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The persistent struggle to address the federal budget deficit
and other serious budget problems has brought to the fore
the need to undertake comprehensive budgetary reforms.
Little attention has been paid, however, to one aspect of
federal budgeting which should be considered within any
reform effort - trust fund budgeting.
TIle ability of Congress to address federal budget problems
is made more difficult because of the existence of federal
trust funds. Trust funds restrict Congress by facilitating the
automatic compartmentalization of a large amount of federal resources into just a few programs. The effect of trust
funds on the process of budgeting is to limit the flexibility
and control that is critical to appropriately allocating limited
federal resources.
The federal government should move away from trust fund
budgeting to foster a more effective and responSive budgetary regime. Changes in trust fund budgeting will provide Congress and the President the ability to more easily
consttuct budgets for tlle nation which are deliberate and
fair in the distribution of funds to competing programs,
and to a larger degree, whole generations.
This article will outline the case for reducing tlle influence
of trust funds on tlle federal budget. Specific problems arising from trust fund use will be described in relation to current budgetary processes. Options which address trust fund
problems will then follow.

What Are Federal Tnlst Funds?
The meaning of trust funds is a source of some confusion.
In the simplest sense, trust funds are an accounting device
used in budgeting. The federal budget contains two types
of funds: federal funds and trost funds. Federal funds represent spending from the so-called "general fund" pOltion
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of the budget, which contains revenue not designated for
any specific purpose and for "special" and "revolving"
funds. 1 Trust funds, on the other hand, are budgetaty
accounts which are credited by the Treasury with dedicated tax revenues and transfers from the general fund portion of the budget. By law, credited amounts within the
trust funds are invested in Treasury securities. 2
Past decisions of Congress to designate budget accounts as
eitller a trust fund or a federal fund account have not been
based on any systematic rule. 3 Typically, trust funds have
been designated as such for long-term purposes." Some
have been established with the understanding that if the
public pays certain taxes, the federal government would
finance some specified activity. Others do not require a
specific tax, but still represent a commitment to undertake
a specific activity. A third type is a combination of the two
where funding for an activity comes partly from taxpayers
and partly from the government. 5
In total, tllere are more than 150 trust funds. 6 Table 1 provides a list of the major trust funds, or trust fund categories, along with tlleir balances. The largest trust funds,
by far, are ilie Social Security Trust Fund and tlle civil service retirement trust funds for federal employees. TIlese
trust funds, along with the military retirement and Medicare
Part A trust funds, constitute almost 87 percent of total trust
fund balances.7
In fiscal year (FY) 1995, 41 percent of federal receipts from
taxes and other sources were dedicated to federal ttust
funds. More tllan 43 percent of all federal outlays were
financed from tllem. The cumulative balance of all trust
funds exceeded a staggering $1.28 trillion.
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more business efficiency .. ,[the bill] is based upon tlle
best scientific research made of the various pension
plans or retirement plans now in force in this and
other countties of tl1e world. s

Table 1

TRUST FUND BALANCES OF
SELECT TRUST FUNDS
(dollars, in billions)

Social Security (OASDI)

483.2

1,075.8

Federal Employee Retirement

374.3

579.0

Medicare Part A

129.5

128.0

Military Refirement

126.7

147.3

Unemployment

47.9

96.1

Highway

19.0

60.4

Railroad Retirement

14.4

19.1

Medicare Port B

13.9

36.9

Veterons Ufe Insurance

13.6

13.8

Airport and Airway

11.4

17.0

Federal Employee Health

7.8

10.4

Foreign Military Sales

5.5

5.3

Other

35.2

57.3

TOTAL

1,282.4

2,246.4

• Projected under President Clinton's FY 1997 budget request.
Source of figures: OMB, FY 1997 Budget Request of
the President, Analytical Perspectives.

The Origin of Trust Fund Budgeting
Trust funds are much more than an accounting device. A
review of the origin of federal trust funds provides inSight
into their nature and meaning. The first trust fund established by the federal government was the Civil Service
Retirement and Disability Fund under the Civil Service
Retirement Act of 1920 (P.L. 66-215). Congressional debate
on the original legislation suggests that the purpose of
establishing the federal pension system, and consequently
the trust fund, was to emulate features of the private pension system. As Representative Adolphus Nelson (R-WI)
stated during the bill's consideration in the House:
It is quite evident to anyone who has studied the

business of our government that we need to introduce into our various governmental departments
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The enacting statute required tlIat a portion of this trust
fund be invested "from time to time" in interest-bearing
securities of the United States. 9 In this first federal hust
fund, precedent was established for the current investment
metl10d of all trust fund receipts,
Additional trust funds were not created until 1935, when
the Social Seclltity Act of 1935 (P.L. 74-271) established the
unemployment compensation, or "insurance," program in
tandem with the old-age survivor's insurance program,
commonly known as Social Security. For unemployment
insurance, a trust fund was set up where state-collected
employer contributions were deposited into the federal
treasuty for "investment" by the Treasury in "outstanding
obligations" of the United States or "special non-negotiable"
securities, with tl1e Treasmy acting as a "banker" and
"trustee" of the funds. 10 Once again, the purpose of establishing this trust fund appears to have been an attempt to
imitate the workings of private financial systems, in this
case, the private insurance system. 11
Like the dedicated revenues for civil service retirement,
unemployment compensation revenues were required to
be invested in U.S. securities. The purpose for doing so
was both economic and political: Congress was concerned
that placing tllese dedicated funds in private securities
could worsen an economic downturn and put the value of
unemployment benefits at risk. As the initial House Repolt
to the law explained:
[It] it is necessaty to sell t11e securities in which tl1e
unemployment reserve funds are invested at any
price they will bring, considerable losses are almost
certain to be sustained and the net effect will be to
increase the tendency towards deflation ... The [selling] on the market of such an amount. .. would offset
any open-market operations of the Federal Resetve
Board to maintain credit stability.12

In addition, the repott described that investing funds in
U.S. securities would enable sales of securities outside of
the markets and would help "to maintain the purchasing
power" of unemployed workers during economic downturns. 13
The largest trust fund cutTently in existence, the Social
Security Trust Fund, was not established as a "tmst fund"
until four years after the enactment of the Social Security
Act. Prior to the trust fund's creation, financial transactions
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of Social Security were handled through an "old-age
reserve account" in the budget which received dedicated
revenues which were invested in TreasUlY securities, the
same as existing trust funds of the time. J1 TI1e Social
Security Act Amendments of 1939 (P.L. 76-379) established
the trust fund and explicitly designated the Secretary of the
Treasury as "managing tnlstee" of the funds. IS
Congress' rationale for changing the designation of the oldage reserve account for Social Security to a "trust fund" is
not clear. TIle origin of the decision has its roots in the recommendations of the 1937 Advisory Council on Social
Security. The Council, made up of appointed employers,
employees, and noted scholars, specifically asked that a
trust fund be established in place of the old-age reserve
account. As tl1e Council stated:
It is believed by the council that such a procedure
would enhance public understanding of the contributory insurance system. Since the tax proceeds thus
credited are intended for payment of benefits, it is
recommended that they be deposited in a trust fund
under the control of designated trustees. 16
The Council's recommendation went on to refer to tl1is
change simply as a "technical improvement" which would
"simplify and strengthen the financial provisions of tI1e prograln.,,17
Congress referred to the financing stmcture under the 1939
amendments to the Social Security Act as being "safer" for
workers, employers and the general public. IR Under alterations to the tax and benefit schedule enacted in the
amendments, tax rates for Social Secl11ity were projected to
increase from 1 percent on employees and employers to 3
percent by 1949. The balance of the trust fund was projected to increase from $1.8 to $7.7 billion by 1955:9 This
expansion, along witl1 the desire to promote a perception
in the public that funding for the program was protected,
probably led Congress to change the label for tl1e Social
Security reserve account to a "trust fund."
By 1956, a number of other federal tnlSt funds had been
established which were of a similar nature to tI1e Social
Security, unemployment, and civil service tmst funds.
Other large programs witl1 tnlSt funds established for tl1e
benefit of individual beneficiaries included the Railroad
Retirement Tmst Fund and Veterans' Life Insurance Tmst
Fund.
However, in 1956 Congress passed the Federal Highway
Aid Act (P.L. 84-627) establishing the Highway Trust Fund
which departed from traditional trust fund patterns of the
time.20The Highway Act dedicated, or "earmarked," celtain
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existing excise taxes to a Highway Trust Fund to be used
for highway construction projects around the country.
A departure from tradition occurred because the earmarked
revenue represented for the first time general revenues
witIilield from the budget and allocated to a general public
purpose. Prior to the Highway Act, these tax revenues
were collected and deposited into the general fund of the
federal budget. Only targeted social programs with specific
beneficiaries like Social Security had, until that time, been
tl1e beneficiaries of earmarking. 21
Over time, therefore, tile nature of federal trust funds had
changed. Funds were established not just for contributory
programs where contributions were registered in a government account for the payment of benefits to beneficiaries,
but were also established to facilitate spending on programs Witll more general public purposes - such as highways. Other major trust funds established after the
Highway Act to finance programs with general public purposes included the Airpolt and Airway Trust Fund and the
Aquatic Resources Trust Fund. TIle Medicare Trust Fund,
established in 1965 with beneficiary contributions, is similar
to tl1e pre-1956 trust fund genre.
Trust funds have also evolved with respect to their treatment within the budget. Prior to 1969, trust funds were not
counted in tI1e regular or "administrative" budget. The
administrative budget included only receipts and expenditures moving into and out of the general fund of the
Treasury which were subject to the appropriations process.
Trust funds were set apart from the administrative budget,
except within limited economic analysis sections of the
budget. 22

Trust funds have also evolved with
respect to their treatment within the
budget
In 1967, President Johnson appointed a commission of
experts, the Commission on Budget Concepts, to look at a
broad variety of budget issues centering on budgetary
accounting and presentation subjects. 23 One of the issues
the Commission reviewed was tl1e appropriateness of the
administrative budget and whether a unified budget, which
combined botl1 federal and trust fund accounts, would provide a more accurate picture of the budget for legislators,
other policymakers, and tile public.
To supporters of a budget which separated "administrative"
and "trust fund" money, a divided approach appropriately
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:eflected the fact that the responsibility of Congress to the
:mst funds is different from federal funds, making separate
accounting for the two necessary. Supporters of a unified
budget, on the other hand, saw that the omission of a large
and important portion of federal receipts and spending
inhibited flexibility and an accurate measurement of the
costs of alternative policies, and that the administrative
budget encouraged the perception that funding for many
areas of government was being concealed. 24
TIle Commission ultimately supported the unified budget
approach.2s Specifically, the Commission held that the existence of several budgets led to confusion about the budget
among the press, Congress, and other experts. A unified
budget was essential for determining an appropriate economic policy and allocating funds for competing
26
programs.
However, the Commission did not go so far as to support
the elimination of separate trust fund accounting within the
unified budget structure. The Commission held that, at
least in theory, "trust funds do not belong to the federal
government; the federal government acts only as a trustee
for them. ,,27 Accordingly, the Commission felt that a separate accounting of trust fund receipts and expenditures
would help to protect the integrity of the tmst funds and
ensure budgetary control and accountability. Programmatic
decisions, according to the Commission, were best made
within the context of individual fund evaluation, not within
the context of combined tmst fund totals or totals of federally-owned funds excluding tmst funds.28 A unified budget
structure of this type was subsequently adopted in 1969
and still exists to this day.
An understanding of the development of tmst fund budgeting over time is helpful in understanding trust fund prob-

lems discussed in the next section. Trust funds were developed for a variety of reasons, including those that are more
practical, such as protecting funds from changes in economic conditions and facilitating the administration of
employee pension funds. On the other hand, trust funds
have also been established for political reasons, such as
placating the public as large taxes were levied for specific
purposes such as Social Security or to ensure that funding
for long-term programs was made more resistant to shortterm budgetary processes.
The difficulty in addressing tmst fund problems can be
traced to tlle evolution of trust fund budgeting over the last
seventy-five years. If, indeed, political reasons for trust
fund budgeting are more compelling than practical reasons
for using hust funds, then a significant change of course
concerning their use may be unrealistic at the present time.

GW Policy Perspectives 1996

TIlis principle especially holds tme if the public considers
Congress a trustee of these funds, not unlike a trustee in a
private fiduciary situation.

What's Wrong With Federal
Trust Fund Budgeting?
Budgets must attempt to reconcile the competing demands
of today's taxpayers with those of tomorrow. Federal trust
funds are useful in providing a budget mechanism by
which to achieve a necessary balance in the allocation of
federal resources between individual budget years and
29
whole generations.

The diffiCUlty in addressing trust fund
problems can be traced to the evolution
of trust fund budgeting over the last
seventy-jive years.
But tllere are Significant drawbacks to the use of trust
funds. One is tlle problematic state of the trust funds in
terms of their relative size to the total budget. The
increased automatic compartmentalization of limited
resources into certain programs leads to greater difficulty in
exercising budget flexibility and control.
Relative size, however, is but one consideration.
Underlying the trust fund problems are more complex
issues affecting budget flexibility and control which undermine the ability of federal legislators to achieve an objective and rational balance of resource allocation as well as
address difficult budget issues such as the federal budget
deficit.
In describing the more complex considerations at hand, a
conceptual framework will be utilized to examine hUst
fund problems. Trust funds problems derive from those
that either are mostly "process" oriented or "political" in
nature. Of course, federal government processes are inherently political, especially the budget process, and these
issues naturally interrelate and overlap, often to a great
extent. However, for the purpose of this analYSiS, political
problems and process problems will be viewed separately
to better illustrate tl1e likelihood and limitations of any proposed change in budget policies to address trust fund
problems.

Political Problems
Two political problems exist which relate to trust funds:
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the distorted "meaning" of a trust fund and the practice of
earmarking. First, the simple use of the label "trust fund"
on federal budgetary accounts has fostered a tendency to
avoid addressing budget problems which have arisen partly
because of program'l funded from trust funds. A political
problem exists because tile public's perception about dle
meaning of trust funds has selYed a political purpose in
protecting such programs from budget cuts.'o An examination of me meaning of a trust fund sheds light on iliis
assertion.
A trust fund, in common usage, refers to money which
belongs to one party held "in tlUSt" by another operating
as a fiduciary. 31 The money within a trust must be used in
accordance with the tlust's terms, which the tl1.lstee cannot
unilaterally modify, and is maintained separately from other
trusts and ilie trustee's own funds. Fiduciary responsibility
requires, at least in the case of pension plans, dlat tile fiduciary act "plUdently and solely in the interest of plan participants.,,32
Federal trust funds have an entirely different meaning. A
fiduciary relationship generally does not exist between trust
fund beneficiaries and the government. 3>Beneficiaries do
not own funds and ilie tenns in those laws which created
tile tlust fund can be unilaterally altered by Congress. In
the simplest terms, federal trust funds are merely government funds administered separately from other funds and
used for a specified purpose. 34
The distinction between tilese two meanings is obviously
important. If tlust funds are perceived as a mere accounting device, legislators would have less difficulty from a
political standpoint in drawing down trust fund accounts
for alternative purposes. 35 Legislators would also have little
incentive to create tlUSt funds in ilie first place, since tile
value of trust funds is based on both ilie perception and
reality dlat programs financed by such accounts are generally less vulnerable to the budget cycle.
Public perception of the meaning of trust funds includes the
view iliat amounts in the trust funds are held for beneficiaries in trust and tilat the federal government should ilierefore act in a manner much like a mlstee of a private trust
fund. A review of ilie recent congressional debate over tile
status of ilie Medicare trust fund disclose this essential truth.
As Representative John English (R-PA) stated:
Medicare is part of a social compact we have with
America's seniors. We in Congress serve as fiduciaries for tilis program, charged with ilie ultimate
responsibility for its solvency.36
Representative Richard Gephardt (D-MO) has stated tlut
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"[tlhere is more money coming into tlle [Medicare & Social
Securityl mIst funds than is spent, and we believe it is
wrong to make up for problems somewhere else in the
budget out of those trust funds.,,37
In response to tl1is point of view, one could ask what is
"wrong" with using funds from such tlust funds for oilier
pmposes, if federal mIst funds are just budgetary accounts.
The answer is iliat using tlUSt fund amounts for purposes
other ilian proViding benefits to beneficiaries is wrong
because the public believes ilie federal governme11t has a
fiduciary responsibility to ilie ultimate beneficiaries of the
tlUSt fund account'>. This public understanding has limited
the ability of Congress to bring trust fl.md program growth
under adequate control.
A second political problem concerns tile mechanism iliat
tlust funds collectively provide in helping tile public exert
a greater amount of control over tile federal budget.
However, greater public contl'ol over dle federal budget is
not necessarily ideal from a "good budgeting" standpoint.

Providing legislators a means of
generating revenue for a specific
purpose without having to raise general
taxes makes earmarking attractive.
Greater public control over federal spending occurs
through "earmarking." Federal earmarking is the process of
designating revenues to celtain specific federal programs mostly tlUSt fund programs. In 1994, the federal budget
had 574 special and mIst fund receipt accounts tllat
received at least some earmarked receipts. Tmst funds
accounted for $520 billion, or roughly 75 percent, of all
earmarked receipts from the pUblic. 38
Providing legislators a means of generating revenue for a
specific purpose wiiliout having to raise general taxes
makes earmarking attl-active. By linking revenue and outlays, earmarking ties the establishment of programs to
agreement on ilieir financing. 39 This practice is a primary
element of James Buchanan's popular public choice.
ilieory:o P\.iblic choice tileory attempts to explain, among
other tllingS, the tendency of public budgeting toward earmarking. Buchanan offers tile example of tile financing of
Social Security in illustl-ating ilie earmarking aspect of public choice ilieory:
The public-choice paradigm draws direct attention to
the bridge between ilie tax and spending side of the
account. " tllis bridge is influenced by perception,
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and even within the confines of payroll tax analysis,
the effects of the structural features on voter-politician attitudes become important. .. payroll taxes are
earmarked for the social security aust fund account.
This fact, in itself, strongly suggests that these taxes
are viewed differently from other general-fund rev41
enue sources.
To John Cogan, author of The Budget Puzzle, earmarking
has led to a two-tiered tax bias which has contributed to
the decline of general fund spending in favor of trust
funds. 42 On tl1e first tier, benefits of trust funds can be
specifically identified and directly tied to revenues raised,
whereas general fund expenditures are more diffuse. The
greater the ability to identify the direct beneficiaries of trust
fund increases makes trust fund taxes less politically
painful to raise.
The second tier, according to Cogan, relates to the legislative committees with jUrisdiction over tax-writing. The taxwriting committees have jurisdiction over tl1e financing and
spending of the largest trust funds. Other spending committees of Congress, by contrast, control the smaller trust
funds and the general revenue of the federal government.
When taxes need to be raised, the tax-writing committees
naturally tend to favor the taxes and spending under tl1eir
control. 43
With respect to the perspective of average citizens, earmarking clearly has changed tl1e way the public thinks
about how government should be financed. TI1is, in turn,
has placed programs not funded through earmarks at a disadvantage. As budget scholar Allen Schick describes:
[E)annarking .. .is transforming American citizens into
shoppers. Whereas a citizen pays taxes in support of
government, a shopper pays only for ilie things he
or she buys. As earmarks become more prominent,
they make the federal government into a sort of
'boutique' in which Americans choose from ilie array
of programs and pay for the ones they select. The
boutique is relatively well stocked in programs
fmanced by earmarked revenue, but the supply of
items paid out of general fund revenues is sparse.
One of the "goods" in the boutique is "the federal
government." The huge general fund deficit tells us
tl1at Americans are not willing to pay the full cost of
iliis item.41
According to Schick, earmarking encourages legislators to
finance non-trust fund, or general fund, programs through
deficits because no consensus exists among ilie public for
individual general fund programs. Earmarking, as a result,
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acts as a road block impeding deficit and debt reduction.'s
In addition, earmarking hampers the establishment of priorities during the budget process because existing spending is "locked in.,,46

Budgeting v. Trust Fund Budgeting
One process problem with a'ust funds is a disharmony
between good budgeting and the use of trust funds. Noted
author Aaron Wildavsky describes ilie meaning of a budget
as a document which contains "words and figures that propose expenditures for certain objects and purposes."
Furiliermore, budgets link: financial resources and human
behavior "to accomplish policy objectives.,,47 Wildavsky
holds iliat since funding for a budget is usually limited, the
budget becomes a "mechanism for making choices among
alternative expenditures.,,48

One process problem with trust funds is
a disharmony between good budgeting
and ~he use of trust funds.
If budgeting involves making choices witl1 limited funds,
then, by extension, a budget must also involve an element
of prioritization of program and budget item funding. The
very concept of a budget implies that a ceiling, or a spending limitation, requires the government to live witl1in a
defined means:9 Prioritization seems inevitable if funding is
indeed limited and budgets as a whole attempt to fund
many different programs.
Prioritization is a distinct characteristic of federal budgeting.
Among the numerous and diverse areas to which the federal budget devotes resources are national defense, the
arts, commerce and trade, education, and health care. And,
as evidenced by ilie large federal budget deficit, funds
available to legislators are certainly limited.
Trust funds act as an encumbrance to the rational prioritization of program funding and thus have an adverse affect
on the process of budgeting. Prioritizing program funding
in a rational manner during each budget cycle allows legislators to easily direct any amount of available resources to
any desired purpose in a given budget year. Simply put,
rational action can be accomplished when legislators have
50
a full range of funding options at their disposal.
Trust funds clearly inhibit the rational prioritization of federal dollars using tl1is definition. In each budget year,
resources are automatically dedicated to the aust fund
accounts and spending is targeted only to defined pro-
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grams. Current legislators are effectively constrained in the
allocation of available resources by the decisions of past
Congresses to ensure a stable funding stream for specified
public purposes.
Proponents of trust funds would appropriately argue that
the constraining actions of trust fund programs is precisely
why trust funds are needed. Some government programs
must be somewhat insulated from the short-term perspective of the annual budget process to be successful.
However, trust fund budgeting in general is not good budgeting because trust funds affect the rational distribution of
limited resources between competing societal needs in the
annual budget. Donald Axelrod, author of Budgeting for
Modern Government, aptly stated that trust fund budgeting
is akin to a "legal financial straightjacket" on those who
undertake the budget process. 51

A Problem of Interest
Another Significant process problem with trust fund use in
the federal budget is the crediting of interest to federal tnlst
funds which represent future obligations on the budget
and distorts the actual financial condition of the trust funds.
Interest is earned by the trust funds on special non-marketable federal securities posted to trust fund accounts subsequent to the Treasury Department's collection of dedicated revenues. Dedicated revenues are essentially "replaced"
in trust fund accounts with these securities, and the
Treasury then uses the revenues for spending needs.
Currently, the trust fund revenues are used to finance
deficit spending occurring primarily in the general fund
52
portion of the budget.
The sheer size of interest payments has troubling implications for future trust fund spending. Table 2 lists the
amount of interest earned by the major trust funds in FY
1995. The Social Security Trust Fund alone earned more
than $33 billion in interest on government securities.s'In
total, federal trust funds received over $94 billion in trust
fund interest in FY 1995, which represented about 12 percent of total income.
At least in theory, interest payments represent obligations
on the budget. Congress can require taxpayers to foot the
bill for the cost of benefits represented by interest amounts
credited to the trust funds. If this occurs, future taxpayers
will be forced to bear the obligations represented by hundreds of billions of dollars of interest accumulated by the
trust funds over the years. 54
However, a case could be made that interest payments are
not relevant in the larger scheme of the budget, that, for
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Table 2
TRUST FUND INTEREST
INCOME FOR FY 1995
(dollars, in billions)

8%

Social Security (OASOI)

33.3

Federal Employee Retirement

28.7

43

Medicare Part A

10.9

9

Military Retirement

10.9

31

Unemployment

2.7

8

Highway

1.2

5

Railroad Retirement

1.0

8

Medicare Part B

l.9

3

Veterans Ufe Insurance

1.2

57

Airport and Airway

0.8

12

Federal Employee Health

0.4

2

Foreign Military Sales

0.0

0

Other

1.8

16

TOTAL

94.8

12%*

• This figure is not additive of the percentages in the
column.
Source of figures: OMB, FY 1997 Budget Request of the

President, Analytical Perspectives.

the largest trust funds, policymakers should not pay close
attention to the accumulated balances of trust funds (which
include interest payments) but the projected actual receipts
from the public and payments from tmst funds in any
given budget year (which exclude consideration of interest
payments). This approach would hold that policy should
be guided by projections of when trust fund payments
exceed public receipts in any given year, not when a
whole trust fund is projected to be depleted.
Under this tl1eory, then crediting interest payments to tmst
fund accounts serves no purpose other than to perpetuate
confusion about the nature of trust funds: either federal
trust funds appropriately generate interest payments like
private trusts invested in the private sector or trust funds
are mere governmental accounts which should not receive
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Table 3
INCOMEAND OUTGO
CREDIT TO TRUST FUNDS
FY 1995

Table 4
RECEIPTS AND PAYMENTS TO THE
PUBLIC FOR TRUST FUND PROGRAMS
FY 1995

(dollars, in billions)

(dollars, in billions)

Social Security (OASDI)

398.5

338.1

60.4

Social Security (OASOI)

66.8

38.9

27.9

Federal Employee Retirement

Medicare Part A

114.8

114.9

-0.1

Military Retirement

34.6

27.8

Unemployment

32.8

Highway

351.1

333.6

17.5

4.5

38.9

-34.4

Medicare Part A

96.0

114.9

-18.9

6.8

Military Retirement

0.0

27.8

-27.8

25.3

7.5

Unemployment

28.9

25.3

3.6

23.9

22.7

1.2

Highway

22.6

22.7

-0.1

Railroad Retirement

12.4

11.2

1.2

Railroad Retirement

3.9

7.9

-4.0

Medicare Part B

58.2

65.2

-7.0

Medicare Part B

0.0

65.2

-65.2

Veterans Ufe Insurance

2.1

2.0

0.1

Veterans life Insurance

0.0

2.0

-2.0

Airport and Airway

6.4

7.4

-1.0

Airport and Airway

5.5

7.4

·1.9

Federal Employee Health

16.2

15.9

0.3

Federal Employee Health

0.0

15.9

-15.9

Foreign Military Sales

12.5

13.4

·0.9

Foreign Military Soles

0.0

13.4

·13.4

Other

11.3

8.5

2.8

Other

4.4

8.0

-3.6

TOTAL

790.5

691.3

99.2

TOTAL

516.9

683.0

166.1

Federal Employee Retirement

Source of figures: OMB, FY 1997 Budget Request a/the

President, Analytical Perspectives.

interest. As will be discussed later, Congress must resolve
these and other questions related to interest payments. If
interest payments truly represent future benefits to be paid,
the size of interest payments is an unacceptable burden on
future taxpayers.
The distorting effect on the annual trust fund balances
today is equally problematic. Trust funds depend on interest and other government transfers for surpluses, which
belies a popular notion that the funds are self-supporting. 55
A comparison of Tables 3 and 4 provides insight into this
situation. Table 3 shows the aggregate income and outgo
of the largest trust funds in FY 1995, which include interest
and other government transfers. 56 Under this construction,
most of the trust funds have, or are close to having, positive annual balances, meaning more funds are placed into
the trust funds than funds are drawn out of them.
Table 4 shows actual receipts and payments to the public
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Source of figures: OMB, FY 1997 Budget Request a/the
President, Analytical Perspectives.

in FY 1995, which has the effect of excluding governmen-

tal transfers. All of the major trust funds, with the exception
of the Social Security and unemployment, now have a negative balance. One of the largest changes is in the federal
retirement trust fund, which went from a $28 billion positive balance to a negative $34 billion balance between
Tables 3 and 4. Although a large part of the explanation
for the change is governmental accounting transfers other
than interest, interest clearly plays a Significant role? The
federal retirement trust funds earned almost $29 billion in
interest in FY 1995.
One disturbing aspect of the interest transfer system occurs
in the Medicare Part B trust fund. The PaIt B program pays
for some medical services to Medicare beneficiaries that are
not covered by Medicare PaIt A. The general fund of the
budget currently funds 70 percent of the cost of Part B
coverage, with beneficiaries paying the remaining cost
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through deductions from Social Security beneficialY payments. Despite a 70 percent subsidy from the general fund,
the Part B trust fund was stilI credited with $1.9 billion of
interest in FY 1995.

Social Security system will not succumb to political pressures, and reduce interest costs to me federal government.
However, privatizing Social Security funds is problematic in
many respects.

Payments of interest to the trust funds, not unlike payments of interest in any situation, are predicated on the
assumption that contributing taxpayers must be compensated for the time value of money. In part, the payment of
interest is appropriate because the funds, if invested in the
private sector, would generate a certain level of positive
return. 58 This line of tl1inking assumes that federal trust
funds are very much like private investment vehicles, such
as private trusts, and should be treated tl1e same with
respect to payments of interest. However, federal and private trust funds are not the same. Contrary to popular
tl10ught, federal trust funds are not savings held in trust for
taxpayers but are just taxes paid by current workers to be
used only to pay current benefits and accumulate paper
surpluses. 59 As the Congressional Budget Office has held:

Among critics of recent privatization proposals is the
Congressional Budget Office (CBO).64 One concern raised
by CBO in a 1993 report was risk - should future beneficiaries or the federal government be permitted to place
Social Security revenues in private investments, most of
which would include an element of risk? Anomer concern
under privatization, was that, some private investments
obtaining Social Security funds would be favored over others. The underlying concern of CBO is whetl1er the federal
government should be in tl1e business of picking private
investment winners and losers.

[TJhe trust fund label itself is arguably broad and misleading. The label fuels tl1e notion that these federal
programs are like private trust funds - a pool of
assets managed for the exclusive benefit of recipients
and whose terms and conditions cannot be changed
without serious legal consequences. No large trust
fund meets tl1is description .. ,,6O

[PJrivatizing Social Security funds is
problematic in many respects.
Karl Borden, professor of financial economics at tl1e
University of Nebraska, argues mat while me value of private-sector securities is based on me market's perception of
the ability of mat asset to produce future wealm, no "real"
assets underlie the value of federal securities, which are me
61
sole investments of trust funds. Government securities
merely represent a claim based on me government's ability
62
to tax wealm created at some later time. In a recent editorial, The Washington Post commented that me idea mat
Social Security works like a giant savings account is akin to
"myd1ology" and argued that the system works less like a
savings plan tllan an income transfer between generations. 63
The current debate over partially privatizing Social Security
Trust Fund investments provides an illustration of tl1e difficulty in conSidering private and federal trust fund amounts
tl1e same. Private investment of Social Security Trust Fund
contributions has been offered recently as a way to
increase the potential return to beneficiaries, ensure the
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Still a tl1ird concern raised by CBO is tlle potential loss of
equity between beneficiaries. As former CBO Director
Robert Reischauer explained with respect to beneficiary
investment of Social Security contributions:
Benefits under tl1e Social Security system are determined by a complex system that seeks a balance
between equity and ensuring an adequate level of
benefits to tl1e poorest recipients. Moving to [a system where individuals make their own investments]·
would alter this balance. The amount of retirement
income derived from funds ... would be determined
by the amount invested and me rate of return on
that investment. That payout scheme would be
equivalent to moving to a defined contribution plan,
instead of a defined benefit plan. 65
Under this scenario, savvy investors could earn higher
returns and higher benefits than under tl1e current system.
Those who are not as capable could actually end up lOSing
large portions of future benefits.
The current debate over privatizing Social Security Trust
Fund investments illustrates tl1at federal trust funds are fundamentally different from private trust funds, and ilierefore
should not be treated as an equal witl1 respect to interest
consideration. Whether such transfers are appropriate in
d1e first place is as important as whed1er tl1e federal government can afford massive interest transfers in an era of
tight budgets. For a few trust funds, such transfers may be
entirely appropriate. For omers, interest transfers should be
reduced or eliminated for lack of a good policy rationale.

The Inadequacy of Budget Reconciliation
The final process problem witl1 trust funds relates to the
inability of tl1e budget reconciliation process to respond
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adequately to entitlement and, therefore, trust fund growth.
In response to the first process problem described, which
said that trust funds inhibit the rational prioritization of federal spending, one could counter that budget reconciliation
adequately addresses this problem. Budget reconciliation is
tlle patt of fue budget process which enables Congress to
review fue underlying structure of entitlements, including
trust fund programs, during each budget cycle. The budget
process permits Congress to undertake the budget reconciliation process every year if so desired. Budget reconciliation is tlle single mechanism which can help Congress
66
maximize rationality in tlle budget process.
At times, budget reconciliation has worked quite well in
terms of facilitating large" budget savings. In 1981, in fue
second year of use, budget reconciliation provided cuts of
$130 billion in outlays over a tllree-year period, according
to estimates at the time. 67 Most recently, two Significant
budget reconciliation laws were enacted: in 1990, when
outlay cuts were estimated to total $323 billion over five
years and in 1993, wifu cuts of $255 billion.
The effectiveness of tlle budget reconciliation process is
limited, however, because of serious shortcomings and
built-in weaknesses. Allen Schick outlined these adeptly:
[Reconciliation] is not an inherently potent process.
At all stages, reconciliation depends on the willingness of key congressional palticipants to make it
work. ... Alfuough fue Budget Act directs committees
to respond to reconciliation instructions, it provides
no effective sanctions if they fail to do so. The
instructions do not dictate which programs are to be
cut or how savings are to be measured. If committees concoct false or unrealistic savings, me budget
committee cannot unilaterally substitute more appropriate cutbacks. They can ask the House or Senate to
approve alternative savings, but the floor is not a
hospitable place for sorting out conflicts among committees or for making hard choices. Even when legitimate savings have been recommended, there is no
assurance that tlley will materialize. The Budget Act
does not require fuat Congress enact a reconciliation
bill. It only provides tllat Congress, when instructed
by a budget resolution, prepare and consider such a
measure. 68
The shortcomings of budget reconciliation have contributed to fue budget deficit remaining stubbornly high
and trust fund entitlement growth continuing to rise. Since
1985, despite enactment of major budget reconciliation
laws in 1990 and 1993, me budget deficit has not fallen
below $149 billion, and mandatory programs have grown
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in meit' share of the federal budget from 56 percent to 64
percent. Of tlle $323 billion of spending cuts enacted
through budget reconciliation in 1990 and $255 billion of
cuts enacted in 1993, only $75 and $88 billion in savings
were sought from entitlement programs in these years,
respectively.

The shortcomings of budget
reconciliation have contributed to the
budget defiCit remaining stubbornly
high and trust fund entitlement growth
continuing to rise.
Indeed, budget reconciliation has done little to constrain
me rapid growth of entitlement programs. Medicare is one
example, growing from a $31 billion program in FY 1980
to a $142 billion program in FY 1994. Over tl1e same period, me positive balance of the Medicare Trust Fund grew
from $14.5 to $129.5 billion.
According to Schick, Medicare has been "an especially fertile area for inventive budgeting." Questionable metl10ds of
budgeting for Medicare have included extending so-called
"temporary" measures two or three times and using special
rules of the budget baseline to report a spending increase
as a cutback. 69 Few actions have been taken during budget
reconciliation that would make fundamental changes to tl1e
program to achieve large budgetary savings, such as reducing me types of medical selVices covered and/or reducing
numbers of beneficiaries who qualify. In fact, budget reconciliation has often provided a good vehicle for Medicare
70
program expansions by Congress.
Arguably, inventive budgeting for Medicare continues in
fue current Congress. In 1995, the Republican majority
passed Medicare reform proposals wimin budget reconciliation legislation. Among me more significant proposals to
achieve Medicare savings are me "voluntary" moving of
Medicare beneficiaries into managed health care programs,
and a so-called "fail safe" mechanism, which simply meant
that if enough savings in Medicare were not attained by
tlle reforms collectively, the program would be cut automatically at some point in tl1e future. Again, no direct cuts
in medical selVices were offered. Even under Republican
Medicare reform proposals, Medicare spending is still projected to grow from $4,816 to" $6,734 per beneficiary by tl1e
71
year 2002.
Altl10ugh budget reconciliation does not have a direct
causal link to dle growth of trust funds, this essential bud-
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get mechanism clearly has not been utilized to make
wholesale changes in entitlement programs to help constrain program and trust fund growth. In this respect, budget reconciliation represents a tmst fund process problem.
Budget reconciliation is the only mechanism within the
budget cycle that can address the relationship of tmst
funds to the federal budget, yet tl1e process has limited
effectiveness because of inherent weaknesses.
Proponents of trust funds would argue that less tinkering
with trust fund programs in reconciliation is the best way
to preserve program continuity, and fewer changes during
the process means programs are not being altered merely
for budgetary reasons. Indeed, budget considerations dominate budget reconciliation, which at least partially explains
the reluctance of members of Congressional authorizing
committees to make budget reconciliation work effectively.

Options for Change
Trust funds are a problem because they limit budgetary
flexibility and control. Budgetary flexibility and control are
affected because tmst funds inhibit rational budgetary
processes, require interest transfers which distort the condition of the trust funds and may place undue burdens on
future taxpayers, create a public perception that they are
something more than mere budgetary accounts, and facilitate the compartmentalization of spending through earmarking. In addition, trust fund programs are not easily
controlled through budget reconciliation, the primary budget process by which to exert control over trust fund programs.
What can Congress do to address these issues? Any change
would be difficult to accomplish given the political nature
of the trust funds. Trust funds exist primarily to help protect spending for certain federal programs. Any possible
change would have to overcome tl1e strength of this political benefit. That said, the follOwing are some possible
options for change.

Create no new trust funds. Given the issues discussed,
the fundamental first step is that at the very least, Congress
should avoid establishing any additional trust funds. In the
current Congress, many proposals exist to establish new
trust funds. Proposals include establishing tmst funds for
national health insurance; affordable housing; displaced
defense workers, research and development; and, oddly,
boxer safety, retirement, and retraining. 72 If Congress is to
prevent further compartmentalization of the federal budget,
no new trust funds should be established no matter how
worthy the purpose.
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Eliminate trust funds. Congress should consider the
appropriateness of eliminating some, if not all, tmst funds.
Given political considerations, eliminating any trust funds
would be extremely difficult to achieve. However, this reality should not detract those who desire a more effective
budgetary regime for the future. A blueprint for action
might encompass eliminating all but the largest trust funds
in omnibus legislation, thus narrowing the debate over
trust funds as a budget mechanism to the appropriateness
and desirability of each of the largest tmst funds.

Congress should consider the
appropriateness of eliminating some,
not all, trust funds.

if

Some trust funds would be appropriate to keep from a
policy standpoint. For example, trust funds for civil servants and military retirees maintain a relationship which
exists in the private sector with respect to employee retirement benefits. The federal government should do as much
as possible to maintain employee/employer relationships
similar to ilie private sector.
On ilie oilier hand, a good policy rationale for maintaining
other trust funds does not exist. At a minimum, a trust fund
might be "justified" if fully-financed by dedicated revenues.
The Medicare Part B trust fund, however, is a hust fund
which receives a majority of funding from the general fund
of the budget through interfund transfers and therefore is
not a self-financed entity. This trust fund should be eliminated. Similarly, a good policy rationale might not exist for
maintaining Social Security or the transportation trust funds,
aside from obvious political considerations. If necessary,
these programs and their dedicated revenues can be adequately accounted for in separate funds within the budget
without a "trust fund" designation. Anoilier option would
be to ftnance programs on a pay-as-you-go basis, reducing
the need for trust funds

ModifY the treatment of trust fund interest. In the
probable absence of an elimination of federal trust funds,
crediting of trust fund interest should be reformed.
The largest federal trust funds currently earn interest which
is pegged to a given market rate. For example, securities
posted to tl1e Social Security, Medicare, Civil Service
Retirement, and Railroad Retirement trust funds are pegged
to the average market yield on medium- and long-term
Treasury securities." Given the inherent differences
between federal and private trust funds, however, as well
as the special nature of the securities posted to trust fund
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accounts, one must question whether some, or any, of
these funds should receive a rate of interest which is close
to a private market rate.
A comprehensive reevaluation of interest transfers should
be undertaken. The reevaluation should focus on both the
rate of interest paid and the appropriateness of providing
interest credits in the first place. For some trust funds, such
as the civil service and military retirement trust funds, the
federal government should continue to credit a market rate
of interest. Private sector employees receive the benefit of
market rates of interest for earnings on pension funds and
public employees should receive the same as long as these
pension funds exist.
The Social Security Trust Fund should receive a reduced
rate of interest, such as one compensating only for inflation. Future taxpayers are already going to have tremendous tax burdens placed upon d1em to pay for future benefits even wiiliout that portion of benefits represented by
current interest payments to the trust fund. Of more immediate concern, the high level of interest earned by the
Social Security Trust Fund skews the tlust fund balance,
reducing in turn the perceived urgency to reform the substantive aspects of the Social Security program.
Some tmst funds should receive no interest at all, such as
some transportation trust funds. As described earlier, federal transpOltation excise taxes are more public in nature
since the taxes are not assessed for the benefit of some
specific group of taxpayers to provide a defined future
benefit (e.g., working Americans and Social Security payroll
taxes proViding Social Security benefits). Instead, the taxes
levied are presumed to represent taxes assessed for general
public purposes, such as airport infrastructure and interstate highways.
Accounts of programs serving public purposes should not
74
be credited with interest. In a sense, the practice is a
method to secure greater funding for a purpose through
"ilie back door"; that is, after assessing excise taxes for
public purposes, additional funding is secured by assessing
interest costs on the public instead of by direct levy. One
could argue iliat the special nature of excise taxes warrants
separate accounts and interest consideration. However,
excise and income taxes are levied on the public for public
purposes and should be treated ilie same.
A second option for helping to deal with trust fund problems associated wiili interest would be to explicitly depict
the cost of interest credited to the trust funds in ilie annual
federal budget. Such a proposal was made by former
Senate Budget Conunittee Chairman Jim Sasser (D-TN) in
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1990. 7S The "Gross Interest Legislation Act" would have
required the establishment of a functional category for
gross interest on d1e public debt. Currently, the budget
depicts only net interest, which factors out interest credited
to tl1e tlUst funds. The purpose of depicting gross interest,
according to the bill, was to have the budget "focus greater
attention on the consequences of borrowing from the Uust
funds to finance current spending needs.,,76 Presumably,
such a measure would also serve the impoltant purpose of
focusing more attention on the amounts of interest flowing
into the trust funds. This legislation was not enacted.

Make trust fund programs more responsive to the
budget process. Offsetting ilie negative effects of ilie trust
funds on budgeting requires tl1at entidement programs
financed by tl1e tlust fl.ll1ds are less inunune to the
demands ariSing in the budget process, including spending
control and prioritization. The most prominent proposal
discussed in this light is to place hard spending "caps" on
entitlement programs, many of which have trust funds. If a
spending cap in a given budget year is breached, Congress
and the President would be forced to take actions to
reduce spending in each entitlement area. Under sllch a
scenario, budget reconciliation would likely be u'iggered,
which as described earlier is currently initiated only if
Congress voluntarily seeks budget savings. 77
The federal government has already taken a small step in
this direction. In 1993, President Clinton signed Executive
Order 12857 which required oversight of entitlement
spending for FY 1994-1997 and the recommendation of
legislative actions to the Congress if projected spending
levels are exceeded. However, the enacted spending "caps"
agreed to were flexible and could be adjusted for a number of reasons, including unexpected increases in ilie beneficiary population. In addition, tl1e process does not
require budget reconciliation to be initiated, meaning that
Congress is not forced to make entitlement spending cuts.

Conclusion
To improve the budgeting and the condition of the federal
budget, Congress must address problems associated witl1
trust fund use. The best course of action would be to
begin to eliminate many, if not most, tl'ust funds.
Eliminating trust funds would make the budgeting process
easier and more effective.
Perhaps what is most important is d1at Congress and the
President begin a dialogue about tl1is issue soon. Many
serious federal budget issues need to be addressed. The
best way to address budget problems is tl1rough maximum
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budgetary flexibility and control for Congress and the
President. Trust fund reform will celtainly help in this
respect, and should therefore be a part of any budgetary
reform agenda.
As we reform the federal budget, we must keep an eye on
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