the following Table 3. These assump- 
tions are key to determining the size of the beneficiary popula- 
tion relative to the size and productive capacity of the taxpaying 
population. Most of the assumptions vary for the next several 
years, reaching their ultimate level by the year 2010. 

Table 3 

Alt, I 1 1 1  Alt. 11-B Alt. I11 

Total Fertility Rate 
(1.84 in 1986) 2.3 2.0 2.0 1.6 

Productivity 
(annual real increase) 2.4% 2.1% 1.7% 1.5% 

Consumer Price Index 
(annual increase) 2.0% 3.0% 4.0% 5.0% 

Mortality Rate 
(annual decrease) 0.3% 0.6% 0.6% 1.2% 

The total fertility rate may be defined roughly as the average 
number of children that would be born to a woman in her lifetime 
based upon the birth rates prevalent during the year under consid- 
eration. Fertility rates have fluctuated widely in the past but 
the long-term trend has been downward. 



During this century the rate has ranged from a high of 3.7 in 1957 
to a low of 1.7 in 1976. The average rate during the 10-year pe- 
riod 1977-86 is estimated to be 1.82. 

According to the 1987 Trustees Reports, the past "variations in 
fertility rates have resulted from changes in social attitudes, 
economic conditions, and the use of birth'control methods. Future 
fertility rates may be expected to exceed the present low level, 
because such a low level has never been experienced in the U.S. 
for a long period, and because such a level is well below that 
needed to maintain the size of the population, in the absence of 
increased net immigration. The recent historical and ~r0ieCted 
frends in certain wwulation characteristics. however. are consist- 
ent w i t h  a continued relativelv low fertility rate (emphasis add- 
ed). These trends include the rising percentages of women who 
have never married. of women who are divorced. and of young women 
who are in the labor force." 

A review of these points suggests to me that the long-term fertili- 
ty rate will probably be lover, not higher, than the current rate 
of 1.84. Accordingly, the Alternative I11 rate of 1.6 does not 
seem to be pessimistic; to the contrary, it is probably realistic 
and it may even be optimistic (the higher the fertility rate, the 
lower the long-range Social Security cost expressed as a percent- 
age of payroll during the 75-year projection period). In Western 
European countries the average fertility rate is currently 
approximately 1.5 and in the Federal Republic of Germany it is 1.3. 

The productivity increase, together with the Consumer.Price Index 
increase. is an important determinant of future payroll, which in 
turn affects future tax income. 

According to the 1987 Trustees Reports, "For the 30 years 1956-85, 
annual increases in productivity for the total U.S. economy aver- 
aged 1.6%. the result of average annual increases of 2.5. 1.5, and 
0.9% for the 10-year periods 1956-65. 1966-75, and 1976-85, respec- 
tively." According to the experience of the past 20 years. the Al- 
ternative I11 productivity assumption is not pessimistic; to the 
contrary, it is optimistic (the higher the productivity increase 
and thus the higher the payroll, the lower the Social Security 
cost expressed as a percentage of payroll during the 75-year pro- 
jection period). 

Although the CPI assumption is shown as a point of reference. it 
is not by itself a determinant of future costs. The future cost 
of the Social Security program. expressed as a percentage of pay- 
roll, depends upon the relationship between program cost increases 
and taxable payroll increases (both of which are affected by chang- 
es in the CPI). 



The average annual decrease in the mortality rate (more precisely, 
the age-sex-adjusted death rate) that was assumed for the period 
from 1985-2060 ranges from 0.3% under Alternative I to 1.2% under 
Alternative 111. Historically, the average annual decrease was 
1.3% during the period 1900-1983, 1.5% during the period 
1940-1983, and 1.9% during the period 1968-1983. The relative ef- 
fect on the long-range cost of the system of moving from one illus- 
trative alternative to another is approximately the same for the 
mortality rate as it is for the fertility rate, The various as- 
sumptions as to mortality improvement are based upon steady annual 
changes and not upon one or more major breakthroughs, which are 
probably not out of the question and which would materially in- 
crease long-range costs, all other factors remaining constant. 

A factor not illustrated explicitly in Table 3 that has a very im- 
portant effect on projected costs of the Medicare part of Social 
Security is the rate of increase in the unit cost of hospital and 
physician services, as well as other institutional and ambulatory 
care. Of course, these increases are partially related to changes 
in the CPI and in average wage levels. As already noted, changes 
in average wage levels are normally a function of changes in both 
the CPI and in productivity, although economic history of the past 
10 years indicates this relationship is not always predictable dur- 
ing any given short time span. Under all four alternative sets of 
assumptions it was assumed that ultimately the costs per unit of 
medical care service would increase at the same rate as average 
wage levels. Somewhat higher rates of increase were assumed in 
the interim. (Reference should be made to Appendix A of the 1987 
Hospital Insurance Trustees Report for more specific information 
about these assumptions.) 

Of course, in deciding which set of economic and demographic as- 
sumptions to rely upon, it is not a question of selecting the "cor- 
rect assumptions" since that is clearly impossible. The question 
is this: For the Social Security program. which makes promises 
about benefits payable as much as 50 to 75 years in the future, 
what set of assumptions should be used to determine whether or not 
it seems reasonable to expect that future income will be approxi- 
mately equal to future outgo and that benefit promises can be ful- 
filled? 

In making this test, it seems to me that the Alternative I11 as- 
sumptions are the most appropriate of the four sets of assumptions 
shown in the Trustees Reports--and even they may be somewhat opti- 
mistic. Based upon these assumptions, it is clear that we have 
promised substantially more in benefits than can be provided by 
the scheduled taxes. It is true that taxpayers will be able to 
pay taxes well above the scheduled future level of 15.3% of pay. 
They will not be able to pay taxes equivalent to 40% or 50% of 
pay, however, since there are many other programs that must be sup- 
ported by federal, state, and local taxes. 



Therefore, major changes will have to be made in the current So- 
cial Security program sometime before the turn of the century be- 
cause of the sheer inability of taxpayers to pay the taxes that 
will be necessary to support the program as well as all the other 
mandatory government programs. 

Our Unwillinuness to Pav Substantiallv Hicrher Taxes 

One might argue that the public will be able to pay Social Securi- 
ty taxes of 40% to 50% of pay (for employees and employers com- 
bined) because productivity will continue to increase and the re- 
sulting gain in income can just as well be spent on social insur- 
ance benefits for the inactive population as on a higher standard 
of living for the active working population. 

It is a very questionable assumption that the government (or 
well-meaning social planners) will be able to convince the public 
that a significant portion of gains in income (because of group or 
individual productivity increases) should be diverted from the im- 
mediate enjoyment by the worker and used for the benefit of some- 
one else in either a contemporaneous period or some future period. 

More-over, there are numerous programs other than Social Security 
that will be competing for the taxpayers' future earnings, includ- 
ing any productivity gains: for example, improvements in our edu- 
cational system: rebuilding our decaying roads and bridges and oth- 
er key elements in our national infrastructure: maintenance of a 
cleaner environment, including preservation of an adequate supply 
of clean water; and the provision of increasingly sophisticated 
and costly health care, before as well as after retirement. 

In any event, a significant redistribution of future gains in in- 
come will not be easy to accomplish in the United States as long 
as we retain our present degree of economic freedom. 

Another important point that has a bearing on our willingness to 
pay higher Social Security taxes is the public's increasing under- 
standing (and past misunderstanding) of how Social Security works. 

In explaining Social Security over the years, the government em- 
ployed certain rhetoric that contributed to the past misunderstand- 
ing. The use of words and phrases like "insurance," "trust fund," 
"account," "contributions," and "earned right," while not necessar- 
ily wrong, has frequently conveyed the wrong impression. After 40 
years of this rhetoric, people began to believe that they were 
buying and paying for their own benefits. This was not true for 
either individuals or generations of people. In fact, during the 



first 50 years of Social Security's existence, the total taxes 
paid by employees and employers combined have amounted to less 
than 20% of the value of benefits that have been paid or promised 
with respect to this period of participation. In other words, dur- 
ing the past 50 years, Social Security tax rates would have to 
have been at least five times what they were to be adequate to pay 
for benefits that were "earned" during that period. 

No wonder the public liked Social Security. They were paying ri- 
diculously low "contributions," yet they thought they were saving 
for their o m  retirement without a significant subsidy from others. 

President Franklin D. Roosevelt, himself, set the tone for this 
rhetoric when he responded to a visitor who complained about the 
economic effect of the Social Security payroll tax: "I guess 
you're right on the economics, but those taxes were never a prob- 
lem of economics. They are politics all the way through. We put 
those payroll contributions there so as to give the contributors a 
legal, moral, and political right to collect their pensions. ..With 
those taxes-in there, no damn politician can ever scrap my social 
security program." 

Beginning in the mid-1970s, the public began to understand that 
they were really paying taxes, not so-called "contributions." 
They learned the so-called "trust funds" were about to run dry and 
there wasn't any money in their so-called "account." They learned 
that their so-called "insurance" was really "social insurance" and 
not the kind of insurance where premiums were commensurate with 
the benefits--in other words, that their taxes bore virtually no 
relationship to their benefits. And finally, in the past few 
years, they learned they didn't have any "earned rights" to 

as Congress effectively cut retirement benefits for some 15% 
of the retired population by taxing them, eliminated students' ben- 
efits even though the deceased parent had satisfied all conditions 
for their payment, reneged on promised inflation protection. in- 
creased the normal retirement age for persons now under age 50, 
and so on. 

During the past 10 years, enthusiasm for Social Security has waned 
as taxes have risen and as people have begun to understand that 
the program is a gigantic income redistribution program with plen- 
ty of social adequacy but very little individual equity. Pewer 
and fewer people believe the Social Security program to be fair 
and if a program--any program--is not considered fair by most of 
its participants, it cannot survive in a democratic society. The 
mere mention of phrases like "income transfer'' or "income redistri- 
bution" is enough to make a social planner's eyes light up. It 



might even light up the eyes of the beneficiaries of such redistri- 
butions. The informed taxpayer whose income is being redistrib- 
uted sometimes reacts differently. 

Therefore, major changes will have to be made in the current So- 
cial Security program sometime before the turn of the century be- 
cause a tax increase of the magnitude that will be required to 
maintain the current Social Security system is more than the tax- 
payer will tolerate, even if it appears to a social planner to be 
affordable. 

The Ina~~ro~riateness of the Current Social Securitv Prwram 

The development of a system like the Social Security program is a 
continuing and evolutionary process. A program that was appropri- 
ate for yesterday is not appropriate for today. A program that is 
appropriate for today will not be appropriate for tomorrow. 

The present Social Security program is a product of decisions made 
by past generations of policymakers who lived in a different so- 
cial and economic environment and who were trying to resolve prob- 
lems different from those that will exist in the future. When So- 
cial Security was enacted some 50 years ago, the nation had been 
in a serious depression for almost six years. The social and eco- 
nomic conditions existing at that time included the following: 

More workers than jobs and a consequent high unemployment 
rate; 
A small elderly population relative to the younger poten- 
tial working population; 
Relatively undeveloped reliable institutions through which 
an individual could invest and save for the future: 
An almost completely undeveloped system of private pensions 
and other employee benefits provided by employers. 

When the bulk of today's population approaches retirement some 25 
to 50 years in the future, social and economic conditions can be 
expected to be quite different from what they are now or were 50 
years in the past. Accordingly, the nation need not and should 
not be forever influenced by past decisions made to solve past 
problems. 

More specifically, Social Security should be viewed as more than 
just a retirement program. It is, in effect, a rigid mechanism 
for dividing the population into two groups: those who work and 
produce goods and services, and those who are inactive but still 



share in such production. The particular division fostered by So- 
cial Security may have been appropriate in the past, but it will 
not be appropriate for tomorrow. The early 60s will not be a prop- 
er age to divide the active from the inactive population as the 
baby boom of yesterday becomes the senior boom of tornorrow. A 
flexible system is needed that will permit this separation into ac- 
tive and inactive groups of persons to be self-adjusting with the 
changing times: changing proportions of old and young, improved 
health at older ages, longer lifetimes, more women in the paid 
work force, and so on. (The projected high future costs of Social 
Security are simply an indicator of this inappropriate division of 
the population into two groups.) 

The only way to bring about a rational change in Social Security 
is to examine the characteristics of the younger segment of our 
population, together with the social and economic environment that 
it now seems reasonable to assume will prevail throughout their 
lifetime, and then design a new social insurance system that is ap- 
propriate for these suppositions. (The system for today's elderly 
has already been designed and should be considered virtually invio- 
lable. ) 

One way or another, by means of rational analysis or demagogic-in- 
spired turmoil, major changes will be made in the current Social 
Security program. If we are fortunate, the program will be re- 
formed through rational analysis so that it more nearly reflects 
the evolving social and economic environment. 

Senator Russell Long, recently retired after having served in the 
Senate since 1948, was Chairman of the Senate Finance Committee 
for 14 years and was generally considered the most influential Dem- 
ocrat in the Senate. Not all Congressmen fully understand Social 
Security, but Senator Long probably does. In a 1985 speech to the 
annual meeting of members of the Association of Private Pension 
and Welfare Plans, he characterized Social Security as follows: 

"Social Security is nothing more than a promise to a group of 
people that their children will be taxed for that group's bene- 
fit." 

Is this really true? I believe it is. Is this a sound. basis on 
which an individual can base his retirement planning? This is not 



a rhetorical question; it is a question that each of us should an- 
swer. When we make financial plans for our retirement, is it pru- 
dent to assume that our children and the children of our friends 
and neighbors (and the children of people w e  don't even know) will 
be willing to pay the taxes needed to pay benefits promised by the 
current Social Security system--a system that may require combined 
employee and employer taxes, including general revenue, equivalent 
to as much as 40% to 50% of payroll; a system that is becoming 
increasingly unpopular? 

I believe it is reasonable to assume that our children (and in 
some cases our grandchildren) will be willing to pay taxes to 
provide pome kina of "social insurance" benefits. I do & be- 
lieve it is reasonable to assume that our children will be both 
&& and willing to pay the high taxes that will be necessary to 
provide the benefits promised by the present Social Security sys- 
tem. Furthermore, I do not believe that the current system will 
be appropriate for the social and economic environment of tomorrow. 

There is no reason for the United States to continue with a social 
insurance system that is controversial, constantly on the verge of 
financial collapse, and out of phase with the times. Living with 
such a system is an unnecessary drain on our collective productiv- 
ity and psyche. It is eminently more sensible for us to design a 
social insurance system that is understood and perceived as fair 
and reasonable by the majority of the citizens and that will be 
considered an aid, rather than a hindrance, to the attainment of a 
healthy and productive national economy. 


