
SOCIAL SECURITY FINANCING:
A New Package Or Just New Packaging?

INTRODUCTION

The social welfare activities of Government have 
grown significantly since the passage of the Social 
Security Act in 1935. Congress has progressively 
expanded the original social security program to in
clude disability insurance, hospital insurance, and 
supplementary medical insurance, as well as old-age 
and survivors insurance.

The expansion in programs has been accompanied 
by expansion in coverage of workers. The propor
tion of persons in paid employment covered by social 
security increased from 58 percent in 1940 to 90 per
cent in 1971. By 1950, the Social Security Act had 
been amended to cover railroad workers, certain 
World War II veterans, regularly employed farm 
and domestic workers, nonfarm self-employed per
sons, and Federal civilian employees not under the 
Federal retirement system. Legislation in the 1950’s 
and 1960’s brought professional, self-employed in
dividuals, members of the Armed Forces, and 
ministers into the programs.

Social security tax receipts also have grown over 
the past 35 years because of growth in covered 
population, higher tax rates, and higher maximum 
wage bases— the maximum annual wages to which 
social security tax rates are applied (Table I ) . 
Social security taxes paid in fiscal 1971 totaled $52.7 
billion, compared to the $593 million paid in 1940. 
In 1937, covered employees and their employers each 
were taxed at a rate of 1 percent of the employee’s 
annual wages up to $3,000. By 1971, the tax rate 
on individual employee wages paid by both the em
ployee and employer had increased to 5.2 percent, 
and the wage base had risen to $7,800. The 1972 
tax rate is 5.2 percent, with a maximum wage base of 
$9,000. Under present law (P L  92-5), the base is 
not scheduled to increase after 1972, but the tax rate 
will rise to 6.05 percent by 1987.

Whether these future tax schedules will become 
effective is problematical. In accordance with the 
provisions of the Social Security Act, in 1969, the 
Secretary of Health, Education, and Welfare ap
pointed an Advisory Council, composed of 13 mem
bers representing different public interests, to re
view the status of the social security trust funds 
in terms of long-term commitments, adequacy and 
scope of benefit coverage, and impact on public as

sistance.1 The Council’s recommendations, submitted 
in March 1971, call for provisions to increase bene
fits and the maximum tax base automatically and to 
formalize the present pay-as-you-go financing system. 
Limitation of trust fund balances at a level approxi
mately equal to one year’s benefit payments and re
vision of current conservative estimates of future tax 
receipts could result in larger benefit payments with
out comparable tax increases in the near future. 
Other recommendations, however, include larger 
benefit payments not currently scheduled.

If Congress were to adopt the financing and bene
fit payment reform recommended by the Advisory 
Council, increases in tax rates after 1972 might be 
postponed until after the year 2000. Under this 
proposal, the tax rate paid by both employees and 
employers would increase to 6 percent in 1972, and 
the maximum wage base would rise to $12,000 in 
1974. Further increases would automatically follow 
gains in employee earnings (Table I I ) . Even so, 
under this proposal, total social security taxes paid 
would increase. The Council’s recommendations are 
discussed in a later section of this article.

THE CURRENT PROGRAM

Financing Employers withhold social security 
taxes from their employees and remit the proceeds, 
along with their own matching contributions and 
withheld income taxes, to the Treasury. Social se
curity taxes are then transferred from the Treasury’s 
general revenue fund to the social security trust 
funds according to the tax rates on wages of covered 
employees shown in Table I. Those who are eligible 
and elect to participate in the supplementary medical 
insurance program pay monthly premiums that are 
matched by Government contributions from the gen
eral revenue fund. Additional trust fund receipts 
from the general revenue fund finance certain benefit 
payments and cover interest on U. S. Treasury se
curities held by each trust fund.

Trust Funds Reflecting the concept that social 
security benefits are related to contributions, the tax 
receipts are placed in designated trust funds that are 
separate from the general revenue fund. The current

1 U. S. Cong., H.R., Reports of the 1971 Advisory Council on Social 
Security, Communication from Secretary of Health, Education, and 
Welfare, 92d Cong. 1st Sess., April 5, 1971 (Washington: Govern
ment Printing Office, 1971).Digitized for FRASER 
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method of financing and the present size of trust 
fund balances, however, reflect a current-cost fi
nancing system or a pay-as-you-go approach. Cur
rent balances in the O A SI and DI trust funds would 
support benefit payments at their present level for 
only 13 months. This current-cost system certainly 
would not meet the actuarial standards of private in
surance companies. To be considered actuarially 
sound, a private insurance fund should be sufficient 
to pay all accrued liabilities if operations were ter
minated. Social security actuaries and most policy
makers, however, have an alternate conception of 
soundness for social security insurance. That is, ex
pected future receipts should be sufficient to cover 
anticipated benefit payments and administrative costs 
over a specific valuation period. Under this theory, 
the benefits to be paid to current contributors depend 
upon the taxes to be paid by future contributors.

Cycle of Financing and Benefit Payments Con
gress has followed no official schedule or guidelines 
in increasing social security taxes and benefits over 
the years. In recent years, however, pressure to raise 
benefits has arisen because of sharp increases in 
prices and loss of purchasing power of benefits. In 
addition, a noticeable pattern has resulted, in part,

from the method of forecasting future taxes and bene
fit payments used by the Social Security Administra
tion.2 Even though more accurate short-and inter- 
mediate-range estimates of future tax receipts are 
prepared, conservative, long-range forecasts have 
dominated Congressional decisions regarding in
creases in benefit payments. Benefit and tax 
schedules are determined so that the social security 
programs are actuarially sound according to social 
security insurance standards-—long-run benefit pay
ments equal long-run receipts. The long-range fore
casts, though, have historically underestimated future 
tax receipts because they have underestimated future 
earnings. As a result, cash surpluses have been 
higher than estimated, and trust fund balances have 
increased to such an extent that the program has ap
peared to be overfinanced according to social se
curity actuarial standards.

As a result, strong pressure to increase benefits 
has developed every year or so, and on several oc
casions Congress has amended the Social Security 
Act to liberalize benefits. When this has been done, 
however, Congress has usually set new tax schedules

2 For more complete discussion see Joseph A. Pechman, Henry J.
Aaron, and Michael K. Taussig, Social Security: Perspectives for
Reform (Washington: The Brookings Institution, 1968), pp. 149-164.

Table I

MAXIMUM TAXABLE EARNINGS, TAX RATES, PREMIUMS, AND AVERAGE MONTHLY BENEFITS
UNDER SOCIAL SECURITY, 1937-1971

M onth ly

Year

A nnua l
M axim um

W age
Base

Tax Rate (Percent)1 Premium A ve rag e M o n th ly  Benefits

Tota l O A S I2 DI3 HI4 SM I3

Retired
W orke r

and
W ife "

S u rv ivo r— 
W id o w  and 
2 C h ild ren '

D isabled 
W orke r — 
2 o r M ore 
C h ild ren '

1937-49 $3,000 1.0 1.0 $ 38.40s $ 47.90s
1950 3,000 1.5 1.5 .... 71.70 93.90
1951-53 3,600 1.5 1.5 78.90 103.90
1954 3,600 2.0 2.0 99.10 130.50
1955-56 4,200 2.0 2.0 .... 104.70 138.20
1957-58 4,200 2.25 2.0 .25 __ 109.80 149.00 $165.50
1959 4,800 2.5 2.25 .25 121.60 170.70 188.30
1960-61 4,800 3.0 2.75 .25 125.20 188.70 193.00
1962 4,800 3.125 2.875 .25 127.90 190.70 194.70
1963-65 4,800 3.625 3.375 .25 133.90 201.90 203.50
1966 6,600 4.2 3.5 .35 .35 $3 142.50 221.90 217.80
1967 6,600 4.4 3.55 .35 .5 3 144.20 224.40 217.30
1968 7,800 4.4 3.325 .475 .6 4 166.30 257.10 242.00
1969 7,800 4.8 3.725 .475 .6 4 168.90 255.80 241.30
1970 7,800 4.8 3.65 .55 .6 5.30 197.00 295.00 272.00
1971 7,800 5.2 4.05 .55 .6 5.60 N .A . N .A . N .A .

1 Tax ra te pa id  by each em ployer and em ployee. Se lf-em p loyed  p a y  75 percent o f com bined ra te  pa id  by em ployer and em ployee fo r  
OASDI and the same rate as the em ployee ra te  fo r  HI.
2 O ld  age and survivors insurance.
3 D isa b ility  insurance.
4 H osp ita l insurance.
5 S upp lem enta ry m edica l insurance. M onth ly  p rem ium  pa id  by p a rt ic ip a n t and m atched by Federal governm ent and  dete rm ined  a n n u a lly  
by the Secretary o f HEW.
6 W ife 's  en titlem en t no t dependen t on having en titled  ch ild ren  in her care.
7 W ife 's  e n titlem en t dependen t on having  en titled  ch ild ren  in her care.
8 Benefit paym ents began in 1940.
Source: Social Security B u lle tin , Supplem ent, 1969, pp. 39 and 43; 1971 A nnua l Report o f the Board o f Trustees o f FOASDI Trust Funds, p. 14.Digitized for FRASER 
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SOCIAL SECURITY TAX RATES 
(EMPLOYEE AND EMPLOYER, EACH) 

1972-2045
(Percent)

A d v iso ry  Council 
Present Law1 Recom m endation1 2

Table II

HI
Year OASDI HI8 Total OASDI and  SMI8 Tota l

1972 4.6 .6 5.2 4.70 1.30 6.00
1973 5.0 .65 5.65 4.65 1.35 6.00
1974 5.0 .65 5.65 4.45 1.55 6.00
1975 5.0 .65 5.65 4.45 1.55 6.00
1976 5.15 .7 5.85 4.40 1.60 6.00
1977 5.15 .7 5.85 4.40 1.60 6.00
1978 5.15 .7 5.85 4.35 1.65 6.00
1979 5.15 .7 5.85 4.35 1.65 6.00
1980-1981 5.15 .8 5.95 4.35 1.65 6.00
1982-1986 5.15 .8 5.95 4.20 (4) (4)
1987-2020 5.15 .9 6.05 4.20 (4) (4)
2021-2045 5.15 .9 6.05 5.50 (4) (4)

1 M ax im um  w ag e  base under present la w  w ou ld  be $9,000. Under 
Council's recom m endation , m axim um  w ag e  base w o u ld  be $9,000 
fo r  1972 and 1973 and $12,000 fo r  1974. Thereafte r, Council 
recommends th a t the  m axim um  w ag e  base increase a u to m a tica lly  
to  re flec t increases in the  cost o f liv in g .
2Tax rates w ou ld  be increased i f  benefits a re  increased to  re flect 
adjustm ents fo r  s tandard  o f liv in g .
3 U nder present la w , SMI is financed  by con tribu tions  fro m  p a r
tic ipan ts . Revision o f M edicare  fin an c in g  under Council's  recom 
m enda tion  w ou ld  increase p a y ro ll ta x  to  finance  SMI.
4 N o t a v a ila b le  since Council recommends estim ates fo r  HI and 
SMI to  be m ade fo r  o n ly  10 years fo rw a rd .
Source: Reports o f the  1971 A d v iso ry  Council on Social Se

cu rity , p. 73.

to provide for relatively small increases in the funds.

Underlying Assumptions Projections of future 
social security tax receipts and benefit payments are 
largely dependent upon future taxable earnings and 
population growth and composition. Estimates for 
the various time periods shown in Table III are 
based on alternate assumptions. Short-range esti
mates for old-age survivors insurance and disability 
insurance are based on the assumption that tax and 
benefit schedules will not change from those under 
existing law. Intermediate-range estimates for both 
programs assume periodic increases in the maximum 
taxable earnings base. Because growth in both earn
ings and benefits is assumed in the short- and inter
mediate-range forecasts, these projections are more 
realistic than long-range estimates.

Hospital insurance (H I )  estimates are based on 
assumptions that include growth in taxable earnings 
and rising costs of benefits because of a larger num
ber of beneficiaries and higher hospitalization costs. 
The maximum wage base is expected to increase at 
the same rate as wages covered by social security.

Evaluation of the actuarial soundness of the sup
plementary medical insurance (S M I) program is 
made by comparing short-range estimates of benefit

payments to estimates of tax receipts based upon 
the current contribution premium. If the contribu
tions are projected to fall short of benefit payments, 
the Secretary of Health, Education, and Welfare 
may increase the monthly premium each December.

To insure ample trust fund balances, conservative, 
long-range projections, which underestimate future 
tax receipts, assume that average earnings and prices 
will remain unchanged from those prevailing at the 
time of the forecast. Policy decisions by Congress are 
usually based on intermediate-cost estimates of long- 
range forecasts that are simply averages of high- 
cost and low-cost estimates. Different projections of 
population growth result in a range of cost estimates 
rather than a single projection. Comparison of in
termediate-range projections with long-range pro
jections of trust fund balances for 1980, 1985, and 
1990 shows that forecasts that assume no change in 
wages and prices consistently underestimate future 
trust fund balances. Therefore, if long-range fore
casts were based on more realistic assumptions, Con
gress could increase the amount of current benefits 
and, at the same time, continue to provide for an 
actuarially sound program.

ADVISORY COUNCIL RECOMMENDATIONS

Selected changes in social security financing re
commended in March 1971 by the Advisory Council 
on Social Security are summarized below :

1. Cost estimates for cash benefits should 
be based— as the estimates for the hospital in
surance program now are— on the assumptions 
that earnings levels will rise, that the contribu
tion and benefit base will be increased as earn
ings levels rise, and that benefits will be in
creased as prices rise.

2. Tax rates should be based on single, best 
estimates derived from a single set of assump
tions that reflect likely future trends in factors 
that affect income and outgo of the program.

3. Current-cost financing should be adopted 
to include maintenance of trust fund levels equal 
to one year’s expenditures.

4. Explicit procedures to determine benefit 
and tax schedules should be established. In
creases in benefits should be automatic and 
based on increases in prices. The maximum 
wage base should increase to $9,000 in 1972 and 
to $12,000 in 1974. Thereafter, the maximum 
wage base should increase automatically at the 
same rate earnings increase. Tax rate in
creases would be established by Congress on an 
ad hoc basis at the time real improvement in 
benefit payments is granted.
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5. General revenue financing of the com
bined Medicare program should eventually 
equal one-third of total program costs.3

EVALUATION OF RECOMMENDATIONS

The first three recommendations reflect the 
Council’s desire for Congress formally to adopt and 
improve the present method of pay-as-you-go fi
nancing. More realistic estimates of future cash 
flows and trust fund balances would eliminate the 
conservative bias that usually results in overfinanc
ing. Coordination of the new estimates with the 
plan to limit trust fund balances would mean that 
social security taxes, in this century, could be less 
than presently scheduled.

The Council’s fourth recommendation is designed 
to eliminate the present financing cycle by establish
ing an explicit schedule to increase social security 
taxes and benefits. To supplement the automatic 
increases designed to maintain purchasing power of 
beneficiaries, Congress could finance ad hoc changes 
in real benefits— benefit increases greater than 
changes in price levels— by increasing social se
curity tax rates.

Revision of Medicare financing, recommendation 
five, is necessary because the health insurance trust 
fund will be exhausted in 1973. Also, the Council 
believes that the current method of financing sup
plementary medical insurance from monthly pre
miums paid by current beneficiaries results in an 
excessive burden on contributors. Because supple
mentary medical insurance benefit payments are not 
based on prior earnings or contributions, increased 
financing from the general revenue fund is advocated. 
Benefits would be financed by equal contributions 
from employee, employer, and general revenue.

C om parative  Costs The Advisory Council’s pro
posal to stabilize social security tax rates at 6 per
cent would seem very appealing when compared to 
the alternative of rising tax rates scheduled under 
current law (Table I I ) . The Council’s recommenda
tions, however, call for greater contributions by in
creasing the maximum wage base at the same rate 
as the earnings of workers covered by social security. 
Furthermore, the Council’s recommendations in
clude greater benefits than currently legislated. Yet, 
even though these larger benefits are not scheduled 
under current law, if the current financing system 
were maintained, benefits would be increased over 
time as overfinancing again resulted in surpluses. 

Overemphasis of the declining tax rate for old-age,

3 For discussion of the recommendations listed above, see Reports of
the 1971 Advisory Council on Social Security, pp. 57-74.

ESTIMATES OF SOCIAL SECURITY BENEFIT 
PAYMENTS AND TRUST FUND BALANCES 

FOR SELECTED YEARS, 1971 -  2025
(m illions  o f d o lla rs )

Table III

C alendar O ASDI1 H I2
Year Benefits Balance Benefits Balance

Short-Range*
1971 37,022 41,426 6,419 1,948
1972 38,999 48,606 7,593 819
1973 40,662 61,603 8,902 (6)
1974 42,347 76,503 10,149
1975 44,087 93,115 11,499

In term ed ia te-R ange4
1980 75,466 149,771 17,696
1985 109,543 204,427 24,221
1990 155,858 221,305 32,752

Long-Range"
1980 49,060 112,626
1985 56,219 147,720
1990 63,241 171,691
1995 69,079 189,918
2000 73,186 213,814
2025 117,506 272,675

1 OASI and Dl com bined.
2 Estimates re flec t increasing earn ings and  benefits.

Estimates fo r OASI and Dl re flect increasing earn ings and  ta x
and  b en e fit schedules o f PL 92-.5
4 Estimates fo r OASI and Dl re flec t increasing earn ings and
benefits.
° Estimates re flec t level earn ings and  constant prices.
6 Fund exhausted in 1973.
Source: 1971 A nnua l Report o f the  Board o f Trustees o f the  Fed

era l O ld -A ge  and  Suvivors Insurance and  D isa b ility  In 
surance Trust Funds, pp. 25, 26, 36, 37, a nd  41. 1971 
A nnua l Report o f  the  Board o f Trustees o f  the  Federal 
H osp ita l Insurance Trust Fund, p. 14.

survivors, and disability insurance until after the 
year 2000 could lead to misunderstanding of the 
true cost of the recommended program. These de
clining tax rates would be offset by an increase in 
tax rates for Medicare, i.e., hospital and supple
mentary medical insurance.

The Office of the Actuary of the Social Security 
Administration has estimated that the cost of bene
fits recommended by the Council would average 
15.82 percent of taxable payroll over the valuation 
period ending in the year 2045.4 By comparison, 
the cost of benefits provided by present law would 
average 13.41 percent of taxable payroll. In ad
dition, increased general revenue financing under 
the proposed program is estimated to total 1.3 per
cent of taxable payroll in 1975.

Stabilization of tax rates under the Council’s pro
gram is predicated on the benefit schedule of the 
proposed system. After 1975, benefit payments 
under the Council’s plan would rise more slowly

*Ibid., p. 87.
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than they have in the past because automatic in
creases in benefits would be tied to price increases. 
However, Congress could still decide to increase real 
benefits and finance the increase by hikes in the tax 
rate. Therefore, the Advisory Council’s 6 percent 
tax rate figure might well be considered only a mini
mum. Furthermore, the Council estimated wages 
— the source of taxes— to grow at twice the rate of 
increase of prices. A  slower productivity growth 
would reduce this relationship and increase pressure 
to raise tax rates to finance scheduled benefits. Also, 
in the past, a large part of the increased financing 
resulted from expanded coverage of workers. E x
pansion of coverage in the future, however, will be 
limited because 90 percent of workers in paid em
ployment are already covered by social security. 
Thus it seems likely that in the future most unan
ticipated financing needs will have to be met by in
creasing tax rates or the maximum wage base.

Expected changes in the composition of the popu
lation after the year 2000 will affect both the pro
posed and current program. The ratio of bene
ficiaries, mainly those who are 65 years of age or 
older, to taxed wage earners, those who are 20 to 
64 years of age, is expected to increase significantly. 
If the current-cost financing proposed by the Council 
is adopted, tax rates would have to increase sharply 
near the year 2011. Alternatively, if trust fund 
balances were allowed to increase as currently fore
casted, these funds could be drawn down to supple
ment tax receipts in the next century.

PENDING LEGISLATION

In June 1971, less than three months after the 
Advisory Council presented its report to Congress, 
the House passed bill H R  1, which included certain 
reforms recommended by the Council.5 At the time 
of this writing, the Senate has not yet acted on this 
legislation. Under this bill, liberalization of certain 
benefits would become effective in January 1972, in 
addition to an increase in benefits of 5 percent be
ginning in June 1972. The maximum wage base 
would increase to $10,200 in 1972 and to $10,800 
in 1974; tax rates would increase to 5.4 percent in
1972, 6.2 percent in 1974, and 7.4 percent in 1977.

To maintain the purchasing power of the benefits, 
the bill provides for automatic increases if prices 
rose by a least 3 percent during the preceding year 
and if no increase in benefits had been granted during 
the preceding year on an ad hoc basis. The increase 
in benefits, to compensate for a rising cost of living,

5 U. S. Cong., H.R., Social Security Amendments of 1971, Report of 
Committee on Ways and Means on HR 1, 92d Cong., 1st Sess., 
May 26, 1971 (Washington: Government Printing Office, 1971).

would be financed by an increase in the maximum 
wage base in proportion to the increase in the level 
of average covered wages.

The long-range estimates of taxes and benefits 
used to determine the actuarial soundness of the pro
visions in bill H R  1 were based on the assumption 
of constant prices and constant average earnings. 
As in the past, the long-range estimates to determine 
benefit and tax schedules were based on intermediate- 
cost assumptions. No single, best estimate, as re
commended by the Council, was used. The House 
voted not to increase contributions from the general 
fund to finance social security programs, except to 
cover benefits extended to certain disabled bene
ficiaries.

In part, the automatic adjustments in benefit pay
ments and maximum wage bases would incorporate 
the current-cost or pay-as-you-go financing system 
into the social security program. Short-range esti
mates of future balances of old-age, survivors, and 
disability insurance trust funds under bill H R  1 are 
closer approximations of yearly expenditures. Even 
so, under bill H R  1, long-range estimates of future 
trust fund balances are significantly higher than 
those estimated under current law. Under bill H R  1, 
it is estimated that the old-age and survivors trust 
fund would total $410.7 billion by the year 2025, 
compared to $272.7 billion under current law. 
Therefore, the pay-as-you-go financing system has 
not been completely adopted.

CONCLUSION

The adoption of a predetermined system to estab
lish tax and benefit schedules has definite advantages. 
In the past, social security beneficiaries have had to 
rely on ad hoc decisions by Congress to receive in
creased benefits. Adoption of the recommendations 
by the Advisory Council would result in automatic 
adjustments of benefit payments following increases 
in prices.

Revising the method of forecasting benefit pay
ments and taxes to reflect more accurately anticipated 
economic conditions and maintaining trust fund 
balances equal to one year’s benefits would allow pay
ment of benefits to increase without comparable tax 
increases in the near future. This change, however, 
would not reduce the overall cost of payments.

The new financing system might reduce the volume 
of social security tax receipts temporarily, but it 
would also necessitate a larger volume of tax re
ceipts in the next century. An increase in benefits 
would have to be financed, sooner or later, from an 
increase in taxes.

James R. McCabe
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