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ABSTRACT

Social Security faces a significant challenge, but by no means its only one, in its 
projected financing shortfall. The program’s uncontrolled further growth in the 
absence of reform would reduce its effectiveness in supporting a coherent income 
security policy. If Social Security is to serve future generations as it has current 
and past ones, policymakers must not only eliminate its financial shortfall but also 
ameliorate other problematic effects. Among the problematic trends requiring 
correction are the following ones: Social Security currently stands to, on balance, 
substantially reduce future workers’ lifetime incomes; its rising costs depress 
the after-tax incomes of workers compared to those of program beneficiaries; 
it deters workforce participation and personal saving; and, in many instances, 
it redistributes income from those who have less to those who have more. No 
single reform to Social Security can simultaneously accomplish all the objectives 
of improving its financial condition, achieving a sustainable rate of cost growth, 
improving intergenerational equity, restoring work and saving incentives, and 
better targeting benefits toward the households with the greatest need. A bal-
anced package of reforms, however, can include individual provisions pursuant 
to these various objectives and, in combination, progress toward all of them.  

JEL codes: H53, I38

Keywords: Social Security, OASI, trust funds, Social Security trust funds, sustain-
able solvency, Social Security trustees, trustees report, intergenerational equity, 
insolvency, actuarial imbalance, self-financing, population aging

Charles P. Blahous. “An Analytical Framework for Strengthening Social Security.” Mer-
catus Research, Mercatus Center at George Mason University, Arlington, VA, September 
2020.

https://www.mercatus.org/publications/analytical-framework-strengthening-social-security
https://www.mercatus.org/publications/analytical-framework-strengthening-social-security


MERCATUS CENTER AT GEORGE MASON UNIVERSIT Y

3

CONTENTS

Introduction 5

Addressing Social Security’s Financing Shortfall 7

Furthering Sustainable Solvency 15

Moderating Cost Growth 20

Restoring Intergenerational Equity 29

Correcting Work and Saving Disincentives 36

Eligibility Ages 37

The Benefit Formula 37

Early and Delayed Claim Adjustments 39

The Retirement Earnings Test 40

Payroll Taxes 40

Lump Sum Payments 41

Benefit Growth Rates 41

Restoring Purpose to Income Redistribution 45

Developing a Reform Framework 49

Lever 1: Eligibility Ages (Early Eligibility Age  
and Full Retirement Age) 51

Lever 2: Work Incentive Corrections 54



  MERCATUS CENTER AT GEORGE MASON UNIVERSIT Y

4

Lever 3: Technical Corrections to the Consumer Price Index 56

Lever 4: Nonworking Spouse Benefits 56

Lever 5: The PIA Benefit Formula 57

Lever 6: Payroll Taxes 59

Lever 7: Minimum Benefit Protections 64

A Note on Combining Provisions into a Comprehensive Plan 66

Conclusion 68

Notes 70

About the Author 82

Acknowledgments 82

About the Mercatus Center at George Mason University 83



MERCATUS CENTER AT GEORGE MASON UNIVERSIT Y

5

INTRODUCTION

Social Security affects the economic lives 
of individual Americans more than any 
other single federal program because of its 

nearly universal coverage scope, the substantial 
benefits it provides, and the substantial financ-
ing burdens it imposes. The program currently 
faces large and growing financial shortfalls, as 
documented in the annual projection reports of 
its trustees.1 These financial shortfalls consist of 
a substantial actuarial deficit in each of Social 
Security’s trust funds over the trustees’ long-
range (75-year) valuation period and of annual 
cash-flow deficits that grow larger toward the 
end of the period. These deficits must be closed 
if Social Security is to be kept financially sound. 
Closing them will require federal lawmakers 
to enact significant financing corrections, most 
likely a combination of eligibility-age changes, 
benefit-growth restraints, and revenue increases. 
Yet, as daunting as Social Security’s financial 
prospects are, they are only a portion of the chal-
lenges facing the program and everyone who par-
ticipates in it.

The contours of Social Security opera-
tions create concerns that extend well beyond 
the task of restoring Social Security to a path of 
sustainable solvency. The program’s long-term 
solvency challenge is rooted in the fact that its 
costs are growing faster than Americans’ capac-
ity to finance them—meaning that a strategy of 

periodic tax increases can only buy time without 
addressing the problem’s underlying cause.2 As 
this study explains, program cost growth carries 
other troubling implications as well. For exam-
ple, per capita Social Security payment obliga-
tions are growing faster than workers’ earnings 
net of Social Security taxes. This growth means, 
in turn, that without course corrections, Social 
Security will increasingly depress the living stan-
dards of Americans during their working years, 
compared to the living standards Social Secu-
rity promises to support after these Americans 
depart the workforce to become beneficiaries. 
Social Security’s growth rate also precipitates 
other trends that many Americans might regard 
as perverse. For example, as successive genera-
tions of American workers earn higher incomes 
over time, they become more dependent on the 
program rather than less. This outcome clashes 
with a consensus policy value upheld in other 
contexts—namely, that Social Security should 
more greatly augment the income of poorer indi-
viduals than of wealthier ones.

This study documents other challenges con-
fronting Social Security policymakers, including 
the fact that younger generations, on balance, 
stand to lose substantial net income through 
Social Security over their lifetimes, even if 
they receive all currently scheduled (some-
times referred to as “promised”) benefits.3 This 
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problem cannot be corrected without Social 
Security’s current participants making a con-
tribution to the financing solution. For simi-
lar reasons, intergenerational inequities under 
Social Security would be exacerbated if benefits 
for today’s participants were increased, as some 
political advocates have proposed.

Other policy challenges facing Social Secu-
rity include the fact that its current tax and ben-
efit schedules are designed in such a way that 
they dampen individual retirement saving as well 
as workforce participation; the latter is especially 
true for Americans of late middle age who may be 
contemplating whether to extend their working 
careers. These disincentives create a number of 
adverse consequences for individuals as well as 
for the nation as a whole, and act as a drag on eco-
nomic growth while inducing personal decision-
making that diminishes individuals’ long-term 
retirement security. In addition to these problems, 
a significant amount of the income redistribution 
facilitated by Social Security does not serve a clear 
policy purpose. Although the program as a whole 
progressively redistributes income from richer 
Americans to poorer ones, it also contains pock-
ets of regressive redistribution that operate in the 
opposite direction.

There are strong political barriers to enact-
ing cost constraints sufficient to balance program 
finances by themselves without the need for 
additional dedicated revenues. Accordingly, any 
bipartisan legislation to shore up Social Security 

finances is likely to include at least some increase 
in program tax collections. That said, this study 
concludes that policy considerations argue for 
concentrating as much of the solution on the 
cost-containment side as is politically practi-
cable. It will be easier to require those whose 
incomes have increased the most in recent years 
to contribute to the solution if the rate of benefit 
growth is moderated.

Moreover, a leaner Social Security program 
with less aggregate cost growth not only would 
be easier to finance, but also could better serve 
younger generations, preserve work and saving 
incentives, and more precisely target benefits on 
the households of greatest need. In contrast, rely-
ing primarily on additional tax collections to sus-
tain Social Security would retain or exacerbate 
many of its most problematic features, includ-
ing work disincentives, untenable cost growth 
rates, and inequitable treatment of younger 
generations.

The following sections of this study summa-
rize some of the fundamental policy challenges 
facing Social Security, detailing their causes in 
current statutory provisions as well as showing 
opportunities to reform them in future legisla-
tion. The final section of the study discusses how 
provisions addressing the various challenges 
could be combined into a comprehensive Social 
Security plan that not only closes its financial 
shortfall but also enables the program to better 
serve participating Americans.
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ADDRESSING SOCIAL SECURITY’S  
FINANCING SHORTFALL

For several decades running, the annual 
reports of Social Security’s trustees have 
identified a substantial financial shortfall 

facing the program that threatens to precipi-
tate its future insolvency as well as to suddenly 
disrupt the program’s capacity to make full and 
timely benefit payments (see figure 1, which is 
reproduced directly from the most recent trust-
ees’ report).4 The trustees’ reports contain-
ing these sobering projections were developed 
through the statutory process established in the 
Social Security Act for measuring and reporting 
on the program’s financial condition.5 However, 
the trustees are by no means alone in project-
ing future insolvency for Social Security’s trust 
funds. Other forecasts, such as those of the 
Congressional Budget Office (CBO), foresee an 
even larger and more immediate Social Security 
financing shortfall.6 In addition, it is likely that 
the economic disruptions caused by the COVID-
19 crisis will further worsen Social Security’s 
financing shortfall beyond what the 2020 trust-
ees’ report reveals.

It is important to understand what exactly 
Social Security’s financing shortfall signifies, 
what it portends, and why it matters. Social Secu-
rity’s unique role in federal government economic 
policy—and indeed in American politics—stems 

from the particulars of its financing design. This 
financing basis differs in important respects from 
those of other federal programs.

Instead of Social Security spending being 
financed from the federal government’s general 
fund and thus implicitly paid for with general 
revenue sources such as individual and corpo-
rate income taxes, its benefits are instead paid 
from two distinct trust funds: one for Old-Age 
and Survivors Insurance (OASI) benefits and 
the other for Disability Insurance (DI) ben-
efits. These trust funds typically receive rev-
enues only from “contributions” (i.e., payroll 
taxes) paid by or on behalf of American work-
ers, from interest earnings on any previous sur-
pluses and—to a much smaller extent—from 
the income taxation of Social Security benefits. 
There have been occasional breaches of this 
contributory financing principle, most notably 
the roughly $225 billion transferred from gen-
eral government revenues to the trust funds to 
offset the revenue losses caused by a temporary 
Social Security payroll tax cut in 2011–2012.7 But 
generally and for the most part, the revenues 
that finance Social Security benefits come from 
payroll taxes assessed on the earnings of par-
ticipating American workers and not from other 
revenue sources of the US government.
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Under federal law, all Social Security pro-
gram spending must be financed from its trust 
funds, which means that the program’s total 
spending authority is limited to the amounts of 
revenues credited to these funds. This restriction 
does not necessarily limit program spending in 
any specific year to the amount of tax revenue 
collected that year; indeed, annual spending can 
and sometimes does exceed annual tax revenue 
if the trust funds carry over a positive net bal-
ance from the previous year that can be drawn 
upon to finance a subsequent cash-flow deficit. 
Social Security has faced such cash deficits since 
2010, when annual payment obligations began 
to exceed annual dedicated tax collections.8 The 
statutory requirement that all Social Security 

payments be financed from trust fund assets 
thus creates only an aggregate limitation over 
time, serving to ensure that on average across the 
years, though not necessarily in any single year, 
outgoing payments and incoming revenues are 
kept in balance.

Were the reserves of Social Security’s trust 
funds ever to be completely depleted, pro-
gram spending would then be restricted to the 
amounts that could be financed from incoming 
tax revenues as they are collected. In practical 
effect, this state of affairs would mean that upon 
trust fund depletion, benefit payments would be 
effectively reduced through the mechanism of 
delay, because the Social Security Administration 
(SSA) would need to postpone sending benefit 

FIGURE 1. SOCIAL SECURITY INCOME, COSTS, AND EXPENDITURES EXPRESSED AS A PERCENTAGE OF US WORKERS’ 
TAXABLE WAGES
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Figure II.D3 shows the estimated number of covered workers per OASDI
beneficiary. Figures II.D2 and II.D3 illustrate the inverse relationship
between cost rates and the number of workers per beneficiary. In particular,
the projected future increase in the cost rate reflects a projected decline in the
number of covered workers per beneficiary. There were about 2.8 workers
for every OASDI beneficiary in 2019. This ratio had been stable, remaining
between 3.2 and 3.4 from 1974 through 2008, and has declined since then,
initially due to the economic recession of 2007-09 and the beginning of a
notable demographic shift. This shift causes the ratio of workers to beneficia-
ries to decline, as workers of lower-birth-rate generations replace workers of
the baby-boom generation. The decline in the ratio leveled off between 2013
and 2020, as the economy recovered, offsetting the demographic shift during
that period. After 2020, the demographic shift will continue to drive this ratio
down over the next 20 years. The ratio of workers to beneficiaries reaches
2.3 by 2035 when the baby-boom generation will have largely retired, and
will generally decline very gradually thereafter due to increasing longevity.

 Figure II.D2.—OASDI Income, Cost, and Expenditures as Percentages of Taxable Payroll
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checks until sufficient tax revenues arrived to 
cover them. Under current projections, for exam-
ple, aggregate Social Security retirement benefit 
payments in 2034 would be suddenly reduced 
through such payment delays by 24 percent.9

The point of this numerical illustration is 
not that federal lawmakers are likely to allow 
such sudden, severe benefit reductions to 
occur; they aren’t and indeed never have done 
so. The illustration serves instead to quantify 
the substantial gap that must be closed if Social 
Security is to function in the future under the 
financing principles by which it has been oper-
ated in the past. Or, framed in a more negative 
light, this oft-cited illustration quantifies the 
size of the financing gap that, once it has grown 
larger than lawmakers are willing to close (or 
to countenance closing automatically, by pay-
ment delays that effectively cut benefits), would 
force an abandonment of Social Security’s long-
standing financing design. Such a change would 
dismantle the foundation of Social Security’s 
historical and central role in supporting Ameri-
cans’ income security.

It is occasionally tempting to dismiss Social 
Security’s trust fund financing system as a mere 
accounting convention lacking economic sig-
nificance. It is true that Social Security’s net 
effects on taxpayers, beneficiaries, and the fed-
eral budget are functions solely of the revenues 
it collects and the payments that it makes. It is 
further true that these revenues and payments 
would have exactly the same fiscal effects irre-
spective of whether they are routed through a 
trust fund. However, taking these observations 
out of context neglects important ways in which 
the trust fund system influences government 
behavior.

The statutory requirement that trust fund 
obligations and revenues be kept in balance 

mandates continual monitoring of Social Secu-
rity’s financial operations and occasionally 
forces financing corrections not required of pro-
grams financed from the government’s general 
fund. The most notable example of such cor-
rections is the 1983 Social Security legislation 
that increased program taxes, lowered benefit 
outlays, and gradually raised eligibility ages.10 
In other words, routing federal program income 
and outlays through a trust fund does not by 
itself change their economic and fiscal effects, 
but the mechanism can nevertheless restrict the 
amounts of such income and outlays. At the same 
time, as the following paragraphs describe, the 
trust fund financing construct also contributes to 
the consistency, predictability, and reliability of 
benefit payments.

Social Security’s financing design is thus 
not a merely incidental feature of the program 
but has been, since its inception, central to its 
functioning. It is no accident that Social Security 
has long been called the “third rail” of Ameri-
can politics (“touch it, and you die”). Its financ-
ing construct has created substantial political as 
well as procedural barriers that inhibit lawmak-
ers from treating Social Security as just another 
interchangeable part of the federal budget that 
can be adjusted as overall fiscal and economic 
conditions warrant. Its trust fund framework 
shields participants from the frequent revisions 
of benefit levels and eligibility rules that gener-
ally occur in programs financed from the govern-
ment’s general fund.

For one example of a procedural barrier to 
altering Social Security, the Congressional Bud-
get Act’s point of order 310(g) prohibits making 
any such changes in budget reconciliation legis-
lation.11 As for political inhibitions, even Presi-
dent Obama’s bipartisan Fiscal Responsibility 
(Simpson-Bowles) Commission felt compelled to 
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issue its final report of recommendations with its 
tables “excluding Social Security reform,” despite 
the enormous fiscal benefits of such reform.12 The 
commission’s presentation was adopted to head 
off any accusations that Social Security was being 
targeted as part of the broader budgetary correc-
tions that were the commission’s charge and to 
which Social Security reform would clearly con-
tribute. Such political barriers to touching Social 
Security except under certain narrow circum-
stances are among the reasons its benefit structure 
and eligibility age rules have not been significantly 
revised since 1983, which is an enormously long 
period of stasis by federal government standards.

The roots of Social Security’s protected 
political position extend back to President 
Franklin D. Roosevelt, who as early as 1934 
argued for his proposed Social Security financ-
ing method by stating, “We must not allow this 
type of insurance to become a dole through the 
mingling of insurance and relief. It is not charity. 
It must be financed by contributions, not taxes.”13 
There has been bipartisan fealty to this financ-
ing principle throughout the subsequent decades 
of Social Security policy history. The 1957–1959 
Social Security Advisory Council similarly stated, 
“We believe that the experience of the past 22 
years has shown the advantages of contributory 
social insurance over grants from general tax 
funds.”14 The 1981 National Social Security Com-
mission agreed, saying, “The primary source of 
funds to pay Social Security benefits has been, 
and the Commission believes should remain, the 
payroll tax.”15 And the 1994–1996 Social Security 
Advisory Council reiterated the point by writing, 
“Many foreign systems have contributions from 
general revenues to their social security systems, 
either to pay for administrative costs or for part 
of the benefits. The Council recommends against 
that procedure. The method of financing Social 

Security entirely by dedicated taxes has given 
the system considerable protection from having 
to compete against other programs in the general 
budget.”16

The political protection afforded to Social 
Security by its financing mechanism acquires 
extra strength because that mechanism fosters 
a widely shared perception that Social Security 
is an earned benefit. By contrast, a means-tested 
(i.e., welfare) program financed from the general 
fund is in effect largely funded by income taxes 
that only roughly half of Americans pay, while it 
might also deliver direct benefits to a lesser frac-
tion of the body politic.17

In such welfare programs, it is widely per-
ceived that those who receive the benefits are not 
necessarily the same individuals who financed 
them, setting up a persistent conflict of inter-
ests between taxpayers and beneficiaries. Social 
Security, by contrast, is set up so that those who 
receive benefits are believed to have made con-
tributions, at least in the aggregate, that are suf-
ficient to finance those benefits. It is much more 
difficult for lawmakers to justify cutting benefits 
that recipients (as a group) are said to have paid 
for. Social Security’s self-financing principle thus 
effectively shields its benefits from cuts, except 
to the extent that scheduled benefits exceed the 
system’s dedicated revenues and thus require 
occasional corrections.18

In other words, Social Security’s trust fund 
construct produces conflicting tendencies: on 
the one hand, it requires occasional financing 
corrections, but on the other hand, it inhibits leg-
islation to contain benefit growth except when 
such financing corrections are obviously neces-
sary. It is yet unknown how the body politic will 
respond if this inertia with respect to recalibrat-
ing benefits continues until the next time Social 
Security’s insolvency is imminent, as is currently 
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projected to occur in the 2030s. Unless tax and 
benefit schedules are redrawn in the interim, 
then even before Social Security’s trust funds 
are finally depleted, annual redemptions of their 
assets will require enormous flows from gen-
eral revenues—more than $300 billion a year in 
today’s dollars—over and above Social Security 
payroll tax collections.19

Maintaining Social Security self-financing 
after that point would require lawmakers to close 
the large gap between incoming payroll taxes and 
outgoing benefit payments without tapping addi-
tional general revenues. Yet, at that late hour, the 
path of least resistance would likely be to simply 
authorize continuing general revenue transfers 
as necessary to prevent trust fund depletion. 
If that course is taken, it would mean that the 
political resistance to changing benefits, which 
is engendered by the self-financing framework, 
would ironically have precipitated that frame-
work’s demise.

Obviously, the fact that Social Security has 
been self-financing in the past does not require 
that it be financed similarly in the future. Fed-
eral lawmakers hold the power to abandon 
Social Security’s earned-benefit, contributory- 
financing, trust fund system at any time in favor 
of a different model in which benefit payments 
are untethered from participating worker con-
tributions and are instead financed from the 
government’s general fund. Indeed, there are 
reasons that some might advocate for deliber-
ately abandoning the self-financing model in 
favor of general revenue financing. It is arguable, 
for example, whether Social Security’s trust fund 
construct has a greater tendency to facilitate—
or to inhibit—program changes that Americans 
might otherwise find desirable.

However, any public policy change as 
transformative as abandoning Social Security’s 

self-financing design should reflect a will-
ful decision of the body politic and should not 
occur simply because lawmakers have failed to 
take the steps necessary to preserve a system 
that American voters would prefer to retain. No 
compelling evidence exists that the American 
public wishes to scrap the financing mechanism 
that to date has provided such reliability and 
stability to Social Security benefit payments.20 
Accordingly, it would be a significant breach of 
the public trust for federal lawmakers to permit 
the finances of Social Security to deteriorate to 
the point at which they can no longer realistically 
be salvaged within its long-standing financing 
structure. Unfortunately, from this perspective, 
the task of repairing Social Security finances has 
already grown daunting by historical standards 
and could become prohibitively difficult with 
further delay.

Social Security’s actuarial shortfall is 
described rather blandly in the trustees’ report 
as being equal to 3.21 percent of workers’ taxable 
earnings over a long-range valuation period of 
75 years. This seemingly small percentage, how-
ever, describes a shortfall that has already grown 
far larger than the one corrected with great dif-
ficulty in the 1983 Social Security amendments.21 
Those amendments enacted a number of politi-
cally sensitive changes to the program, includ-
ing exposing benefits to income taxation for the 
first time, delaying cost-of-living adjustments 
(COLAs) by six months, bringing all newly hired 
federal employees and their payroll tax contribu-
tions into the system, gradually raising the age of 
full benefit eligibility from 65 to 67, and acceler-
ating a previously enacted payroll tax increase, 
among other changes.22 These changes were 
intensely controversial and passed only because 
of substantial compromise and risk-taking by 
the leading political figures of the era, including 
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President Ronald Reagan, House Speaker Tip 
O’Neill, and Senators Pat Moynihan and Bob 
Dole. It is reasonable to question whether Amer-
ica’s current divisive and partisan politics would 
allow a comparable compromise solution to be 
forged. Moreover, repairing Social Security’s 
current actuarial shortfall already requires more 
severe changes than those enacted at that time.

Today’s larger challenge can be seen by 
examining figure 2, which compares Social Secu-
rity’s future annual operating deficits (dark blue 
line) as projected in the 2020 trustees’ report, 
with the projections of annual deficits and sur-
pluses contained in the 1982 trustees’ report 
(light blue line). As the figure shows, the deficits 
faced in the early 1980s were relatively smaller, 
and the changes required to eliminate the 

actuarial shortfall at that time were not nearly as 
large as the corrections already required today.

Urgent though Social Security’s financial 
situation already is, it is rapidly growing more 
difficult to correct. Social Security’s projected 
obligations over the next 75 years exceed its pro-
jected revenues by an amount equal to roughly 19 
percent of scheduled benefits.23 In other words, 
Social Security could be placed in long-term bal-
ance on average by reducing all scheduled benefits 
by 19 percent (or by increasing taxes by the equiv-
alent amount). Historically, federal lawmakers 
have been unwilling to cut Social Security benefits 
for those already receiving them. If, instead, the 
necessary changes were applied only to those who 
have yet to file claims, the reductions in scheduled 
benefits would need to equal 23 percent.

FIGURE 2. SOCIAL SECURITY PROJECTED SURPLUSES AND DEFICITS, 1982 AND 2020 REPORTS
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Immediate benefit cuts of 23 percent for all 
those claiming benefits next year and afterward is 
itself a far more severe, sudden change than law-
makers are likely to seriously contemplate. More 
likely, any changes would be gradually phased in 
so that they would be smaller than 23 percent in 
the short run and thus need to be larger in the 
long run. But with every passing year of inaction, 
the required 23 percent reduction in prospec-
tive benefit claims (or its financial equivalent) 
grows. By the time Social Security’s trust funds 
are on the verge of being depleted, even the total 
elimination of all new benefit claims would not 
produce enough savings to prevent depletion.24 
Again, even these daunting illustrations likely 
understate the changes required, because they 
do not account for the economic contraction that 
has begun in 2020.

Although no one can know exactly when 
Social Security’s financing shortfall has grown too 
large to realistically close within Social Security’s 
historical financing structure, it is clear from the 
illustrations in the preceding paragraph that this 
point will be reached long before the trust fund 
depletion date is imminent, and quite soon—if 
it hasn’t been reached already. Lawmakers sim-
ply must act to repair Social Security’s actuarial 
shortfall without substantial further delay if its 
financial structure—which has done so much to 
protect beneficiaries while also guiding occa-
sional financial corrections—is to be retained.

Social Security faces a substantial threat to 
its future solvency. The threat is powerful, it is 
severe, and it is growing worse. Overcoming it is 
of great importance to tens of millions of partici-
pants. At the same time, how the program is kept 
solvent matters greatly. Solvency is not an end in 
itself, but a means to an end. The true desired end 
is a well-functioning Social Security system that 

serves societal goals and works to the benefit of 
program participants.

It is beyond the scope of this study to deter-
mine all the subjective value judgments that 
should be served by the Social Security system. 
As this study explains, certain aspects of the cur-
rent system reflect specific policy judgments by 
past lawmakers—including the following:

 • The program should be funded by partici-
pant worker contributions.

 • It should operate primarily under pay-as-
you-go financing.

 • Individuals’ benefits should be linked to 
their prior contributions.

 • Low-wage workers should receive more 
generous returns than do high-wage 
workers.

 • Initial benefit levels should keep pace with 
worker wage growth. 

 • There should be substantial political barri-
ers to sudden benefit reductions. 

 • The program should provide a reliable base 
of retirement income that coexists with pri-
vate retirement saving.

Though the various policy judgments listed 
above, and many others, are currently embedded 
in Social Security law, there is no inherent rea-
son that they must all be heeded in the future. 
Readers are invited to consider how they would 
prefer that Social Security be adapted to meet the 
challenges detailed later in this study. Indeed, 
some advocates may urge departing from one or 
more of these inherited judgments, for example, 
by expanding Social Security to further displace 
private retirement saving, by shrinking it to shift 
more toward saving-based systems, by eliminat-
ing the link between individual contributions 
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and benefits, or by abandoning Social Security’s 
self-financing earned-benefit construct.

The purpose of this study is not to persuade 
readers to prioritize any particular value judg-
ments but rather to explain the implications of 
alternative future courses for Social Security. 
That said, one implicit value judgment does per-
meate this study: decisions about changing any 

fundamental aspect of Social Security should be 
made deliberately and openly, rather than through 
neglect that ultimately renders the continuation of 
that aspect impracticable. The following sections 
of this study discuss several factors that will affect 
whether Social Security functions in the future as 
Americans desire and intend.
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FURTHERING SUSTAINABLE SOLVENCY

In keeping with their long-standing conven-
tion, the Social Security trustees measure the 
program’s long-term actuarial balance over a 

period of 75 years. Program costs and income are 
each projected over this 75-year window, their 
aggregate present values are compared, and any 
imbalance between them is reported—typically 
as a percentage of the program’s tax base consist-
ing of worker earnings. As discussed in the previ-
ous section, this summarized actuarial balance 
measure is an average quantity over time and 
does not indicate whether program cash opera-
tions are in surplus or in deficit in any single spe-
cific year.

However, whenever the SSA Office of the 
Chief Actuary evaluates a Social Security solvency 
proposal, it scores the proposal not only for its 
effect on the program’s 75-year actuarial balance 
on average but also for its effect on the balance 
of annual program income and outlays specifi-
cally in the 75th year.25 Under the 2020 trustees’ 
report projections, the 75-year actuarial imbal-
ance equals 3.21 percent of program taxable pay-
roll, whereas the annual imbalance in the 75th 
year is a larger 4.51 percent of payroll. The latter 
projection reflects the fact that Social Security’s 
operating deficits are growing worse over time. At 
first glance, it might seem as though an analytical 
focus on the single 75th year might be less mean-
ingful than focusing on 75 years in the aggregate. 

However, there are several reasons that the 75th 
year’s annual balance is just as important to finan-
cial soundness as the 75-year balance and that an 
ideal solvency plan would close both shortfalls.

One shortcoming of focusing solely on the 
average actuarial balance is that it does not illu-
minate whether the program is on a sustainable 
financial trajectory. In theory, Social Security could 
be in actuarial balance if it has huge surpluses in 
the near term followed by equally huge (in present 
value) deficits late in the 75-year period. An obvi-
ous consequence of such a trend is that as soon as 
one year passed and the 75-year time frame thus 
shifted by a year, Social Security would be knocked 
out of balance again. The 75-year actuarial bal-
ance by itself tells us nothing about whether Social 
Security is financially stable or will instead require 
substantial future financing corrections.

This inadequacy of the long-term actuar-
ial balance measure is an important reason that 
the 1983 repairs did not hold and that, instead, 
the program drifted back out of balance almost 
immediately after the amendments were enact-
ed.26 Throughout most of Social Security’s history 
before 1983, not only its long-term finances but also 
its annual income and outgo had been kept in prox-
imate balance. The Greenspan Commission that 
was convened in 1981–1983 to recommend mea-
sures to avert insolvency, however, did not analyze 
whether its recommendations would continue this 
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historical pattern. Instead, the actuarial effects of 
proposed reforms were analyzed as averages over 
time, lacking breakdowns into annual cash flows.27 
The package formed on the basis of this analysis 
thus attained actuarial balance only on average 
over 75 years, exhibiting substantial surpluses for 
the first few decades followed by large annual defi-
cits in later ones (this pattern was only partially 
caused by the 1983 reforms themselves; some of 
these annual imbalances were already projected 
before the legislation).

The failure in 1983 to analyze and craft a sol-
vency package based on its annual, as well as its 
average, long-term effects produced a number of 
problematic consequences. One of them, as pre-
viously mentioned, is that the solution began to 
unravel almost as soon as it was enacted. A more 

lasting consequence was that it jeopardized the 
success of future corrective measures. The rea-
son is that lawmakers to date have been willing to 
enact Social Security financing corrections only 
when the trust funds are close to depletion. That 
practice is capable of producing solutions only as 
long as annual income and outgo are still close 
enough together that they can be brought back 
into balance on short notice. But because after 
1983, long-term “balance” actually consisted of 
large annual imbalances (first positive and then 
later negative), Social Security will face near-
term annual deficits equaling roughly 21 percent 
of its annual obligations if lawmakers once again 
wait until the verge of trust fund depletion to act.

See figure 3, which compares the projected 
deficits that would appear in the 2034 trustees’ 

FIGURE 3. SOCIAL SECURITY PROJECTED SURPLUSES AND DEFICITS, 1982 AND (PROJECTED) 2034 REPORTS
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report under current projections with those con-
tained in the 1982 trustees’ report. Specifically, 
figure 3 shows that in 2037 (three years after the 
hypothetical 2034 report), the projected annual 
deficit would be 3.43 percent of taxable wages, 
exceeding 20 percent of the program’s annual 
cost obligations (16.74 percent of taxable wages) 
in that year.28 Thus, if lawmakers wait until near 
the next projected time of trust fund depletion, 
they will then confront a far bigger problem than 
was solved in 1983. The annual cash-flow pat-
terns bequeathed by the 1983 reforms mean that 
continuing the historical practice of acting only 
as the insolvency date nears is unlikely to work 
this time around.

The analytical inadequacy of the actuarial 
balance concept as used in 1983 is one of many 
reasons the Office of the Social Security Chief 
Actuary includes as part of its standard actuarial 
analysis a breakdown of each proposal’s effects 
on annual operations over 75 years. This more 
complete scoring evaluation implicitly recog-
nizes that reliance on an average actuarial bal-
ance measure is, and has been, inadequate to 
manage Social Security’s finances.

Whether Social Security is on a permanently 
sustainable financial trajectory, as opposed to 
merely meeting a lower standard of average and 
temporary (albeit long-range) actuarial balance, 
has important implications for participants. Spe-
cifically, to the degree that Social Security’s finan-
cial condition falls short of sustainable solvency, 
participants will face future income losses about 
which they are not being informed and around 
which they cannot adequately plan. It means that 
over time, the program’s financing shortfall must 
ultimately reassert itself and require either further 
tax increases, reductions in scheduled benefits, or 
both. In effect, leaving Social Security in a tempo-
rarily balanced but not permanently sustainable 

financial condition means that participants’ sub-
stantial future income losses are being concealed. 
Only if Social Security’s finances are on a sustain-
able path can participants be reasonably confident 
that the program’s effects on their finances are suf-
ficiently disclosed for their own personal financial 
planning to be adequately informed.

None of this discussion suggests that Social 
Security operations can ever be precisely pro-
jected for all time or that future adjustments will 
not be necessary or desirable even if the pro-
gram may already be sustainably solvent. Rather, 
it simply means that Social Security’s finances 
should be kept on a sustainable trajectory accord-
ing to the best available projections. Reasons to 
alter Social Security will likely always exist: for 
example, to meet the changing needs and pref-
erences of later generations. The desirability 
of these policy reassessments, however, does 
not imply that in the meantime Social Security 
should remain on a path that current projections 
indicate will ultimately become untenable. No 
responsible policy objective is served by promis-
ing benefits far in excess of projected program 
revenues, whether for 10 years or 100 years into 
the future.

An analogy with personal finances might 
help provide a better understanding of the neces-
sity of sustainable solvency. Consider the exam-
ple of a person starting her working career: she 
cannot know all her future income and spending 
patterns. Despite this uncertainty, she would be 
foolish to adopt a financial plan that would have 
her lifetime spending far exceed her best esti-
mate of future income. As her career and spend-
ing needs unfold, she will undoubtedly wish to 
make adjustments along the way. However, those 
adjustments should always be made in the con-
text of a realistic plan to maintain her personal 
solvency. So too with Social Security.
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A final, somewhat technical but neverthe-
less real, reason to stress annual program opera-
tions on a par with average solvency over time is 
the political economy history of Social Security 
and of broader federal fiscal management. Actu-
arial balance consisting of large annual surpluses 
followed by large annual deficits can “work” only 
if there is a mechanism for meaningfully saving 
the surpluses in positive years to better enable 
the financing of the subsequent deficits. Most 
academic research has concluded that this prac-
tice has not happened with Social Security. To 
the contrary, past years of Social Security sur-
pluses stimulated additional federal government 
consumption rather than being used to reduce 
federal debt in a manner that would have ren-
dered it easier to manage Social Security’s defi-
cit years.29 Taxpayers in Social Security’s deficit 
years consequently bear the full cost of Social 
Security benefit payments in those years, not 
just the portion that their payroll taxes cover. In 
other words, whenever Social Security draws on 
trust fund interest and principal to help pay ben-
efits during deficit years, taxpayers face the same 
aggregate cost burdens as if the Social Security 
trust funds did not exist at all.

In practical effect, this political economy 
reality means that during Social Security’s sur-
plus years in the 1990s and the first decade of the 
21st century, taxpayers paid lower income taxes 
and received more government services financed 
by Social Security’s payroll tax surplus, instead 
of government restraining its consumption to 
lighten the eventual burden of financing future 
Social Security deficits. In contrast, taxpayers 
since 2010 are being required to pay not only their 
12.4 percent Social Security payroll tax but also a 
portion of their income taxes to support Social 
Security benefits, rendering those same income 
taxes unavailable to finance general government 

services during this time. In the absence of a reli-
able mechanism to ensure that the federal gov-
ernment restrains its spending and effectively 
saves any Social Security surpluses, “solvency” 
that merely consists of large surplus years netted 
against large deficit years is more an accounting 
convention than an actual financing plan.

For all these reasons, an ideal Social Secu-
rity plan would achieve not only long-term (75-
year) solvency but also sustainable solvency. 
Fully defining sustainable solvency, however, is 
key. Different definitions of sustainable solvency 
are in common use. The Social Security trustees’ 
report defines sustainable solvency as a condi-
tion in which a trust fund’s “trust fund ratio” is 
“either stable or rising at the end of the [75-year 
projection] period.”30 This trust fund ratio (TFR) 
compares the amount of assets in a trust fund 
to its projected obligations during the ensuing 
year. A TFR of 100 would mean that the assets 
in a trust fund would cover one year’s worth of 
benefits, 200 would cover two years, and so on. 
As long as the TFR is stable or rising at the end of 
the valuation period, one would have no reason 
to believe the trust fund would be depleted at any 
point after the valuation period, and so it would 
be reasonable to conclude that the trust fund is 
sustainably solvent.

Note that this definition of sustainable sol-
vency does not examine the annual operating 
balance between incoming taxes and outgoing 
obligations. In other words, the definition in the 
trustees’ report would permit a substantial cash 
deficit late in the projection period, contingent 
on the carryover trust fund balance being large 
enough that interest earnings on the trust fund 
enabled its positive balance to grow faster than 
the program’s annual obligations. As a result, this 
definition of sustainable solvency is a weaker, 
looser definition than one that examines whether 
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the gap between annual tax income and outflow 
has been fully closed by the end of the valuation 
period without reliance on carryover trust fund 
balances.

For those assessing whether Social Security 
has truly been placed on a financially sustainable 
course, it is better to look at whether annual obli-
gations are equal to or less than annual tax collec-
tions by the end of the 75-year valuation period 
and are on a course to stay that way. An important 
reason this measure is superior is that it is less 
susceptible to budgetary gimmicks than is the 
TFR-based definition of sustainable solvency 
presented in the previous paragraphs.

In theory, lawmakers could meet the TFR-
based definition of sustainable solvency simply 
by manipulating government accounting (e.g., 
by enacting a law to credit Social Security with 
whatever amount of general revenues is required 
to produce a stable TFR by the end of the 75-year 
valuation period). Such a law would do nothing 
to restrain the growth of Social Security’s benefit 

obligations or to increase the taxes Social Secu-
rity generates. It would be an actuarial improve-
ment only on paper that would not make it any 
easier to finance future benefit obligations. 
A more useful, meaningful measure of finan-
cial sustainability must focus on the balance of 
actual tax collections and benefit payments, not 
merely on trust fund balances that can be manip-
ulated through intragovernmental accounting 
legerdemain.

In summary, whereas restoring Social 
Security to solvency is a minimum necessary 
requirement if the program is to fulfill American 
society’s objectives within its historical financing 
structure, a sounder standard would be for that 
solvency to be sustainable. Truly sustainable sol-
vency would in turn require not only aggregate 
actuarial balance over 75 years but also annual 
cash operating balance (or better) in the final 
(75th) year of the trustees’ long-range valuation 
period.
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MODERATING COST GROWTH

Social Security’s costs are growing faster 
than the program’s tax base and, even 
more concerningly, at a faster rate than is 

the national economic output. As figure 4 shows, 
in 1970, total program costs slightly exceeded 8 
percent of American workers’ taxable earnings, 
after which costs rose before fluctuating between 
10 percent and 12 percent of taxable earnings 
throughout 1975–2008. Every year since 2009, 
benefit obligations have exceeded 13 percent of 
workers’ taxable earnings and are projected to 
exceed 14 percent in 2021, 15 percent in 2026, and 
16 percent in 2030.31

Expressing these costs as a percentage of 
GDP tells a similar story. In 1970, total program 
costs were just over 3 percent of GDP, and they 
fluctuated from 4 percent to 4.5 percent of GDP 
from 1984 to 2008. Every year since 2009, pro-
gram costs have exceeded 4.7 percent of GDP, and 
they will surpass 5 percent of GDP in 2021, 5.5 
percent of GDP in 2027, and 5.8 percent in 2032.32 
By 2028, Social Security outlays are projected to 
exceed all federal appropriated spending com-
bined, including both defense and nondefense 
discretionary spending.33

A large part of Social Security’s rapid cost 
growth is caused by the retirements of mem-
bers of the historically large baby boom genera-
tion, which have been underway throughout the 
past decade and will continue into the 2030s. 

However, the baby boomers are not the entire 
story. Program costs grew from roughly 8 percent 
of workers’ taxable earnings in 1970 to more than 
11 percent by 1981, when the boomers were still 
in the first halves of their working careers. More-
over, costs are expected to surpass 17 percent of 
taxable worker earnings by 2058 and to grow to 
exceed 18 percent by 2074, after the baby boom-
ers have essentially passed away. For multiple 
reasons in addition to the baby boomer retire-
ment wave, Social Security costs are increasing 
faster than the economic capacity.

One of the reasons for this cost growth is 
increasing longevity. In 1940, when no one could 
claim primary worker Social Security benefits 
before age 65 (there were no disability benefits 
then, nor early-retirement benefits), cohort life 
expectancy at birth was 73.4 years, while remain-
ing life expectancy at age 65 was 13.7 years. Today, 
cohort life expectancy at birth is 84.5 years, while 
cohort life expectancy at age 65 is 20.2 years.34 
And although Americans are living longer, they 
are nevertheless claiming benefits earlier in 
life, not only because of disability benefits but 
also because the availability of early eligibility 
benefits has made 62 the most common age for 
Social Security old-age benefit claims.35 Simply 
put, Americans are living longer and collecting 
benefits for more years, while spending a smaller 
fraction of their adult lives as employed workers.
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To date, Social Security’s eligibility ages 
have been adjusted only a small fraction of the 
amount necessary to reflect the demographic 
realities. Under current law, the eligibility age for 
full Social Security benefits will have increased 
by only two years (from 65 to 67) in all the time 
from Social Security’s inception until 2025, while 
Social Security’s earliest eligibility age (62) has 
not been adjusted at all in the more than a half-
century since its establishment (see figure 5).36 

The result is that despite the fact that Americans 
are now living much longer, healthier lives than 
previous generations, the typical worker today 
claims Social Security benefits earlier than did 
the generation that fought the Spanish-American 
War.37

Paying benefits for more years of life is 
not the only reason Social Security costs grow. 

Annual benefits per capita are also rising. In 
2020, the benefit for an individual defined by 
the Social Security Actuary’s office as a “scaled 
medium-earnings” worker was slightly more 
than $23,000 at full retirement age. This amount, 
though but a fraction of the total retirement 
income that would be minimally adequate for 
most Americans, is more than 50 percent greater 
in real (inflation-adjusted) terms than the benefit 
received by a medium-earnings worker retiring 
in 1972, who in turn received a real benefit more 
than 50 percent greater than a worker retiring in 
1958.38 That 1958 worker also received a real ben-
efit more than 50 percent larger than that paid 
to a retiree in 1950. This trend of annual benefits 
growing substantially faster than price inflation 
will continue into the future and is a consequence 
of current-law indexing methods explained in 

FIGURE 4. ANNUAL SOCIAL SECURITY COST RATES, EXPRESSED AS A PERCENTAGE OF WORKERS’ TAXABLE EARNINGS
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the following paragraphs. The retirees of 2055 
are currently being promised full retirement ben-
efits that are more than 50 percent larger than 
today’s in real (inflation-adjusted) terms. In sum-
mary, Social Security costs are rising because, as 
President George W. Bush aptly put it, “People 
are living longer and therefore drawing benefits 
longer. And those benefits are scheduled to rise 
dramatically in the next few decades.”39

Before 1972, Social Security benefit levels 
grew primarily whenever there were inter-
mittently legislated ad hoc benefit increases, 
which frequently occurred in even-numbered 
(congressional election) years as an incumbent 
reelection ploy. But from the 1970s to the pres-
ent and under current law into the future as 

well, most per capita benefit growth is driven 
by automatic indexing mechanisms first written 
into federal law in 1972 and changed essentially 
into their current forms in the 1977 amend-
ments. The most significant of these indexing 
mechanisms are, first, the indexing of initial 
benefit award levels to grow from one retiree 
cohort to the next with growth in the national 
Average Wage Index (AWI) and, second, the 
application of an annual COLA, proportional to 
growth in the national Consumer Price Index 
for Urban Wage Earners and Clerical Workers 
(CPI-W), to each individual’s benefits after the 
benefits begin to be received.

That Social Security’s costs are growing 
faster than its tax base consisting of worker 

FIGURE 5. LIFE EXPECTANCY VS. SOCIAL SECURITY ELIGIBILITY AGES
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earnings—and faster than the nation’s overall 
economic output—is an obvious problem. The 
finances of Social Security cannot be said to be 
truly stabilized until its cost growth rate is lim-
ited to the rate of growth in the nation’s capac-
ity to finance it. Reasonable people can and do 
disagree on the optimal size of the Social Secu-
rity program. But as long as its costs grow faster 
than workers’ economic output, future workers 
must perpetually surrender a rising share of their 
earnings to finance it, and no Social Security pay-
roll tax rate is likely to remain stable.

Such unaffordable cost growth destabilizes 
the federal budget, among other problems. As 
Eugene Steuerle recently noted, Social Secu-
rity cost growth alone will absorb roughly 41 
percent of all projected federal revenue growth 
over the next decade (with another 41 percent 
going to Medicare, 15 percent to Medicaid and 
other federal health programs, and almost 
nothing left over for any other national need, 
whether it is public health, education, trans-
portation infrastructure, or environmental 
protection).40 Such rapid cost growth not only 
undercuts the ability to advance other vital 
national priorities but also undermines Social 
Security’s own finances.

For all these reasons, lastingly effective 
Social Security reform would moderate the 
growth of costs so they would not exceed the 
nation’s ability to finance the program. This 
constraint may initially seem to elected offi-
cials and the voting public like bad news, in the 
sense of imposing undesirable sacrifices upon 
program participants. But as it happens, a decel-
erated cost growth rate would not only help 
the program’s finances and taxpayers, but also 
facilitate more equitable treatment of program 
participants. That fact doesn’t make the politics 

of slowing benefit growth any easier, because 
voters at the time of legislation must contribute 
to such a solution. It means, however, that par-
ticipants’ interests as a whole align fortuitously 
with fiscal imperatives. The reasons for this 
alignment of interests are rooted in the ways in 
which Social Security’s current benefit formulas 
cause benefits and costs to grow faster than is 
optimal from an equity perspective; thus, slow-
ing program growth would tend to improve par-
ticipant equity.

A misperception common even among some 
policy experts is that Social Security’s current-
law rate of initial benefit growth—specifically, 
its indexing the growth of initial benefit levels 
to growth in the national AWI—is necessary to 
keep retirees’ standards of living from falling 
behind those of contemporary workers in the 
surrounding economy. To the contrary, however, 
if maintaining a constant relationship between 
worker and retiree living standards is the goal, 
the current benefit indexing formula overshoots 
considerably, resulting in faster benefit growth 
than intended. Specifically, the current formula 
causes Social Security benefits to grow faster 
than do worker standards of living. 

One reason for this outcome is that Social 
Security’s benefit indexing formula does not 
result, as one might expect, in benefits simply 
growing in real terms whenever individual 
wages grow in real terms. Instead, Social Secu-
rity’s benefit indexing formula causes the same 
real wage, when earned by a later generation, 
to translate into a larger real benefit than that 
paid on the basis of the same real wage when 
earned by an earlier generation. The illustra-
tion included in the following box, and figure 6, 
may help to make this counterintuitive situation 
clearer.
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HOW BENEFIT INDEXING INCREASES REAL SOCIAL SECURITY BENEFITS OVER TIME

Imagine an unmarried worker retiring last year (2019) at the full retirement age (66). The Social Security benefit 
calculation began by computing his or her “average indexed” career earnings, specifically by translating each of 
the worker’s prior earnings years into contemporary equivalents by indexing them for subsequent growth in the 
national average wage index.41 This unmarried worker would have turned 65 in 2018, with a career-average in-
dexed earnings computed to be roughly $54,200 in (real, inflation-adjusted) 2020 dollars.42 This earnings record 
would translate into an initial retirement benefit of about $22,000 in 2020 dollars, equating to a replacement rate 
of about 40.6 percent under SSA’s method of indexing career earnings.43

Now let’s look ahead to another worker also retiring at the full retirement age (then 67) in 2030, with the same 
real wage (in 2020 dollars) of roughly $54,200. That worker’s career-average wages (indexed according to the 
methodology described in the previous paragraph) would be roughly $68,100 in nominal 2030 dollars. Many 
might incorrectly assume that Social Security will pay this worker larger benefits in nominal dollars only to the 
extent that the worker’s wages are also larger in nominal dollars. But that’s not actually what Social Security does. 
Social Security will instead pay the worker retiring in 2030, with the same real wages as last year’s medium-wage 
retiree, a substantially higher benefit in real terms.

Specifically, the 2030 worker’s scheduled benefit would be about $24,100 in real (inflation-adjusted) 2020 dol-
lars—roughly 9 percent greater in purchasing power than today’s medium-wage retiree received last year. The 
2030 worker’s replacement rate (as calculated by SSA methodology) would also be 9 percent higher—44.4 
percent as opposed to the 2019 retiree’s 40.6 percent. In other words, the same real wage earned by the retiree of 
2030 entitles that future worker to a substantially larger real benefit than the identical real wage did when earned 
by a medium-wage worker retiring in 2019. The Social Security benefit formula doesn’t cause real benefits to keep 
pace with real wages; it causes benefits to rise faster.

Indexing real benefits so they continually grow compared to real wages has compounding effects over time that 
ultimately become very large. For example, a worker retiring at the normal retirement age in 2050 with the same 
real wage as last year’s medium-wage worker would have an initial benefit of roughly $26,100 in 2020 dollars 
and a replacement rate (as defined by SSA) of 48.1 percent. The benefit is 18 percent higher in real terms than the 
benefit received by last year’s medium-wage worker. For a worker with the same real wage retiring in 2070, cor-
responding numbers would be an initial benefit of roughly $28,300 in 2020 dollars and a replacement rate of 52.2 
percent, both 28 percent increases compared to last year’s retiree. For a worker with the same real wage retiring 
in 2090, corresponding numbers would be an initial benefit of roughly $31,100 in 2020 dollars and a replacement 
rate of 57.3 percent, both roughly 41 percent higher than the amounts paid to the medium-wage worker last year. 
See figure 6 for a visual depiction of how real benefits rise over time for workers earning the identical real wage of 
roughly $54,200.

Why does Social Security’s benefit formula 
work this way? The answer is that an implicit 
rationale underlies it, albeit one that might seem 
mysterious, flawed, or simply strange to the typi-
cal layperson. Essentially, the benefit formula 
treats the worker with real wages of $54,200 in 

2050 differently from a worker with the same real 
wages in 2019 on the basis of the rationale that 
the worker of 2050 is not a similar average-wage 
worker in that future economy, but instead a sub-
stantially-below-average-wage worker (indeed, 
the 2050 worker’s earnings would be only about 
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two-thirds of the national average in the higher-
earning future economy). Though in absolute 
terms that worker retiring in 2050 is not poorer 
than the worker retiring in 2019, the system notes 
that he or she is poorer in relative terms—that is, 
relative to the society around him or her. And so, 
the benefit formula treats the future worker as 
though he or she is in greater need, giving him 
or her a higher benefit than it gives to the identi-
cal-real-wage worker who retired last year.

This policy might make reasonable sense 
were it not for one thing: this method of benefit 
growth makes an implicit value judgment fun-
damentally at odds with how American voters 
typically think of the purpose of social insurance 

programs such as Social Security. At any given 
time, the Social Security benefit formula gener-
ally pays larger returns to lower-wage workers 
than it does to higher-wage workers, predicated 
on the rationale that people who are poorer need 
more assistance. But Social Security’s benefit 
growth formula makes exactly the opposite judg-
ment: it assumes that as American society grows 
richer over time, dependence on Social Security 
should grow rather than lessen.

The widely accepted rationale that holds 
that poorer Americans need more help than do 
richer Americans would similarly hold that ear-
lier, poorer generations would need more help 
from Social Security than would later, richer 

FIGURE 6. INITIAL BENEFIT AT FULL RETIREMENT AGE FOR SINGLE INDIVIDUAL WITH CAREER-AVERAGE EARNINGS OF 
$54,217 (IN 2020 DOLLARS)

0

5,000

10,000

15,000

20,000

25,000

30,000

35,000

be
ne

fit
 a

t 
FR

A
 in

 C
PI

-i
nd

ex
ed

 2
02

0 
do

lla
rs

2090 2080 20852075207020652055 206020502040 2045203520302025

year in which individual turns 65

Note: This figure compares workers to one another according to the year that each worker turns 65, to provide the most readily understood compari-
son of how workers’ benefits vary with their years of birth. Note, however, that the full retirement age (FRA) is in the process of changing, and will 
be 67 by the time current statutory schedules are fully phased in. Thus, the presentational emphasis in this figure (i.e., the year in which an individual 
turns 65) is slightly different from what is emphasized in the preceding text box (i.e., the year in which an individual attains full retirement age), the 
purpose of which was to provide comparisons illuminating how AWI indexation affects the benefits to which workers are entitled at the FRA.
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Report,” Social Security Administration, accessed August 20, 2020, https://www.ssa.gov/oact/tr/2020/lrIndex.html.
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ones. Social Security’s current-law indexing 
method is inconsistent with that principle. To 
be philosophically consistent with the prin-
ciple of giving more help to poorer Americans 
and less help to richer ones, the same real wage 
across time would need to produce the same 
real benefit and thus the same income replace-
ment rate. Under such a policy, as Americans 
became wealthier, their individual reliance on 
Social Security benefits would become corre-
spondingly less. The current-law indexing for-
mula that causes benefits to grow substantially 
faster than this rate turns the usual principle of 
greater assistance to poorer individuals on its 
head.

Another key respect in which Social Secu-
rity’s current benefit growth rate overshoots 
societal intent is that it does not maintain a con-
stant relationship between workers’ and ben-
eficiaries’ standards of living. Instead, it causes 
the standards of living for program beneficia-
ries to rise faster than do the standards of liv-
ing that participants experience as contributing 
workers.

Again, this situation may be a surprise to 
those who are casually familiar with Social 
Security policy and the rationales frequently 
articulated in support of it. As summarized in a 
Congressional Research Service (CRS) report, 
“From year to year, the average benefits that 
new beneficiaries receive increase at approxi-
mately the same rate as average earnings in the 
economy.”44 The philosophical concept at the 
core of this method is, as one advocacy group 
has put it, that the incomes of retiree beneficia-
ries “keep up with the world of the workers 
around them.”45

But there is a problem with this method: it 
doesn’t work. Or at least, it doesn’t work if the 
goal is comparable treatment of each generation 

of workers and beneficiaries. The reason is that 
as American society ages, unless eligibility ages 
are adjusted to adequately reflect demographic 
changes, there are more seniors to support for 
each taxpaying worker. Accordingly, if initial 
individual benefit levels rise each year with 
worker earnings while at the same time benefits 
are paid over more years of life to much larger 
numbers of seniors, then Social Security tax 
burdens on workers must continually mount. 
Thus, as retirees’ annual benefits rise as fast as 
worker earnings, Social Security tax burdens 
rise faster than workers’ earnings; thus worker 
standards of living are steadily depressed com-
pared to retiree incomes, as shown in the fol-
lowing box and in figure 7. To stabilize the 
relationship between worker and retiree stan-
dards of living, Social Security’s rate of cost 
growth would need to slow considerably so that 
its toll on worker earnings does not grow nearly 
as rapidly as under current law.

The trend shown in figure 7 is consistent 
with other measurements of relative income 
growth in the US economy. Andrew Biggs has 
noted, citing CBO data, that “on average, house-
hold retiree incomes grew from $41,100 to 
$78,000 between 1979 to 2016, a 90% increase 
over and above inflation. .  .  . Over that same 
period, average salaries for working-age house-
holds grew by only 39% above inflation.”46

There has been widespread concern about 
sluggish income growth for American work-
ers over the past few decades.47 A significant 
part of the reason worker incomes are lag-
ging behind is the growth of federal programs 
that transfer income from working Americans 
to retirees. For example, as Biggs also notes, 
Social Security benefits per household grew 70 
percent in real (inflation-adjusted) terms from 
1979 to 2016.48
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HOW SOCIAL SECURITY GROWTH DEPRESSES LIVING STANDARDS OF WORKERS COMPARED TO THOSE OF BENEFICIARIES

A medium-wage worker who turned 65 in 2015 and retired at the full retirement age of 66 received a benefit 
($21,422 in 2020 dollars) that was 40.5 percent of the 2015 average wage index ($52,886 in 2020 dollars).49 
Throughout the career of that worker, while the worker paid Social Security payroll taxes (as well as any other 
taxes) on earnings, the cost of financing Social Security benefits averaged 11.1 percent of that worker’s wages.

Accordingly, Social Security cost burdens reduced that worker’s standard of living by 11.1 cents on the dollar while the 
worker was in the workforce, leaving that worker with 88.9 cents on the dollar from which to meet every other tax 
and expense. In exchange for reducing the standard of living for the worker from the national average wage to 88.9 
percent of the average wage, Social Security later increased the worker’s retirement income by an amount equal to 
40.5 percent of the average wage. The ratio between this particular worker’s standard of living after being reduced by 
Social Security—and the worker’s eventual retirement income gains under Social Security—equals 88.9/40.5, or 2.2.

This ratio—the ratio of workers’ standards of living net of Social Security, to what these workers later receive from 
Social Security—is declining because Social Security benefits are rising faster than workers’ after-tax earnings. The 
ratio is projected to fall below 2.15 for those turning 65 in 2035, below 2.1 for those turning 65 in 2045, and below 
2.05 for those turning 65 in 2067. This analysis is simply a numerical way of showing that Social Security cost and 
benefit growth are causing worker standards of living to lag behind beneficiary standards of living. If the nation 
wants a Social Security system in which retiree standards of living keep pace with worker standards of living, as 
has often been expressed, the current benefit indexing method causes benefits to grow too quickly to meet the 
stated objective, and its rate of growth requires moderation. 

FIGURE 7. RATIO OF MEDIUM-WAGE WORKER EARNINGS (NET OF SOCIAL SECURITY TAXES) TO SOCIAL SECURITY BENEFITS 
AT FULL RETIREMENT AGE
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Given that (a) American retirees’ incomes 
are growing much faster than worker incomes, 
(b) median incomes for Americans in their 60s 
and 70s already exceed those of young work-
ers, and (c) federal retirement program costs 
are growing at unsustainable rates, reforms to 
moderate the growth of Social Security costs and 
benefits are warranted.50 Alternatively, changing 
Social Security law to cause total program costs 
to grow even faster than current schedules would 
exacerbate these problems and is obviously to be 
avoided.

Summarizing, three main variables define 
the broad contours of Social Security policy: the 
annual income that it provides, the number of 
years of benefit payments that it delivers, and 
the tax burdens to which workers are subjected. 
All three of the factors are growing substantially 
faster than can be afforded from growth in Amer-
ican workers’ earnings. Americans will have a 
generally better experience from Social Security 
if growth in annual benefit levels as well as in the 
number of years Americans collect retirement 
benefits are both moderated relative to current 
law.

Before the conclusion of this section, a final 
technical note is of relevance: many analyses of 
Social Security solvency proposals misleadingly 

compare the benefits that would be paid under 
proposed plans to those scheduled under the cur-
rent formulas for Social Security benefits. Such 
comparisons are inaccurate analytically, because 
full scheduled Social Security benefits are not 
statutorily payable under current law after the 
trust funds become depleted, which before the 
pandemic was projected to occur in 2034 (OASI’s 
trust fund) and in 2065 (DI’s trust fund).51 The 
analytically correct comparison for any proposal 
is with benefits that are actually payable from the 
dedicated resources of the Social Security trust 
funds.

But even beyond that technical point and 
for reasons that this section has illuminated, it is 
inadvisable to compare benefits under solvency 
proposals only with current-law Social Security 
benefit schedules. Those current-law schedules 
would result in cost and benefit growth that is 
substantially faster than is optimal from either a 
fiscal or individual equity perspective. A better 
basis of comparison for any Social Security sol-
vency proposal is with an ideal standard in which 
cost growth is successfully stabilized in relation 
to taxable worker earnings, or alternatively, with 
one in which the relationship between worker 
and retiree standards of living holds constant 
over time.
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RESTORING INTERGENERATIONAL EQUITY

Americans have a reflexive tendency to 
think of Social Security as protecting 
participants from poverty, in part by 

redistributing income from richer households 
to more vulnerable, poorer ones. It is true that 
Social Security is progressive on balance and 
provides lower-income Americans with greater 
returns on their payroll tax contributions than 
it does higher-income Americans.52 However, 
Social Security also redistributes income across 
generations in ways that are possibly even more 
important, specifically from later-born genera-
tions to earlier-born ones. Indeed, Social Secu-
rity’s income redistribution across generations 
is so extensive that, if it is not carefully managed 
and ameliorated, Social Security’s future efficacy 
in providing social insurance will be imperiled.

The annual Social Security trustees’ reports 
contain a useful analysis that sheds light on the 
program’s net effect on today’s young as well as 
on future generations of Americans. It shows 
specifically how Social Security’s past and pro-
jected costs and revenues affect workers just 
now coming into the labor force in ways different 
from current and previous program participants.

Key elements of the trustees’ analysis are 
reproduced in table 1, which expresses the 
present value of various Social Security fac-
tors as a percentage of the program’s future tax 
base.53 Presenting the numbers as a percentage 

of American workers’ future taxable earnings 
enables the reader to understand how much 
of those earnings will be absorbed by Social 
Security.

Row (e) in table 1 is especially significant. It 
is, in effect, a measure of the net income losses 
the program would impose on younger genera-
tions under current law.

Let’s look closer at the program operations 
depicted in table 1. Rows (a) and (b) show that—
to date—Social Security has collected more in 
taxes than it has paid in benefits. This surplus 
is why the program currently has a net positive 
balance in its trust funds. Although the current 
balance of the trust funds is substantial in dol-
lar terms (roughly $2.9 trillion at the start of 
2020), it is nevertheless very small as a percent-
age of future worker earnings. Past taxes equal 
to 6.0 percent of future taxable earnings, minus 
5.8 percent for past benefit payments, produce a 
net surplus to date equaling only 0.2 percent of 
future earnings.54

The current trust funds’ balance is also quite 
small when compared to scheduled future ben-
efit payments for current Social Security partici-
pants, including both current beneficiaries and 
taxpaying workers. The total of such future ben-
efit payments equals 6.8 percent of the program’s 
future tax base. However, current participants 
will be contributing future taxes equal to only 
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3.2 percentage points of the total future tax base, 
because that tax base consists mostly of the earn-
ings of future workers. When all this informa-
tion is put together, it means that the imbalance 
between benefit payments to, and taxes collected 
from, people already in the Social Security sys-
tem creates a financial hole equal to 3.4 percent of 
all future taxable earnings of American workers.

In other words, current and past participants 
taken together are scheduled to receive much 
more from the Social Security system than they 
contributed. As a result, those now entering the 
Social Security system as new workers will suffer 
a net income loss through the program equal to 
3.4 percent of future taxable earnings. Thus, even 
if Social Security pays young and future workers 
all the benefits the system has currently sched-
uled, they will still be made substantially poorer 
by the Social Security program on balance.

Table 1 also shows that new workers enter-
ing the system today and into the future have 
scheduled benefits equal to 11.5 percent of 
future taxable earnings, while 10.2 percent of 
all such earnings will be contributed as taxes by 
these workers. The relatively modest imbalance 

between these two factors means that only a little 
more than one-quarter of the projected Social 
Security shortfall (roughly 1.2 percent of Ameri-
can workers’ future taxable earnings, or 11.5 per-
cent minus 10.2 percent with rounding errors) 
has anything to do with Social Security’s net 
treatment of future workers. The vast majority 
of the shortfall arises from the excess of benefits 
over taxes for individuals in the Social Security 
system already.55

The net income loss facing future genera-
tions from Social Security bears important pol-
icy implications. Consider that the foundational 
purpose of Social Security is to provide income 
insurance. It will be difficult for the program to 
function effectively and as intended to the ben-
efit of future generations when at the same time 
it subtracts substantial net income from them. 
Even if Social Security benefits are distributed 
progressively within each particular generation, 
the average future worker will still be made sub-
stantially poorer by Social Security under current 
law. This phenomenon depresses the numbers 
of future Americans who can have their income 
security enhanced by Social Security. Unless 

TABLE 1. COMPONENTS OF SOCIAL SECURITY’S FINANCIAL IMBALANCE

Factor Present value as a percentage of workers’ future taxable earnings

(a) Past costs incurred to date 5.8

(b) Past dedicated tax income collected 6.0

(c) Future benefit payments to current participants* 6.8

(d) Future tax collections from current participants 3.2

(e) Excess of benefits over taxes, current participants [= (a − b) + (c − d)] 3.4

(f) Future benefits scheduled for future participants 11.5

(g) Future tax collections from future participants 10.2

(h) Total program unfunded obligations [= e + f − g] 4.6

* Participants include current taxpaying workers as well as current beneficiaries. This number technically includes all program “costs,” which include 
administrative costs in addition to benefit payments. However, Social Security’s administrative costs are low enough (less than 1 percent of total out-
lays) that, for purposes of this analysis, this number can be treated as representing benefit payments. Social Security Administration, “Social Security 
Administrative Expenses,” accessed August 20, 2020, https://www.ssa.gov/oact/STATS/admin.html.

Source: Social Security Board of Trustees, 2020 Annual Report of the Board of Trustees of the Federal Old-Age and Survivors Insurance and Federal 
Disability Insurance Trust Funds, 2020, 206.
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something is done to ameliorate the net income 
transfers across generations, it is infeasible for 
Social Security to function to the benefit of future 
generations as it has for current and past ones.

Why does Social Security, on balance, reduce 
the income of younger generations? The answer 
can be simplified into two components. First, 
Social Security is not a saving program. It does 
not add to the stock of national savings available 
to finance total retirement income. It is instead a 
pure income transfer program, meaning that it is 
a zero-sum game at best: no one can gain income 
through Social Security unless someone else 
loses an equal or greater amount.56

The second reason is that Social Security 
has been funded since its inception on essen-
tially a pay-as-you-go basis. The first generation 
of Social Security beneficiaries was not required 
to make contributions sufficient to finance their 
own benefits. Instead, they received an income 
windfall, receiving benefits funded mostly from 
the tax contributions of the next, younger gen-
eration. Each subsequent generation of work-
ers has in turn seen the tax contributions they 
make, while working, used immediately to pay 
those who were already beneficiaries. Later, after 
becoming beneficiaries themselves, they receive 
benefits financed by taxing the following genera-
tion. Putting these two factors together provides 
the general picture: because the net national 
income gain under Social Security can be no 
greater than zero and because its first generation 
of beneficiaries received a benefit windfall for 
which they did not fully pay, subsequent genera-
tions must on balance contribute more than they 
receive.

The analysis in the preceding paragraphs 
is a simplified one, but the situation it describes 
is generally recognized by Social Security ana-
lysts. The widely used term for the financial hole 

created in Social Security by paying unearned 
benefits to the first generation is the “legacy 
debt.” There have been various attempts to quan-
tify the size of the legacy debt, with the results 
naturally depending on when the calculations 
were made and the number of birth cohorts they 
included. To take but one example, Dean Leimer 
of the Social Security Administration calculated 
that the legacy debt associated with provid-
ing net income gains to individuals born before 
1931 equals 3.7 percent of the present value of 
all future workers’ taxable earnings (as of 2014, 
when Leimer’s study was performed).57 This 
number is roughly consistent with the analysis 
provided in the preceding paragraphs.

Two important caveats about the legacy debt 
need to be stated. One is that recognizing the 
reality of the legacy debt should not be equated 
with a complaint about the policy choices that 
created it. For example, economists Peter Dia-
mond and Peter Orszag, while also describing 
and quantifying the legacy debt, write that the 
benefits paid to the first generation of Social 
Security beneficiaries were “a humane response 
to the suffering imposed on Americans who came 
of age during World War I, the Great Depression, 
and World War II.”58 The significance of the leg-
acy debt is not that it reflects good or bad policy; 
rather, the significance of the legacy debt is that 
it affects how current and future generations will 
be treated by Social Security.

The second important caveat is that the mix-
ing of current and past participants in the trust-
ees’ analysis obscures the fact that it is primarily 
past generations, rather than current ones, that 
experienced the net windfall that engendered the 
legacy debt. But although current participants 
didn’t cause the problem, they need to be part of 
solving it for Social Security to be effective and 
equitable in the future. If current participants 
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insist on getting back everything they contrib-
uted to Social Security and then some, the only 
outcome must be that younger generations expe-
rience large income losses under Social Security, 
and thus that it cannot serve future American 
society well.

A hint of this reality—that Social Security 
will function best if each generation contrib-
utes something to offset the legacy debt—can be 
gleaned from some of the quantifications of it 
mentioned earlier. As noted, the windfall paid 
to those born before 1931 produced a legacy debt 
equal to roughly 3.7 percent of future workers’ 
taxable earnings. But if the same methodology is 
applied to all those born before 1949, the remain-
ing legacy debt shrinks slightly to 3.2 percent of 
future workers’ taxable earnings.59 If all partici-
pants born after 1949 contribute something to the 

solution, then the income losses remaining to be 
shouldered by younger workers can be reduced 
still further. If instead, however, the baby boom 
generation escapes making significant net contri-
butions to discharging the legacy debt, the income 
losses facing younger workers will be far larger 
than those faced by any previous generation.

The SSA Office of the Chief Actuary pub-
lishes a recurring note in which it estimates 
“money’s worth” ratios—that is, the ratio of each 
cohort’s lifetime Social Security benefits, in 
present value, over the cohort’s lifetime payroll 
tax contributions. Figure 8 reproduces findings 
from table 3 of the SSA analysis, which is the 
most meaningful table presented in the actuarial 
note because it compares taxes to what Social 
Security would actually pay under current law.60 
This figure uses the representative example of a 

FIGURE 8. SOCIAL SECURITY MONEY’S WORTH RATIO: MEDIUM-INCOME, TWO-EARNER COUPLE
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two-income couple with career earnings equal to 
the national average wage.

Some of the data presented in figure 8 are 
worthy of additional elaboration. First, note that 
the couple born in 1920 received benefits equal-
ing more than 160 percent of their lifetime pay-
roll tax contributions (times interest), a windfall 
exemplifying why Social Security’s legacy debt 
exists. Americans born between 1930 and 1960 
made a minor contribution to alleviating the leg-
acy debt, but not nearly enough to discharge it. 
Those born in the 1960s are coming out slightly 
ahead, taking more out of the Social Security sys-
tem than they are contributing to it. But younger 
generations, born from the 1980s onward, would 
lose substantial income through Social Security 
under current law, with the losses growing even 
worse for later generations. Those born in 2004, 
for example, would receive benefits equal to 
only 89 percent of their lifetime contributions, 
in present value. In other words, under current 
law, 11 percent of the interest-compounded value 
of these younger workers’ career payroll tax con-
tributions will never be returned to them.

The policy implications of these analyses 
are stark. Unless those who are already partici-
pating in Social Security (either as workers or 
beneficiaries) make greater net contributions 
to restoring program solvency, younger genera-
tions will lose big. This problem can be partially 
addressed by moderating the near-term growth 
of benefits. Raising taxes to finance projected 
shortfalls would instead actually make the net 
treatment of the birth cohorts of the 1960s and 
1970s more generous, because it would increase 
the benefits payable to them under current law; 
under such a tax-increase strategy, a still larger 
share of the legacy debt would be left to fall on 
the shoulders of younger workers, worsening 
their net treatment.61

Clearly, the worst possible thing to do from 
a generational equity standpoint would be to 
further increase Social Security benefits in the 
near term, as some political candidates have 
proposed.62 Increasing benefits for current par-
ticipants well beyond what their own contribu-
tions can finance would further exacerbate the 
net income losses facing younger generations, 
thereby threatening the program’s effective 
future functioning as a bulwark against income 
loss. It is difficult to justify such a generalized 
benefit increase from the standpoints of program 
efficacy and equity.63

Although there is a strong substantive 
imperative to improve the program’s intergen-
erational equity by moderating the growth of 
benefits in the near term, the political barriers 
to such reforms are substantial. Historically, law-
makers have been extremely reluctant to reduce 
benefits for those nearing retirement age, let 
alone for those already in retirement. This reluc-
tance is one reason further delay in repairing 
system finances is so costly: each additional year 
of delay effectively reduces the extent to which 
elected officials can improve system finances 
and intergenerational equity by moderating cost 
growth. The longer lawmakers delay repairing 
program finances, the greater the likelihood that 
the shortfall will be addressed by imposing addi-
tional tax increases on the same younger work-
ers who already stand to lose the most money 
through Social Security.

The daunting challenge of enabling Social 
Security to adequately serve future generations 
increases the importance of current partici-
pants contributing to the solution and avoiding 
actions that unnecessarily aggravate the prob-
lem. One such example pertains to the Consumer 
Price Index (CPI) currently used to calculate 
annual Social Security cost-of-living adjustments 
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(COLAs.) There is a strong consensus among 
economists that the inflation index currently used 
by Social Security (CPI-W) overstates price infla-
tion and that the chained CPI-U (C-CPI-U) is a 
more accurate measure.64

One effect of continuing to use CPI-W is to 
pay larger COLAs than those that would reflect 
the statutory intent of accurately capturing gen-
eral national price inflation. The continued use 
of CPI-W for COLAs, in addition to worsening 
Social Security’s financing shortfall, also wors-
ens intergenerational inequities by redirecting 
additional income from younger generations to 
older ones.65 The sooner that lawmakers can cor-
rect the calculation of CPI, the less that current 
COLA measurement inaccuracies will exacer-
bate intergenerational inequities.

Some advocates have proposed financing 
the legacy debt by providing Social Security 
with an infusion of general (e.g., income tax) 
revenues.66 For better or worse, this proposal 
would abandon the foundational principle of 
Social Security, which dates back to its incep-
tion under President Franklin D. Roosevelt, 
that it be self-financing. The Social Security 
trust funds exist because of an implicit promise 
made to American taxpayers that the program 
will pay its own way. Shifting the financing bur-
den for the windfalls paid to older generations 
from participating workers to general income-
tax payers—and without maintaining the con-
nection between individual tax contributions 
and benefits—would depart from the program’s 
foundational historical design.67

More problematically, paying off the leg-
acy debt with general (income tax) revenues is 
unresponsive to the biggest problem embodied 
in the legacy debt, which is that it is a debt left 
by earlier generations to be paid by later ones. 
The legacy debt is an inequity in the distribution 

of financing burdens across generations. Shift-
ing from payroll tax to income tax financing is 
instead a shift of financing burdens within gen-
erations, specifically from payers of payroll taxes 
to payers of income taxes.68 An intergenerational 
inequity cannot be corrected by redistributing 
the incidence of taxation only within genera-
tions. The only way the legacy debt can be effec-
tively reduced is by reducing the total amount 
of unfunded benefit obligations inherited by 
younger generations from older ones.

Recognizing that the legacy debt cannot be 
meaningfully corrected by a general revenue 
bailout does not mean no progressive financ-
ing solutions can be considered. For example, 
increasing the amount of earnings subject to the 
Social Security tax would reduce the net income 
losses of workers through Social Security at least 
insofar as they are expressed as a percentage of 
their taxable earnings. Put another way, young 
workers need not lose 3.4 percent of future 
taxable earnings to Social Security, if the total 
amount of earnings subject to Social Security 
taxes is increased. This option, though it carries 
other policy downsides, would avoid some of the 
ramifications of ending Social Security’s self-
financing framework through a general revenue 
bailout.69

In summary, one of the most significant 
Social Security policy challenges facing law-
makers is that, under current law, Social Secu-
rity would subtract substantial net income from 
young and future generations and would thereby 
be prevented from fulfilling critical societal 
goals including providing meaningful insur-
ance protection against significant income loss. 
To ameliorate this problem, lawmakers need to 
moderate the growth of program costs, especially 
in the near term to the extent political consid-
erations allow and, most importantly, to avoid 
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doing anything (such as increasing total near-
term benefits) that would worsen intergenera-
tional inequities.

In the final analysis, one critical measure of 
the quality of a Social Security reform proposal 

is the extent to which it would ameliorate the 
projected money’s worth decline under Social 
Security for future generations, after properly 
accounting for all tax contributions that each 
generation is required to make.
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CORRECTING WORK AND SAVING DISINCENTIVES

Social Security was enacted in 1935 to meet 
the income needs of American seniors 
who, in the economic environment of 

the Great Depression, were deemed unlikely to 
successfully remain in the workforce.70 Conse-
quently, little attention was then paid to whether 
elements of program design collided with the 
desires of relatively younger, healthier seniors, 
or those in late middle-age, to continue working.

Social Security was also originally designed 
to provide a much smaller base of old-age income 
protection than it provides today. For example, 
a medium-wage beneficiary retiring in 1940 
received a benefit of just $4,960 in 2020 dollars, 
or less than 23 percent of the average wage at 
that time.71 Accordingly, the much larger Social 
Security program of today reduces both personal 
saving and labor force participation in ways that 
previous legislators did not anticipate. These 
labor and saving disincentives have adverse 
effects for program participants as well as for the 
American economy as a whole. An ideal Social 
Security reform plan would redesign various 
program elements so that they interfere far less 
with personal saving and workforce participa-
tion in the future than they do now.

For Social Security to undermine labor force 
participation is a serious economic policy prob-
lem. National economic growth derives from 
productivity growth as well as growth in the 

size of the workforce. Thus, lower labor force 
participation reduces the aggregate prosperity 
in which Americans can share. Economists are 
increasingly expressing concern about declin-
ing US labor force participation rates and about 
what they portend for Americans’ future stan-
dards of living.72 With Social Security being the 
federal government’s most far-reaching program, 
its undermining of labor force participation is a 
problem warranting expeditious repair.

Labor force participation disincentives 
within Social Security are concerning not 
only because of their aggregate effects but also 
because they harm individual participants. Indi-
vidual Americans can be, and are, adversely 
affected when they are induced to depart per-
manently from the workforce earlier than is 
optimal. Retiring and claiming Social Security 
benefits too soon can increase the risk that an 
individual will outlive his or her personal savings 
as well as retirement income from other sources. 
Research shows that individuals tend to underes-
timate their own longevity as well as the income 
they will need in retirement, thereby exacer-
bating their income security risks.73 Each addi-
tional year of employment earnings while one 
is still healthy and near one’s peak productivity 
translates into greater financial security toward 
the end of one’s life.74 Other benefits for Ameri-
can seniors who continue to have work-related 
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social interactions include personal satisfaction 
and happiness in addition to sustained cognitive 
functioning.75

Unfortunately, in various ways, Social Secu-
rity induces healthy and productive individuals 
to leave the workforce prematurely, thus creating 
additional costs for the program, the federal bud-
get, the national economy, and the individuals 
themselves. Repairing these work participation 
disincentives should be a central focus of Social 
Security reform. Several such disincentives war-
rant attention.

ELIGIBILITY AGES
The first and most obvious inducement by Social 
Security for individuals to end their employment 
is its obsolete system of eligibility ages. As men-
tioned earlier in this study, Social Security’s origi-
nal age of earliest eligibility for old-age benefits 
was set at 65 at a time when cohort life expectancy 
at birth was 73.4 years, and when life expectancy 
at age 65 was 13.7 years. Today, cohort life expec-
tancy at birth is a much longer 84.5 years, while 
cohort life expectancy at age 65 is 20.2 years, yet 
individuals can now claim old-age Social Security 
benefits as early as 62 and receive full benefits at 
just over 66, the latter age having barely changed 
from where it was set nearly 80 years ago.

It is clear that individuals respond to these 
powerful signals from Social Security irrespec-
tive of their own personal financial circum-
stances. Age 62 (early eligibility age, or EEA) 
is the most common age of Social Security old-
age benefit claim, followed by 66 (currently the 
full retirement age, or FRA).76 As mentioned 
earlier, between disability benefits and early-
retirement benefits, individuals in the 21st cen-
tury now claim Social Security on average at 
earlier ages than did the generation that fought 

the Spanish-American War of 1898. Instead of 
converting longer, healthier lives into extended 
periods of earning and saving to support greater 
retirement income needs, Americans are instead 
converting virtually all health and longevity 
gains into far longer periods of retirement over 
which their limited savings must be stretched.77 
This trend places considerable additional pres-
sure on Americans’ income security in old age.

THE BENEFIT FORMULA
Social Security’s benefit formula is based on an 
antiquated construct that reflects informational 
limitations at the time it was created and that 
generates an inadvertent but substantial penalty 
for consistent workforce attachment. Specifi-
cally, Social Security benefit levels are calculated 
by applying a mathematical formula to a work-
er’s career Average Indexed Monthly Earnings 
(AIME) to produce a number termed the Primary 
Insurance Amount (PIA). The mathematical 
formula is a graduated one, which is somewhat 
analogous to the system of federal income tax 
brackets. Like the tax code, it is constructed to 
be progressive—that is, to provide more generous 
treatment to low-income workers than to high-
income workers.

Calculating the AIME itself involves com-
plexities that need not be detailed here other 
than to note that the worker’s earnings from past 
years are translated into near-current equiva-
lents by indexing to subsequent growth in the 
national AWI. Most important for our purposes, 
the AIME is a function only of a worker’s 35 high-
est (after indexing) years of earnings, and it is but 
a single number for each worker. In other words, 
for calculating benefits, each worker’s entire 
earnings career is simplified to a single number 
representing that worker’s top 35 earnings years.
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This method of calculating each worker’s 
AIME creates work disincentives for younger 
seniors, typically at the point in life when they 
are contemplating when to retire. Because the 
formula is based on an individual’s top 35 years 
of earnings, that individual’s return on his or her 
Social Security payroll taxes drops precipitously 
when the individual reaches his or her 36th year 
of work. Whereas during years 1 through 35, each 
year of earnings can add to one’s benefit accruals 
roughly proportionally, the best one can do from 
year 36 onward is to replace a lower-earnings year 
in the benefit calculation with a higher-earnings 
year, which results in a reduced rate of benefit 
accrual.78

The situation is actually worse than that 
description may make it sound, because of the 
benefit calculation’s element that indexes past 
earnings years for subsequent growth in the AWI. 
As a result, a part-time job that a 60-plus-year-
old worker holds in transition to eventual retire-
ment may not even appear among the worker’s 
top 35 earnings years—because after applying the 
formula’s wage-indexation to long-ago earnings, 
those earnings from decades before may appear 
larger than the individual’s most recent earnings. 
Accordingly, a senior’s additional payroll tax con-
tributions may not earn any additional benefits 
whatsoever.

These factors may seem like mere arcana, but 
they matter enormously. Andrew Biggs has cal-
culated that for each additional dollar of payroll 
taxes paid by working seniors, they accrue only 
2.5 cents in additional Social Security benefits.79 
Moreover, research has shown that seniors do 
respond to these incentives. Harvard researchers 
Jeffrey Liebman, Erzo Luttmer, and David Seif 
found “clear evidence that individuals respond to 
the Social Security tax-benefit link on the exten-
sive margin of their labor supply decisions.”80

A following section of this study will detail 
additional problems with this method of calcu-
lating benefits, but suffice it to say here that Social 
Security’s crude benefit calculation method is 
insufficiently precise to reliably steer more gen-
erous returns to lower-income individuals. For 
example, the benefit formula cannot distinguish 
between an individual who earns $80,000 a year 
for 15 years, from one who earns $40,000 a year 
for 30 years, because each is deemed as having 
equivalent average earnings. As a result, the sys-
tem can and does steer windfall returns to many 
individuals who have the luxury of working only 
sporadically but who nevertheless enjoy a high 
standard of living, perhaps because they inhabit 
the same household as someone of high income.

In the next section I will explore how this 
inefficiency undermines the program’s social 
insurance goals. Here I will only note that the 
design of the benefit formula undermines work 
incentives by advantaging sporadic earners over 
steady ones and that, unlike Social Security’s eli-
gibility ages, work disincentives arising from the 
benefit formula persist throughout a worker’s 
peak potential earnings years.

One possible reform is to have workers accrue 
additional Social Security benefits linearly with 
each additional year of earnings—in a manner 
similar to private sector pension plans—instead 
of having the worker’s accruals plummet once 
they reach an arbitrarily assigned career dura-
tion (whether 35 years or any other). This reform 
would involve redesigning Social Security’s pro-
gressive benefit formula so that it applies to each 
year of earnings, rather than to a worker’s career 
earnings on average.

Imagine, for example, that we start with 
a benefit formula similar to the one under cur-
rent law except that it averages a worker’s earn-
ings over a 40-year career rather than 35 years. 
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A reformed benefit calculation could use that 
same benefit formula but divide it by 40, and then 
apply the resulting formula to each year of earn-
ings separately before adding up those annual 
benefit accruals from each earnings year. Each 
year’s benefits accrued would thereby be locked 
in and unaffected by averaging with other earn-
ings years. Importantly, benefits would continue 
to accrue as long as an individual continued to 
work, thus maintaining work incentives at all 
ages. A similar reform was proposed in 2016 by 
the Bipartisan Policy Center’s Commission on 
Retirement Security.81

It should be acknowledged that, as with 
every reform, reform of Social Security’s PIA 
formula would present downsides and require 
trade-offs. Done in isolation, it would favor men 
over women (because men on average have 
larger numbers of earnings years) and could also, 
depending on the divisor chosen for the annual 
benefit formula, reduce systemic progressivity. 
Accordingly, PIA reform is best combined with 
other changes to increase the progressivity of 
the numerical benefit formula, which would dis-
proportionately benefit women as well as lower-
income workers generally. Conversely, enacting 
isolated reforms to make the benefit formula 
more progressive, without also including fun-
damental redesign of the PIA formula, would 
further worsen the system’s current work disin-
centives. Both must be done simultaneously to 
achieve the best of both worlds—that is, improv-
ing work incentives and lower-income protec-
tions at the same time.

EARLY AND DELAYED CLAIM 
ADJUSTMENTS

Social Security’s inadequate early-retirement 
and delayed-retirement benefit adjustments also 

act as functional work disincentives that make it 
more attractive to drop out of the workforce at 
earlier ages to enter the ranks of beneficiaries.

Social Security annual benefit levels are 
statutorily adjusted for age of claim, to prevent 
individuals from gaming the system by claim-
ing benefits earlier and receiving them for lon-
ger. The Actuarial Reduction Factor (ARF) and 
Delayed Retirement Credit (DRC) respectively 
adjust annual benefits either downward or 
upward with the intention of providing the same 
amount of total benefits over an average lifetime, 
irrespective of when a recipient first claims. The 
ARF reduces annual benefits by six and two-
thirds percentage points for each year benefits 
are claimed before full retirement age (up to 
three years)—in other words, by 20 percent for 
claims three years early. If one claims benefits 
five years early, the annual benefit reduction is 30 
percent. The DRC increases annual benefits by 8 
percentage points for each year by which benefit 
claims are delayed after the full retirement age, 
up to age 70.82

In general, if one expects to live for a shorter-
than-average life span, one would expect higher 
lifetime benefits by claiming benefits early, 
whereas if one expects to live longer than aver-
age, one would maximize lifetime benefits by 
delaying one’s claim. Recent research by retire-
ment experts Alicia Munnell and Anqi Chen 
suggest that the current-law early-retirement 
reduction factors are slightly too large to hold 
expected lifetime benefits constant as a func-
tion of claiming age for an average worker, given 
observed trends in longevity and interest rates.83

Both the ARF and the DRC adjustments are 
inadequate, however, to achieve true neutrality 
with respect to individual retirement decisions, 
because they aim only to keep constant the total 
benefits received in retirement without adjusting 
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for the additional payroll taxes that a worker 
pays if continuing employment. Consequently, 
delaying benefit claims will cause little to no 
change in one’s expected lifetime Social Security 
benefits but will cost the workers involved addi-
tional years of payroll tax contributions. This 
fact makes it disadvantageous for many workers 
to continue working and paying payroll taxes to 
Social Security. Moreover, as noted previously, 
Liebman et al. have shown that workers respond 
to these incentives by withdrawing from the 
workforce and filing claims.84 An optimal Social 
Security system would apply increased penal-
ties for early benefit claims as well as increased 
rewards for delayed retirement claims in order 
to better reflect the additional payroll taxes that 
workers pay when they remain in the labor force.

These work incentive problems are fur-
ther exacerbated by interactions between Social 
Security’s disability and old-age benefit formu-
las. Disability eligibility criteria become more 
lenient as an individual approaches the FRA, and 
an individual who qualifies for disability benefits 
after EEA is not subject to the ARF.85 The pur-
pose of these rules is to prevent discontinuities in 
benefit levels when an individual converts from 
disability benefits to old-age benefits at the FRA, 
but one consequence is to give individuals incen-
tives to file for disability benefits rather than for 
old-age benefits once they reach the EEA.

THE RETIREMENT EARNINGS TEST
Under current law, Social Security recipients are 
subjected to a retirement earnings test (RET) if 
they claim benefits before full retirement age. 
Technically, the RET is not so much a benefit 
penalty as a benefit deferral: that is, participants 
lose some of their Social Security benefits during 
the years that they have earnings above annually 

indexed thresholds, and these temporarily for-
gone benefits are added back to their payments 
after they reach full retirement age.86 The policy 
rationale behind the RET is to provide fewer 
benefits when seniors do not need them because 
they are still working, and more benefits later 
when seniors are older, have less other income, 
and are in greater need.

Though the intention of the RET is benign, 
its incentive effects are perverse. It is confus-
ingly structured and presented, thereby lead-
ing participants to misperceive it as a pure tax 
rather than as a benefit deferral. The RET also 
communicates the message to younger seniors 
who are supplementing their Social Security 
benefits with other earnings that they should 
instead leave the workforce and retire. Heeding 
that message paradoxically reduces their retire-
ment income security compared to a situation in 
which seniors have more incentives to continue 
working, earning, and saving while healthy and 
capable. Although research about the effect of 
the RET on retirement income security shows 
unclear results, repealing it could be another 
small step forward in correcting Social Security’s 
flawed work incentives.

PAYROLL TAXES
To address the problematic work incentives 
facing younger seniors, some Social Security 
experts have proposed relieving them from all or 
a portion of the Social Security payroll tax. It is 
especially difficult to justify continuing to sub-
ject senior workers to the disability portion (1.8 
points) of the payroll tax after they cease to be 
eligible for Social Security’s disability benefits.87 
Another option is simply to exempt workers from 
the Social Security payroll tax once they have 
completed a full working career. 
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One version of this idea would exempt work-
ing seniors from the payroll tax when they reach 
benefit eligibility age.88 That option, however, 
has the downside of acting as a work incentive 
only after that specific age is reached, in addi-
tion to its discriminating by age. A more precise 
version of this reform is to exempt workers from 
the payroll tax once they have earned “paid up” 
status, for example by contributing payroll taxes 
for 45 or 40 years. Versions of this proposal have 
been put forward by economists including Mark 
Warshawsky, as well as the team consisting of 
Gopi Goda, John Shoven, and Sita Slavov.89 This 
version would have the additional advantages of 
operating as a work incentive throughout one’s 
career, avoiding age discrimination, and condi-
tioning payroll tax relief on the worker’s having 
made prior contributions.

LUMP SUM PAYMENTS
As a further incentive for workers to delay retire-
ment benefit claims, another proposal worth 
considering is to offer Social Security’s DRC as an 
optional lump sum. Currently, only a small per-
centage of workers delay their benefit claims past 
the full retirement age because apparently they 
do not regard a slight increase in their monthly 
payment as a sufficient reason to do so.90 Econo-
mists Raimond Maurer, Olivia Mitchell, Ralph 
Rogalla, and Tatjana Schimetschek have found 
that offering an actuarially fair lump sum (i.e., 
a lump sum equal to the present value of Social 
Security’s current DRC) would induce workers 
to delay benefit claims on average by nearly half 
a year.91 This finding indicates that a lump sum 
option would be a powerful incentive for contin-
ued labor force participation, one that could be 
enacted without an actuarial cost to the Social 
Security system. Remarkably, Mitchell and her 

research group found that even a lump sum 
that is as much as 13 percent smaller than a fair 
actuarial value could still have a positive effect 
of extending working lives and delaying benefit 
claims.92

A lump sum DRC option could serve as a 
counter to Social Security’s existing disincen-
tives for workforce participation or, better yet, 
could act as a positive incentive in a reformed 
system in which existing disincentives have been 
corrected. It could also offer these incentives 
without imposing new hardships on workers by 
simply offering them a potentially more attrac-
tive choice.

BENEFIT GROWTH RATES
Social Security’s effects on labor force participa-
tion and personal saving cannot be fully under-
stood or managed without attention to benefit 
levels themselves. Many financial planners rec-
ommend that workers save enough money so that 
annual income during retirement is 70–80 per-
cent of one’s previous employment earnings.93 If 
Social Security by itself provides retirement ben-
efits that approach or exceed these levels, it acts 
as a powerful disincentive for workers to amass 
individual savings or to remain in the workforce 
past the age of benefit eligibility. Put another way, 
if Social Security provides benefits that exceed 
70–80 percent of prior worker earnings, then 
workers cannot save money or continue in the 
workforce without experiencing lower standards 
of living as workers than those they anticipate as 
beneficiaries.

The income replacement rates that Social 
Security should provide to participants are an 
important policy call and value judgment, and 
there are no objectively correct answers. Nev-
ertheless, policymakers should be cognizant 
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of certain mathematical realities. For reasons 
described in the previous paragraph, how closely 
Social Security replacement rates approach 
70–80 percent affects the amount of retirement 
savings remaining at the discretion of American 
households.

Indeed, wherever Social Security’s income 
replacement rates exceed 35–40 percent, par-
ticipants expect to receive a majority of their 
necessary retirement income from Social Secu-
rity alone and to need less from all other sources 
combined. In addition, the higher the income 
replacement rates that Social Security provides, 
the heavier the tax burdens required to finance 
these benefits. These tax burdens workers carry 
act as a further disincentive for personal saving 
and labor force participation.

It is reasonable to posit that lower-income 
Americans will need relatively more assistance 
from Social Security (and thus should receive 
income replacement rates from the program 
exceeding 35–40 percent), whereas the upper 
half of Americans by income are better able to 
finance the majority of their own retirement 
needs without requiring an income replacement 
rate exceeding 35–40 percent. By the same token, 
it is reasonable to conclude that Social Security’s 
offering income replacement rates in excess of 
70–80 percent for anyone, or in excess of 35–40 

percent for higher-income Americans, is subop-
timal as a core component of a national retire-
ment income strategy.

Policymakers, with the approval of the vot-
ing public, must determine how much of Ameri-
cans’ retirement income should come from Social 
Security and how much from other sources. Hav-
ing most retirement income come from Social 
Security imposes a cost to Americans’ aggregated 
economic well-being, because Social Security is 
not a mechanism for building national savings, 
but instead it promises to deliver retirement 
income without requiring or facilitating such 
saving. Policymakers must decide how much of 
the national retirement income strategy should 
be concentrated on a program that, unlike retire-
ment saving vehicles, does not itself add to the 
total national capacity to finance retirement 
income.

The CBO has published tables that express 
Social Security benefits as a percentage of par-
ticipating workers’ average preretirement earn-
ings, adjusted for inflation. The CBO analyses 
group US households into quintiles, ranked by 
their earnings income levels. Table 2 summarizes 
CBO’s findings.

The data depicted in table 2 bear important 
policy implications. One of the most striking 
pieces of information is that the lowest-earning 

TABLE 2. SCHEDULED SOCIAL SECURITY BENEFITS AS A PERCENTAGE OF AVERAGE CAREER EARNINGS  
(INFLATION-ADJUSTED) FOR AMERICANS BORN IN THE 1960S

Household earnings 
quintile

Average percentage of 
preretirement earnings 

replaced by Social 
Security

Percentage of 70% 
earnings replacement 
rate target to be met 

by Social Security 
alone

Percentage of 70% 
earnings replacement 
rate target to be met 

by non–Social Security 
sources

Percentage of 80% 
earnings replacement 
rate target to be met 

by Social Security 
alone

Percentage of 80% 
earnings replacement 
rate target to be met 

by non–Social Security 
sources

Lowest 80 114 (<0) 100 0

All quintiles 55 79 21 69 31

Highest 34 49 51 43 58

Note: Career earnings are defined as earnings from ages 22 to 61.

Source: Congressional Budget Office, “Social Security Replacement Rates and Other Benefit Measures: An In-Depth Analysis,” April 2019, 18.
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quintile of American households, on average, 
will meet or exceed their target retirement 
income replacement rates on the basis of Social 
Security benefits alone. This fact, of course, does 
not suggest that the households’ Social Security 
benefits are necessarily sufficient to meet retire-
ment income needs. What it means, rather, is 
that workers in these households already expect 
equal or better standards of living in retirement 
than they can experience as a result of their own 
earnings, an expectation that creates substantial 
barriers to their personal saving and continued 
labor force participation.94

In this context, it is unsurprising that long-
term saving rates among low-income house-
holds should be as low as they are, because these 
households have not only little capacity but also 
little incentive for discretionary long-term saving 
that would further reduce their standards of liv-
ing during their working years.95 If such house-
holds face inadequate income in retirement, it 
is primarily because they have inadequate earn-
ings before retirement, a problem that cannot be 
solved by Social Security’s further rearranging 
income between working years and retirement 
years.

Also striking is that Americans born in the 
1960s expect median Social Security benefits 
that are 55 percent of the inflation-adjusted 
value of their average career earnings.96 This 
number equates to between 69 percent and 79 
percent of Americans’ target retirement income 
being provided by Social Security, depending on 
whether households are aiming for a retirement 
income replacement rate of 70 percent or 80 
percent. Put another way, this means that Amer-
icans on average have an incentive to save only 
enough outside of Social Security to finance a 
mere 21–31 percent of their retirement income 
needs, a substantial crowding-out effect that is 

evidenced in Social Security’s observed nega-
tive effect on national saving.97

Under current law, even the highest-earning 
quintile is only required to manage only slightly 
more than half of their retirement income plan-
ning on their own. Social Security alone provides 
43–49 percent of the top income quintile’s appro-
priate retirement income target. It is surely worth 
examining whether American society believes 
that Social Security should provide nearly as 
much retirement income to the wealthiest Amer-
icans as they need to generate for themselves. 

The numbers in table 2 understate these 
points as they apply to Social Security’s future 
because the program’s income replacement rates 
are rising over time. The median replacement 
rate for workers born in the 1980s is projected to 
be 60 percent, somewhat higher than the 55 per-
cent paid to those born in the 1960s. The extent 
to which Social Security crowds out individual 
saving and labor force participation is expected 
to worsen as its cost rates rise significantly while 
replacement rates drift somewhat upward. 

An important caveat is that the numbers in 
table 2 show scheduled Social Security benefits 
rather than the lower level of payable benefits 
that would actually be provided upon projected 
trust fund insolvency. This substantial discrep-
ancy between Social Security’s scheduled and 
payable benefits creates additional adverse 
effects. The scheduled benefit levels commu-
nicated to individual workers on their benefit 
statements would, if they were guaranteed to be 
paid, act as a substantial disincentive for personal 
saving.

The amounts that actually will be paid, 
however, are unknown, and are a function of 
yet-to-be-determined political events. The 
benefits that Social Security ultimately actually 
pays might require workers to save more than 
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they do now.98 However, workers are not being 
provided with clear information upon which to 
make such decisions. Worker interests would be 
better served if benefit schedules were realigned 
to be consistent with what Social Security will 
actually be able to pay.

Ideally, Social Security’s scheduled and 
payable benefits would be aligned within a sus-
tainably solvent system. The political compro-
mises required to achieve this objective will 
undoubtedly require a blend of tax revenue 
increases and provisions to moderate benefit 
growth. Putting political considerations aside, 
and examining Social Security solely from the 
standpoint of repairing work and saving disin-
centives, would argue for some deceleration of 
its rate of benefit growth.

Specifically, if policymakers adopt a goal of 
having the average participant generate even as 
little as one-third of his or her own target retire-
ment income outside of Social Security, sched-
uled benefits would need to be gradually reduced 
by about 20 percent, which would bring the 
median replacement rate for young and future 
workers from about 60 percent down to 48 per-
cent. Whether or not such substantial changes 

are pursued, it is apparent that a system that pre-
serves reasonable incentives for saving and work-
force participation would close the solvency gap 
primarily by moderating benefit growth, more 
than by raising taxes.

It is common for Social Security proposals to 
include benefit increases for low-income individ-
uals.99 However, caution is warranted when con-
sidering such provisions, in order to ensure that 
work and saving incentives are not fatally under-
mined by maintaining Social Security income 
replacement rates above 70–80 percent for sub-
stantial portions of the worker population. 

In summary, the need to reform Social Secu-
rity to close the financing shortfall creates an 
opportunity to address various saving and work-
force participation disincentives that have mush-
roomed within the program in recent decades. 
Lawmakers should take care not to worsen these 
problems by broadly expanding benefit promises. 
Optimizing Social Security’s operations from a 
work and saving incentive perspectives would 
require moderating benefit growth compared to 
current law, as well as redesigning Social Secu-
rity’s benefit formula and enhancing the rewards 
offered for delayed retirement and benefit claims.
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RESTORING PURPOSE TO INCOME REDISTRIBUTION

Social Security policy debates have a ten-
dency to focus on aggregates, such as how 
fast total benefit payments would grow 

under alternative proposals compared to bene-
fits scheduled under current law. This tendency 
oversimplifies, to the detriment of public under-
standing. A more informative discussion would 
center on how the program treats individuals 
who participate in it, as well as on whether the 
program is most usefully serving a well-defined 
and coherent social policy purpose.

These questions cannot be answered by 
sweeping pronouncements about whether 
reform proposals would cut or increase benefits 
as a whole. Such statements are often mislead-
ing because they too often compare proposals to 
benefit schedules that the program cannot meet 
under current law, rather than realistically com-
paring to what current Social Security pays today 
and can afford to pay in the future. But more fun-
damentally, such comparisons implicitly assume 
that current benefit schedules are a positive ideal 
to be maintained or surpassed in magnitude. A 
more useful standard for comparison would be 
with an optimized Social Security program that 
serves societal goals most efficiently and treats 
individuals most equitably.

Critical to any evaluations is a recognition 
that Social Security, as an income transfer pro-
gram, is a zero-sum game at best: no participant 

can gain net income through Social Security 
without another person losing at least as much. 
This limitation means that the national welfare 
is not necessarily advanced by the program being 
bigger (or smaller): rather, it means that the 
national welfare is advanced only when Social 
Security’s redistribution of income efficiently 
serves shared policy purposes and avoids redis-
tribution of income that runs counter to these 
purposes.

Analysis reveals that Social Security engages 
in many forms of income redistribution that 
undermine national goals of increasing partici-
pant security against the risk of poverty in old 
age, widowhood, or disability. Specifically, Social 
Security engages in various forms of regressive 
income redistribution that operate counter to 
widely shared perceptions and goals. Instead of 
further increasing benefit payments across the 
board and thereby increasing the counterproduc-
tive income transfers, responsible Social Security 
reform would moderate cost growth while more 
efficiently targeting resources on households of 
greatest need and thereby improving program 
efficacy. In this context, a more effective Social 
Security system from a social insurance stand-
point would also be a more efficient and less 
expensive one.

There are countless examples of Social Secu-
rity engaging in regressive or haphazard income 
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redistribution. Pulling back on these income 
transfers would render the program more effec-
tive in meeting social insurance goals.

One example is the current design of Social 
Security’s nonworking spouse benefit. The 
current nonworking spouse benefit reflects a 
crude and relatively arbitrary decision to pay a 
stay-at-home spouse a benefit equal to half the 
benefit earned by the primary wage earner. The 
nonworking spouse benefit is a rough proxy 
for crediting the value of stay-at-home work 
and child-rearing and reflects outdated soci-
etal assumptions about American household 
structures, such as that the husband has gainful 
employment and the wife stays at home. Indeed, 
Social Security spousal benefits were originally 
provided to wives only, with husbands not made 
eligible until the 1950 amendments.100

The assumptions underlying the nonwork-
ing spouse benefit’s design are obsolete in sev-
eral respects, notably in overlooking modern 
realities such as that parenting is done not only 
by stay-at-home spouses, but also by single heads 
of household and by both halves of two-earner 
couples. It should be recognized that a single 
head of household who raises children to adult-
hood—and whose children grow up to become 
payroll tax-paying workers—is making a tangible 
additional contribution to the financial health of 
Social Security. Yet, this single head of house-
hold receives no additional benefits for these 
contributions, while the nonworking spouse 
benefit is structured so that it can be received 
by any spouse, regardless of whether he or she 
raises children to eventually become taxpaying 
workers.101

More concerningly from the perspective of 
this section, the nonworking spouse benefit is 
regressive at the same time that it acts as a work 
disincentive. Although the basic Social Security 

benefit formula is intended to be progressive, 
a high-income one-earner couple receives 
(because of the nonworking spouse benefit) 
nearly the same return on their contributions to 
Social Security as a low-income single worker.102 
The benefit paid to the nonworking spouse of 
someone who consistently earns the maximum 
Social Security taxable wage is by itself substan-
tially larger than that earned by a single low-
income worker (e.g., someone earning half the 
national average wage or less) over a full career of 
payroll tax contributions.103 These are substan-
tial regressive redistributions of income paid to 
individuals who need them least.

In addition to favoring higher-income 
households, the nonworking spouse benefit acts 
as a work disincentive. As a general rule under 
current law, a married couple’s returns on their 
contributions to Social Security are larger in pro-
portion to how unequal their earnings are. The 
highest returns are paid to households where one 
spouse stays out of the workforce entirely. The 
smallest returns are paid to households where 
both halves of the couple have equal earnings. 
This trend occurs because the lesser-earning 
spouse starts out with a benefit equal to 50 per-
cent of the benefit accrued by the higher earner, 
even before the secondary earner contributes a 
dime of payroll taxes. The consequence is that a 
substantial portion of the lower-earning spouse’s 
contributions earn no additional benefits for the 
married couple. Again, though this feature of 
Social Security was intended in part to recognize 
the value of child-rearing, its structure is largely 
disconnected from any relationship to child 
care and instead primarily serves as a regressive 
windfall for higher-income one-earner couples.

For these reasons, a significant amount of 
the money spent by Social Security on nonwork-
ing spouse benefits ($33.3 billion in 2019) fails 
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to advance social insurance purposes.104 This 
is why many reformers have proposed limiting 
the magnitude and scope of the nonworking 
spouse benefit.105 One example of such a proposal 
would be to limit the size of the spousal benefit 
so that it does not exceed that which is paid to a 
single worker earning the minimum wage over 
his or her entire career. It is difficult to devise 
a compelling policy rationale for paying a non-
earning, nontaxpaying spouse living within a 
high-income household a benefit exceeding that 
which is earned by poor workers through a life-
time of payroll tax contributions.106

Social Security also fails to accurately tar-
get its intended progressive income redistribu-
tion on households of greatest need. As noted 
earlier, a large part of the cause of this failure 
is that Social Security’s benefits are based on 
career-average earnings rather than on annual 
income. A specific example provided earlier in 
this study is worth repeating: the benefit for-
mula does not distinguish between an individual 
who earned $80,000 a year for 15 years from an 
individual who earned $40,000 a year for 30 
years, even though the sporadic $80,000 earner 
is more likely to live in a higher-income house-
hold. Bear in mind that Social Security’s benefit 
formula is progressive and provides more gener-
ous benefit accruals for those with less average 
income. However, the formula mistakes certain 
higher-earning individuals, who can afford spo-
radic absences from the labor force (because they 
share a household with a higher earner), as being 
just as needy as lower-earning individuals who 
must work every year.

These inefficiencies in Social Security’s tar-
geting of benefits are not merely theoretical but 
are observed in the data. Consider, for example, 
the workers identified by Social Security as “very 
low wage” workers—that is, workers whose career 

earnings (AIMEs) average only about 25 percent 
of the national average wage. The workers with 
these earnings profiles are on the receiving end of 
substantial income redistribution, and they earn 
much higher returns on their payroll tax contribu-
tions than do most other Americans. How many 
of these workers are relying on their own Social 
Security payroll tax contributions to provide them 
with most of their retirement income?

As it turns out, only a small minority of these 
beneficiaries are actually living within such 
income limitations. Of those described as “very 
low income” workers, more than half have low 
career-average incomes simply because they 
worked for 25 years or fewer. Of these, roughly 32 
percent are foreign born, meaning that they may 
have spent parts of their careers earning income 
abroad. A large portion of the remainder are 
either entitled to benefits on the basis of another 
household member’s higher earnings or are sub-
ject to the Windfall Elimination Provision (WEP) 
because of time spent in state or local employ-
ment where they earned a government pension 
without paying taxes to Social Security.107

For this low-income group with gaps in their 
covered earnings, as a whole only about 26 percent 
are neither foreign born nor dually entitled nor 
subject to the WEP under state or local employ-
ment.108 Therefore, at least 74 percent likely have 
substantial income from other sources, with the 
actual percentage likely being higher than that 
(because some earners in this category may share 
a household with another wage earner despite not 
being dually entitled). In summary, because Social 
Security’s benefit formula is based on career- 
average earnings, it does an inefficient job of iden-
tifying households that are in greatest need.

All this information suggests that policy-
makers should take care to review and possi-
bly modify Social Security’s benefit formulas to 
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achieve their desired income distribution. The 
aforementioned reform to tie benefit accruals to 
annual earnings rather than to career-average 
indexed earnings not only would improve work 
incentives but also would likely be substan-
tially progressive in reducing returns to spo-
radic higher-income earners. Moreover, unless 
any proposed benefit increases are carefully 
targeted to focus on low-income individuals 
with at least 30 years of payroll tax contribu-
tions, more than half of the beneficiaries of such 
increases would likely be individuals with sub-
stantial sources of retirement income outside of 
Social Security.

One of the most difficult design challenges 
in Social Security reform is to target any benefit 
increases so that they are concentrated on house-
holds of greatest need without further undermin-
ing work and saving incentives. As mentioned 
earlier in this study, maintaining workforce par-
ticipation rates is one of the leading economic 
policy challenges of our time, in part because 
national economic growth is (other factors being 
equal) proportional to workforce growth and 
also because employment correlates positively 
with personal health and happiness. In addition, 
extended workforce participation reduces risks 
that an individual will outlive his or her personal 
savings. Simply increasing Social Security ben-
efits for those with lower AIMEs without fun-
damental benefit formula reforms would both 
lessen workforce attachment and fail to target 
benefits where they are needed. Social Security 

reform proposals should be carefully analyzed to 
ensure that they allow lower-income Americans 
to accrue benefits at reasonable rates with each 
additional year of employment earnings.

Social Security redistributes income in many 
other ways that reflect deliberate societal intent: 
for example, from younger generations to older 
ones and from earlier in a worker’s life to later, 
after he or she permanently departs the work-
force. But while these forms of income redis-
tribution are generally intentional, the degree 
of such redistribution should nevertheless 
always be subject to continual review to deter-
mine whether it is inadequate or, alternatively, 
excessive.

As explained earlier, ample reason exists 
to believe that the amounts of certain forms of 
income redistribution by Social Security exceed 
that which can be justified in terms of its policy 
purposes and societal intent. For example, con-
tinuing the amount of redistribution that occurs 
along generational lines under current law would 
cause workers entering the workforce from this 
day forward to have a net income loss through 
the program exceeding 3 percent of all work-
ers’ future taxable earnings. At the same time, 
current benefit formula indexation methods 
cause growth in worker standards of living to 
lag behind Social Security benefit growth rates. 
These trends suggest that Social Security would 
more efficiently support societal policy purposes 
if the growth of certain forms of income redistri-
bution were scaled back.
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DEVELOPING A REFORM FRAMEWORK

In view of the policy challenges reviewed in 
the preceding sections, what would an opti-
mal Social Security reform proposal achieve? 

The list in the following box summarizes vari-
ous attributes of a hypothetical reform plan that 
would improve Social Security’s financial sound-
ness, efficiency, and efficacy.

This section will review specific policy 
levers lawmakers can pull to achieve the listed 
objectives, but first, some general observations 
may be useful. Simultaneous advancement of 
several of the listed objectives could be achieved 
by slowing the projected growth of program 
obligations through a combination of eligibil-
ity age adjustments and moderated per capita 
benefit growth. Specific objectives furthered by 
moderating system cost growth include improv-
ing the net treatment of younger generations, 
ameliorating existing work and saving disincen-
tives, limiting regressive income transfers, better 
enabling worker standards of living to keep pace 
with beneficiaries’ standards of living, and hav-
ing wealthier generations be relatively less reli-
ant on Social Security. Restraining cost growth 
would also lessen the need and temptation to 
consider bailing out Social Security with other 
government revenues, which would have the 
effect of terminating its self-financing, earned-
benefit foundation as well as the income security 
that comes with it.

Several obvious approaches to reform are 
suggested by the list of policy objectives. For 
example, gradually adjusting Social Security’s 
early and full eligibility ages to better align with 
demographic trends would by itself further sev-
eral of the listed objectives, including stabilizing 
cost growth, reducing the risk of poverty among 
seniors, ameliorating work and saving disincen-
tives, and stabilizing the relationship between 
worker and beneficiary annual incomes.

Reforming the Consumer Price Index used to 
calculate Social Security COLAs would improve 
intergenerational equity, help to stabilize cost 
growth, and increase the accuracy of Social Secu-
rity’s indexing methods. Progressive changes to 
Social Security’s numerical benefit formula could 
also advance several of the goals listed, including 
reducing the risk of poverty among seniors and 
concentrating the burdens of achieving solvency 
on higher-income Americans (though care must 
be taken not to further worsen existing work and 
saving disincentives in the process).

Many individual reform provisions could 
advance several policy ideals simultaneously. No 
single provision will achieve all of them. More 
typically, a specific provision might advance one 
objective while backing away from another. The 
critical test of a Social Security reform proposal is 
how well the various provisions work together, to 
achieve the listed objectives insofar as possible.
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CHARACTERISTICS OF AN IDEAL SOCIAL SECURITY REFORM PLAN

 • Achieve sustainable solvency within Social Security’s historic financing structure: close the program’s long-range 
actuarial imbalances in each of its trust funds and ensure that annual dedicated tax collections meet or exceed 
annual benefit obligations through the end of the trustees’ long-range valuation period.

 • Maintain the statutory connection between worker contributions and benefits by providing that all wages subject 
to the Social Security tax continue to earn benefits.

 • Sustain Social Security without other subsidies from the government’s general fund or from unrelated taxes, which 
would dismantle its self-financing, earned-benefit foundation.

 • Moderate the program’s cost growth rate so that it does not perpetually exceed the rate of growth of US GDP.

 • Provide for comparable net treatment of current and future generations by spreading responsibility for closing the 
Social Security shortfall as widely and fairly as possible.

 • Allocate responsibilities for closing the Social Security shortfall progressively to the extent the body politic deems 
desirable and achievable.

 • Reduce the risk of poverty among American seniors and others who can no longer work.

 • Target any benefit increases on the most vulnerable individuals and groups, including low-income households, 
individuals of very advanced age, and divorced, widowed, and never-married women.

 • Correct existing work disincentives, especially those facing workers in late middle age, by changing the design of 
Social Security’s benefit accrual formula as well as other reforms.

 • Reflect accurate measures of consumer price inflation and other relevant economic factors.

 • Avoid sudden changes in benefit levels, for which individual beneficiaries and workers cannot adequately plan.

 • Reduce regressive and counterproductive income redistribution.

 • Stabilize the relationship between worker standards of living and their subsequent standards of living as benefi-
ciaries: that is, adjust cost growth rates, eligibility standards, and tax burdens so that worker standards of living 
(net of Social Security taxes) are not persistently depressed compared to annual benefit levels.

 • Stabilize the relationship between the number of years workers spend in the labor force and the number of years 
they later spend as retired beneficiaries.

 • Reflect deliberate policy with respect to workers’ incentives and ability to engage in other retirement saving out-
side of Social Security.

 • Broaden the base subject to the Social Security payroll tax to reduce pressure to raise the tax rate and to limit 
generational net income losses as a share of taxable worker wages.

 • Provide that later generations become relatively less reliant on Social Security to the extent that their real incomes 
rise.

 • Ensure that initial benefit levels do not decline compared to price inflation, from one retiree cohort to the next.

 • Enact such reforms as soon as possible to maximize the chances of achieving these results.
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LEVER 1: ELIGIBILITY AGES (EARLY 
ELIGIBILITY AGE AND FULL 

RETIREMENT AGE)
Under current law, Social Security Old-Age ben-
efits can be claimed as early as 62 by primary 
workers, while the age of eligibility for full ben-
efits (currently 66 and 8 months for workers 
turning 62 in 2020) is in the process of phasing 
to 67.109 Monthly benefit payments are reduced 
if claimed before an individual reaches FRA and 
are increased if claimed after FRA (up to age 70). 
As explained earlier in this study, Social Secu-
rity’s eligibility ages have not been adjusted suf-
ficiently to reflect ongoing changes in health and 
longevity.

One possible reform is gradually to adjust 
both the EEA and FRA upward so that Ameri-
cans’ increasing longevity is not translated solely 
into increased numbers of years collecting ben-
efits but is at least partially manifested in longer 
working careers. Such a change would improve 
Social Security finances while increasing retire-
ment income security. It would also mitigate the 
worsening relationship between worker tax bur-
dens and annual retirement benefits under cur-
rent law.

Obviously, whether Social Security’s eligibil-
ity ages should be adjusted upward is a subjec-
tive value judgment. There is no objectively right 
answer as to whether to do so, or how much. Yet 
at the same time, many commonly expressed 
arguments against raising Social Security’s eli-
gibility ages reflect misconceptions about the 
program and about how Americans would be 
affected by such a change. 

One such misconception is the common 
assertion that raising Social Security eligibility 
ages is nothing more than a benefit cut.110 This 
assertion is incorrect because changes to claim 
ages have different effects than do changes to 

annual benefit levels or to the benefit formula. 
The three essential factors in the retirement 
income equation are the following: first, the 
amount of earned income that must be saved 
for retirement; second, the annual retirement 
income; and third, the number of years over 
which retirement income is to be stretched. 
A larger number of years spent in retirement 
reduces the amount of annual retirement income 
that a given amount of preretirement savings can 
finance.

In contrast, containing growth in the dura-
tions of individual retirements renders it more 
possible for retirees to derive increased income 
security from a given amount of retirement sav-
ings. Thus, to refer to delayed retirement as a 
benefit cut is to neglect the critical respect in 
which postponing benefit claims can enhance 
annual retirement income security and reduce 
the risk of poverty in old age.111

Another common misconception about pro-
posals to raise eligibility ages is that they would 
be unfair to workers in physically demanding 
jobs and lower-income workers who have shorter 
life expectancies and thus have fewer years to 
collect Social Security benefits.112 This objection 
is fueled by the well-documented phenomenon 
that higher-income individuals live longer than 
do lower-income individuals, and that this lon-
gevity differential is increasing.113 Some have 
even suggested that Social Security eligibility 
ages should be different for workers in different 
kinds of jobs, depending on the amount of physi-
cal labor involved.114

It is a non sequitur, however, to leap from the 
empirical observation of longevity differentials 
to the policy conclusion that Social Security’s 
eligibility ages must not rise or that they need to 
be set differently for different occupations and 
income levels. Such policy conclusions do not 
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follow from the observations because of how 
Social Security’s benefit formulas and statutory 
eligibility ages interact.

A first important point to understand about 
the policy choices in play is that observed lon-
gevity differentials do not indicate whether 
Social Security’s current eligibility ages are opti-
mally set. A longevity differential between high-
income and low-income individuals does not tell 
us whether Social Security’s FRA should be 62, 
65, 67, 70, 75, or some other age. The same longev-
ity differential exists regardless of where Social 
Security’s FRA is set and in no way points to the 
preferability of the one set in current law.

A second important point is that under 
Social Security law, individuals can choose to 
claim old-age benefits at any age after the EEA 
(now 62). This choice can be informed by how 
long an individual expects to live. Someone fac-
ing shorter life expectancy has the incentive 
and opportunity to claim benefits before FRA, 
while an individual who expects to live longer 
than average can choose to delay retirement and 
thereby collect a higher annual benefit.115 It is not 
necessary to prescribe different retirement ages 
for different occupations to provide the flexibil-
ity for individuals to claim benefits at different 
ages.

Moreover, the current EEA of 62 is three 
years younger than was originally available under 
Social Security. The current EEA could, in the-
ory, rise by a full three years before 21st century 
Americans would be compelled to delay claim-
ing benefits even a day later in life than some-
one born in 1875. Needless to say, even those who 
are most concerned about longevity differences 
do not claim that any significant demographic 
group today experiences shorter life spans than 
they did when the first Social Security recipients 
received benefits in 1940.

Accordingly, concerns about lower-income 
Americans receiving less from Social Security 
because of shorter lives do not mean that current 
eligibility ages should remain where they are nor 
that they should be different for different income 
levels or occupations. Taking care of those on the 
low-income end can be accomplished more effi-
ciently simply by changing the benefit formula 
to be more progressive, while preserving work-
ers’ ability to retire and claim benefits at the 
right time for their individual circumstances. 
In this way, lower-income workers in physi-
cally demanding jobs could recover the value of 
their payroll tax contributions much faster than 
higher-income individuals claiming at the same 
ages could do. It is a very simple thing to include 
progressive benefit adjustments to protect low-
income households in any legislation that adjusts 
Social Security’s EEA and FRA to each become 
several years higher than they now are.

A third important point is that, although 
physical incapacity is a hardship for any worker, 
Social Security’s old-age eligibility thresholds are 
not designed to handle such situations. To the 
contrary, covered individuals who are physically 
unable to continue working are the province not 
of Social Security’s old-age insurance but its dis-
ability program. Social Security’s criteria of eligi-
bility for disability benefits become more lenient 
as individuals approach retirement age, making it 
easier for those facing physical incapacity toward 
the end of their working careers to be approved 
for benefits.116

No persuasive case has been presented as 
to why individuals younger than 65 should be 
receiving Social Security old-age benefits rather 
than disability benefits. Certainly, there is no 
evidence that more American workers under 
65 suffer from incapacitating physical wear 
today than was the case during Social Security’s 
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earliest years when 65 was the youngest age at 
which individuals could claim old-age benefits. 
In 1950, the labor force participation rate for 
Americans 65 and older was 26.7 percent and 
was 45.8 percent among males.117 By 1980, these 
percentages had declined to 12.5 percent and 19.0 
percent, respectively. This drop was not because 
Americans had become physically more vulner-
able during the intervening 30 years, but rather 
because, as a Bureau of Labor Statistics publi-
cation explains, “Social Security retirements 
affected labor force participation rates.”118

Labor force participation among those 
younger than 65 did not begin to decline until 
Social Security began to offer early benefit eligi-
bility at 62, which it did for both sexes by 1961. 
Labor force participation among US males ages 
55–64 was 87.3 percent in 1960 but is a much 
lower 71.2 percent today.119 The primary reason 
Americans leave the workforce at younger ages 
now than 50 years ago is not because of declining 
physical capacity but because federal retirement 
policy pays them to do so.120

In any case, it would be an extremely bad 
policy for general eligibility for Social Secu-
rity’s old-age benefits to be set on the basis of 
the atypical minority of workers who are physi-
cally incapable of remaining at work. Doing so 
would mean paying the vast majority of healthy 
workers not to work as well. A well-designed 
Social Security policy would have the disability 
program provide for individuals suffering from 
physical breakdown, while the old-age program 
provides instead for those able to work to a stan-
dard retirement age.

Again, the specifics of where Social Security 
eligibility ages should be set is a value judgment, 
with no objectively correct answer. Policymak-
ers must be cognizant, however, that the more 
savings come from constraining growth in the 

number of retirement years, the less any solution 
need rely on tax increases and annual benefit 
reductions.

Changes in the EEA and FRA would have 
different effects, respectively, on Social Security 
financing. Increasing the EEA would not produce 
a scorable improvement in Social Security’s actu-
arial balance, because individuals who opt for the 
earliest possible benefit claim are subjected to 
less of an actuarial benefit reduction as the EEA 
moves closer to the FRA.121 

Accordingly, raising the EEA would result in 
higher annual benefits, reduced poverty among 
seniors, lengthened working careers, and an 
improvement in the federal budget balance, but it 
would not help to close Social Security’s actuarial 
shortfall. Raising the FRA, however, helps close 
Social Security’s actuarial imbalance because it 
reduces the amount of benefits paid at any par-
ticular age of claim. The combination of an EEA 
and an FRA increase can produce the best of both 
worlds: a lessening of Social Security’s financing 
shortfall simultaneous with a reduction in senior 
poverty.

Although this section of this study quantifies 
the expected actuarial improvements associated 
with various possible policy reforms, it generally 
does so for purposes of illustration rather than 
as a policy recommendation. However, one obvi-
ous and overdue reform would be to gradually 
increase Social Security’s EEA from its current 
62 to at least 65, where earliest eligibility was ini-
tially set back in 1935. If, after Social Security’s 
FRA reaches 67 under current law in 2022, the 
EEA is phased upward by two months a year in 
2023–2034, then by 2034 Social Security’s EEA 
and FRA would be 64 and 67, respectively. At that 
point, the EEA would still be set at a younger age 
(64) than at Social Security’s inception, while the 
FRA (67) would be no higher than under current 
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law. After that point, both the EEA and FRA 
could continue to rise gradually upward, until 
the EEA reaches at least 65 by the middle of the 
21st century.

Many proposals would increase Social 
Security’s FRA more aggressively than illus-
trated here.122 The following describes a modest 
policy change based on the example in the previ-
ous paragraph, which would maintain a roughly 
constant ratio between Americans’ years spent 
working and those spent in retirement in the lat-
ter half of the 21st century. Current estimates are 
that this ratio would remain roughly constant if 
the FRA were to increase by one month every 
two years.123 Accordingly, consider the following 
adjustments to Social Security’s eligibility age 
schedules:

1. From 2023 to 2034, gradually adjust Social 
Security’s EEA by two months each year, so 
that the EEA and FRA are returned to being 
three years apart (64/67) by 2034.

2. From 2035 to 2046, gradually adjust both 
the EEA and FRA by one month a year, so 
that they reach 65/68 by 2046; at this point, 
Social Security’s EEA will once again be 65, 
where it was in 1940.

3. After 2046, gradually increase Social Secu-
rity’s EEA and FRA by one month every two 
years, or roughly the amount estimated to 
hold constant the average ratio of Ameri-

cans’ number of retirement years to their 
number of working years.

Though these changes would be modest 
and gradual, they would lessen Social Security’s 
actuarial shortfall as estimated in table 3 while 
increasing seniors’ income security.124 These 
estimates, like those in subsequent tables in 
this study, are based on the latest available data 
from the 2020 trustees’ report. Consequently, 
the estimates likely overstate the percentage 
of the shortfall that the measures would close, 
after taking into account further deterioration 
in Social Security’s finances expected to result 
from COVID-19’s effects on the national econ-
omy. Also, none of the measures can now elimi-
nate nearly as much of Social Security’s shortfall 
as they would have if they had been enacted ear-
lier, especially before the large baby boom gen-
eration began to retire.

LEVER 2: WORK INCENTIVE 
CORRECTIONS

As with eligibility age changes, corrections of 
Social Security’s benefit formula to improve 
returns on work are desirable components of a 
solvency reform package, in part because these 
corrections would slightly lessen the proportion 
of the financial shortfall that must be repaired by 
tax increases and general benefit cuts, while also 

TABLE 3. ESTIMATED PERCENTAGES OF SOCIAL SECURITY SHORTFALL ELIMINATED BY ILLUSTRATIVE  
ELIGIBILITY AGE CHANGES

Provision
Percentage of 75-year actu-

arial shortfall closed
Percentage of annual cash shortfall 

closed by 75th year

Increase EEA by 2 months per year to 64 from 2023 to 2034; increase EEA/
FRA 1 month per year to 65/68 from 2035 to 2046; increase EEA/FRA 1 
month per 2 years after 2046

13 27

Source: Author’s calculations, making use of the projections at Social Security Office of the Chief Actuary, “Summary Measures and Graphs,” Solvency 
Provision C2.2, accessed August 5, 2020, https://www.ssa.gov/OACT/solvency/provisions/charts/chart_run138.html. 
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increasing retirees’ income security and contrib-
uting to economic growth.

An earlier section of this study reviewed 
several possible reforms to improve Social Secu-
rity’s work incentives (or, more precisely, to 
lessen its work disincentives). Table 4 provides 
estimates of how much these various provisions 
might do to reduce Social Security’s financing 
shortfall. The first provision analyzed in table 
4, the “mini-PIA” reform, is so called because 
it would replace Social Security’s current ben-
efit formula, which is used to calculate an indi-
vidual’s entire benefit, with a proportionally 
scaled-down version that allows the individual 
to accrue a small fraction of his or her total ben-
efits with each year of work. Whereas the cur-
rent formula operates on an individual’s average 
career earnings, the reformed version would 
accrue benefits with each year of earnings in a 
manner more similar to a traditional employer-
provided pension.

The small savings that this provision would 
produce would come at the expense of indi-
viduals with sporadic labor force attachment 
while holding workers harmless who have 

steady earnings throughout their adult lives and 
increasing benefits for those who extend their 
working careers. Benefit constraints would be 
further concentrated among individuals who 
have higher amounts of earned income during 
isolated years of work but who are currently mis-
identified as lower-income workers under Social 
Security’s current benefit formula.125 In short, 
this change would reward working seniors, 
would reduce regressive income transfers to spo-
radic earners in higher-income households, and 
would more precisely target benefit payments 
on households of greater need, while producing 
a slight improvement in Social Security’s financ-
ing outlook.

The last four items in table 4 would not 
help directly to close Social Security’s financ-
ing shortfall (indeed, the payroll tax relief pro-
visions would add to it), but each would be 
expected to improve workforce participation 
and thereby provide additional income secu-
rity to retired seniors. The payroll tax exemp-
tion in the table could be either scaled back or 
excluded as necessary to produce a package of 
reforms that maintains sustainable solvency. A 

TABLE 4. ESTIMATED PERCENTAGES OF SOCIAL SECURITY SHORTFALL ELIMINATED BY ILLUSTRATIVE WORK  
INCENTIVE REFORMS

Provision
Percentage of 75-year actu-

arial shortfall closed
Percentage of annual cash shortfall 

closed by 75th year

Mini-PIA: Divide current PIA formula by 40; apply it additively to every year of 
annual earnings.

7 10

Increase ARF for early claims and DRC for delayed claims. 8 7

Offer DRC as a lump sum. 0 0

Repeal the RET. 0 0

Exempt those with 45 years of payroll tax payments from the payroll tax. −19 −17

Exempt those who have aged out of eligibility for DI benefits from the DI 
payroll tax.

−3 −2

Note: Terms include Actuarial Reduction Factor (ARF), Disability Insurance (DI), Delayed Retirement Credit (DRC), Primary Insurance Amount (PIA), 
and retirement earnings test (RET).

Source: Author’s calculations, based on estimates published by the Social Security Administration Office of the Chief Actuary. A specific estimate for 
the payroll tax exemption after 45 years of contributions can be found at Social Security Office of the Chief Actuary, “Summary Measures and Graphs,” 
Solvency Provision F2, accessed August 5, 2020, https://www.ssa.gov/OACT/solvency/provisions/charts/chart_run328.html.
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less-expensive alternative, of simply exempting 
seniors (who are no longer eligible for disability 
benefits) from the DI payroll tax, is also shown 
in table 4.

LEVER 3: TECHNICAL CORRECTIONS 
TO THE CONSUMER PRICE INDEX

As noted earlier in this study, the inflation index 
(CPI-W) currently used to determine annual 
Social Security COLAs is widely acknowledged 
by economists to overstate price inflation. 
Replacing CPI-W with a more accurate measure 
such as C-CPI-U would simultaneously advance 
several objectives: (a) it would more closely ful-
fill the statutory intent to index Social Security 
benefits to the best available measure of general 
price inflation, (b) it would eliminate inequities 
that arise when taxpayers repeatedly overpay 
inflation adjustments to the longest-lived (dis-
proportionately upper-income) beneficiaries, 
(c) it would lessen Social Security’s financing 
shortfall, (d) it would reduce the necessity of 
increasing taxes and cutting benefits, and (e) it 
would improve intergenerational equity by 

including current participants in the solvency 
solution. Table 5 presents an estimate of how 
much a corrected CPI would reduce the Social 
Security financing shortfall.126

LEVER 4: NONWORKING SPOUSE 
BENEFITS

As noted earlier, Social Security’s nonwork-
ing spouse benefit facilitates regressive income 
redistribution and is poorly constructed to rec-
ognize the value of stay-at-home parenting. 
One possible reform to mitigate these problems 
would be to cap the current nonworking spouse 
benefit so that it does not exceed the benefit a 
primary worker receives for a career of earnings 
at the federal minimum wage. Establishing this 
cap on the nonworking spouse benefit today, as 
well as indexing the growth of the cap to national 
price inflation going forward, would gradually 
reduce existing regressive income redistribution, 
while making a modest contribution to closing 
Social Security’s financing shortfall, as shown in 
table 6.127

TABLE 5. ESTIMATED PERCENTAGES OF SOCIAL SECURITY SHORTFALL ELIMINATED BY ILLUSTRATIVE CORRECTIONS 
 TO THE CONSUMER PRICE INDEX

Provision
Percentage of 75-year actu-

arial shortfall closed
Percentage of annual cash shortfall 

closed by 75th year

Replace CPI-W with C-CPI-U to calculate annual COLAs. 19 18

Source: Social Security Office of the Chief Actuary, “Summary Measures and Graphs,” Solvency Provision A3, accessed August 5, 2020, https://www 
.ssa.gov/OACT/solvency/provisions/charts/chart_run141.html.

TABLE 6. ESTIMATED PERCENTAGES OF SOCIAL SECURITY SHORTFALL ELIMINATED BY ILLUSTRATIVE REFORMS TO THE 
NONWORKING SPOUSE BENEFIT

Provision
Percentage of 75-Year Actu-

arial Shortfall Closed
Percentage of Annual Cash Shortfall 

Closed by 75th Year

Cap the nonworking spouse benefit at the benefit earned by a steady mini-
mum-wage worker retiring in 2020; index the cap to C-CPI-U going forward.

3 4

Source: Author’s calculations, based on estimates of the Social Security Administration Office of the Chief Actuary.
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LEVER 5: THE PIA BENEFIT FORMULA
As with other policy levers, changes to the 
numerical formula that determines Social Secu-
rity benefit levels can serve twin purposes. Such 
changes can both improve program finances and 
help to attain a targeted distribution of benefits. 
The degree to which the current-law formula 
should be changed is thus a function of how much 
financial improvement is sought, as well as how 
much of a change in benefit distribution is sought. 
Alterations of Social Security’s numerical benefit 
formula can be an especially powerful engine of 
change: unlike some other reforms discussed in 
this section, one can close as much of Social Secu-
rity’s financing shortfall through benefit formula 
changes, or as little, as policymakers desire.

Changing Social Security’s numerical ben-
efit formula to slow cost growth also carries a 
number of policy advantages over reducing the 
shortfall through tax increases, including pro-
gressive tax increases such as raising the cap 
on taxable wages. Specifically, having higher-
income Americans contribute to Social Security 
solvency on the benefit side rather than the tax 
side carries fewer adverse implications for eco-
nomic growth and moves the program toward 
a sustainable rate of aggregate cost growth. 
Perhaps most important, it allows more birth 
cohorts to contribute to the financing solution, 
thereby helping to create a reform package that 
is more equitable across generations.

Focusing on the benefit side rather than 
on the tax side enables policymakers to more 
directly offset recent increases in income 
inequality that cannot be addressed solely 
by changes in the taxation of future earnings. 
Those who have gained the most from recent 
income inequality trends are far more likely 
to be Social Security recipients in the decades 
ahead than they are to be taxpaying workers.128 

This tendency means in turn that the highest-
income Americans are better able to contribute 
to Social Security solvency by receiving less in 
benefits than through increased payroll taxes. 
Pursuing increased progressivity through ben-
efit changes also avoids certain specific undesir-
able side effects of increasing the cap on taxable 
earnings, which will be discussed later.

Some additional background may be use-
ful before discussing specific changes to the PIA 
benefit formula. A worker’s Social Security ben-
efit, fully payable at FRA, is a function of the PIA 
formula. As explained earlier in this study, this 
formula converts one’s career-average indexed 
earnings (AIME) into a benefit using a system 
of percentages and brackets that operate some-
what similarly to the more familiar system used 
for federal income taxes.

The well-known system of federal income 
tax brackets exposes taxpayers to increasing 
marginal tax rates as their incomes grow. Indi-
viduals’ first earnings aren’t subject to income 
tax at all, but as more income is earned, the tax-
payer moves into higher brackets where his or 
her additional earnings are taxed at higher per-
centages. Social Security’s benefit formula oper-
ates similarly in that it applies different accrual 
percentages to one’s first earnings than to one’s 
additional earnings; thus, it distributes benefits 
more generously to lower-income workers.

Specifically, the Social Security benefit 
formula consists of 90 percent, 32 percent, and 
15 percent brackets. The 90 percent factor is 
applied to the first $960 of a worker’s average 
monthly earnings ($11,520 annually); the 32 per-
cent factor is applied to the amount between 
$960 and $5,785 monthly ($69,420 annually); and 
the 15 percent factor is applied to earnings above 
that, up to the maximum taxable amount (cur-
rently $137,700). The large discrepancy between 



MERCATUS CENTER AT GEORGE MASON UNIVERSIT Y

58

the 90 percent and 15 percent factors enables 
low-income workers to receive much higher 
returns on their contributions than high-income 
workers.

By way of highly simplified illustration, 
someone who had only $10,000 in average 
indexed earnings would receive a $9,000 benefit, 
because all the earnings would be in the 90 per-
cent region. The borders between the 90 percent 
and 32 percent regions and the 32 percent and 
15 percent regions are called “bend points,” and 
they are statutorily indexed to grow each year 
with the AWI.

The two primary ways of achieving sav-
ings through changing the PIA benefit formula 
are to either change the rate of indexation of the 
bend points or change the numbers that operate 
within the formula.129 The bend points, currently 
indexed to grow with the AWI, could be indexed 
to grow more slowly—for example, with the 
C-CPI-U price index. Such a change would mean 
that as Americans generally experience real wage 
growth over time, more of their earnings would 
gravitate into the 15 percent bend-point factor 
region compared to the amount that is covered 
by the 90 percent and 32 percent regions. Or, put 
another way, as Americans become more well 
off, they would become comparatively less reli-
ant on Social Security than are earlier, poorer 
generations.

One advantage of this first approach is that 
it would implement a clear and defensible pol-
icy rationale underlying the rate of growth of 
Social Security benefits from one retiree cohort 
to the next—namely, that a given amount of real 
wages should always return a given amount of 
real benefits. But policymakers should be aware 
that, if continued indefinitely, this particular 
indexing revision would overcorrect Social 
Security’s financial imbalance, even more so in 

combination with other financial improvements. 
For this reason, as well as to contain the even-
tual effects of such an indexing revision on ben-
efit levels, policymakers may wish to consider 
ways to limit it—for example, by discontinuing 
the revised indexation rate at a certain time or by 
partially offsetting it with other targeted benefit 
increases.130

The other method of achieving savings and 
of targeting benefits on lower-income people is to 
change the 90 percent, 32 percent, and 15 percent 
factors themselves according to the discretionary 
judgments of lawmakers. Some proposals would 
gradually phase the 15 percent factor down to 
10 percent or 5 percent. This approach is a fea-
ture of many proposals to increase the amount 
of wages subject to the Social Security tax, in 
part because without such a bend-point factor 
change, an increase in taxable earnings would 
also produce a significant increase in benefits for 
the wealthier individuals making the larger con-
tributions. However, with or without such a tax 
cap increase, many proposals would reduce the 
15 percent factor over time, so that the responsi-
bility of correcting the Social Security shortfall 
falls principally on higher-income individuals. 

Several proposals would, for similar rea-
sons, create a new bend point inside the current 
32 percent bend-point region, gradually lowering 
the 32 percent factor for wage income above the 
new bend point. The more of the shortfall that 
can be closed through such progressive means, 
the less needs to be closed through measures not 
shouldered specifically by higher-income people, 
such as eligibility age changes, payroll tax rate 
increases, early-retirement actuarial reduction 
factors, and COLA changes. 

All this said, it is not strictly necessary 
that changes to the bend-point factors achieve 
net savings and thereby help to close Social 
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Security’s financing shortfall. Several proposals 
have included bend-point factor changes that 
are nearly neutral with respect to total system 
costs, such as increasing the 90 percent bend-
point factor, or the 32 percent bend-point factor 
below a newly inserted bend point, or both, while 
simultaneously decreasing the 15 percent bend-
point factor and the 32 percent bend-point factor 
above the new bend point. One such proposal, as 
in table 7, would ultimately result in new bend-
point factors of 95, 32, 15, and 5.131 Still other pro-
posals seek only to increase the 90 percent factor, 
or the 32 percent factor in the lower portion of 
the current 32 percent region, or both, without 
reducing the 15 percent factor or the 32 percent 
factor at any point, either to increase benefits 
outright or to shield lower-income workers from 
the effects of other benefit changes.132

These approaches are all worth explor-
ing, but a word of caution should be voiced with 
respect to all proposals to increase the progres-
sivity of the bend-point factors. Social Security 
already acts as a disincentive for workforce par-
ticipation and discretionary retirement saving, 
and these disincentives are easily worsened by 
benefit increases for those with smaller AIMEs. 
To preserve work incentives, it would be help-
ful to combine any progressive benefit formula 
changes with reforms to convert the PIA formula 
into a “mini-PIA” formula, as earlier described. 
However, such pro-work reforms may not 
always be sufficient to offset the additional work 

disincentives that would result from significant 
increases in the progressivity of Social Secu-
rity’s bend-point factors. Policymakers should 
carefully review the total effects of any compre-
hensive proposal in its entirety to ensure that it 
improves marginal returns on work compared to 
current law.

LEVER 6: PAYROLL TAXES
It is likely that any politically salable solution 
to Social Security’s financing shortfall will con-
tain at least some tax increases—for several rea-
sons. First, the concept of benefit reductions is 
unpopular, especially compared with alternative 
approaches to improving solvency, such as rais-
ing the statutory limit on annual wages subject to 
the Social Security tax.133 The fact that the rela-
tive popularity of these conflicting approaches 
is often distorted by public misunderstandings 
(such as confusing a decelerated rate of future 
benefit growth with an actual reduction from 
current benefit levels) does not eliminate the for-
midable political obstacles to a solution consist-
ing entirely of cost restraints. 

Second, bipartisan agreement will require 
legislators with opposing viewpoints to compro-
mise. A cost-constraint-only approach has never 
had support in Congress that is nearly strong 
enough for advocates to insist upon it as the only 
acceptable solution.134

TABLE 7. ESTIMATED PERCENTAGES OF SOCIAL SECURITY SHORTFALL ELIMINATED BY ILLUSTRATIVE BEND POINT CHANGES

Provision
Percentage of 75-year actu-

arial shortfall closed
Percentage of annual cash shortfall 

closed by 75th year

Starting in 2026, price-index the PIA bend points for price inflation. 44 84

Increase the first bend point by about 27%; create a new bend point near the 
50th percentile of the wage distribution; and phase to new bend-point factors 
of 95, 32, 15, and 5.

3 4

Source: Author’s calculations, based on estimates of the Social Security Administration Office of the Chief Actuary.
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Third, so much delay in repairing Social 
Security finances has already occurred that many 
approaches to cost containment perceived to 
be most draconian—such as limiting future per 
capita benefit growth to the rate of price infla-
tion—are no longer sufficient by themselves to 
significantly delay combined trust fund deple-
tion.135 It is thus virtually certain that if a Social 
Security financing solution is negotiated, addi-
tional tax revenues will be a part of it.

All this said, political considerations can-
not eradicate the many policy downsides of 
attempting to maintain Social Security solvency 
through tax increases. In addition to the usual 
economic downsides of tax increases such as 
their adverse effects on workforce participation, 
personal saving, and economic growth, there 
are additional downsides specific to increasing 
Social Security taxes.

A tax-increase-based solution would leave 
most of the policy challenges described in this 
study uncorrected, including program costs ris-
ing at a faster rate than US economic capacity, 
substantial net income losses through the pro-
gram for young workers, disincentives for work-
force participation and retirement saving, and 
workers’ standards of living being depressed 
compared to program beneficiaries’ standards of 
living. Relying solely on tax increases to sustain 
Social Security finances would leave these prob-
lems intact and in some instances would make 
them worse. Moreover, many of the specific tax 
increases often suggested to support rising Social 
Security costs would be difficult to implement 
without dismantling key elements of Social Secu-
rity’s historic financing basis. 

Social Security is structured as a contribu-
tory insurance program in which contributions 
from worker earnings both finance and estab-
lish workers’ entitlement to benefits. Unless this 

financing basis is abandoned, the three principal 
methods available to increase Social Security rev-
enues are to expand the forms of worker compen-
sation subject to the payroll tax, to increase the 
amount of worker earnings subject to the pay-
roll tax, and to increase the tax rate on worker 
earnings.

Of these three options, the most immedi-
ately attractive from a pure economic policy 
perspective is to expand worker compensation 
subject to the Social Security payroll tax, per-
haps specifically to include employer-provided 
health benefits. Economists have long pointed to 
the current federal tax preference for employer-
provided benefits over other forms of compen-
sation as a leading driver of national health cost 
growth and as a cause of significant labor market 
distortions.136

The tax preference also contributes to 
the United States having an individual health 
insurance market that is less developed than its 
employer-based group market. This problem is 
largely rooted in the historical tax preference for 
employer-sponsored health insurance. Exposing 
health insurance benefits to the Social Security 
payroll tax would add revenue for Social Secu-
rity, reduce distortions in the labor market, and 
attack a principal driver of health cost inflation.

Unfortunately, exposing health benefits 
to taxation would hit lower-income workers 
especially hard, because their health benefits 
represent a larger percentage of their total 
work compensation than is the case for higher 
workers. If someone with $35,000 in wages is 
currently compensated with $7,000 in employer-
provided health premiums (a fairly typical 
amount for an individual policy), the exposure of 
such premiums to the payroll tax would increase 
that person’s Social Security tax burden by 20 
percent.137 Premiums for family policies are 
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substantially higher still, and their inclusion in 
taxable worker compensation would have even 
more regressive effects.

One possible solution to this dilemma is to 
carve out an exclusion from the payroll tax for a 
base amount of employer-provided health ben-
efits, such as $6,000 for an individual policy and 
$16,000 for a family policy. However, such an 
exclusion would inject a problematic complex-
ity and precedent into Social Security tax policy, 
which historically has operated pursuant to a 
policy virtue of eschewing loopholes, deduc-
tions, or exclusions. If that principle is ever 
breached to allow taxing only a portion of health 
benefits, it would be difficult for lawmakers to 
resist also breaching it for a certain amount of 
wages to similarly provide targeted relief for low-
income workers. It would represent a consider-
able departure from Social Security’s historical 
financing basis to start carving out exclusions 
from the payroll tax to achieve desired distri-
butional effects, and doing so would destroy the 
program’s contribution-benefit link as well as 
the political strength that accompanies it. Rather 
than take this approach, it might be preferable 
to continue excluding employer-provided health 
benefits from the payroll tax, despite the well-
documented problems associated with this tax 
preference.

An alternative approach is simply to raise 
the cap on taxable wages by an amount deter-
mined by lawmakers. This approach is taken 
in most solvency proposals by congressional 
Democrats and thus is likely to be considered as 
a part of any bipartisan solution. Despite its rela-
tive popularity on one side of the political aisle, 
however, this policy option has several potential 
pitfalls of which all lawmakers should be aware.

Certain misconceptions may feed the 
apparent attractiveness of raising the cap on 

taxable wages compared to alternative meth-
ods of shoring up Social Security. Currently, the 
first $137,700 in annual earnings is subject to 
the Social Security payroll tax, an amount that 
is indexed to grow each year with the AWI.138 
Alan Barber and Cherrie Bucknor of the Center 
for Economic Policy Research join many others 
in arguing for an increase in the cap on the basis 
that it would affect only a small number of work-
ers (5.4 percent) with annual earnings above the 
current level.139 This characterization, however, 
neglects that individual incomes vary from one 
year to the next. Actually, “between 20 percent 
and 25 percent of individuals” earn more than 
the taxable maximum during at least part of their 
working careers, and thus between one-fourth 
and one-fifth of US workers would pay additional 
taxes if the tax cap were raised.140 These effects 
would still be concentrated among higher-
income workers and do not obviate all arguments 
in favor of raising the cap on taxable wages. Nev-
ertheless, it should be understood that a payroll 
tax increase would result in many more Ameri-
cans paying higher taxes than is often believed.

It is often noted that rising income inequal-
ity has enabled the income of earners with wages 
exceeding the current-law tax cap to grow faster 
than earnings below the cap. This growth in 
inequality has caused the percentage of national 
earnings subject to the Social Security payroll tax 
to decline from 90 percent in 1983 to only 83 per-
cent today.141 Some, therefore, argue that the cap 
should be raised so that it once again covers 90 
percent of earnings, or even more, to counteract 
the inequality trends.142

Raising the Social Security tax cap to cover 
90 percent or more of national earnings is a policy 
option worthy of consideration. However, certain 
realities should be understood before pursuing it. 
One is that the 90 percent of national earnings 
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that was taxed by Social Security in 1983 was not 
a historical norm but a temporary high point. 
(See figure 9.) The current taxed percentage of 
83 percent is approximately the historic aver-
age since Social Security’s inception. Although it 
could be raised, doing so would expose a greater 
share of national earnings to taxation than the 
historical norm.

Another important factor to consider is 
that raising the cap on taxable wages would not 
meaningfully counteract recent increases in 
income inequality, instead primarily targeting 
individuals who have not generally been among 
the leading beneficiaries of such inequality. As 
Warshawsky has documented, workers with 
incomes just above the current Social Security 
tax cap—those who would be hit hardest by a 
cap increase—have seen their earnings slightly 
decline as a share of total national income since 

1990. Meanwhile, most of the relative income 
gains have been in the top 0.2 percent of the dis-
tribution, and those highest-earners would be 
affected proportionally less by raising the cap 
on taxable wages to cover 90 percent or a simi-
lar amount of national wages.143 For this reason, 
as well as others described in the previous sec-
tion, raising the cap on taxable wages would not 
assign responsibility for financing Social Secu-
rity’s shortfall to those reaping the largest recent 
income gains.

Distributional issues aside, the biggest policy 
problem created by raising the cap on earnings 
subject to the Social Security tax is that, in the 
absence of other changes, it also increases Social 
Security’s benefit obligations (because benefits 
are a function of earnings subject to the tax). 
This fact renders a tax cap increase problematic 
from both a financing perspective (a significant 

FIGURE 9. PERCENTAGE OF US WORKERS’ EARNINGS SUBJECT TO SOCIAL SECURITY TAX
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amount of the new revenues collected up front 
are paid out later as additional benefits) and a 
distributional perspective (the additional ben-
efits are paid to high-income people who need 
them least).

There would be some financial improve-
ment from raising the cap because high-income 
people get relatively poor returns on their Social 
Security contributions, but much of it would 
wear away over time. For example, raising the 
cap on taxable wages to cover 90 percent of 
national wages would improve Social Security’s 
long-range actuarial balance by 22 percent on 
average, but by the end of the valuation window 
the improvement would shrink to 12 percent.144

This phenomenon creates a Hobson’s choice 
for legislators who want to raise Social Secu-
rity’s taxable earnings limit: either they accept 
a further increase in Social Security’s already 
untenable rate of cost growth as well as a ben-
efit increase for those who least need one, or else 
they sever the contribution-benefit link for high-
income workers, thereby terminating Social 
Security’s historical earned-benefit construct. 
Both represent undesirable policy outcomes. The 
complete severance of the contribution-benefit 
connection, in particular, would be fatal to Social 
Security’s historical design and ethic. There is, 
however, a way to minimize the policy downsides 
of increasing the tax cap: namely, to significantly 
reduce the top (15 percent) bend-point factor, as 
described in the previous section. This approach 
would preserve Social Security’s contribution-
benefit connection, while constraining addi-
tional costs as well as benefit obligations to those 
who need them least.

Although lawmakers should be mind-
ful of the downsides of increasing the limit on 
Social Security–taxable wages, there are impor-
tant reasons to favor such a provision as well. 

Foremost among them is that the effects would 
be concentrated on higher-income workers, 
thus being consistent with a widely shared goal 
of sparing lower-income workers from hard-
ship in the course of restoring Social Security 
to solvency. 

A tax cap increase could also help to reduce 
some of the income losses facing younger mid-
dle-class workers as a result of Social Security’s 
legacy debt. Although raising the cap on taxable 
wages would not lessen younger generations’ 
aggregate burdens of financing a disproportion-
ate share of Social Security’s financing shortfall, 
it would spread the obligations over a greater 
share of national earnings, thereby reducing 
most young Americans’ income losses as a per-
centage of their own earnings.

The final Social Security payroll tax lever is 
the tax rate, which is currently 12.4 percent.145 
The payroll tax rate could be raised to bring 
more revenue into Social Security. An advantage 
of raising the rate rather than the base is that the 
rate can be increased (as it frequently has been 
historically) without obligating additional ben-
efit payments. A significant disadvantage is that 
all workers, including the poorest as well as the 
richest, would pay a rate increase. For that rea-
son, the idea tends to receive less support than 
a tax cap increase that would be targeted mostly 
on higher-income workers. A rate increase also 
shares a downside with a tax cap increase: they 
raise the cost of employment and thereby exert a 
negative effect on economic growth.

Another option is to slightly reduce the pay-
roll tax rate. Though in isolation a payroll tax 
rate reduction would worsen Social Security’s 
financing shortfall, a slight rate reduction could 
be included to offset certain undesired effects of 
a tax base increase. As noted earlier, a straightfor-
ward increase in the cap on taxable wages would 
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embody a substantial tax increase for moderate- 
to high-income earners whose earnings have not 
risen proportionately to those of the highest-
income earners. A slight reduction in the rate 
could shield workers with incomes just above the 
current tax cap from some of the effects of a cap 
increase, while also offering a slight tax break to 
lower-income workers.

Though such a rate reduction may be 
appealing in principle, in practice Social Secu-
rity’s large financing shortfall rules out anything 
larger than a slight diminution in the current 
payroll tax rate. For example, even a one-point 
reduction in the payroll tax (from 12.4 percent 
to 11.4 percent) would by itself worsen the cur-
rent long-range shortfall by nearly one-third, 
thus nullifying the gains of even fairly severe 
measures to shore up program solvency. Lower-
ing the tax rate by this one point would worsen 
the Social Security shortfall by much more than 
raising the cap to cover 90 percent of national 
wages would ameliorate it—even if the top (15 
percent) PIA formula bend-point factor were to 
be reduced substantially.146 Table 8 estimates the 
financial effects of various changes to the Social 
Security payroll tax.

LEVER 7: MINIMUM BENEFIT 
PROTECTIONS

Many Social Security reform proposals include 
provisions to increase benefits for lower-income 
workers. Sometimes these are proposed as 
stand-alone increases; other times they counter-
act other provisions in the same plan that slow 
the growth of benefits. A previous section of 
this study reviewed one method of strengthen-
ing low-income workers’ benefits by increasing 
the benefit formula’s bend-point factors on the 
lower-income end. Other approaches include 
strengthening Social Security’s current special 
minimum benefit, constructing an entirely new 
minimum benefit, or topping-up benefit levels 
when an individual reaches an advanced age 
such as 85.

It should be noted that substantial benefit 
increases for low-income workers are already 
scheduled to occur under current law, as they 
are for all workers via the indexation of the ben-
efit formula to growth in the AWI. Low-income 
workers will receive the increases as long as the 
program remains solvent and the benefit formula 
remains unchanged in the lower bend-point 
factor regions, even if the numerical factors or 

TABLE 8. ESTIMATED PERCENTAGES OF SOCIAL SECURITY SHORTFALL ELIMINATED BY CHANGES TO THE PAYROLL TAX

Provision
Percentage of 75-year actu-

arial shortfall closed
Percentage of annual cash shortfall 

closed by 75th year

Raise cap on taxable wages to cover 90% of national earnings, without chang-
ing PIA bend-point factors.

22 12

Raise cap on taxable wages to cover 90% of national earnings, while lowering 
15% bend-point factor to 5%.

28 20

Raise cap on taxable wages to cover 95% of national earnings, without chang-
ing PIA bend-point factors.

38 22

Raise cap on taxable wages to cover 95% of national earnings, while lowering 
15% bend-point factor to 5%.

47 34

Reduce payroll tax rate from 12.4% to 12.0%. −12 −9

Source: Author’s calculations, based on estimates of the Social Security Administration Office of the Chief Actuary.



MERCATUS CENTER AT GEORGE MASON UNIVERSIT Y

65

method of indexing are changed on the upper-
income end.

Motivations for offering additional mini-
mum protections beyond current-law benefit 
growth vary and include such obvious motives 
as improving the political salability of a reform 
package, increasing the progressivity of benefit 
distribution, and reducing beneficiaries’ risk of 
poverty in old age. However, there are additional 
specific reasons lawmakers may wish to consider 
including new forms of minimum benefit protec-
tions in a Social Security reform package.

One reason is that, as detailed earlier, the 
current-law benefit formula poorly targets ben-
efits on households of greatest need. If reform-
ers dial down the current-law benefit formula 
to limit inefficient, haphazard, and regressive 
income redistribution, they may wish at the same 
time to partially offset the change with another 
benefit increase that is more efficiently targeted 
on lower-income households.

Analysts have noted that the risks of poverty 
are higher among certain groups of elderly, spe-
cifically those of very advanced age (e.g., over 85), 
as well as widowed, divorced, or never-married 
women.147 Because of these risks, some reformers 
have suggested certain targeted benefit increases 
such as larger benefits for surviving spouses or 
a step-up in benefits when individuals reach 85 
years of age.148 A disadvantage of this approach 
is that the selection of an age for a sudden step-
up in benefits is inherently arbitrary in that there 
is no specific age at which each person’s risk of 
poverty suddenly increases. An advantage of 
this approach is that it would be more targeted 
against poverty than is the current policy of pay-
ing COLAs at all ages (and at all income levels) 
that cause annual benefits to grow faster than 
actual price inflation.

An additional reason for scaling back the tra-
ditional benefit formula and replacing it in part 
with a new minimum benefit is to improve Social 
Security’s poor rates of return on workforce par-
ticipation. An ideal Social Security reform plan 
would accomplish each of the following: finan-
cial corrections, strengthened work incentives, 
and greater protections against poverty in old 
age. A well-designed minimum benefit provision 
that increases with each year of taxable earn-
ings can contribute to achieving these policy 
purposes.149

Examples of specific minimum benefit 
provisions are provided in table 9.150 Note that 
several versions of the concept of a 5 percent 
increase at age 85 have been proposed. In one 
version, individuals would receive a simple 5 
percent increase in their own benefit upon reach-
ing 85.151 In another version, all 85-year-old ben-
eficiaries would receive an increase equal to 5 
percent of the average worker’s benefit.152 The 
financial effects are similar in each case. A partic-
ular disadvantage of basing a benefit increase on 
a fixed age is that, as with early and normal eligi-
bility ages, more individuals will become eligible 
as life spans increase, and future lawmakers may 
be reluctant to adjust the bonus-age threshold to 
reflect changing realities. Others have proposed 
increasing benefits for surviving spouses, recog-
nizing that their poverty risk is higher than for 
other seniors.153

Other more complex versions of benefit 
increases have been introduced, including grad-
ual phase-ins and other refinements.154 The 
examples provided in table 9 are intended to give 
a representative sense of the approximate cost of 
such provisions.
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A NOTE ON COMBINING PROVISIONS 
INTO A COMPREHENSIVE PLAN

Although the choice of policies in a Social Secu-
rity reform plan reflects subjective value judg-
ments, certain analytical realities confront all 
plan designers. One is that, when it comes to 
financial effects, the whole is usually slightly less 
than the sum of the parts because of interactions 
between provisions. For example, correcting the 
price index used to calculate COLAs produces a 
certain amount of savings within the context of 
Social Security’s current-law PIA formula. If the 
growth of the initial benefit formula is slowed, 
however, then CPI corrections will produce less 
in incremental savings.

Many cost-saving provisions interact so that 
each specific provision produces slightly less 
additional savings when combined with other 
provisions than it does when applied to current-
law Social Security. There are examples to the 
contrary. For example, price-indexation of the 
PIA formula’s bend points produces greater sav-
ings when that price-indexation is combined 
with CPI reform. In theory, the combined savings 
from various provisions could be either more or 
less than the provisions’ savings when consid-
ered separately and added together.

Usually, however, reformers should expect 
that when they add up the extent to which their 
various provisions further the twin objectives of 
long-term (i.e., 75-year) actuarial solvency and 
sustainable annual cash flows (i.e., zero or posi-
tive cash balance in the 75th year), they will need 
to build in a small, additional cushion to allow 
for interactive effects. For example, the plan of 
former Congressman Sam Johnson (R-TX) had 
provisions that interacted as shown in table 10, 
when scored according to the assumptions of the 
2016 Social Security trustees’ report.155

Estimating the effects on Social Security 
finances is only the minimum necessary analysis 
that should accompany the development of any 
plan. Plans should also be analyzed to determine 
how they would change the poverty rates among 
beneficiaries; the marginal returns on work; 
and the net treatments of different generations, 
income levels, and other demographic groupings.

Fundamental to any good analysis is not to 
fall into the common trap of comparing benefits 
under a reform proposal only with future benefits 
scheduled under current Social Security law. This 
comparison usually misleads for several reasons. 
First and foremost, scheduled benefits cannot be 
paid under current law; the more relevant tests 
of any proposal are how its benefits compare to 
the benefits current Social Security can actually 

TABLE 9. ESTIMATED PERCENTAGES OF SOCIAL SECURITY SHORTFALL ELIMINATED BY MINIMUM BENEFIT PROVISIONS

Provision
Percentage of 75-year actu-

arial shortfall closed
Percentage of annual cash shortfall 

closed by 75th year

Guarantee a benefit no lower than 125% of the poverty line for 30 years of 
work. Provide 1/20 of the guaranteed benefit for each year of work from 10 
to 30.

−5% −5%

Increase benefits by 5% when an individual reaches the age of 85. −4% −4%

Increase widow or widower benefits to 75% of the sum of each spouse’s 
primary worker benefit.

−3% −3%

Note: To be consistent with earlier tables, this table’s title refers to how much of the shortfall would be “eliminated,” although each example provided 
here would actually increase Social Security’s financing shortfall.

Source: Social Security Office of the Chief Actuary, “Provisions Affecting Level of Monthly Benefits,” accessed August 12, 2020, https://www.ssa.gov/
OACT/solvency/provisions/benefitlevel.html.
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pay, or to the levels that today’s beneficiaries are 
currently receiving. To do otherwise is to unfairly 
compare a reform proposal’s benefits not to the 
realities of the current system, but to a more gen-
erous one in which payroll taxes have been raised 
considerably above current levels.

No responsible reform plan will look attrac-
tive in comparison with a fantasy scenario in 
which much higher benefits materialize in 
the future without anyone having had to pay 
for them. A true apples-to-apples comparison 
between a reform plan and the current system 
is between the two scenarios’ “payable benefits,” 
(i.e., the benefits that can be paid from the tax 
revenues provided under the plan).

Unfortunately, misleading comparisons 
have become standard in the political context 
that surrounds Social Security. These com-
parisons appear more alarming because benefit 
schedules under current law promise (without 
any ability to fund) much higher benefits in the 

future than are paid to today’s workers. Recall 
the example cited earlier in this study in which a 
worker with the same real wage in 2090 is sched-
uled to receive a real benefit more than 40 per-
cent larger than what is paid today. Accordingly, 
if a reform plan allows benefit payments in 2090 
that are 15 percent higher in real terms than are 
those paid to an equally well-off worker today, an 
unscrupulous political opponent can (and will) 
readily describe this as a “20 percent benefit cut.”

Unfortunately, there is no way to prevent 
such mischaracterizations from being made. All 
that responsible reformers can do is to educate 
the public and the press before a plan is released, 
to the effect that an informed discussion must 
focus on how to improve on the benefits that the 
current system pays today and is capable of pay-
ing in the future—and not focus on how to meet 
or exceed an unaffordable rate of benefit growth 
bearing no relationship to what the current 
Social Security system can deliver.

TABLE 10. ESTIMATED PERCENTAGES OF SOCIAL SECURITY SHORTFALL ELIMINATED BY PROVISIONS OF FORMER 
CONGRESSMAN SAM JOHNSON’S PROPOSAL

Provision
Percentage of 75-Year Actu-

arial Shortfall Closed
Percentage of Annual Cash Shortfall 

Closed by 75th Year

Change of bend-point factors to 95/27.5/5/2. 32 35

Mini-PIA reform. 13 14

Windfall Elimination Provision reform. 1 1

Gradual increase of full retirement age. 32 31

Changes to CPI and COLAs. 47 53

Limitation on high-income dependent benefits. 3 3

School attendance for child dependents. 0 0

New minimum benefit. −9 −9

Repeal of retirement earnings test. 0 3

Phaseout of income taxation of benefits. −15 −22

Top-up for beneficiaries of advanced age. −3 −2

Subtotal without interactions 101 107

Interactions −1 −3

Total with interactions 100 104

Source: Stephen C. Goss, Chief Actuary, Social Security Office of the Chief Actuary, to Sam Johnson, Chairman of the Subcommittee on Social Security, 
House Committee on Ways and Means, December 8, 2016, https://www.ssa.gov/OACT/solvency/SJohnson_20161208.pdf.
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CONCLUSION

Social Security is undoubtedly the fed-
eral government’s most successful social 
insurance program. Not only has it largely 

achieved its purposes of enhancing income secu-
rity for American workers and their families 
after their departures from the workforce, but 
also it has done so while sustaining strong if not 
unique political support. Yet Social Security faces 
daunting challenges approaching over the hori-
zon, some of which are making themselves felt 
today. It faces a large, growing financial shortfall 
at a time when partisan divisions have become 
sharper, bipartisan cooperation is rarer, and com-
mitment to Social Security’s historical financing 
principles is flagging. If Social Security is to serve 
Americans in the future as it has in the past, these 
challenges must be overcome.

Social Security’s projected financing short-
fall may be its most salient challenge, but it is by 
no means the only one. The program has grown 
to the point where the trend of its real-world 
effects runs counter in many ways to its intended 
policy purposes and where its uncontrolled 
further growth will, without reform, reduce its 
effectiveness in supporting a coherent income 
security policy.

Among the problematic trends requiring cor-
rections are that Social Security currently stands 
on balance to substantially reduce future work-
ers’ lifetime incomes; its rising costs depress the 

after-tax incomes of workers compared to pro-
gram beneficiaries’ incomes; it deters workforce 
participation and personal saving; and, in many 
instances, it redistributes income from those with 
less to those who have more. These are all sub-
stantial policy challenges warranting substantial 
reforms. The good news is that Social Security 
will treat individual participants more equitably 
if its cost growth is reduced and its financial status 
is improved. The bad news is that more elected 
officials are proposing to worsen Social Security’s 
cost growth rate, and its policy deficiencies, than 
are proposing to correct them.156

This study has reviewed several of the spe-
cific policy challenges facing the Social Security 
program, explaining their origins in current law, 
and has described possible measures to address 
them. No single reform to Social Security can 
simultaneously achieve all the appropriate objec-
tives of improving its financial condition, achiev-
ing a sustainable rate of cost growth, improving 
intergenerational equity, restoring work and sav-
ing incentives, and better targeting benefits on 
households of greatest need. A balanced package 
of reforms, however, can include individual pro-
visions pursuant to these various objectives and 
in combination can advance all of them together.

Lawmakers need not share the subjective 
value judgments of this author to improve and 
strengthen Social Security. But regardless of 
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their own policy objectives, it is important for 
lawmakers to understand how individual Ameri-
cans are affected by the Social Security program. 
Only if the various effects of Social Security 

described in this study are fully understood will 
lawmakers be able to craft a package of reforms 
that suits the needs and policy preferences of a 
bipartisan majority.
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