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INVESTMENT OF THE SOCIAL SECURITY TRUST
FUNDS

FRIDAY, OCTOBER 16, 1981

House oF REPRESENTATIVES,
CoMMIT EE ON WAYS AND MEANS,
SuBcoMMITTEE ON SociaL SECURITyY,
Washington, D.C

The subcommaittee met at 1005 am pursuant to notice, 1n room
1100, Longworth House Office Building, Hon J J Pickle [chair-
man of the subcommittee] presiding

[Press release announcing the hearing follows-]

[Press release of Oct 5, 1981]

Hon J J PickLe (D-TEx), CHAIRMAN, SUBCOMMITTEE ON SociaL SECURITY OF
THE COMMITTEE ON WAYs anp Means, US House or REPRESENTATIVES, AN-
NOUNCED TODAY A HEARING ON THE INVESTMENT OF THE SOCIAL SECURIIY TRUST
Funbs

Hon J J Pickle (D-Tex ), Chairman of the Subcommittee on Social Security of
the Committee on Ways and Means, US House of Representatives, announced
today that the Subcommittee will hold a hearing concerning the investment of the
Social Security Trust Funds This hearing will be held on Friday, October 16, 1981,
at 10 am, in room H-137 of the Capitol

The Social Security Act provides that the assets of the trust funds are to be
invested solely in US government obligations The funds must be invested in
;llpeclal public-debt obligations of the United States except where the Managing

rustee (the Secretary of the Treasury) expressly determines that the purchase of
other government securities 1s in the public interest These “special 1ssues” must
bear an interest rate which 1s equal to the average market yield of all marketable
interest-bearing obligations of the United States with matunties of four years or
more

Cnitics of the current investment policy assert that the trust funds are losing
substantial amounts annually because they are earning less as a long-term invest-
ment than current short-term rates It 1s not clear, however, if the investment
policy were changed to allow the trust funds to take advantage of current short-
term yields, that the average return over an extended period would be greater than
under current law The current situation of short-term rates exceeding long-term
rates 1s relatively rare and 1s hkely to change 1n the future

Even if a change in the investment policy could yield higher returns, 1t does not
directly follow that this change should be made Previous reports of the social
security trustees and the various Advisory Councils concerning investment obliga-
tions indicate that 1t has been felt that since the trust funds represent long-term
mnvestments and obligations, they should be tied to long-term interest rates

The testimony will assist the Subcommittee 1n determining the most appropriate
mvestment policy for the Social Security Trust Funds In its hearing the Subcom-
mittee intends to invite the Secretary of the Treasury, who serves as the managing
trustee of the Social Security Trust Funds, and other 1nvited witnesses

Chairman PickLe. The Chair would ask the subcommittee to
come to order

If the witnesses will take their seats at the table, we will pro-
ceed

(0})
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In recent months, there has been a renewed focus on the interest
income earned by the social security trust funds. The impetus
comes from the fact that the trust funds have faced some serious
financial difficulties, and still do. ,

Obviously, it would be both attractive and wise to improve the
income to the trust fund in a way that would require neither
increased payroll taxes nor benefit reductions if we can do so.

Some words of caution are in order at the outset, however. First,
even the most optimistic claims about the amount of money we
could gain by improving trust fund interest earnings do not
amount to enough to erase the problems we now face.

If trust fund reserves continue to go down in the future, this
avenue will provide even less assistance. We need more reserves,
pure and simple, before the interest we earn on them can be of
sufficient amount to have a major impact.

Second, we should keep in mind that increased income to the
trust funds must be paid by the general fund, so we would be in
reality making intragovernmental transfers. We would not be cre-
ating new money that would reduce the unified budget deficit.

Finally, we must be careful that any changes we suggest will
hold up over the long run. What looks expedient now may not

rove to be so in the future.

With that said, however, the current policies and practices in-
volving trust fund investments are not inviolate. Over the 45-year
‘history of this program we have tried many different approaches,
with the single overriding factor that we have always invested in

government securities and we have invested primarily in special

issue bonds available only to the trust funds and redeemable at par
at any time. -

The Social Security Act provides that any funds that are not
needed immediately for benefits or administrative costs are to be
invested by the Secretary of the Treasury, acting as the Managing
Trustee of the social security trust funds.

The act provides both some very tight restrictions on the Secre-
tary which allow him little latitude, if any, in the location of and
return on investments, and some very broad discretionary powers
concerning maturity dates and redemption practices.

For example, the assets of the trust funds must be invested solely
in U.S. Government obligations. The funds must be invested in
special public-debt obligations of the United States, except where
the Managing Trustee—the Secretary of the Treasury—expressly
determines that the purchase of other Government securities is in
the public interest.

These “special issues” must bear an interest rate which is equal
to the average market yield of all marketable interest-bearing obli-
gations of the United States with maturities of 4 years or more.

On the other hand, however, Congress has granted the Secretary
much discretion by stating that obligations purchased by the trust
funds “shall have maturities fixed with due regard for the needs of
the trust fund.” This discretion extends beyond authority to fix
maturity dates to authority to specify practices regarding the re-
demption of trust fund securities.

The principal issue concerning trust fund investments and man-
agement is, of course, the rate of return on those investments. This
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issue extends beyond consideration of only the statutory interest
rate formula and includes policies and practices regarding the as-
signment of maturity dates to special issues, the redemption of .
;n:gstments, and the purchase of securities other than special obli-

ations. : '

From the beginning of the program, the general policy goal in
this area has been to make the return to the trust funds equitable
to both the trust funds and the general fund from which interest
payments are made, providing neither special advantage nor disad-

‘vantage to the trust funds as compared to other investors in U.S.
Government securities. )

Today’s hearing is the first step in the subcommittee’s review of
all current policies and practices concerning the investment of
trust fund assets. Specifically, the subcommittee is seeking to deter-
mine: i

(1) The appropriateness of the current statutory interest rate
formula in light of both current high interest rates on short-term
investments and the fact that many trust fund securities are now
held for only short periods before redemption;

(2) The advisability of increasing trust fund purchases of market-
_able U.S. Government securities in the open market and decreasing
purchase of special issues; ,

_(3) The appropriateness of Treasury’s policy of establishing matu-
rities for new special issues given the fact that long-term special
issues are often redeemed before maturity when trust fund outgo
exceeds income, as in the case with the OASI and the DI trust
funds today; and
. (4) The appropriateness of Treasury’s redemption policies which
today is resulting in the redemption of the highest yielding special
issues while lower yielding special issues are maintained in the
portfolio. )

That is a rather involved analysis of the problem we face. _

‘We are anxious to hear from the two witnesses this morning.
The first will be Mark Stalnecker, the Deputy Assistant Secretary
for Federal Finance, and Mr. Robert J. Myers, Deputy Commis-
sioner for Programs, Social Security Administration.

I believe Mr. Myers is scheduled to go first and be our first
witness. If that is agreeable to Mr. Stalnecker, we will proceed in
that order. '

Mr. Myers, welcome to the committee.

STATEMENT OF ROBER’i‘ J. MYERS, DEPUTY COMMISSIONER
FOR PROGRAMS, SOCIAL SECURITY ADMINISTRATION, DE-
PARTMENT OF HEALTH AND HUMAN SERVICES

Mr. MyErs. Thank you, Mr. Chairman.

I am pleased to be here. I wouid like to condense my statement. I
requedst that the full statement and attachments be put in the
record.

Chairman PickiLe. Without objection your request is granted. If
you do make reference to it, try to indicate to the committee where
and on what page so we might be able to follow you, also.

Mr. Myers. Thank you, Mr. Chairman. What I have done is
condtense it considerably. I will not read the tables or the attach-
ments.
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I am pleased to be here today to discuss the investment policy of

the four social security trust funds. Although the investment of the
assets is the responsibility of the Secretary of the Treasury, as
Managing Trustee, the Social Security Administration has a great
interest in this matter. For many years, I have studied the subject
with considerable diligence. .
Although the interest income of Social Security is not a major

factor in its financing—whereas in funded private pension plans

investment income is very significant—neither is it of negligible
importance. For example, in 1980, the interest income of the trust
funds was only 2.46 percent of the total income. However, such
interest income was the not insignificant sum of $3.85 billion,
which incidentally was 1.5 times as large as the system’s adminis-
trative expenses. .

Since the program began operations, the method of investing the
assets has changed little. The trust funds receive the tax income
and pay the benefits and administrative expenses. The excess of
income over outgo is invested in government obligations, and the
interest augments the system’s income. :

Since 1940, social security taxes have been automatically appro-
priated to the trust funds as received. Before then, a slightly differ-
ent procedure was followed. )

The investments can be either in special issues or in any other
government securities. Some regular issues have been bought—
both on the open market and when offered to the public.

Legislation has provided that certain semigovernment issues—
such as those of the Government National Mortgage Association,
can be purchased, even though not guaranteed, by the Govern-
ment. )

Most investments, however, have been special issues. As of mid-
1981, 92 percent of the assets were in special issues. More details
are given in attachment A in my formal statement.

Before 1940, special issues bore an interest rate of 3 percent.
From then until 1956, they carried an interest rate slightly below
the average coupon rate on all interest-bearing obligations out-
standing at the end of the month preceding their issuance.

In 1956, the interest basis was changed to the average coupon
rate on all long-term obligations issued initially for 5 or more
years. In 1960, this interest basis was changed to the average
market yield rate on obligations not due or callable for at least 4
years from the date of determination. The historical interest rates
of special issues and the durations until their maturity are shown
in more detail in attachment B in my formal statement.

For some years, the maturity dates of newly issued special issues
have been set by a definite procedure. This was established by the
managing trustee, with the agreement of the other trustees—and
not by the law.

Specifically, funds available for investment in special issues at
times within the investment year, which runs from July 1 to the
following June 30, are put in certificates of indebtedness. These
certificates mature at the end of the investment year. Such invest-
ment into interest-bearing obligations is made very promptly as the
taxes are received by the Treasury Department.
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Then, on June 30, the proceeds of the certificates are put into
long-term bonds with maturity dates of various June 30’s, whose
durations until maturity are spread, as much as is possible, so that
the total portfolio of special issues—including those bonds on hand
on the June 30 date—is equally spread over the next 15 years.

When, during the investment year, securities must be sold to
meet benefit obligations—which peak at the beginning of the
month for the OASI and DI trust funds, but not for the HI and

. SMI trust funds—this is done by selling first the special issues with

the shortest durations until maturity. Thus, any certificates of
indebtedness are the first to ke so sold. If several securities have
the same duration until maturity, those with the lowest interest
rate are sold first.

When special issues are thus sold, they are redeemed by the
Treasury at their purchase price. This is a feature not available to
other purchasers of Federal securities who might wish to sell them.
This is a considerable financial advantage to the trust funds, espe-
cially ‘in times of fluctuating or rising interest rates—and one that
would not be present if the investments were required to be made
only in marketable obiigations. If the securities were redeemable

“only on a market-value basis, losses of principal would often be

involved, esperially when securities with low coupon interest rates
are redeemed. Under certain circumstances, relatively unusual,
this procedure could produce an unfavorable result for the trust
funds as compared with a market-value basis; namely, when the
securities to be sold had a higher interest rate than the average
market-yield rate at that time. i

In summary, however, the procedure followed as to redemption
of securities prior to their maturity is an advantageous one insofar
as the trust funds are concerned. And it is equitable as well.
Further, because of the prescribed rules, it eliminates all elements
of conflict of interest insofar as the managing trustee is concerned.

Although there has been some opposition to investing the assets
in Government bonds, no positive support has been offered for any
other investments, all of which have seemed objectionable for over-
whelming reasons.

One possibility would be securities of private concerns. There are
several objections to this approach. First, the Government would
control a considerable portion of the private economy, which
would, in effect, result in socialism by the backdoor method. An-
other disadvantage would be the need for a far-reaching invest-
ment policy to provide an adequate rate of return, with reasonable
security of principal. The Government would, in effect, be setting
itself up as a rating organization.

Another procedure would he to invest in social and economic
activities such as the construction of housing, dams, hospitals, et
cetera. This would be open to some objection as Government entry
into private fields of activity.

Also, any use of public funds for such purposes should be under
the control of the Congress, rather than a social insurance organi-
zation.

Accordingly, it may properly be concluded that investment of the
assets of the the trust funds can feasibly be invested only in securi-
ties of the Federal Government.

BR-4 O—82——2
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With current high interest rates, the investment results of the trust -

funds have been criticized. It has been pointed out that, during the
year ending June 30, 1980, the effective annual rate of interest
earned by the OASDI trust funds was only 8.4 percent, whereas
private money-market managers currently earn about 13 percent.

This is not a valid comparison, because it contrasts the invest-

ment return of a portfolio of securities purchased over a long -

period of years with the current, relatively high new issues rate.
The interest rates on securities bought by the trust funds in the
past were proper and equitable at the time of purchase. _

On the other hand, the high interest rates quoted for private
money managers are those obtained for securities purchased cur-
rently. Any private investment organization which has prudently
built up a portfolio over the years would currently have a much
lower average rate of return for its total portfolio than for securi-
ties bought currently.

In comparing investment managers, one should not simply meas-
ure the average rate of return on their total portfolios, but rather
other factors should be considered. :

The trust funds have been obtaining relatively high interest
rates on current investments. For example, the rate on special
issues acquired in June was 13 percent. Some $20 billion of new
issues were acquired at this rate, with maturities of up to 15 years.

Moreover, as old securities mature and.as new higher interest
securities are purchased, the average effective rate of return will
rise. As compared with the rate of 8.4 percent for the year ended
June 30, 1980, the rate for the next year was 8.8 percent. Attach-
ment C in my formal statement shows these effective rates of
returns for various years.

The rate of return on the OASDI trust funds in calendar year
1980 was about 8.6 percent. At the same time, the net rate of
investment income—before Federal income tax—of all U.S. life
insurance companies was 8 percent. Thus, the trust funds had an
investment experience closely comparable with that of life insur-
ance companies in the aggregate.

A life insurance company formed in 1980 would, of course, have
had a much higher rate of return, because it would be holding only
new high-rate invesiments, but this would not prove that it was a
sagacious investor or that the older companies were stupid inves-
tors.

It has been proposed that the trust funds be invested only in
short-term rather than long-term obligations. At present, this
would have the advantage of the high current short-term interest
rates. In hindsight—just as with other investment experience—this
might have proven to be more advantageous.

The general experience in the past, however, has been that long-
term interest rates are somewhat higher than short-term ones,
although not at the moment.

Accordingly, over the long run, the long-term interest rate proce-
dure would seem preferable. Attachment D in my formal statement
compares the average market-yield rate of all Government obliga-
tions with the corresponding long-term rate received by the trust
funds on new special issues.
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For 1967-81 the interest rate basis used for trust fund invest-
ments was higher than the zll-obligations rate in 9 years, with 1
year being the same. The average excess was 0.35 percentage
points. .

Furthermore, the current high interest rates are unlikely to last
much longer. With interest rates lower in years ahead, a change
now to shori-term securities would not be nearly as advantageous
to the trust funds as continuing the present procedure and having
the very large amount of long-term investments ‘“locked in"’ at 13-
percent interest, as compared with much lower rates that might be
obtained in the future.

Another investment strategy recommended occasionally is for
trust funds to roll over their assets into those securities with the
highest current yield, but only if such yield exceeds that of current
holdings. Such a strategy would be very advantageous to social
security, but disadvantageous and inequitable to the general treas-
ury, which would pay the increased interest from general revenues.
Thus, while the trust funds would do better with such a strategy,
higher Federal income taxes or a larger Federal deficit would
result. This would be an indirect form of general revenue financing
for social security. Then, too, private investors are not given this
“best of both worlds” possibility.

The present investment procedures for the trust funds is proper
and equitable to both these funds and to the General Fund of the
Treasury. Both the insured persons under social security and the
general taxpayers—who are, by and large, the same persons—are
treated in a fair, equitable and consistent manner.

The rates of return obtained by the trust funds currently are
reasonable in light of past investment experience. The appropriate
investment procedure is to choose one investment policy and
remain with it, rather than attempting to do better by speculating
through jumping back and forth among investment strategies.

Thank you, Mr. Chairman.

[The prepared statement follows:)

StateEMENT oF RoBERT J. MYERS, DEpuTY COMMISSIONER OF SOCIAL SECURITY FOR
PROGRAMS, SoCIAL SECURITY ADMINISTRATION, DEPARTMENT OF HEALTH AND
HuMAaN SERVICES

Mr. Chairman and Members of the Subcommittee, I am pleased to be here today
to discuss the investment policy of the four Social Security trust funds—the Old-Age
and Survivors Insurance Trust Fund, the Disability Insurance Trust Fund, the
Hospital Insurance Trust Fund, and the Supplementary Medical Insurance Trust
Fund. Although the investment of the assets of these funds is, by law, the responsi-
bility of the Secretary of the Treasury, as Managing Trustee of the several Boards of
Trustees, the Social Security Administration has, understandably, always taken a
great interest in this matter. Then too, during my many years of association with
the program, I have studied the subject with considerable diligence.

Although the interest income of the Social Security program is not a major factor
in its financing—whereas in funded private pension plans investment income is a
very significant element—neither is it of negligible importance. For example, in
calendar year 1980, the interest income of the four trust funds was only 2.46 percent
of the total income. However, such interest income was the not insignificant sum of
$3.85 billion, which incidentially was 1.5 times as large as the administrative
expenses of the program. .

INVESTMENT PROCEDURES

Throughout the entire period of operation of the program, the method of investing
the assets of the trust funds has changed relatively little. In general, it may be said
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that the trust funds receive the tax income and pay the benefits and administrative
expenses. The excess of the income over the outgo is invested in cbligations of the
Federal Government, and the interest therefrom augments the income of the
system. . .
ySince the middle of 1940, the Social Security tax collections have been automati-
cally appropriated to the trust funds as they are received by the Treasury Depart-
ment. %efore then, a somewhat different procedure was followed. The authorized
appropriations to the Old-Age Reserve Account (as it was called thel;l‘) were not
specifically to be measured by the taxes collected, but rather were to be “an amount
to be determined on a reserve basis in accordance with accepted actuarial princi-
ples.” Underlying legal and constitutional aspects made a distinct division between
the taxes collected and the benefits paid seem desirable. In actual practice, however,
this language was interpreted to mean that the appropriations should be the esti-
mated net proceeds of the taxes, after deduction for the estimated administrative
expenses (which procedurally were paid out of the General Fund of the Treasury
but, of course, in practice came from the gross Social Security tax receipts).

After the program was declared to be clearly constitutional in 1937, this indirect
procedure was no longer necessary. As a result, the 1939 Act provided for the
current aubomatic~apfpropriation basis. . . L .

The investments of the trust funds can be either in special issues or in any other

securities of the Federal Government. Some regular issues have actually been -

bought, both on the open market and when they were offered to the general public.
Special legislation has provided that certain semigovernment issues—such as those
of the Government National Mortgage Association—can be purchased the trust
funds, even though they are not guaranteed for both principal and interest by the
Government. . o

Most of the investments, however, have been in special issues. As of June 30,
1981, about 92 percent of the assets of the four trust funds were in special ‘issues
(see Attachment A). L .

Before 1940, it was provided that the special issues should bear an interest rate of
3 percent. From then until the 1956 Act, they carried an interest rate slightly below
the average coupon rate on all interest-bearing obligations of the United States
outstanding at the end of the month preceding the issue of the special issues.

The 1956 Act changed the interest basis for special issues so that it was deter-
mined from the average coupon rate on all long-term Government obligations
(issued initially for 5 or more years), rounded to the nearest % percent. The 1960
Act revised this interest basis, so that the interest rate is now determined from the
average market yield rate on Government obligations that are not due or callable
for at least 4 years from the date of determination. The actual experience over the
years as to the interest rates applicable to special issues and the durations until
their maturity is described in Attachment B.

ALTERNATIVE POSSIBLE INVESTMENT AREAS

Although there has, at times, been considerable opposition to investing the excess
income oFthe system in Government bonds, no positive support has been offered for
any other form of investment. All other possibilities have seemed to be objectionable
for overwhelming reasons. . .

One possible invesiment practice would be to purchase securities of private con-
cerns, either bonds or stocks. There are several objections to this approach. First,
with the large amount of money available, the Government would control a copsxgi-
erable portion of the private industrial economy, which would, in effect, resuit in
“socialism by the backdoor method.” Another practical disadvantage would be the
need for a far-reaching and deep-searching investment policy that would permit the
trust funds to obtain an adequate rate of interest with reasonable security of
principal. Under such a policy the Government would, in effect be setting itself up
as a rating organization, because the investment procedures would naturally have
to be open to full public view. If no preferénce were shown for different types of
securities, but rather investments were made widely and indiscriminately, there
would be a serious danger of loss of principal and diminution of investment income.

Another possible procedure would be to invest the funds in social and economic
activities such as the construction of housing, dams, hospitals, and 'the_ like (as is
done in some countries). This method would be open to some objection on the
grounds mentioned previously—Government entry into private fields of activity.
Even more serious is the argument that any use of public funds for such purposes
should be under the control of the elected representatives of the people (Congress),
rather than the indirect and less visible approach of having a social insurance
organization making decisions as to what is best for the country. -
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Accordingly, it may properly be concluded that investment of the assets of the
ial Security trust funds can feasibly be invested only in securities of the Federal
Government. : )

CRITICISMS OF TRUST-FUND INVESTMENT RESULTS

In the light of current high interest rates, there has been criticism of the invest-
ment results of the Social Security trust funds. For example, it has been pointed out
that, during the 12-month period ending June 30, 1980, the effective annual rate of
interest earned by the combined OASI and DI Trust Funds was only 8.4 percent,
whereas private money-market managers currently earn about 13 percent. '

This is not a valid comparison, because it contrasts the investment return of a
portfolio of securities purchased over a long period of years with the current,
relatively high new-issues rate. The securities bought by the trust funds in the past
bore interest rates which were prcper and equitable at the time of purchase.

On the other hand, the high interest rates quoted for private money managers are
those obtained for securities purchased currently. Any private investment organiza-
tion which has built up a portfolio over the years (and has done so in a prudent
manner) would currently have a much lower average rate of investment return for
its total portfolio than it would for securities bought currently. R

Thus, in comparing current investment managers, one should not simply measure
the average rate of return on their total portfolios, which may have been acquired
with much different timing, but rather one should take into account other factors—
eg., how they were doing on their current investments. In that regard, the Social
Security trust funds have been obtaining relatively high interest rates on their
current investments For example, the interest rate on special issues acquired in
June was 13 percent. and it was at this rate that some ggo billion of new issues
were acquired on June 30, with maturities of up to 15 years.

Moreover, as old securities mature, and as new higher-interest securities are
purchased, the average effective rate of return for the assets of the trust funds will
rise. Thus, as compared with the rate of 8.4 percent for the year ended June 30,
1980, the rate for the year ended June 30, 1981 was 8.8 percent. Attachment C
shows these effective rates of returns for various years in tﬁz past for each of the
trust funds. It is significant to note that, despite each of the funds receiving exactly
the same rate on special issues purchased at the same time, the average effective
rates for various years differ significantly. This is, of course, due to the different
times of purchases of the various securities.

Also, it is of significance to note in considering the investment rate of return of
the OASDI Trust Funds in the 12-month periods ending June 30, 1980 and June 30,
1981-—namely, 8.4 percent and 8.3 percent, respectively, or an average of 8.6 per-
cent—that the net rate of investment income (ﬁfore g‘ederal income taxes) of all
United States life insurance companies in calendar year 1980 was 8.0 percent
(source: “1981 Life Insurance Fact k", American Council of Life Insurance, page
61). Thus, the trust funds had an investment experience closely comparable with
that of life insurance companies in the aggregate. ’

A life insurance company which was formed in 1980 would, of course, have had a
much higher rate of return, because it would be holding only new investments, at a
relatively high rate. This, however, would not “prove” that it was such a sagacious
investor, or on the contrary that the older, well-established companies were stupid
investors.

CRITICISM OF DURATION OF INVESTMENTS

Finally, the criticism has, at times, been levied that the Social Security trust
funds should be invested in short-term Government obligations, rather than long-
term ones. It would have been feasible for the investments of the Social Security
trust funds to have been in short-term obligations which would be rolled over every
year (or even every month) instead of in iong-term obligations, generally having a
maturity length of 15 years. Thus, at present, this would have the advantage of the
high current short-term interest rates. In hindsight—just as with other investment
experience—this might have proven to be more advantageous.

Certainly, the general experience in the past has been that long-term interest
rates are somewhat higher than short-term ones, even though this is not so at the
moment. Accordingly, over the long run, the long-term-interest-rate procedure
would seem preferable. Attachment D compares the average market-yield rate of all
obligations of the U.S. Government with tge corresponding long-term rate that the
trust funds receive on new special issues. For 1967-81, the interest-rate basis used
for Social Security trust-fund investments was higher than the all-obligations rate
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in 9 years (with 1 year being the same). The average excess was .35 percentage
po;i‘l:ltfihermore, the current high interest rates of, say, 15 percent are unlikely to
last for much longer. With interest rates lower in years ahead,. a .changel now to
short-term securities would not be nearly as advantageous as continuing the present

rocedure and having the very large amount of long-term investments that are now
Rlocked in” at 13-percent interest, as compared with much lower rates that might be
obtained in the future.

Another investment strategy which is recommended occasionally is for the Social .

i ust funds to roll over their assets into those securities with the highest
ﬁfger:ty ;irel?l, but only if such yield excgeds tha@ of current holdmgs. Such a
strategy would be very advantageous to Social Security, but very disadvantageous—
and, in fact, inequitable—to the General Treasury, which would have to pa th(i
higher amounts of interest due from general revenues. Thus, wl’p}e the ia
Security trust funds would do better with such a strategy, the additional interest
earnings would ultimately be reflected in higher Federal income taxes or-a larger
Federal deficit. in other words, it would be an_ indirect form of genera[-reven}:x_e
financing for Social Securitir. And then too, private investors are not given this
“‘best of ioth worlds” possibility. :

SUMMARY AND CONCLUSIONS

investment policies and procedures for the Social Security trust funds
is rl;;}rlg p:'e:f:it (leguitable t.opl?oth these funds and to the General Fund of the Treasi
ury. Likewise, both the insured persons under Social Security and the genera
taxpayers—who are, by and large, the same persons—are treated in a fair, equita-

istent manner. oo

bl(’el"}?eneai::s(l)?tieturn obtained by the trust funds currently are reasonable in light
of the past investment experience. The appropriate investment procedure is ;o
choose one investment policy and remain with it, rather than attempting to do
better by speculating through jumping back and forth among investment strategies.

[Attachment A]
DISTRIBUTION OF ASSETS OF SOCIAL SECURITY TRUST FUNDS, BY TYPE, JUNE 30, 1981

. [In millions ol dellars}
Category 0AS! v Ht pLU) Total
Speciaf issues 23,393 3,569 12,659 3791 da,ﬁ
Marketable securities ' 1,99 295 S 2'835
Participation. certificates L1 § s
Undisbursed balances 1,203 19 —-110 9 ,
Total assets 2,141 3884 17,599 3,800 52,430

VULS, Treasury seuuitietromy (participation certificates of the Government National Morlgage Associalion are also markelable, but are not
included here).

[Attachment B)

INTEREST RATES AND DuraTIONs UNTIL MATURITY OF SPECIAL ISSUES OF
InvesTMENTS oF SociaL Security Trust Funbps

940-43, the new special issues were for durations of four or five years.
ngr,inllling in 1944, some n‘:eevs special issues were for durations of one year (or less);
beginning in 1945, all new special issues were of this duration. Accordingly, begin-
ning in 1947, the entire investment portfolio was reinvested each year (on June 30).
This procedure was followed until 1957, when a transition was begun toward spread-
ing the investment portfolio of each of the trust funds over the following 10 years.
Investments during a fiscal year were made in certificates that mature at the end of
such year—June 30. At that time, the funds from the maturities were reinvested in
long-term notes (up to seven years until maturity) or bonds (of seven years or more).

Then, in 1959, the permanent portfolio of special issues was spread more or less
equally over the next 15 years, and this principle was followed until the }ate 1960s.
In order to be equitable to the trust funds as interest rates rose ;\bove 4% percent,
then, this principle was suspended, and new special issues were given a maturity ?f
seven years, because other provisions of law prohibited a higher rate than 4%

percent for longer-term securities. Such prohibition was removed insofar as the
trust funds are concerned in mid-1974. Then blocks of special issues at an interest
rate of 7% percent were purchased with the funds then available for investment, in
equal amounts maturing in each year of 1981-82. Since then the “equal spreading
over 15 years” principle has been followed. : '

The special-issue interest rate was initially 1% percent (in 1940), but as large
volumes -of long-term government bonds were floated to finance the war effort, the
rate gradually decreased and reached a low of 1% percent in the period from May
1943 to July 1946. Thereafter, there was a gradual rise to 2% percent for the period
from July 1958 to September 1960, which was the last month before the new basis

- provided by the 1960 Act went into effect.

When the interest basis was changed by the 1956 Act (effective for October 1956),
there was no change in the rate actuaily made available to the trust funds. As it
happened, under the conditions prevailing at that time, the new method of basing

_the rate on long-term obligations (rather than on all obligations) produced a slightly

lower unrounded rate, but the change in the rounding procedure produced a final
result that was exactly the same as the previous basis. .
The new basis under the 1960 Act produced a sharp increase in the special-issue
interest rate, yielding rates of 3% to 4 percent for issues purchased in the last three
months of 1960, or appreciably in excess of the 2% percent rate that would have
been in effect then under-the old basis. During 1961-65, this interest rate was
generally between 3% and 4% percent, but thereafter it rose significantly, reaching
a high of 7% percent in February 1970. Then the rate fell somwhat and was about 6
percent during 1971-72, but rose to about 6% percent during 1973. Then it increased

-further in 1974, reaching a peak of 8% percent in September, but fell off to about T

to 7% percent thereafter through 1977. In 1978, the rate increased to as much as
8% percent and was a high as 10% percent in late 1979. It then increased sharply in
early 1980, peaking at 12% percent in March, then fell to 9% percent in June, and
thereafter rose to 12% percent in December. Then, in 1981, the rate had a rising
trend and was 13 percent in June, 13% percent in July, 14 percent in August, and
14% percent in September.

[Attacament C})

EFFECTIVE RATES OF RETURN FOR SOCIAL SECURITY TRUST FUNDS IN VARIOUS YEARS

[Amounts in percent) *
0AS! i) QASI-Ot H SN
12 mo. period ending on June 30
1961 27 21 2.7 ! '
1962 28 29 28 ! !
1963....... 29 30 29 ¢ !
1964 30 31 30 t ¢
1965 31 32 32 1 ¢
1966 33 3.6 33 : '
1967...... : 36 39 36 46 46
1963 39 42 39 49 48
1969 41 48 42 53 5.2
1970 47 56 48 6.0 59
1971 5.2 6.1 53 6.5 6.4
1972 53 6.1 54 6.7 6.2
1973 55 6.1 56 6.4 6.1
1974 59 6.4 6.1 6.7 68
1975 6.5 6.3 65 12 11
1976 6.8 6.8 6.8 12 12
1977 69 10 6.9 6.3 14
1978 N 12 14 12 14 14
1979 14 19 14 17 82
1980 83 88 84 8.2 83
1981 2 2 88 8.9 37

' Trust fund began operation in 1966.‘
*Rate not computed because ol distortion caused by reallocation of DASDI tax rate between 0AS! and DI during year.
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[Attachment D]

AVE:RAGE- MARKET-YIELD RATE ON MARKETABLE INTEREST-BEARING OBLIGATIONS OF THE UNITED
: _ STATES, AS OF THE BEGINNING OF JUNE OF VARIOUS YEARS

[Amounts in percent]
Trust-tunds .
Year All obligations  speciak-issue Difference
rate for June!
1981 : . 4% 13 1%
1980 : ' 8% 9% %
1979 9% 8% Y
1978 1% B —%
1977 = . 6 X 1%
1976 6% 1% %
1975 6% 1% -1%
1974 8% 1% Y
1973 6% 6% Y
1972 4% % -%
1971 5% 6% -%
1970 % 1% —%
1969 6% [ S
1968 % 5% Y
1967 1Y% 4% %

+ Average market-yield rate of U.S. marketable obligations with 4 of more years until maturity.

Chairman Pickre. Thank you, Mr. Myers. I am going to assume
you will stay with us?

Mr. Myers. Yes, Mr. Chairman.

Chairman PickLe. Now we will be glad to hear from Mr. Mark
Stalnecker, the Deputy Assistant Secretary of the Treasury.

STATEMENT OF MARK E. STALNECKER, DEPUTY ASSISTANT
SECRETARY OF THE TREASURY (FEDERAL FINANCE), DE-
PARTMENT OF THE TREASURY
Mr. STALNECKER. Thank you, Mr. Chairman.

Chairman PickLe. We will be pleased to hear from you.
Mr. STALNECKER. Mr. Chairman, members of the subcommittee, I

am pleased to present the views of the Treasury Department on

the subject of policies governing the investment of social security
trust fund assets. o

My comments will be directed only at the investment policies of
the trust funds and will not address the more fundamental ques-
tions of funding and benefit levels.

The social security trust funds consist of four separate funds—
the Old-Age and Survivors Insurance Trust Fund, the Disability
Insurance Trust Fund, the Hospital Insurance Trust Fund, and the
Supplementary Medical Insurance Trust Fund. '

The invested assets of the funds were $48.6 billion as of Septem-
ber 30, 1981. The investment of the funds is by law the responsibili-
ty of the Secretary of the Treasury.

In your letter to Secretary Regan of October 6, 1981, you stated
that the subcommittee is interested in learning Treasury’s views
regarding the continued appropriateness of all current policies and
practices concerning the investment of trust fund assets.

Specifically, you requested our views on the following:
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(1) the appropriateness of the current statutory interest rate
formula in light of both current high interest rates on short-term
investments and the fact that many trust fund securities are now
held for only short periods before redemption; )

(2) the advisability of increasing trust fund purchases of marketa-
ble U.S. Government securities in the open market; and
. (3) the appropriateness of Treasury’s policy of establishing matu-
rities for new special issues given the fact that long-term special
issues are often redeemed before maturity when trust fund outgo
exceeds income, as is the case with the OASI and the DI trust
funds today. :

You also expressed your interest in learning whether any
changes in policies governing the investment of trust fund assets
are advisable. given both today’s short-term interest rate yields and
the financial crisis facing the social security system.

We believe that the long-range investment policies governing the
social security trust funds, and other trust funds, should not be
dictated by the happenstance of current relationships between

_short-term and long-term interest rates.

At the time the present law governing the investment of the

" social security trust funds was enacted in 1960, long-term market

rates were higher than short-term rates. For example, 3-month
Treasury bill yields were about 2.9 percent on a coupon equivalent
basis and yields on 10-year treasuries were about 4.1 percent.

Thus, the statutory requirement that the interest rate on fund
investments be based on market yields on Treasury securities with
4 or more years to maturity resulted in a higher return to the
funds than would have been realized from a formula based on
short-term rates. '

Since 1960, long-term rates have generally been higher than
short-term rates, but the relationship has fluctuated substantially
with changing market conditions, and in recent years there have

- been prolonged periods when short-term rates were higher than

long-term rates. .

This relationship has changed dramatically in recent months, as
short-term rates declined relative to long-term rates.

The 3-month bill rate is currently about 13.9 percent and the 10-
year rate is about 14.9 percent, but in May 1981 the 3-month bill
rate was as high as 18 percent, while the 10-year rate was 14.7
percent. . '

Thus, the earnings of the funds will not necessarily be maxi-
mized by requiring that future investments be tied to either short-
term or long-term rates.

Nor should the long-range investment policies be dictated by the
current status of the much broader problem of social security fund-
ing, that is the problem of assuring adequate social security taxes
or other sources of funds to meet future benefit payments. The
funding problem obviously cannot be resolved by changes in invest-
ment policy.

The investment earnings cf the funds would of course be in-
creased if the Treasury were to pay a higher interest rate on fund
investments than the Treasury is required to pay on comparable
maturity borrowings in the market.

¥8-494 O—82——3
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However, this would result 1n a completely arbitrary subsidy to
the funds at the expense of the general taxpayer, and the subsidy
thus provided would not be subject to the congressional control and
scrutiny inherent in the normal appropriations process

To assure that Treasury issues to the trust funds are at interest
rates consistent with the Treasury’s current cost of borrowing in
the market the interest rates should be related to the maturities of
the 1ssues; that 1s, a 1-year issue to the trust funds would carry a
rate equal to the estimated rate Treasury would pay at that time
on a l-year 1ssue 1n the market, the rate on a 5-year 1ssue would be
based on Treasury’s 5-year market rate, and so on.

As to the appropriate maturities of issues to the trust funds, we
believe that the selection of maturities should be based on the
expected cash needs of the funds. A statutory requirement that the
funds be invested in short-term issues and rolled over as they
mature would result in excessive dependence on short-term interest
rates, which are generally lower than long-term rates, and consid-
erable volatility 1n fund earnings, because short-term market rates
fluctuate much more than long-term rates.

As to the adwvisability of increasing trust fund purchases of mar-
ketable Treasury securities in the open market, we see no advan-
tage to the trust funds from such purchases. So long as Treasury
issues of nonmarketable securities to the funds bear interest rates
that are tied to market rates, the funds will be assured of current
market rates

Moreover, the maturities and timing of special issues can be
tailored more effectively to the needs of the funds, compared to
open market purchases.

Given the investment principles suggested above, I would now
hke to turn to the present specific statutory requirement for the
investment of the social security funds in special nommarketable
issues. Existing law provides:

Such obligations issued for purchase by the trust funds shall have matunties
fixed with due regard for the needs of the trust funds and shall bear interest at a
rate equal to the average market yield (computed by the Managing Trustee on the
basis of market quotations as of the end of the calendar month next preceding the
date of such issue) on all marketable interest bearing obligations of the United
States then forming a part of the public debt which are not due or callable until
after the expiration of four years from the end of such calendar month

There are three apparent deficiencies in this statutory formula.

First, as discussed above, the requirement that the interest rate
be based on yields on Treasury marketable issues with 4 or more
years to maturity prevents the Treasury from providing interest
rates related to the specific maturities of the issues to the trust
funds.

Thus, when short-term rates are higher than long-term rates, as
has generally been the case this year, the trust funds receive a
lower rate of return than they would receive if the statute permit-
ted Treasury to pay interest rates related to the yields on Treasury
marketable issues of comparable maturities

Second, the requirement that the obligations 1ssued to the funds
bear interest at a rate equal to the average market yield at the end
of the month preceding the date of issue subjects the earnings of
the funds to erratic fluctuations which may occur on any one day
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m the market, because of market reactions to short-term economic
or financial developments or other unsettling news events.

A better approach would be to base the interest rate on an
average over a period, which would provide a more equitable rate
of return and would help assure more stabihity 1n the earnings of
the funds

Third, the requirement that the oblhigations 1ssued to the funds
bear interast rates equal to market yields on all marketable inter-
est bearing obligations of the United States of the prescribed matu-
rities results 1n a somewhat lower rate of return to the funds than
Treasury would be required to pay on new issues in the market;
that is, under this statutory formula, Treasury must include 1n its
rate computation the yields on many outstanding 1ssues which
were issued many years ago at market rates considerably below
current yield levels.

Since such issues are thus traded at deep discounts in the cur-
rent market, they are especially attractive to purchasers who bene-
fit from the capital gains tax advantage of deep discount issues, as
well as to purchasers who gain special tax advantages from the so-
called flower bonds which are redeemable at par for the payment
of estate taxes.

Consequently, such issues are traded at relatively higher prices,
and thus lower nominal yields, than would be required on Treasury
new 1ssues.

This mnequity to the trust funds could be remedied by permitting
the Secretary of the Treasury greater discretion to base his rate
determinations on current market yields on selected outstanding
issues which are reasonably reflective of Treasury’s current bor-
rowing costs

Also, this administration is currently conducting a comprehen-
sive review of the longstanding statutory requirements and admin-
istrative policies and practices governing investments of the social
security funds and other trust funds, particularly those funds
which are invested under similar statutory formulas.

This review will have to consider the overall levels of trust fund
benefits in the future. Upon completion of this review, the Treas-
ury Department will consider appropriate recommendations to
Congress to assure an equitable rate of return to the trust funds
under changing market conditions.

We look forward to working closely with your subcommittee on
this important matter. )

Mr. PickLe. Thank you, Mr. Stalnecker

As an overall question, I would like to ask you both, if you think
that the current manner in which you are investing the frust fund
moneys is the best approach?

Are you satisfied with it? Are we getting the best return? Should
we invest the trust funds differently?

Mr Myers. Mr Chairman, answering first, I would say that the
present method is, in general, the best possible method if it is
carried on for a long period of time

If you jump in and out of investment strategies, 1t 1s not the best
at the moment

I think that it 1s fair and equitable to everybody that the present
general method be continued
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Mr. Stalnecker has pointed out one or two technmical elements,
such as the possible exclusion of bonds Like the “flower bonds” or
bonds with deep discounts, that might refine the present method 1
think that the general structure of the present method 1s a fair and
equitable one to the Social Security System as a whole and to the
General Treasury as well. )

Mr. STALNECKER 1 would agree with that. I think what has
happened over the past 20 years or so since the 1960 amendments
were passed has been a financial environment that was totally
unanticipated under the statute.

Also, 1 would point out the long-term nature of these funds,
which was anticipated throughout the history of the funds, has
meant that the social security funds have been invested in longer
term securities over the past 20 years.

As rates have risen, as Mr. Myers mentioned in his testimony,
the fact that these longer term rates still exist on the books of the
funds has made the comparison to the currently available interest
rates look bad relatively speaking.

If you look at the performance of other longer term investment
portfolios in the marketplace, which would be analogous to the
long-term 1nvestment of the social scurity trust funds, the rates of
return are very comparable to those earned by the social security
trust funds

I think the problem hasn’t been the investment policies of the
fund which have been consistently applied regardless of market
conditions, but 1n the general financial conditions which have re-
sulted in ever-increasing interest rates since 1960.

Mr. PickLe. The assertion by some that we have lost $1 billion in
added revenue because of the present policy is a serious one We
have to consider whether there 1s some way we can actually make
much more 1n the investment of the trust funds, and whether or
not that is an appropriate way to go?

Mr Stalnecker, you indicated there were three different ap-
proaches. You hsted the one, two, three approaches in your testi-
mony. One you did not mention would be the redeeming of the high-
est interest special 1ssues before all the lower ones were redeemed.

That is another alternative, another option.

Mr. Myers, it seems to me you stated the policy question pretty
well that we all face. You said, starting on page 10:

Another strategy 1s for the Social Security trust funds to roll over their assets

nto those securities with the highest current yield, but only if such yeld exceeded
that of current holdings

Then you say-

Such a strategy would be very advantageous to Social Security, but very disadvan-
tageous to the General Treasury, which would have to pay the higher amounts of
interest due from general revenues

It seems to me that this is the key to the issue We could redeem
the lower interest-bearing bonds and take the higher interest rate
now, but 1if we did 1t, it would cost the Treasury.

1 raise the question, are you trying to protect the trust funds,
social security trust funds, or are you trying to protect the General
Treasury? It does come down to that

Whose interests are you looking after?
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What is the proper course to take?

Either of you may comment on that

Mr. Myers. Mr Chairman, my guiding principle on this—and it
has been over the years—is that both parties should be treated
equitably

It is not like a competition in the private sector where the
investor and the person seeking a loan are competitive. Here, these
are two branches of the Federal Government, and it is essential
that there should be equitable treatment between them

In other words, I do not think that the general fund of the
Treasury should take advantage of the trust funds, nor do I think
that the trust funds should take advantage of the general fund

It could happen—which 1t has not—that the Treasury could take
advant.age of the trust funds, if the Treasury sold the trust funds,
say, high interest bonds and made them very short duration and
then when interest rates were low the Treasury put all of the
money into long durations. That would be unfair to the trust funds

In the same way, I do not think that the trust funds should have
the best of all worlds by redeeming only the lowest interest securi-
ties but rather there should be a mechanical way of making re-
demptions.

Mr. Pickie. Could Treasury redeem the lower interest-bearing
bonds?

Mr. Mygrs. I think that, under the law, this could be done,
because the law does not prescribe anything but the interest rate.

Mr Pickie. Could it not be done without penalty?

Mr. Myers Yes, it could

Mr. PickLe If we did, wouldn’t we gain more revenue for the
trust funds?

Mr Mvers. Yes That would be true I do not think that i1t would
be a fair and actuanaliy equitable thing to do.

Mr PickiE. I recognize there 1s a flip side to it because, as you
help the trust fund, it indirectly affects the General Treasury Yet
the funds are money that the Treasury can also use, particularly in
long-range bonded indebtedness of the national debt

It is a source of money that the Treasury must have. So the
question is, who helps who? We are looking at 1t, as you undestand, -
Mr. Myers—at least | am—from the perspective of the social secu-
rity trust fund

We do have the option of redeeming these lower interest bonds
You can do it without penalty If we did, though the General
Treasury would indirectly be affected, 1t would help our trust fund
perhaps as much as $1 billion dollars a year. The question 1s
whether or not we do that?

If we did increase investment income to the trust funds, would
that increase the deficit?

Mr. Mykgs. I think that the effect of that would be to increase
the deficit because the Treasury would have to pay more money, as
interest, 1n the budget It would probably be a wash item. Just as I
think that it would not be fair for the Secretary of the Treasury,
w}\en he was redeeming bonds under the law, he could take the
highest interest ones and redeem them first
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1 do not think that would be right. Rather, there ought to be an
established procedure, so that mechanically a certain result hap-
pens whether interest rates are low or high.

" Mr. STaLNECKER. Could I comment on this, Mr. Chairman?

Mr. PickLE. Before you do, specifically my question was, if we did
redeem the lowest interest-bearing bonds and that can be done
without penalty, would that increase the deficit? :

1 am trying to find out, will it actually increase the deficit? You
said it would. I am led to believe it would not.

How do you answer that? : :

Mr. MyERs. Mr. Chairman, if the trust funds obtained this higher
interest return in the manner that you describe, this would, of
course, make the system sounder. :

In other words, it would decrease the long-range actuarial deficit
of the program by a small amount.

Mr. Pickik. In effect, it would be a wash, would it not?

Mr. MyEgs. As far as the general budget of the Government is
concerned, yes.

Mr. PickLE. Mr. Stalnecker, did you wish to comment?

Mr. STALNECKER. Yes. 1 wanted to comment on this general
question of the discretion to redeem these special securities.

Historically and throughout the legislative history of the social
security program, the presumption has always been as the policies
have been laid down and enunciated, that the trust fund maturities
and the redemptions would be based on the cash needs of the
funds; and as a result there has been no discretion left to the
managing trustee to manage the funds on the basis of market
movements.

The issue of par value specials, for instance, might have to be
reconsidered if redemption of the funds for noncash needs is antici-
pated, because to the extent that redemptions would be allowed in
response to market movements, the question of subsidy to the
social security fund at the expense of the general taxpayer would
have to be addressed.

I would like to point out that, to the extent some securities have
had to be redeemed prior to maturity, the fact they could be
redeemed at par without any market loss has favored the funds.

The Treasury’s view is that the less discretion in terms of the
managing trustee’s role to play the market and make market
decisions, the better. )

That is the way the fund has been managed. It has been man-
aged consistently on that basis for the last 20 years at least.

We feel that as long as there is a consistent policy that is
adhered to, these potential conflicts of interest are eliminated and
both the general taxpayer’s welfare and the trust funds’ welfare
can be looked after. :

MMr. PickLe. | want to ask you the same question I asked Mr.
yers:

If we did redeem these low interest bearing bonds, and the
money was reinvested in higher yielding bonds, would that actually
increase the Federal deficit from the budget standpoint?

Mr. STALNECKER. My understanding——

Mr. PickLE. Mr. Myers says yes.
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Mr. StarLNeckeR. My understanding is if the redemptions of
lower coupon securities, lower interest securities were made and
the proceeds reinvested in higher rate securities, interest on the
gu‘t_)li.c debt would rise which would increase the Federal funds

eficit. :

Because there would be a larger surplus in the trust funds, the
e_ffe(}:lt on the unified budget deficit would be zero. There would be a
wash.

Mr. PickLe. As far as the unified budget, there would be no net
effect—a wash. That is what I am trying to establish. I appreciate
your views. _

I have a lot of other questions, but I want to recognize next Mr.
Jacobs.

Mr. JacoBs. Mr. Chairman, I think we have come up with a

 miracle here.

As a matter of fact, I think we can wipe out the whole deficit of
the U.S. Government this morning if we use our wits well enough.

For example, if the Government goes into the market next-year
or in this fiscal year and borrows $80 billion, and then it spends it
on something, that is something that becomes an asset in a sense,
doesn’t it? Even if it is education? That is an investment in the
country.

By the same logic that I have heard just now, that would be a
wash too.

You would have an asset to show for it.

Mr. STaLNECKER. No, because what you are talking about is the
issuance of a security in receipt of cash. In other words, the trust

. funds would be—— .

Mr. Jacoss. Yes. The security is an asset. A better educated
nation is an asset.

Go out and buy a tank, God knows, that is an asset, a military
tank. So we don’t have deficits any more according to this logic, do

.we? Every time you borrow something, you buy something with it,

and that is a wash. Whitewash maybe.

Mr. STALNECKER. It is because of the special accounting treat-
ment in the unified budget for the social security fund deficits and
surpluses.

That is not the case for operating budgets of the different agen-
cies. They do have to raise the money and expend the cash which is
counted in the Federal funds. :

Mr. Jacoss. Let me just remind you of that Lincoin story about
the lawsuit over whether the railroad right-of-way was flooding the
farm. They had a very, very bright lawyer who brought in engi-
neers and brought in statistical evidence, average rainfall and so
on. ~
The country lawyer in his closing argument said that:

You have proved beyond the peradventure of a doubt absolutely, conclusively that

that railroad right-of-way couldn’t possibly have flooded my client’s land. I just have
one question: Have ycu ever been down on that farm when it was raining?

What I hear you say is that we can get a billion dollars more for
the social security trust fund without increasing Federal income
taxes and without creating a deficit. That is wonderful.

1 think we ought to get at it and apply it to the entire Govern-
ment if all you need to do is that. Does that make sense to you?
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It comes from somewhere, doesn’t 1t? If you pay a billion dollars
more from the Treasury to the social security fund, apart from
whether you push the pencil or what kind of figures you put down
on paper, you got to get that somewhere, don’t you?

Mr StALNECKER Well——

Mr Jacoss Where would you get 1t?

Mr SraiNecker The Federal funds deficit would be increased as
we mentioned

The Treasury would have to—to a certain extent this 1s an
accounting problem The Federal funds deficit would increase As
we mentioned

Mr. Jacoss. Let’s say we build a new Bugtussle Building or
Albert Building down the street, a new House office building. Let’s
say 1t costs $800 million, eight-tenths of a bilhon dollars

You fellows have to go out and borrow the $800 mallion to put
that building up That is a wash too, isn’t 1t? We have this $800
million building, an asset? Wouldn’t that be a wash?

Mr SraLNEckER. No, it would not be.

Mr Jacoss Wouldn't 1t? Why is that? The building 1sn’t worth
$800 million.

Mr StaLNEckER. No. It is included, the accounting treatment, as
an expenditure for a goods or service on the part of the Federal
Government as opposed to the unified budget concept which treats
the social security trust fund surplus as a contra-entry, so to speak,
to the actual Federal funds deficit

If the social security system were a separate accounting entry
and not unified with the Federal funds deficit, then what you are
zu%ggftlng would, in fact, result in an increase in the Federal

eficit.

Mr Jacoes But in real life if you borrow $800,000 and buy an
$800,000 house and 1t 1s worth $800,000, is that a wash?

Mr. STALNECKER No

Mhr‘.? dJacoss. Just iIf you use Government accounting it becomes a
was

Mr SrainNecker No. It just becomes a wash when the two Gov-
ernment accounts that are being considered as one are——

Mr. Jacoss I believe you have not quite answered my question,
the other question.

If Qhe social security trust fund gets a billion dollars more, where
does it come from? Do you borrow it?

Dg) you have to rase taxes to get it? How would that be right
now?

Mr Mvers Mr Jacobs, I might try an answer to that question I
think what would happen is that the national debt would increase
by $1 billion in that year, and then in subsequent years it would
increase by the interest on that $1 billion

‘Mr. Jacoss Ye;s That 1s the answer to the question, 1n fact, 1sn’t
1t? You would either have to raise general revenues by taxation,
more o1l income, or something, or you would have to borrow it
wouldn't you? ’

Wouldn’t you have to borrow that billion doilars if you are
already 1n a deficit? Isn’t that a reasonable thing to assume?

Mr StaLNEcker Yes In terms of the ultimate financing of the
Federal Government, the outlay would require additional cash, yes
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Mr. Jacoss. Either that or some big word like monetizing where
you just print the money and turn it over to the social security
system, 1sn’t that nght?

Mr. STALNECKER Yes

Mr. JacoBs Thank you, Mr. Chairman

Mr. PickLe Mr. Archer?

Mr. ArcHER Thank you, Mr Chairman

I would like to follow up, if [ could, for a minute on Mr Jacobs’
comments and questioning.

Obviously what you have said is technically correct as far as the
budget is concerned, but where it 1s flawed 1s the imphication that
we had a static situation as to what other action we would take
otherwise with respect to the social security fund

You will be creating an extra billion dollars of money to spend
on social security benefits which, 1f 1t was not available, would be
raised in some other fashion and therefore would have an ultimate
effect on the total budget

That is the difference between what you and Mr Jacobs are
saying Both of you are correct, but 1t 1s not static and we would do
something else. Therefore 1t 1s only a dialectical exercise of some
type or other to talk about the fact that this has no effect on the
budget

It does have an effect on the budget 1n the long term

That should be very clear. That is why Mr Jacobs 1s completely
right.

gI agree with both of you 1n that this should be constructed to the
greatest degree to be neutral. The investment policy relative to the
trust fund should be neutral between the Treasury and Social
Security.

The greater discretion we give, it seems to me, the greatest
potential abuse of discretion 1s put into the law

After all, the Government does not set interest rates The private
sector sets interest rates The Government pays interest rates at
whatever level it takes to get the money to fund its debt It does
not go out into the marketplace and say- We are going to put a
certain interest rate on these bonds and if they don’t sell, well, that
18 tough luck; we are going to stick there on that interest rate
because we are not gcing to pay over 10-percent interest or 12
percent or whatever it might be

So ultimately the buying public determines the interest rate, but
for some strange reason when we deal with Social Security, we
don't treat it like the buying public. The buying public, also having
bought that bond, 1s subject to the vagaries of the continuing
interest rates which affects what they can sell that bond for in the
marketplace at any day and time

The relationship between those two items has got to be brought
before the attention of this committee That is, you can say let’s
just roll over the interest rate bonds at par, that is not what the
public can do, and that is not a neutral situation between the
Treasury and Social Security

When the public buys a low-interest bond and the interest rates
go up, then the public, if 1t wants to sell that, has got to discount 1t
severely in order to match the current yields
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It seems to me that we ought to have the same kind of relation-
.ship to the greatest degree possible between Social Security and
‘the Treasury as we have between the public and the Treasury.

- Only in that way are we going to be able to safeguard the fact
- that Social Security and the Treasury are being treated equally.

Now, do we need to change the formula in any way in order—I
see both of you nodding. I assume you agree mostly with what [
have been saying.

Having said that, do we need to make any changes in the law .

that ‘'would bring about a greater degree of neutrality that can be

understood by the American public, instead of a bit of show trying

to convey how we can make extra money with mirrors some way or
- other for Social Security? ;

I am completely in accord with Mr. Jacobs in that regard.

Mr. SraLNEckeRr. If T were talking about making the social secu-
rity trust investment a more arm’s-length transaction relative to
the Government than it is now, two things could be done, as I
suggest in my testimony. One is the tying of the interest rate to
the actual maturity in the marketplace that is identical to the
maturity of the trust fund investment, rather than putting the
same interest rate on all trust fund investment regardless of matu-
rity. .

Another change that could be done would be to issue market-
based special securities to the trust fund which would, in addition
to placing a market rate on the trust fund investment identical to
the rate on the maturity in the marketplace, it would subject the
trust. fund investment to the same vagaries of market price that a
marketable security would.

That -would be an arm’slength transaction and give the social
security trust funds the same rate they would earn in the market
but also subject them to the same market value fluctuations.

In the event of a redemption, an emergency redemption for cash,
it would subject the trust fund to the same kinds of potential for
loss as you have already pointed out.

Mr. ArcHer. Do you agree with those suggestions, Mr. Myers?

Mr. Mykgs. I think that they are excellent suggestions.

I suppose that I am a status quoer. I think that what we are
doing now can be very clearly explained. I fear that, if the dura-
tions are matched up with the interest rates, there might be more
questions then as to whether the Secretary of the Treasury is
wearing two hats.

What is causing our problems at the moment is that, as you so
well know, the trust fund balances are decreasing, and Treasury is
having to sell many securities.

If the trust funds were to gradually increase over the years, this
problem of selling special issues would not be such an important
one.

Mr. Archer. 1 would like to take this opportunity, Mr. Chair-
man, to digress slightly on the subject matter, and place into the
record, while we have Mr. Myers here particularly, some factual
information relative to the social security trust funds which is not
understood properly by the American people.
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I would like to pose a couple of questions. No. 1, has money ever
been let out of the trust fund for purposes other than social secu-
rity benefits during the life of social secuxflty?‘ . _

Mr. Myers. The answer to that question is very simple. No, it
has not. All the money that has gone into the system has been
properly accounted for and invested.

Mr. ArcHER. The money has not been used for any other general

urposes? . .
P Mpr? MyEers. No, it has not. When you put money into the bank,

" the bank may spend that money, but it is not really spending your

money, but it is spending—loaning out—its own money.
Mr.y ArcHER. Do you have any idea of what has caused these
rumors? People seem to think the social security trust fund would

_be in great shape if we had not bled money from it.

Mr. Myers. It baffles me where these rumors come from. Over
the past 6 months I have had many inquiries about that, ranging
from the Marshall plan and the Korean war, to thp atomic bomb.
People ask, was not money taken out of social security and used for
that purpose?

Thg answer is, “No”. The money in the trust fund was accounted

 for and was invested in special issues and elsewhere. It cannot be

said what money went for what purpose, because it was, in essence,
back in the general fund of the Treasury. )

Mr. ArcHER. When money was borrowed from the fund during
World War 11, it was borrowed virtually in the same way it is being
borrowed now, but it has always been paid back with interest. Is
that a fair statement? ‘ .

Mr. MyEers. That is a correct statement, Mr. Archer.

Mr. ArcHER. I would also like to ask both of you, how would tghe
returns on social security trust fund investments compare with
returns on long-term bonds in-the private market managed by
private investment managers? )

Mr. Myers. My best answer to that would be the comparison
which I gave in my testimony, where I pointed out that the aver-
age rate of investment return on the trust funds in calendar year
1980 was about the same as—in fact, was slightly higher than—the
average rate of investment return of all U.S. life insurance compa-
m?vslr. StarNECKER. I have seen some numbers on some mutual
funds, on those invested in long-term bonds, ir} addition to Govern-
ment bonds. Some of these funds are invested in corporate bonds as
well. They are managed by the best the private sector has to offer.
When you take into account the market value depreciation on
them, their holdings have not done very well.

Using the Forbes magazine mutual fund ratings, as a group they
averaged a negayfve return, because the market value depreciation
that occurred on their longer term holdings more than offset the
interest income that was being earned, so that as a group the funds
came out with minus 1 percent return. ]

It does show the difficulty that all long-term investors have had
to face in the last few years, given the market environment.

Mr. ArcHER. Do you believe that the Social Security Board of
Trustees should be given the flexibility to invest in higher yielding
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federally sponsored agency securities that carry the credit of the
United States as a guarantee behind those securities?

Mr. StaLNEcker. I do not believe that the social security trust

fund should be invested in those agency securities, basically for the

reason they would have to be purchased in the market and could,
therefore, disrupt the market when the purchases and sales were
executed, but more fundamentally, such investment in other than
a general Treasury obligation would raise questions of program
support and subsidization of certain agency programs that I do not
believe is appropriately in the purview of the managing trustee.

‘To the extent the investment in general Treasury obligations is

socially neutral as well as financially neutral, that policy should be .

adhered to. _

In response to your question, that policy should not be allowed.

Mr. ArcHER. What is the rationale for not having private repre-
sentation on the board of trustees, including an outside investment
counsel?

Mr. MyERs. As to that proposal, the administration has no posi-
tion. However, as to that question, so far the proposals have gener-
ally been made only with regard to investment procedures. I would
hope, however, if something like that were done, that the addition-
al members would not have a great responsibility with regard to
the actuarial cost estimates. :

The chief actuarial officers of the Social Security Administration
and the Health Care Financing Administration signed statements
in the trustees reports that the actuarial methodology is proper,
and the assumptions seem reasonable. These assumptions are de-
veloped by consultation with the staffs of the other trustees, the
Secretary of the Treasury, and the Secretary of Labor. This has
proved very useful over the years. It does perhaps slow up some-
what getting the report in on time, unfortunately. However, I
would not like to see four more trustees trying to influence or
nllake the determinations of the actuarial assumptions and method-
ology.

Mr. SrauNecker. Could 1 respond, especially to your comment
about an outside investment manager being added? '

It is our view that these are public funds, and the inclusion of
private sector managers of the fund assets would result in an
unnecessary politicization of the fund’s management, and we do
not believe the addition of an investment manager would necessar-
ily enhance the fund’s returns. '

There is no evidence that private managers have been able to
outperform the market, and I point to some of the figures I Just
mentioned that indicate the fund’s performance in long-term in-
vestments. We believe a consistent policy of maturity selection in
U.S. Treasury securities over the full interest rate cycle without
making any judgments as to interest rates is the best policy to
pursue. Therefore, adding a trust fund manager with market ex-
pertise would only open up the fund to second guessing, and could
in fact result in bad market moves that would not benefit the fund.

We do not believe there should be a managing of the trust fund
assets on the basis of the interest. rate. »
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' d, which is the
It has been based on the cash needs of the fund, i
appropriate way to choose the maturities, and any fine tuning of
i t t policies is not beneficial. o o
thi/llrl.w‘isngliir;. I'JI‘he yields on the par value specx‘al securities are
the same whether they be, say, a 2-year -security or a 15-year
security? Yes. they are
. STALNECKER. Yes, they are. ]
M; SI;rRéHER. Why should it not be higher for the long. term

" investments? ~

. ial
. StaLNECKER. The current statute specifies that all specia
obIl:'/Igrations issued by the Treasury to the trust funds must l;{eag l;xln
interest rate that is the average rate on all outstanding marketable
obligations with 4 years or more to maturity, so that theﬁ"e is no
discretion in setting the rate under the current statute. A sequlx’(;-
ties bear the rate of the 4-year-and-longer average market yn:h.
Mr. ArcHER. 1 would think that provision dpes tepd to warp the
returns in contrast to what the public is dealing with, so that you
don’t have neutrality in a sense compared to public return on
rities. o
Go&e:ng&r;t};eé:;m' I would agree with that. In the legnslatll\ie
history the reason the 4-year-and-over maturity was selected afs tde
base for the interest rate was that it was expected that theh.ux} s
would be long term in nature, and to reflect the long-terr(;) charac-
ter of the fund investments the long-term rate was selected. looe &
In addition, under most circumstances there is a positive slope to
what is called the yield curve, which means longer term securities
bear higher rates than short-term securities, and if that is the case
the trust funds would earn a slightly higher return over tltm_e.
" I agree with you, that is an arbitrary distinction to a certain
extent, and that is why in my testimony I suggested that (tme
possible change that might be considered is the tying of the 1;1 tir-_
est rate to the maturity of the trust fund investment, not just the

" setting at the same rate regardless of maturity.

. ER. Mr. Chairman, 1 want to thank you for indulging
mi‘v'l tgrﬁﬁgzxtra time, and thank both of the witnesses for puttﬁl_g
some very cogent facts into the record. I hope the American public
is listening as these facts get spread across the board here. ib

Mr. PickLE. Mr. Myers, you stated that our problem is caused by
the fact that we now havelto zell our securities and bonds, because

erves are being depleted. )

ouéV:aeiave to redeerg obrl)igations in order to pay benefits and tv}&;e
have to choose which obligations we will sell in or,der to haV{eN 4 i
cash on hand and to be able to pay the next month’s benefit. } h }';1
we are trying to discuss today is what is the best policy, what is the
best approach on investing the social security trust funds. q

Now, I would say first to Mr. Stalnecker, you conclude yourI'
statement by saying that the goal we ought to have would b:a, agl
believe your phrase was, to have equitable rate of return to the
tn:hslzf:{lld:gree that that ought to be the goal, but I also take fré)}in
your testimeny the fact that you are looking at the goal fron; (:
viewpoint of the Treasury rather than the viewpoint of our trus

funds.
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If i i
me that Yot o Tk i 1 s S5t 1t g o
. standpoint as you are from our trJl;lsstthIsldfnuch from the Treasury

ieh :
1gh and extend the maturity dates in his portfolio as the rates

begin to decline, so that high, long-term rates would be locked in? -

Wouldn't the prudent investor normally do that?

r. STALNECKER. With hindsight the prudent investor would like

to get the longest maturi ities in hi
luaghpeg!(ﬂjn i]nterest at tg;‘ty securities in his portfolio at the abso-
. 1he difficulty in analyzing wh ‘
; - Ing what they should int i
cg:ge [1: ;llll?it the future 1s nothing more thand(; aﬁaazny ell)b('mtlt ot
5 prospectively it is vexg difficult to know wh)t’a’n in:e;:tt;

low.
In hindsight you can
hil alw i i
sz(tlmlze e oo can theaf{xsn ggmg up with strategies that would
At any point there is no knowled .
h 1 ge about ‘
of interest rates is going to be, and our vi‘::w“;}sl:ﬁl;}geafluf;xsi?r?gx

needs of the funds is the faj
S airest way to gua
gltl}?gf ﬁ)a:: tan uitable market-baseq retugrn,r:rxxlge ;stlh a it}:zdtrust
stors that purchased Treasury securities overpt(;'urel pas? lé%

:gcbis;ﬁarslglcz:llrtiiti;chmsl:ts f%) ntcilsei}: purchase price, so I do not believe the
invMestments. ave been treated inequitably in thejr
r. PICKLE. I am not implyir
plying that
gunds reasonably well, or that agpoor ir)l,\?: thave olio ohed the
ol’%‘%wed. stment policy has been
€ question is, Can we do better
t 2 , can we get i
K: are getting now? And you keep referring gin }?i:s t_te}xl' o than
Ive mztlde more money. ’ Slght we might
am trying to have a little of that hindsi
indsight
tg}?;tn:iorfg mon]((ey, can we do better now? \5e ozcév}:tag)d faﬁ srstand
at, a 'as)llgﬁg ev(i’;})l értx}?kmg a re;ference to this hindsight nderstand
king, er or not, as a prud i ‘
gg;’tn?x])lg’egfu?()ff all your lower yieldiﬁg bggfis";f? es;;gr,wzou o
i secor..t.Wo_uld not a prudent investor redeem t}fe la vest
urities in his portfolio before selling the higher(.eyie(idwi(;ﬁlsgt

Mr. i
e erSE;'Q\IBNE;:}:(::R. lMost Investors would have to realize substa
g2l losses b y; xteniaii (;2 rtx}rllzl; t}ower. yielding securities. So I tiinlit.
loa , s maximizing your i
elling a low-coupon security and reinvesgti)rlxg tlf:s lp}ri)r::fazrc?se’igez
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higher rate could increase your cash.flow, but the social security
trust funds have been issued these special obligations that are

redeemable at par.

Mr. PickLe. Without penalty? :

Mr. STALNECKER.- Without penalty. That is correct, but the spe-
cial obligations are issued partly because of the understanding that
they will be redeemed only in emergency situations. The par-value
securities were not issued so that the social security trust funds
could continually redeem them and subsequently be subsidized by

" the general taxpayer.

Mr. PickLE. Let me back up, because you are losing me with all
these “yes but” answers.

Would not anybody normally handling the portfolio of a fund
that needed cash which had to be derived by redeeming a portion
of the portfolio sell his lowest yielding bonds at that point. Is this
the Treasury policy? .

Mr. STaLNECKER. You cannot generalize as to what the prudent
“investor would do. ] am saying one would have to look at the
prudent investor’s total portfolio. He might have some shorter term
securities that would be more advantageous to liquidate, look at

* the shape of the yield curve and see which securities——

Mr. PickLE. You have answered me, and you would not redeem
the lowest yielding securities?

Mr. STALNECKER. It would depend on the overall portfolio struc-
ture that was being considered.

Mr. PickLE. I am trying to establish that.

In that connection I would also ask you, because you made
reference to the administration not reviewing the policies and prac-
tices governing the investment of these trust funds, and that you
will, I presume, make some recommendation to the Congress.

In 1975, the Treasury responded to a GAO analysis of both social
security and other Federal trust fund investments by stating:

There are undoubtedly improvements that could be made in the procedures that
have been developing for investing the trust funds. We will continue to look at the
changes and make recommendations.

What changes or proposals has the Treasury made since this
statement, and what can the Congress expect so far as your current
proposal? You say you are reviewing it and the studies are under
way. How long has this study been going on. Was it started by the
previous administration? Are you at the point where you are going .
to make some proposals?

Mr. StaLNECKER. The review that I referred to is not something
that any previous administration initiated. It is something that has
just been initiated with the new administration. .

Mr. Pickie. I had understcod we had had this under investiga-
tion from 1975 on. :

We are constantly reviewing our investment practices. Is this
another way of saying you have an ongoing study?

Mr. STALNECKER. 1 believe these policies have been reviewed
from time to time in the past. We are implementing a new review
that will build on past studies that have occurred, and surely when
we complete the review we will have recommendations.
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The investment policies cannot be considered in isolation from
the overall funding and benefit policies of the social security
‘ system, and—— .
Mr. PickiLe. The law stipulates that the trust funds shall be
- invested in special issues “except where to do otherwise would be in
the public interest.”
Now, should that be the law? Should that be the policy? Should
the managing trustees be ordered always to invest in the interest

of the beneficiaries, as would be in the case in any pension fund? -
Mr. SraLNecker. I believe as a general rule that the least:

amount of discretion that is given to the managing trustee in terms
of making management decisions of the trust fund, the better, so
that to the extent Congress could prescribe what the investment
policies would be, that would be a welcome development. .

Mr. PickLe. I thought you said previously we ought to keep in
mind the beneficiaries and the need for the payment of these
- benefits, but the overall policy should be how to help the benefici-
aries of the trust fund.

Now you are saying to me that that is not the primary thing,
that we ought to consider the whole portfolio, and give yourself a
little discretion, and I am trying to maintain some kind of a
consistency of policy that you state.

Mr. StaLNECKER. I hope the one line that has been consistent is
that we do not believe investment policy should be changed based
on market conditions. There should be a policy that is adhered to
regardless of market conditions. The maturity selection process
probably must be tied to the prospective cash needs of the funds.
To the extent Congress can lay down these policies in an unam-
biguous fashion so that the managing trustee does not have discre-
ti(in to play the market and do things that could conflict with other
roles——

Mr. PickLE. No one is advocating that we play the market, as if
we would go out and buy Chrysler or Ford, or Sears, Roebuck.
Nobody is asking that.

‘We are limited now to Government securities, Government Fed- -

eral obligations. Do not chase rabbits on us here, and nobody is
advocating that.

The question is: When you have to redeem the bonds in order to
have sufficient cash on hand, and as reserves are going down we
must do that, how do you best handle it?

You are saying you want very little leeway here. You want to
have a set policy and stay with it, be consistent and not try to
redeem them so as to maximize yield. Then you would maintain
the practice, if that is your policy now, of redeeming your higher
bearing interest, at this point, short term, and leave the low-
interest-bearing long range bonds in the portfolio?

Mr. SraLNECKER. No; the current policy would be to look at the
_shortest maturity securities, and then redeem first the lowest yield-
ing securities within that maturity, and then go to the next year,
and again redeeming in every maturity range the lowest coupon
securities first.

We do not have a practice of redeeming the highest interest rate
securities first. We start with the shortest and the lowest yielding
security, and then go outward in that fashion.
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Mr. PickLE. I will refer to the chart here in a minute, because it
seems to me like we have an awful lot of our old low-interest bonds
in the pertfolic.

Mr. StaLNECKER. The shortest term maturities that have been
liquidated have been the highest yielding in some instances, be-
cause we have been investing very short term recently due to the
cash needs of the funds.

The longer term securities that are out there would be redeemed

‘before a higher yielding security in the same maturity range if the

shorter term securities were not sufficient to meet the cash needs
of the funds.

Mr. PickiLE. I go back tn the needs of the trust fund and the
beneficiaries and I ask the question, should there be in the law any
general language concerning the obligation of the managing trust-
ees to the beneficiaries, and you are saying there should not. Is
that correct? .

Mr. StaLNECKER. I am saying that there should be statutory
requirements as to what the investment policy is, so that there is
no discretion, or that there is very little discretion left to the
managing trustee as to what management procedure should be

‘followed.

Historically, that is in fact what has happened, although the
statute does give some leeway to the managing trustee; the invest-
ment policies that have been adhered to have been adhered to
relatively religiously since 1960, and as a result, I think we have
already tried to incorporate an automatic investment procedure,
and these redemption rules are reflective of that. We do have a
policy of redeeming the lowest coupon, shortest maturity first, and
that is the kind of stricture that should be embodied in any invest-
ment policy in the statute. o )

Mr. PickrLe. We started off the hearing by asking the question
this morning.

Mr. Myers?

Mr. Mykrs. Could I add one thing?

On June 30 of this year, among the other investmen‘ts. that the
Treasury made for the trust funds was a total of $2.7 billion of 13-
percent bonds due in 1996. If the assets of the trust funds were
being reduced, these would be the last ones that would be liquidat-
ed. You and I both hope that we never see the day when we
absolutely liquidate all of the asscts of the funds, but then the last
obligations that would be liquidated would be that $2.7 billion of
13-percent bonds. Thus, there is at least one very high yield set of
bonds which will not be liquidated, hopefully, in the foreseeable
future.

Mr. PickrLe. Mr. Myers, I notice in the committee print, dated
October 13, regarding the social security trust fund investment
policies and practices, on page 11, there 1s a list of various assets
along with their par value, and the date they are purchased. Under

 present s)olicies I presume that, there is need of these funds, Treas-

ury would redeem these certificates, whether they are certificates
of indebtedness or marketable Treasury bonds or even the Ginnie
Mae, and that the first one to be sold would be the certificate of
indebtedness at 14.78. Is that correct?

Mr. Myers. That is correct. They were purchased most recently.
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Mr. PickLE. You would keep then in your portfolio your 7 and 8
and so forth? _
"~ Mr. StaLNEckER. If, however, rates right now were below the
level of the longer term investments, those securities would still be

" .disinvested because they are the shortest term securities on the

books of the fund. ‘
The reasons these redemptions happen to be the highest yielding

on the portfolio books are because recently interest rates have been ‘

the highest in history and thus the most recent issues represent

the highest yielding assets, but they are not redeemed because they

are the highest yielding but because they are the shortest maturi-
ties. . '

Mr. Myegs. The certificates of indebtedness that have durations
of less than a year can really be compared to the interest which
people are getting on their checkirg accounts now.

The money is invested currently and, because of the flow of
funds, each month interest is paid during the month of investment,
and at the end of the month, some certificates must be cashed in to
pay the next month’s benefits. Such interest that is paid currently
is really not any indication of investment experience. It is just a
very welcome return on temporary cash balances.

Many years ago, before the Treasury could handle this matter on
a daily basis like this, the investments were not made nearly as
promptly. As I understand the situation now, the Treasury, in
essence, invests all of the money every day, so that continuous
interest is received by the trust funds.

Mr. StaLNEckeRr. That is one thing I should mention. You ask
what the Treasury has done recently in terms of recommendations.
Although some of these improvements are very technical, we have
undertaken some initiatives in the past few years that have im-
proved the earnings of the trust funds, one of which is crediting
the float of the disbursments that occur in the fund throughout the
course of the month. We have gone to a daily redemption of securi-
ties for payment of benefits rather than redeeming prior to actual
need, so that these funds earn interest until they are actually
needed for benefit payments. We have also gone to a wire transfer
system for some State deposits rather than going through more
cumbersome and delayed methods of receiving payment, so these
technological changes, if you will, while not spectacular, have
added millions of dollars to the funds’ investments, They have been
initiatives that the Treasury has undesrtaken to try to enhance the
earnings to the trust funds.

Mr. PrckLE. Mr. Jacobs.

Mr. Jacoss. You may have already said for the record, but all
things being equal so far as legal requirements are concerned, if
you had a long-term holding at 8 percent, and a short-term holding
at 15 percent, or 14 percent, does the law require you still, you had
your choice as far as the contractual relationship is concerned,
would the law require you to sell the short term rather than the
long term? )

Mr. StALNECKER. The statute, I do not believe, directly addresses
the question of redemptions.

Mr. Jacoss. What would you do if you had a billion-dollar bond
that was long term, and you had a ‘billion-dollar bond that was
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short term, and neither one was mature, but the latter had the
high interest rate and the former had a low interest .rate, which
one would you liquidate? ‘

Mr. StaLNeEcKER. We would redeem the security that was the
shortest maturity date, the closest to maturity. ) .

Mr. Jacoes. What is the advantage in that policy, despite the
interest rate consideration? ' ) )

‘Mr. StaLNECKER. These securities are par value specials, which
means they can be redeemed at their issue price, and to the extent
that an early redemption is required you would best reflect the
current market rate by selling the shorter term security because
shorter term securities, given the mathematics of bond prices, nor-
mally have less volatility. )

By selling the shorter term rather than the longer term in a

"neutral fashion over time, you would be more likely to sell a

security closer to its par value than a longer term security would
give you. ]

Mr. Jacoss. There is a financial advantage to the trust funds to
do that, sir? ) .

Mr. StaLNECKER. It relates to keeping the trust funds’ invest-

- ments as closely based as possible to the rate they would earn if

they were a private fund investing in marketable securities.

Mr. Jacoss. I have a staff-prepared question which I shall read
to you in its entirety.

I believe you have a copy of it in front of you. ' o

Would you explain your proposal in more detail than you did in
your testimony? Specifically: .

- One. How would maturity dates be determined? )

Two. Would there be any change in Treasury’s redemption prac-
tices?

Three. Would these securities be redeemable at par, as are spe-

cial issues? : ) _
- Four. Would you provide for the record a comparison of interest
income actually received by the trust funds from 1960 to the pres-
ent, and what income would have been if your proposal had been
in effect during this period. ‘ ] )

It seems that the key to your proposal is that interest rates should
be more closely related to maturity dates. ) )

Which of those two, the interest rate or the maturity datg, will
be the determining factor when making the investment? Will the
managing trustee seek to maximize yield and invest in those secu-
rities, or will he pay more attention, he or she, pay more attention
to determining what maturities to purchase without regard to

ield?
yI believe you have that language in front of you. Could you
respond in your best manner? )

Mr. StaLNECKER. The maturity dates of the investments would
be determined the way they currently are, that is, the maturities
would be based on the projected cash needs of the funds. o

In terms of the redemption procedures, I would not anticipate
any change of the current practice of redeeming lowest coupons,
shortest maturity first, and working your way up and working your
way out along the maturity spectrum.
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Would they be redeemable at par? My proposal does not change
the nature of the special issues and the par value redemption
feature. It just changes the interest rate calculation. My suggestion
would set the interest rate based on the market value, the market
rate on the same security. '

" The key to my proposal really is, as you state, that the interest

rate should be more closely related to the maturity date, but the’

controlling element in the investment policy would still be the cash
needs of the funds, and the maturity date would, therefore, be
based on the cash needs of the funds rather than the shape of the
yield curve and the rates available on any given maturity.

Mr. Jacoss. One question, Mr. Myers, maybe you have been
asked this question, and I am really not sure; namely, that I
request you furnish the subcommittee with the report of the SSA
actuaries as to what the short- and long-term effects of this Treas-
ury proposal are likely to be. Can you supply that to us?

Mr. Myers. I will be glad to do so. I have not seen the question
or have done any work on it, but I would think just offhand that
the proposed change would have no effect on the long-range costs,
because I think the effects would balance out. ]

Mr. Jacoss. I guess the request by the staff was if your actuaries
get around to it, they might make some analysis of the Treasury
proposal from their point of view.

Mr. MyErs. Mr. Jacobs, I will have our actuaries consider that
proposal and put something in the record.

Mr. Jacoss. Thank you, very much.

Mr. PickLE. Well, thank you.

Mr. StaLNECKER. We will be very happy to provide the figures
you requested.

Mr. Jacoss. It is something like the college process, where they
say the notes of the lecturer are transferred to the notes of the
students without passing through either of their minds, but'I think
we are picking up a little bit right now.

Thank you very much.

[The information follows:]

MEMORANDUM

Octoser 30, 1981.

From: Harry C. Ballantyne.
Subject: Long-Range Effect of a Proposed Change in Trust-Fund Investment Policies.

A statement from the Department of the Treasury describes a possible change in
the policies governing investments of the Social Security trust funds. The statement
was presented by Mr. Mark E. Stalnecker, Deputy Assistant Secretary of the Treas-
ury (Federal Finance), before the Subcommittee on Social Security of the House
Committee on Ways and Means, on October 16, 1981.

Under the proposal, special issues purchased by the trust funds would bear
interest at rates consistent with the Treasury’s current cost of borrowing in the
market and the interest rates would be related to the maturities of the special
issues. A l-year issue to the trust funds would carry a rate equal to the estimated
rate Treasury would pay at that time on a l-year issue in the market, the rate on a
5-year issue would be based on Treasury’s 5-year market rate, and so on.

f the Treasurg proposal were to become effective, we estimate that the long-range
cost effect on the OASDI program, over the next 75 years, would be negligible.
HARRY C. BALLANTYNE,
Acting Chief Actuary.

Mr. PickLE. Mr. Stalnecker, in connection with these maturity
dates, it seems to be the governing factor that you follow concern-
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ing redemptions. I want to ask you, why is it the current Treasury

practice to redeem securities according to their interest rates start-
ing with the lowest first within each year maturity rather than
redeeming the lowest yielding special issue in the whole portfolio
first? Why is it that is your practice? .

Mr. StaLNECKER. As I mentioned, the thinking is that because
the securities are par value specials and can be redeemed at par
and because of the desire to maintain the trust fund investment
policy as close to a private-market-based fund as possible, the deci-
sion was made that investing the shorter maturities first would
result in a redemption value that more closely approximated the
actual market value of the security, had it been a marketable
security. Over the interest rate cycle, you will have more variabil-
ity in the price of longer term securities than you will in shorter
term securities, and therefore the likelihood that a shorter term
security will be closer to its par value than the longer term secu-
rity. Therefore, the redemption of the shorter term security would
more accurately reflect the performance of the trust fund in the
private market. '

Mr. PickLe. Mr. Gephardt has joined us this morning, and I
would be glad to recognize him at this time.

Mr. GepHARDT. Thank you, Mr. Chairman.

Thank you for your testimony. I have been able to read it over
quickly, and I want to ask if you have any idea, or if there is a way
to come to a conclusion about what the status of the funds would
be if we had adopted the strategy that Mr. Myers talks about in
the end of your testimony, which is to roll over trust fund assets
into those securities with the highest current yield. I guess I am
giving you a scenario of doing it with Federal securities that are of
the highest current yield, a more aggressive strategy, one that
would help the social security funds. Tell me what the status of the
funds would have been a year ago, 5 or 10 years ago if that would
have been done. Do we have those figures or can we arrive at
them?

Mr. Myers. Mr. Gephardt, that is a very interesting question, as
to what would have happened if the procedure had been other-
wise—and always to the advantage of the trust funds.

To the best of my knowledge, the actuaries of the Social Security
Administration have never made such a calculation. It is an exer-
cise that they could do. If you like, I can ask them to do that, and
insert it in the record, say just for the old age, survivors, and
disability insurance trust funds, not the medicare funds. This pro-
cedure would put the trust funds in a much better position than
they now are. This is without regard to whether this would have
been proper, but at least from an academic standpoint such calcu-
lations can be made.

Mr. GepHARDT. I would like to see that, and I understand what
you are saying at the end, where you say it would be an indirect
form of general revenue financing for social security, that while
the social security trust funds would do better with such a strategy,
the additional interest earnings would be reflected in higher
income taxes or larger Federal deficit.

I really think we have got to think that proposition through and
try to arrive at a decision on it. I am not convinced that that
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should not be our strategy, and that we should not make a very
clear demarcation between the social security program and the rest
of Government, and the reason I think that, although I am willing

_to be convinced otherwise, is that we have gotten tremendous

public adherence to this program through the years because of the
perception that it is an insurance program, that it is different than
the Government, that it is being paid for by the users, and that it
is very much like private insurance programs, and that the invest-
ment policy would be as much like those programs as is possible.

Therefore, 1 guess 1 want to really think through your conclu-
sion. I do not know that I agree with it, and I think it is something
we ought to really chew on. It is almost a conceptual decision that
we need to make, as well as obviously a pragmatic decision, but I
am not sure I am convinced that we should glom it in with the rest
of Government and have people believe that it is part of the rest of
Government.

Mr. Myegs. It has been my basic belief, over these many years,
that the trust fund should be treated neutrally by the Treasury. It
should neither be advantaged or disadvantaged, but there is room
for different views on this, and certainly I will be glad to have such
a calculation made for you.

Might I make it on the basis that this different investment
procedure would have started in 1960, which was when the interest
basis was last changed, and project what the trust fund would be
now if we had started following that other procedure in 1960,
rather than going back to 19377

Mr. GEpHARDT. That would be fine. Thank you very much.

[The following was subsequently received:)

R sl i e
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MEMORANDUM October 30, 1981,

FROM: Harry C. Ballantyne : " sRG

SUB\)'EL'f: Additional Interest Incame to the QASI and DI Trust Funds Under
a Revised Investment Policy

' We have determined the anoﬁnt of additional interest income that would

have been received by the Old-Age and Survivors Insurance and Disability
Insurance Trust Funds during 1960-B0 if the policies and procedures
governing the investments of the trust funds had been changed as
described below.

‘Under the revised policies and procedures, the special issues held by

the trust funds on June 30 of each year, that carry an interest, rate
which is lower than the interest rate for new issues in June, would
be reinvested (or rolled over) in special issues carrying the new
issue rate for June, but with no change in the maturity date. If
this revised procedure had been in effect since June 30, 1960, the
assets of the OASI and DI Trust Funds would have been increased by

- the amounts shown in the following table:

Increase in Assets
Assets as of-- (in billions)

GASDI  OASI DI

December 3%, 1980 $12.9 11.5 1.4

June 30, 1981 13.5 12.1 1.5

Acting Chief Actuary




OASI and DI Trust Funds 1f a proposal to change the
interest rates on obligations sold only to these funds had

Additional interest that would have been acguired by the

become effective on June 30, 1960

~

(In mllaons)

Total interest

Additional interest
under ProPoscl

Actual interest on
tnvestments

Calendor

0ASDI

DI

0ASDI

DI

gast
$83

reor
1940
1964

$S73
74S
775
764
827
839
929
4477
1423
1956
2686
3837

$53
77
88
8é
B4
74
75
98
436

$569
644
594
587
633
654
782
894
184S
4342
41794

66
66
64
5S¢
58
78
186

$546
S48
524
S69
§93
544
8418
939
44465
41545

1962
4943
1964
41965
1966
4947
1968
4969
1978
497 4
1972
4973
4974
4975
1976
1977
1978
4979
198¢
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3479
3343
3598
3794
3543
3368
34SS
3348
35814

228
359
464
548
$65
620
622
$34
399
354
487
625

2027
2244
2386
2668
2866
2722
2538
2264
2455
2330

477
277
364
444
458
588
582
422
304
256
358
485

1667
1794
1928
2459
2364
2300
2227
2088
4797
1845

6545 46495

39950

1416 12921

11505

33573

28444 5129

1960-80

1/ Lless than $500,000

and therefore the total interest, includes adjustments

The actual interest on investments,
on reimbursed administrative expenge:

Note

Social Security Admnistration

Offace of the Actuary

October 30, 1981
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Mr. PickLe. Mr Myers and Mr. Stalnecker, I appreciate your
testimony today.

This question, Mr. Gephardt, that you had asked was submitted
to them earher, and most of these gentlemen have testified that
the present policy now 1s basically the best policy, and I want to be
sure, if I understand it, that is what you are saying

I think it is well to establish that all of the investment is now
hmited to Government securities, we are not out investing in the
market, and we are not asking for that privilege

Second, we are not using the funds, not for anything except for
benefits They have never used the money to finance roads or
bombers or food stamps or anything else

I think that that is good to know It is also good to know that the
investments of our trust funds are in the special issue bonds almost
entirely, 89 percent of them are in the special issue bonds, and we
could go to the marketable Treasury bonds or the Ginnie Maes, but
we invest primarily in this one field.

The question really boils down, can we do better, not that we
have done poorly, but can we do better? What should be our policy?

The allegation has been made, particularly by Senator Proxmire,
that we would have made at least $1 billion more this past year
had we used a different investment policy, and whether that $1
billion is the sum, and whether you go back and make me a study
of what-1fs for the last 5 or 10 years 1s beside the point.

We must recognize that somewhere in that neighborhood of an-
other billion dollars could be made for the trust fund had we used
a different policy of immediately buying, selling off our lowest
interest bond and taking the low yielding rates

Do either of you disagree that approximately that much money
could have been saved had we done that right, not whether it be
right or wrong, but possibly we could have done that? Do you both
agree that that is a reasonable sum or figure to accept?

Mr Myers Mr Chairman, I think that it is true that with
hindsight, operating under different procedures we could have had
that much more income, but then there 1s also the possibility in
the future iIf we had done that, we would have that much less.

I think that, to summanze, I think that the present basis in
general has been right There could be some fine-tuning of 1t to
improve things somewhat more as the Treasury has done in the
past, and as Mr Stalnecker has said, the Treasury 1s thinking of
doing now, but in general I think that the present procedure has
been right and has treated the fund fairly.

Mr STaLNECKER I would agree with that

I do not know whether the $1 billion figure 1s correct or not

Mr PickLE Let us assume that the $1 billion figure 1s in the ball
park, assuming that we could have made $1 billion more had we
adopted the policy of investing in these high-yielding rates immedi-
ately, but that 1t has ot been done because we are maintaining a

long, consistent policy of a permanent sort of approach, and if we
had done 1t, we would have taken money from the general Treas-
ury in equal amounts You are saying you could have done 1t but
you are recommending against it?

Mr STALNECKER Yes

Mr Mygers. Yes, Mr Chairman
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Mr. PickiE. So as to the public’s standpoint, that much could
have been saved, but you do not recommend it because it will cost
the Treasury, together with the fact that there is a possibility you
might not have made that and you could have lost some. -

- That is the question. What is the right policy?

I do not want to get into this never-never land again of whether
or not this would increase the deficit. You both said it would not
increase the deficit in a unified budget. It does not do that, but it
does mean eventually the Treasury has got to come up with extra
money from some source. : '

Mr. StaLNECKER. Correct.

Mr. MyEegs. Correct.

Mr. PickLE. You both say we ought.to consider our policies, and
fine tune the investment policy.

I would like to have specific recommendations how you would
want to fine tune it, and I would like to have the proposals that
you are recommending, the study that you are making, and most of

-all I want to keep this record open by submitting to you, Mr.

Myers, questions that the committee would want to ask about the
investment policies. We will keep the record open, and we will be
submitting you extra, additional questions.

Do we have any other questions by any members? i

Mr. Jacoss. I would just ask the gentleman from Treasury what
would you think about reversing the Johnson administration deci-
sion on the unified budget?

Mr. StaLnecker. I do not really have any comments on that
right now. '

Mr. Jacoss. That is what I suspected. .

Mr. Pickre. The chairman of the committee does not, either.

Mr. StaLNEcker. With regard to your reference to our fine.
tuning approach, it involves some technical matters insofar as
setting the interest rate on the security. We are not recommending
a fine-tuning approach to the extent it could be interpreted as
meaning managing the maturities on the basis of market expecta-
tions. We are not recommending that the investment policies be
fine-tuned based on current or prospective market developments.
We are suggesting some technical changes that might be appropri-
ate in setting the interest rates on the investments.

Mr. Pickie. I guess we have come to the point that we could
make some money for the trust funds but you would lose money to
the Treasury, and therefore, what shouid our policy be? Are we
trying to gain all the money we can for our social security trust
funds, or do we want to also keep as an interest the concerns of the
general Treasury?

We thank both of you gentlemen. We will be submitting addi-
tional questions to you in writing. ‘ '

Thank you.

Mr. StaLNECKER. Thank you.

[Whereupon, at 11:50 a.m., the hearing was adjourned.)
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