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Introduction 
As policymakers consider restoring financial 

balance to Social Security, understanding the reason 
for the shortfall is important.  If the cost of currently 
scheduled benefits simply exceeds what today’s work-
ers are paying into the system, the traditional propos-
als to reduce benefits or raise payroll taxes would be 
most relevant.  However, the cause of the shortfall 
lies elsewhere.  Specifically, the program’s “pay-as-
you-go” approach – with the exception of the recent 
build-up and spend-down of a modest trust fund in 
anticipation of the baby boom – makes the program 
expensive.  This financing approach is the result of a 
policy decision in the late 1930s to pay benefits far in 
excess of contributions for the early cohorts of work-
ers.  The decision essentially gave away the trust fund 
that would have accumulated and, importantly, gave 
away the interest on those contributions.  This brief, 
based on a recent paper, explores the implications of 
the “Missing Trust Fund.”1  

The discussion proceeds as follows.  The first sec-
tion discusses the origin of the Missing Trust Fund 
and its cost implications for current workers.  The 
second section discusses how the Missing Trust Fund 
relates to Social Security’s Legacy Debt and the pat-
tern of net transfers over the generations.  The third 
section lays out alternative paths forward – funding 
vs. pay-as-you-go and payroll taxes vs. income taxes.

The final section highlights three implications.  
First, Social Security costs are high, not because the 
program is particularly generous, but because the 
trust fund is missing.  Second, the beneficiaries of 
the trust fund giveaway were early generations; in 
contrast, the much-maligned baby boomers are sched-
uled to pay for their full benefits.  Finally, if policy-
makers choose to maintain Social Security benefits at 
current-law levels, little rationale exists for placing the 
entire burden of the Missing Trust Fund on today’s 
workers through higher payroll taxes; that component 
could be financed more equitably through the income 
tax.  

By Alicia H. Munnell, Wenliang Hou, and Geoffrey T. Sanzenbacher*

R E S E A R C H
RETIREMENT 



Interestingly, if Social Security were a fully funded 
program, the cost of the retirement benefits calcu-
lated above – 10.6 percent – would be very close to the 
current actual tax rate –10.4 percent – for the retire-
ment portion of Social Security.  That is, essentially, 
the full amount of the shortfall can be attributed to 
the fact the program does not have a trust fund pro-
ducing interest.  

Source of Missing Trust Fund
This Missing Trust Fund consists of two components: 
1) benefits paid to early cohorts in excess of their 
contributions; and 2) net transfers by subsequent 
birth cohorts.  The part of the Missing Trust Fund 
created specifically by paying early cohorts more than 
they contributed is often referred to as the Legacy 
Debt.  It is not identical to the Missing Trust Fund, 
because later birth cohorts could have replaced some 
of that missing fund if they had contributed more 
into the program than they are projected to receive, or 
they could have added to the deficit.4  This study uses 
readily available data to calculate the net transfers by 
cohort – that is, the present value of contributions mi-
nus the present value of benefits for each age group.
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Cost of Missing Trust Fund
With the exception of the buildup of reserves in the 
wake of the 1983 amendments and the imminent de-
pletion of these reserves, Social Security has generally 
been financed on a pay-as-you-go basis.  This funding 
method differs sharply from the original 1935 legisla-
tion, which set up a plan that bore a much stronger 
resemblance to a private insurance plan, with the ac-
cumulation of a trust fund and the close alignment of 
contributions and benefits for any given cohort.  The 
1939 amendments, however, fundamentally changed 
the nature of the program.  These amendments tied 
benefits to average earnings, initially over a minimum 
period of coverage, and added spousal and survivor 
benefits that were effectively unfunded, thus breaking 
the link between lifetime contributions and ben-
efits.  These changes meant that, in the early stages 
of the program, payroll tax receipts were used to pay 
benefits to retirees far in excess of their contributions 
rather than to build up a trust fund.2      

The simplest way to see the implications of Social 
Security’s Missing Trust Fund is to consider the 
contribution rate required to finance the program’s 
retirement benefits under a funded retirement plan 
compared to a pay-as-you-go system.  (This analysis 
excludes the Disability Insurance program.)  The ap-
proach uses a stylized model of a funded retirement 
system, with the Social Security Trustees’ intermedi-
ate assumptions on mortality and the real interest 
rate.  Assuming the goal is to achieve a replacement 
rate of about 36 percent (the projected Social Security 
replacement rate for the average earner once the Full 
Retirement Age is age 67), the typical worker would 
have to contribute about 10.6 percent of earnings.3  
Under a pay-as-you-go system with a projected ratio 
of two workers for each retiree and annual real wage 
growth of 1.2 percent, a 36-percent replacement rate 
would require a contribution rate of 14.3 percent.  
The resulting 3.7-percentage-point difference (14.3 
percent minus 10.6 percent) in the required payroll 
tax in these two stylized models is due to the presence 
of a trust fund that can pay interest in a fully funded 
system but is missing in the pay-as-you-go system 
(see Figure 1). 
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Figure 1. Cost as Percentage of Payroll for 
Funded and Pay-as-you-go Retirement Plan  

Note:  The fully funded system assumes contributions from 
ages 22 to 65 that accrue interest at a real rate of 2.7 percent 
with assets used to buy an actuarially fair annuity at age 65. 
Source: Authors’ calculations.
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Figure 2 shows the net transfer (benefits minus 
contributions) for each birth cohort between 1901 
and 2001, a cohort that is just entering the workforce.  
The figure clearly illustrates that early birth cohorts 
received large positive transfers and that birth cohorts 
affected most by the 1983 amendments are projected 
to receive negative net transfers, even under current 
law.  That is, a group including the much-maligned 
baby boom – born between 1946 and 1964 – will have 
paid more into the system than they are scheduled to 
receive in benefits.  More recent birth cohorts are ex-
pected to receive no net transfers, which underscores 
the point (illustrated in Figure 1) that current tax rates 
are about at the appropriate level for covering the cost 
of benefits in a fully funded system.

3

Figure 2. Net Transfers Under Current Law, by 
Birth Cohort, Trillions of 2016 Dollars 

Sources: 2016 SSA Trustees Report; Current Population Survey 
1962-2016; and Leimer (2007).

-$0.6

-$0.4

-$0.2

$0.0

$0.2

$0.4

$0.6

$0.8

$1.0

$1.2

1901 1911 1921 1931 1941 1951 1961 1971 1981 1991 2001

Figure 3. Cumulative Net Transfers Under  
Current Law, by Birth Cohort, Trillions of 2016 
Dollars

Note: “Cumulative net transfers” include $9.0 trillion to pre-
1901 birth cohorts. 
Sources: 2016 SSA Trustees Report; Current Population Survey 
1962-2016; and Leimer (2007).
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Dealing with the Missing 
Trust Fund
Broadly, if policymakers wish to maintain current 
benefit levels, two ways exist to deal with Social Secu-
rity’s financial shortfall.  The first is simply to raise 
taxes to replace the missing interest, roughly holding 
constant the present value of the Missing Trust Fund 
going forward.  To implement this approach, the 
revenue coming into the program would need to be 
increased permanently.  

An alternative approach would be to increase 
taxes by a higher amount but only temporarily, until 
a trust fund consistent with a fully funded program is 
built up.  This buildup could be accomplished over a 
short time horizon with a larger tax increase or over a 
longer period with a smaller tax increase.  In any case, 
once this trust fund is built up, the accrued inter-
est will allow a return to roughly today’s level of the 
payroll tax, which – as discussed earlier – is consistent 
with a fully funded system given the current level of 
benefits.  Note that the notion of building up a trust 
fund is included only for purposes of illustration.  A 
full assessment of such an approach would involve an 
extensive macroeconomic analysis, which is beyond 
the scope of this study.  

The net transfers by cohort can be added up to 
get the cumulative total.  The Missing Trust Fund 
through the 2001 cohort is equal to $27.0 trillion (see 
Figure 3).  This figure is the difference between the 
Legacy Debt of $29.7 trillion and the net negative 
transfer experienced by the 1935-2001 birth cohorts 
of $2.7 trillion.5  This Missing Trust Fund makes the 
program more costly than it otherwise would be, as 
current participants are forced to contribute toward 
both benefits and the missing interest.  The cost of 
dealing with this Missing Trust Fund is the subject of 
the next section.



 Within these two broad approaches, alternatives 
exist for actually implementing the required tax in-
creases.  The most obvious way is simply to increase 
the payroll tax by the required amount, maintaining 
the current cap of $132,900 (adjusted annually for 
wage growth).  A second approach is to combine a 
payroll tax increase with an expansion of the tax base 
by eliminating the payroll tax cap completely.  (The 
calculations below assume that contributions made 
over the current cap do not generate additional ben-
efits.)  A third approach is to shift some of the burden 
from the payroll tax to the income tax to reflect the 
fact that the Missing Trust Fund is a function of the 
policy decision to pay early beneficiaries more than 
they contributed.  One could argue that these ad-
ditional costs should not be borne solely by workers 
through taxation of their earnings, but instead should 
include some taxation of capital income as well.   

Table 1 shows how large these tax increases would 
have to be to pay for the missing interest or to replace 
the Missing Trust Fund entirely over 75 to 150 years.  
The table makes clear that replacing the Missing 
Trust Fund requires a larger tax increase than simply 
paying the missing interest and that expanding the 
tax base – either by taxing earnings above the cap 
or by using the income tax – requires a smaller rate 
increase.  For example, the required increase in the 
capped payroll tax is 3.7 percentage points to pay 
the missing interest indefinitely and 6.5 percentage 
points to replace the Missing Trust Fund in 75 years, 
compared to 3.0 and 5.3 percentage points if the cap 

is eliminated.  Expanding the tax base even further 
and using the income tax lowers these amounts to 2.3 
percentage points and 4.1 percentage points respec-
tively.  

An analysis of the distributional effects of various 
policies to deal with the Missing Trust Fund relies on 
the National Bureau of Economic Research’s TaxSim 
program and the Survey of Consumer Finances (SCF).6  
Once variables for each household are appropriately 
coded, they can be run through the program to pro-
duce the household’s income and payroll tax liabil-
ity.  These amounts can then be adjusted to see how 
different ways of addressing the Missing Trust Fund 
impact households at different points in the income 
distribution.  For purposes of the analysis, house-
holds are divided into four quartiles based on their 
current income.

Regardless of the size of the tax increase selected, 
the relative burden across the income quartiles 
depends on the method of financing.  As shown in 
Table 2, the capped payroll tax increase tends to be 
the most evenly distributed, the uncapped payroll tax 
next, and the income tax brings in the highest share 
from the top quartile.  
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Table 1. Required Percentage-Point Increase in 
Taxes to Finance “Missing Trust Fund” Under 
Policy Alternatives

Sources: 2017 Social Security Trustees Report; and authors’ 
calculations.

Raise 
payroll tax

Raise 
payroll tax + 

eliminate cap

Raise 
income tax

Pay back interest only 3.7% 3.0% 2.3%

Replace Missing Trust Fund in:

150 years 4.5 3.7 2.8

125 years 4.8 4.0 3.0

100 years 5.4 4.5 3.4

75 years 6.5 5.3 4.1

Table 2. Share of Tax Increase Paid Under Policy 
Alternatives, by Income Quartile

Sources: 2017 Social Security Trustees Report; and authors’ 
calculations using the 2013 SCF and Feenberg and Coutts 
(“TaxSim”).

Raise 
payroll tax

Raise 
payroll tax + 

eliminate cap

Raise 
income tax

Top quartile 54% 65% 84%

Second quartile 29 22 12

Third quartile 13 10 4

Bottom quartile 4 3 1

Conclusion
 
The Missing Trust Fund is mostly a result of Legacy 
Debt built up during the early years of the Social 
Security program.  These origins suggest that – if the 
goal were to maintain benefits at current-law levels 
– policymakers might want to consider a variety of 
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ways to structure a revenue increase, ranging from 
an increase in the payroll tax without an expansion of 
its base, to a smaller increase in the payroll tax with 
an expansion of its base, to an increase in the income 
tax.  Taxing society more widely – through an income 
tax increase – could make sense given that society as 
a whole benefited from having a generation of people 
receive benefits who did not fully contribute to the 
system.  In theory, any of these taxes could be raised 
permanently by a moderate amount, effectively pay-
ing the missing interest from the Missing Trust Fund, 
or by a larger amount, ultimately replacing the Miss-
ing Trust Fund before returning taxes to their current 
level.  But the real issue is that the cost implications 
of the Missing Trust Fund are worth considering in 
any proposal to close Social Security’s financing gap. 

Endnotes
1  Munnell, Hou, and Sanzenbacher (2017).

2  The story of Ida Mae Fuller is an extreme example.  
Ms. Fuller had worked under Social Security for less 
than three years when she became the first person 
to claim monthly benefits.  She died at 100, after 
receiving benefits for 35 years.  She clearly enjoyed an 
extraordinary rate of return on her contributions to 
the system.

3  See Munnell, Hou, and Sanzenbacher (2017) for 
more details on this estimate.

4  A concept that reflects these later transactions is 
the Closed Group Unfunded Obligation, calculated 
each year by Social Security’s Office of the Chief Actu-
ary.  The most recent estimate from Nickerson and 
Burkhalter (2017) is $30.8 trillion, which includes the 
disability component of Social Security.

5  This figure ignores other Social Security Trust 
Fund components, such as administrative costs.  For 
other estimates of the Legacy Debt, see Geanakoplos, 
Mitchell, and Zeldes (2000), Diamond and Orszag 
(2005), and Leimer (2016).

6  To run the SCF data through the TaxSim program, 
it is necessary to code 22 variables into the required 
format.  These include standard variables like age, 
state of residence, marital status, and number of 
dependent children under age 19.  The program also 
requires information on the respondents’ and their 
spouses’ income from wages and salary.  Several other 
sources of household income must be included as 
well, including: dividends, property income, pensions, 
Social Security benefits, and transfers.  Adjustments 
are allowed for rent paid (which affects property tax 
rebates), medical expenses, child care expenses, mort-
gage interest, and capital gains and losses.
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