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1) This slide deck is intended to be used as:
a. A resource for ease of presentation preparation
i. Feel free to use the slides as they are currently assembled, to reduce their number, or to substitute your own w/in the NEED template.
ii. It is vital that the content of the slides not be altered so as to change the nature of the information presented.
1. If you disagree with the content, please feel free to discuss with Jon (NEED’s Executive Director jon@needelegation.org). It is entirely possible that a revision is warranted.
2. Please do not extend the presentation to content that is not currently included in the slide deck w/o discussing with NEED’s ED. Alternatively, the content can be verbally briefed with the disclaimer mentioned below.

b. An indication of NEED’s statement on the policy issue
i. NEED’s statement should not be conveyed as an endorsement of any particular policy, but merely what the economics profession thinks it knows about the policy issue.

2) Statement disclaimer
a. To the extent that you express views that are not contained in this presentation, it is very important that you inform the audience the view expressed is your own and not that of NEED.
i. We would like to discourage you from going beyond the slide deck, but understand that it will sometimes be impossible to avoid.
ii. Please try very hard to not be terribly controversial.
b. NEED’s slide decks are intended to take the audience to the brink of policy selection. They are intended to present a common base of understanding in the economics profession.
c. Ethics, morality, and values take you from economics to policy prescription.
i. If you make this leap, please be very clear that the view is your own.
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7. Outline:

Today I am going to talk about four aspects of Social Security. First, we’ll talk about what it is. It is in fact a little broader and does more than people generally think. Second, we will talk about how it works. Its structure is a little bit peculiar in ways that many do not understand. Third, we will discuss the significant problems that are looming with regard to the social security program. Finally, we will discuss some potential solutions to those problems.

8. Section Slide: What is Social Security?

Let’s start digging into exactly what Social Security is and what it does.

9. What is Social Security

Social security is a part of the social safety net. It is a federal social insurance program that provides financial support to workers and their families.

Although when we think about social security, we most often think about the retirement aspect of the program. And to be sure, this is the largest part of what Social Security does.

However, it also provides disability benefits and survivor benefits. The disability benefits go to those who cannot work.

https://www.usa.gov/social-security-disability
The survivor benefits provide monthly payments to widows, widowers, dependent children, and dependent parents based on the earnings record of a deceased worker.

https://www.ssa.gov/survivor

10. Numbers of Different Types of SS Beneficiaries

The vast majority of social security recipients are retired workers – 51.7 out of 68 million, or 76%. Significant numbers also receive other SS benefits. 7.5 million individuals receive disability payments from social security, 5.4 million survivors, and spouses and children of disabled workers number approximately 3.4 million.

https://www.pgpf.org/article/how-does-social-security-work/

11. Social Security’s Origins

Social Security has its origins as a part of the social safety net. It was created in 1935 to provide economic security to the nation’s elderly.

The other sets of beneficiaries were added later. Dependent benefits, benefits to families that have lost a breadwinner were not a part of SS until 1939. And it wasn’t until 1950 that the disability benefits were added.

In 1974, an additional benefit was added, called Supplemental Security Income. These benefits are intended to supplement the incomes of those who continue to have extremely low incomes even after their regular social security income is considered. These would generally be individuals with a relatively thin work history.

Today, it is the largest federal program, larger even that national defense.

12. Soc Sec is the Single Largest Gov’t Program

Social Security spending amounted to about 22% of total government spending in 2023. That share is likely to increase over time. The next largest spending item is Medicare (health care for retirees) at just 14% of all government spending, defense spending at 13%, followed by Medicaid (health care for low income individuals and households) at just 10$.

13. Soc Sec Significantly Reduces Poverty

As mentioned Social Security has its origins as a federal social insurance program. A program designed to help those most in financial need.

Accordingly, one way to judge the success of the social security system is to evaluate the extent to which it alleviates poverty. In 2022, the poverty rate among adults aged 65 and over was just 10%. Excluding social security benefits from these households’ income results in a counterfactual poverty rate of 39%. That is, poverty among adults aged 65+ would have been nearly 4 times higher were it not for social security.

Social security’s other programs also help to alleviate poverty. In particular, it can they can be credited with lifting 1.4 million children out of poverty in 2022. This happens primarily through the disability and survivor benefits.

https://www.cbpp.org/research/social-security/social-security-lifts-more-people-above-the-poverty-line-than-any-other

14. Section Slide: Is Social Security Good for Just the Beneficiaries? (No, it also benefits broader society.)

So poverty reduction is one way that social security benefits its recipients. However, compelling arguments exist that broader society benefits as well. Let’s talk about a few different ways that this happens.

15. Economic Impacts on Individuals and Families

Poverty reduction, while good for the individual, also reduces many other costs that are born by broader society. These include, but are not limited to: lost economic productivity, higher healthcare expenses, increased criminal justice spending, and costs associated with homelessness and child maltreatment.

https://www.pgpf.org/article/what-are-the-economic-costs-of-child-poverty/

Reduced income inequality among the elderly has a variety of social benefits. In particular, lower healthcare costs and improved health, reduced homelessness, and enhanced economic stability. Economic stability is consistent with greater participation in the local community and economy. Higher incomes at the low end are also associated with lower rates of both morbidity and mortality, leading to longer more productive and enjoyable lives.

Income stability also makes it easier for households to plan for the future. Knowing what your income is going to be in retirement – at least, an income floor – makes it much easier to identify financial needs in retirement.

It can also lead to greater independence among older adults. This reduces caregiving burdens on younger family members and also potentially costs to society of housing aging individuals. It is generally the case that aging at home is less expensive than in an institution.

Finally, by redistributing income from high income households to low-income households, there is likely to be more spending in the local economy. This increases the tax base and supports local businesses.

16. Section Slide: How Does it Work?

This brings us to the question of how social security really works. I mentioned earlier that it has some unique features. Let’s talk about them.

17. The Mechanics of Social Security

Social Security, like all government programs is paid for by taxes. SS is a little bit different in that it has a dedicated stream of tax revenues. There are other programs that have this feature, but not many – the most prominent other program paid for this way is Medicare – a payroll tax is withheld in the to fund hospital and medical insurance.

These programs are called “pay-as-you-go” programs. Meaning that the benefits paid today come from taxes paid today by those who are currently employed.

Contrary to much popular belief, the monies that are paid through payroll taxes are not stored in a bank account waiting for you to retire.  Your tax payments are used to pay current retirees.

A couple of things about the taxes. First, technically, employees pay half of the tax (6.2% of earnings) and employers pay 6.2% of the tax, for a total tax of 12.5% of earnings.

An important thing to note is that although this is technically who pays the tax this is different from who bears the incidence of the tax. Although the employer pays 6.2% of earnings, some of this payment is accounted for by lower wages paid to the worker. In this way, the incidence of the tax – or who REALLY pays it – falls primarily on the employee.

Melguizo, Purificación, and José Manuel González-Páramo (2013). "Who Really Pays Social Security Contributions and Labour Taxes? A Meta-Analysis." CEPR / VoxEU.

A final note is that not all earnings are subject to the tax. In 2026, only the first $184,500 of earnings is subject to the tax.

So, if you have $1 million in earnings, you pay the same social security taxes as somebody who has $184,500 in earnings.

Through this mechanism, the taxes on social security are quite regressive. Everybody earning less than $184,500 will pay the same flat tax rate while those who earn more than that will pay a lower proportion or share of their earnings in social security taxes.

18. The Cap Causes The Tax Rate to Fall w/Income

Here, we can see that both taxpayer A and taxpayer B pay the same tax rate – they are both below the cutoff.  Taxpayer C, however, pays only 5.1% as their last $31,500 of earnings is not taxed.

19. Caveat on Taxes: Who REALLY Pays Them?

The notion of tax incidence is one of the important things that economics brings to policy conversations. There are a couple of different kinds of tax incidence.

There is the statutory incidence: who physically pays the tax – writes the check to the government.

Then there is the economic incidence: who is financially affected by the tax and by how much?

With social security, the statutory incidence is clear and it is split down the middle: both employee and employer pay ½ of the tax. Done.

The economic incidence is much more complicated.

The economic incidence of the tax can be shifted from the employer to the employee if, for example, because the employer has to pay the 6.2% tax, she chooses to pay the employee 6.2% less in the way of earnings.

· If this happens, the employee effectively pays the entirety of the payroll taxes, 12.4%. 
· It doesn’t matter if the money comes to the employee first and then they pay the tax of if the money never comes to the employee at all – as in the current system.

Studies of social security and other benefits, such as health insurance, make it clear that the economic incidence is heavily biased towards the employee paying most of the tax or the cost of the benefit.

It is a fiction, or a delusion that just because the employe is paying the tax or for the benefit that they are providing something to the employee for free, or out of the goodness of their heart.

There may be times when this happens – many employers have good hearts – but it is very far from the norm.

Some estimates suggest that in excess of 80% of the 14.2% social security taxes are born by the employee, with just 20% or less being born by the employer. The same is roughly true for other benefits.

20. What if Payroll Taxes Don’t Match Benefits?

So, we talked about social security being a pay-as-you-go system. The exercise of making revenues equal expenditures (benefits paid) every month or year is extremely complicated, so we don’t even try.

Instead, there are trust funds set up for both social security and medicare. When there is more money coming in than going out, the trust fund grows. When there is less money coming in than monies going out, funds are taken out of the trust.

Something to be aware of is that there is not this big pot of money sitting out there that represents the trust fund. Instead, the Social Security Administration holds what are called “nonmarketable treasuries”.  These treasuries do pay interest, but the SSA cannot sell them – making them just a form of bookkeeping.

The trust fund was not a part of the original legislation, but was put in place in 1939. The disability trust fund was created much later, in 1956.

21. State of the Trust Funds

We’ve talked about the trust funds. Let’s have a look at where things currently stand. Rather than considering the balance in the trust funds in dollars, it is more informative to consider the balance as a percent of the program’s annual cost. That helps to keep the balance in perspective. If I just say it’s $500 billion, then you have no idea how far that will go in sustaining the program.

Currently, the OASI trust fund, that which is associated with basic social security payments, is at about 200% of annual costs. That means that the trust fund, absent any other revenues, could pay benefits for 2 years. There will be other revenues, so the trust fund can sustain the program for longer than that, but as we will see, not much longer.

The disability trust fund has a lower balance at 100% of annual costs.

When combined, because the social security trust fund is so much bigger, the combined amount is a little less than the 200% that is in the OASI trust fund.

https://www.pgpf.org/article/how-does-social-security-work/

22. Annual Contributions to the Fund Vary

Over the course of the last 50 years, annual contributions as a share of GDP – again, so that the numbers have some meaning – have been both positive and negative. In the 1970s, annual contributions were negative, meaning that revenues were less than benefits paid in most years.

In 1983, recognizing both that the trust fund was being depleted and that there was a baby boom working its way through the system, Congress passed the Social Security Amendments Act of 1983.  The Act did the following:

a. Increased payroll taxes
b. Instituted a tax on social security benefits – up to 50% had to be included in taxable income of higher-income beneficiaries.
c. Cost of living adjustments
d. Increased retirement ages
e. Delayed retirement credit – increased the bonus for workers delaying their age at which they start to receive ss.
f. Expanded coverage to Federal workers and nonprofit employees

This lead to a period of nearly 30 years where in each year excess revenues added to the trust fund. By the end of this 30 year period, the trust fund was at about 400% of annual expenditures.

In 2012, baby boomers started reaching retirement age. As the ranks of the retired started growing more rapidly than it had previously, contributions to the trust fund turned negative and will be negative forever without some changes to the program.

According to this graphic, the trust funds will be depleted by 2034. New work by the SSA suggests that it might be earlier, perhaps 3032.

There are a variety of reasons for this, with baby boomers being the most obvious source of the problem.

Growing inequality and life expectancy are other contributors.

https://www.pgpf.org/article/how-does-social-security-work/

23. Why the Change in Direction? Aging Population

As the population ages, a larger share of it falls into the retired category – meaning that a relatively higher share of the population is claiming benefits.

As you can see from the graphic, through just about 2030, the number of people age 65 and older will be growing at a rapid rate.  After 2030, the baby boom generation will have moved beyond 65 years old – that actually happens in 2029.

The size of the population over 65 does continue to grow, however, largely because of increase lifespan.

A more pressing problem is that the birth rate has been declining for most of the last 60 years – the years since the baby boom cohort was born. 

24. Lower Births = Slower Labor Force Growth

In 1909, women in the United States were giving birth at a rate of almost 130 births per 1,000 women aged between 15 and 44. That fell dramatically through 1930 and stayed low during the great depression. With a combination of returning WWII soldiers, sudden economic prosperity, and cultural shifts, the birth rate went back up to 120 births per 1,000 by the late 1950s.

This was followed by a rapid decline in the 1960s, likely fueled by some combination of the following:
a. The introduction of the birth control pill
b. Women’s empowerment and workforce participation
c. Delayed marriage
d. Changing legal landscape – legalization of abortion, in particular.
e. Shifting cultural norms.

The birthrate was relatively constant between 1970 and 2007. After 2007, however, the birthrate started a significant decline from about 65 to 55 births per 1,000 women.

The decline cannot be explained by economic, demographic, or policy changes. Instead, it is just a result of lower childbearing rates across successive cohorts – over time, women of the same age delaying childbirth.

The problem with this, when combined with an aging population is that ultimately it means a smaller labor force and fewer people paying into the system – fewer people paying in and more people taking out.

https://econofact.org/the-mystery-of-the-declining-u-s-birth-rate

25. Number of Covered Workers per Beneficiary

This ratio is closely watched and has indeed been declining for some time. 

In 1965, there were 4 workers for each retiree receiving social security benefits. Currently, there are just 2.7 and is projected to fall further to 2.2 by 2045.

https://www.pgpf.org/article/how-does-social-security-work/

26. Number of Covered Workers per Beneficiary

<just another way of illustrating the declining #s – don’t include both slides>

27. Life Expectancy Continues to Rise

The number of retirees has been growing because of increased numbers of people reaching retirement age.

It turns out that that it has also been growing because life expectancy continues to increase meaning the people will continue to receive their social security checks for longer and longer periods – effectively increasing the size of the retired population over what would otherwise have been.

As the graph illustrates, a 65-year old woman in 1940 would have expected to live to be 79.  Today, she can expect to live to be 86 and by 2100, she will expect to live to be 90 years old.

So, increasing life expectancy also strains the social security system.

28. Life Expectancy Continues to Rise (an alternative graph)

<Just another way of illustrating – don’t include both slides>

https://www.pgpf.org/article/how-does-social-security-work/

29. Increased Wage Inequality is A Problem

It turns out that increasing wage inequality is also problematic for social security.

This is an artifact of the income cutoff. Here is how to think about it. If increases in income are evenly distributed across workers, then social security taxes will grow. If, however, increases in income all accrue to people making more than the cap of $184,500, the social security taxes will not grow.

As illustrated in the graph, between the early 1980s and 2020, the share of income received by the top 1$ has grown from just 8% to nearly 14% - the blue line.

What the graph also illustrates is the share of wages that are above the payroll cap – the red line. In 1982, that share was just 10%.  By 2020, that share had grown to be almost 18%. That means that 8% of wages that in 1982 would have been taxed are not taxed in 2020.  This reduces social security taxes, straining the system.

30. Tax Base is Dwindling

<just another way of showing what was on the previous slide – don’t present both>

31. Trajectory of Funds

The problems that I have mentioned – baby boomers (growing 65+ pop), declining birthrates, increasing life expectancy, and increased income inequality – are all working against a sustainable social security system. There are no other forces working opposed to these.

As a result, we are seeing declines in the size of the OASI trust fund. We talked about 10 minutes ago about where we are today – 200% of annual costs – and this graph shows where we are going.

Again, the OASI trust fund balance will decline for the foreseeable future, reaching zero somewhere around 2032 or 2034. Although the disability trust fund continues to grow, it is too small to offset the deficits in the OASI trust fund.

32. What Happens When the Trust Funds Run Out?

I just mentioned that the trust funds are going to run out within the next 6-8 years. It is important to address the question of what happens then?

The answer is decidedly NOT that social security will disappear. Many worry about whether or not it will be there when they retire. It will be.  However, it might be significantly less generous.

ON this graph, the blue lines – solid and dashed – represent payable benefits. The dashed red line reflects the level of scheduled, but not fully payable benefits; the deficit in the system.

If there is no change to the program, benefits will have to be cut by 18% in 2033 when the trust fund is exhausted. This is very different from the program going away, but it is significantly less generous than it is today.

The problem gets worse through the end of the decade as benefits will have to be cut by 26% in 2098 without significant programmatic changes.

33. An Idea of the Implications

How much is this?  For low-income recipients, the decline in benefits will likely be between $8 and $11 thousand.  For high-income recipients the decline will be between $18 and 24 thousand. For especially the low-income recipients, this loss is meaningful and will significantly affect the standard of living of those in that household.

34. Where Does The Money Come From?

Ok, let’s back up a little bit and talk about where ss revenues come from. I have been talking almost exclusively about payroll taxes, but there are other sources – however, they are pretty small relative to payroll taxes.

35. Sources of SS Revenue

Payroll taxes make up 91% of revenues, interest earnings from the trust fund just 5%, and the taxation of benefits are just 4% of revenues.

https://www.pgpf.org/article/how-does-social-security-work/

36. Section Slide: Where Does The Money Go?

A perhaps more interesting question is: where does the money go?

37. Where Does The Money Go?

We have talked about retirement benefits, but the money also goes to disability, survivor, and supplemental security income benefits.

Our real concern here is with retirement benefits, so in what comes, we will focus on that. We’ll talk primarily about how the benefits are determined for individuals.

38. What Determines my SS Benefit (PIA)? (Primary Insurance Amount)

Your social security benefit is referred to as your “primary insurance amount” or PIA.

The PIA is determined by 4 different criteria:

1. Your work history – you need 40 work credits to qualify and a credit = $1,810 in earnings.
a. This amounts to about 10 years of earnings of more than $21,720.
2. Your earnings history – but only up to the cap.
a. Your PIA is a function of your 35 highest-earning years.
3. Your birth year – which determines your full retirement age (FRA).
4. Your claiming age - benefits increase by about 8% for each year that you wait.
a. Claiming at 62 instead of 67 reduces benefits by about 30%.
b. This is, of course, dependent om how long you expect to live. If health issues suggest short life span, it might be in your interest to file early.

39. What Determines my SS Payment Size (PIA)?

More details – not necessary to present.

40. How Big Are Payments?

Given those 4 criteria, how big do payments tend to be. The answer is about $2 thousand on average. This varies widely on what age you first start claiming.

At age 62, the maximum payment wil be $2,831
At age 70, the maximum payment will be over $5,000.

There is also a minimum benefit which ranges between $50 and $1,100.

41. Social Security Benefits Are Comparatively Low

By international standards, these benefits are comparatively low. Among OECD countries – Organization for Economic Cooperation and Development – the United States is in the bottom half in terms of the generosity of the benefits.

On average, in the United States, Social Security replaces a little less than half of your earnings.

The OECD countries range from a high of nearly 80% in Greece and Spain, to a low of just under 20% in Lithuania. Australia also has very low retirement benefits at about a 25% replacement rate.

42. Section Slide: Remember: We have A Problem

Despite our low level of benefits, the important thing is that we have a problem. The trust funds are declining rapidly.

43. Trust Funds Are Running Out

Just a reminder that they trust funds run out between 2032 and 2034 – within the next decade.

44. So, We Have A Problem

We are facing significant benefit cuts within the next decade if nothing is done to enhance revenues or reduce annual costs.

45. Section Slide: Hard Choices(?)

This begs the question of what we do about it. Let’s talk about some of the potential costs that we might face.

46. Let’s Cut to the Chase…

narrative

47. SS as Social Insurance vs Welfare?

<this seems like maybe a good place to put this discussion. It has influence over what you think appropriate solutions might be. Do they maintain the insurance structure or do they become more like a transfer program?>

48. Let’s Consider Some Other Options

When considering additional options, we have to acknowledge that there are two different, but not exclusive, ways of solving the problem.

a. The first is changing revenues
b. The second is changing benefits

Both of these approaches can work to solve the problem.

49. The Following Simulations Brought to you by:

Lucky for us, the Committee for a Responsible Federal Budget has put together a simulation that allows us to look at different revenue and benefit changes to get an idea of which might be the most productive, purely from a dollars standpoint.

The simulation indicates just how much of the shortfall can be closed by using a variety of different policy options.

Let’s look first at some revenue change options to see how hard it is to close the gap using just changes in revenues.

50. Possible Changes to Revenues

On the left-hand side of the slide, there are several options presented for changing revenues. The column to the right of each option indicates just how much of the gap is closed by using each option.

The gap is indicated in the graph on the right-hand side of the slide. The blue line indicates projected outlays and the red line indicated projected revenues. The gap is self evident.

The first option for changing revenues is a change in the payroll tax rate.

a. Changing the tax rate: although not indicated in the slide, the online simulator suggests that for each 1 percentage point increase in the tax above 12.4%, about a quarter (26%) of the gap is closed.
i. This could be a very effective way of solving the problem.
ii. However, it comes at a significant cost to the progressivity of the system. Most of the burden of the increased taxes would be felt by lower income households.
1. Recall our conversation earlier about how the tax rate falls once your income exceeds the taxable maximum.

b. Changing the Taxable Maximum
i. Subject All Wages to Payroll Tax
1. This would close 56% of the gap.
ii. Subject 90% of Wages to the Payroll Tax: The taxable maximum is $184,500 in 2026. Suppose the taxable maximum were increased so as to maintain a 90% coverage ratio – that is, 90% of wages would be taxed by social security.
1. The taxable maximum would have to increase to $330,500 in 2026 to achieve the 90% coverage ratio.
2. This increase would close 25% of the gap.
iii. Tax All Wages Above $400,000.
1. This is a part of the Biden commitment to not raise taxes on individuals making less than $400,00.
2. It is, however, instructive to include it here as it seems to solve more of the problem than subjecting ALL wages to the tax.
a. The difference is because subjecting ALL wages to the tax results in a greater increase in benefits to account for the higher taxes to many more people than does just subjecting $400,000 and above in addition to all income below $184,500.
3. This proposal closes 67% of the gap.

c. Cover Newly-Hired State & Local Workers
i. This proposal doesn’t go very far because it only covers newly-hired, so the effect is really at the margin.
ii. It closes some of the gap because of the significant time lag between starting to pay into the system and taking out benefits.
iii. It closes just 5% of the gap.
d. Apply the Payroll Tax to “Cafeteria Plans”
i. Cafeteria Plans – are when an employer offers an employee a variety of income-based or non-income based benefits, such as health insurance or matching contributions to a retirement plan.
ii. The notion here is that at the margin, if you make less than the cap, you would rather take noncash benefits, or any benefit that is not subject to the social security tax – reducing program revenues.
iii. Subjecting the cost of the choices under the cafeteria plan to taxation acknowledges that these are benefits with value in the same way that regular income has value. Just because you take that value in the form of, say, health insurance, might not be a good justification for not having to pay payroll taxes on it.
iv. This proposal, too, solves relatively little of the problem, just 10%.

e. Increase taxation of Social Security benefits
i. In 1993, Congress increased the threshold for taxation of social security benefits to 85%.
ii. The proposal considered here would raise that to 100% of social security benefits that are taxable.

One thing that is important to note is that from an economist’s perspective, an increase in the taxes paid on social security benefits is just another way or reducing benefits. A tax increase may well affect recipients at different income levels differently – higher income households will pay a higher marginal tax on benefits – but the end result is a reduction in benefits for all recipients.

51. Possible Changes to Revenues: Example

Suppose we pick one of those proposals for raising revenues and we tax all wages in excess of $400,000 in addition to those below $184,500.  This leaves a significant donut hole of income that does not get taxes – income between $184,500 and $400,000.

The graph on the right illustrates that this proposal has both revenue implications and s very small expenditure cost as the new “Outlay” line (dashed) is above the old one out towards the end of the time period. This happens because those who are now taxed more highly have more credit in the social security system and they now receive higher benefits.

The major takeaway from this proposal is that revenues increase significantly and stay high, amounting to about 16% of payroll by 2050.

This proposal gets us about two-thirds of the way to solving the problem.

52. Changing the Cap Can Go A Long Way…

Let’s step back and consider a variety of different ways of changing the cap. This graph has 4 different proposals in addition to the baseline. The baseline is the steepest line.

The teal line is comparable to what we just considered, but it does not include increasing benefits. This alone, solves the problem through 2025 – assuming that it is enacted now.

We will talk shortly about how much the adjustments change by delaying a solution to the problem. Turns out to be significantly.

The blue line reflects what happens to solvency if we eliminate the tax cap and do not increase benefits accordingly. This delays insolvency until about 2067, or nearly 34 years.

53. Possible Changes to Benefits

As with revenues, there are a variety of ways to close the gap by reducing revenues.

One way is to reduce initial benefits, by some percentage. As opposed to increasing the tax rate, a 1 percentage point reduction in initial benefits closes just 3% of the gap.

Other options include slowing the initial benefit growth. This can close up to 60% of the gap depending on what proportion of earners this slowed benefit growth applies to.

Another way of closing the gap is raising the retirement age. This can close as much as 39% of the gap. We will discuss this option specifically in a couple of slides.

54. Possible Changes to Benefits: Example

For now, let’s consider what happens if we slow benefit growth for the top half of earners. This means that over time their benefits will be less and less generous. This solves about one-third of the problem.

It is worth noting that this strategy also lowers baseline revenues – the dashed red line is below the solid red line after a time. This happens because lower levels of social security benefits will slow the growth of the economy.  Retirees tend to spend nearly all of their benefits.

55. Suppose We Do Both! Problem Solved

Between the two examples, we have revenue enhancements and benefit cuts that completely solve the insolvency crisis. Revenues accounting for 2/3 of it and benefit cuts accounting for 1/3 of it.

The problem is not intractable, until politics comes into play.

56. Some Additional Thoughts on Options

There are other policy options available beyond those in the simulation, including changing cost of living adjustments and raising the retirement age.

Both of these should be considered a reductions in benefits.

Let’s talk more about raising the retirement age as it is rather complicated.

57. Raising the Retirement Age

At first blush, it seems an equitable solution. Delaying the retirement age costs all beneficiaries about 8% of their total benefits. First thing to note: this is a benefit cut, plain and simple.

If low income and high income alike get an 8% cut in benefits, this seems fair. And if we raise it to 69 and then index the retirement age to longevity.

First blush is not necessarily correct. If you think about it in terms of the implications for income, it is a very different story.

58. Program is Very Important for Low-Income Retirees

As you might imagine, social security provides a higher percent of total income for low-income households than it does for high-income households.

As you can see, social security provides 81% of income for low and moderate income households, but just 15% of income for high income households.

If we reduce social security benefits by 8%, that is a bigger hit to total income in low-income households than it is to income in high-income households. Therefore, the effective tax on income for low-income households is higher than it is for high-income households.

Raising the retirement age could therefore be considered a regressive proposal for solving the broader problem – it imposes a more significant burden on low-income households than high.

59. Raising the Retirement Age

It is also abundantly clear that low-income workers just live shorter lives than to high-income workers.

Among women, the difference in longevity is just over 10 years – with high-income women outliving low-income women by 10.1 years.

Among men, the difference is more pronounced, at 14.6 years.

This observation has several considerations:
a. One you reduce social security benefits by a year, you are effectively taking away a greater proportion of the duration of benefits for low-income workers than for high-income workers.
b. The reality is that an increase in the retirement age will reduce the number of low-income workers that live long enough to receive benefits MUCH more than it will high-income workers.
i. Lifespan is an average – many low and high income workers live longer and shorter lives than lifespan indicates.
ii. More of the distribution of deaths for low-income workers will ALWAYS be to the left of the retirement age than for high-income workers.
iii. In fact, if you index the retirement age to lifespan, you could imagine the retirement age at some point exceeding the lifespan of low-income workers.

The ability of low-income workers is after less than those of high-income workers to postpone retirement for another year. As is reflected in the differences in lifespan, many low-income workers have spent their entire adult lives working jobs that wear heavily on the body – much more so than high income workers.

60. Investing in the Stock Market

Another solution that is often discussed is investing the funds in the stock market. The first thing to contemplate is that there is not this grand pile of cash sitting somewhere that can be invested in the stock market. There is a trust fund, but remember that it is in nontransferable treasury securities. The only way for the trust fund to be a pile of cash would be for the government to borrow it from the public.

Now, it is possible that over time, more and more funds could be available for investment in the stock market, but this is a wholesale change in the nature of the program. It is currently pay as you go, meaning those who pay in are paying benefits today. In order for there to be funds in the stock market, that would have to change. Current retirees would have to get their benefits from somewhere else.

There are a variety of ways that this transition could happen, but that’s not what we are about, so we will leave it here.

It is also important to note that investing in the stock market will not do much to solve the problem. Were the trust fund diversified into the stock market, that would close just 6% of the gap. 6% isn’t nothing, but it would have to be a part of a much larger solution.

Other considerations:
i. Government investing in the stock market is troublesome. Many have problems with the government lending money to the markets. This would be even more government intervention in markets than we currently (almost) ever do.
ii. The logistics of allowing individuals to customize their portfolios are enormous. They are also subject to political influence and influence from Wall Street.
iii. Finally, because the stock market doesn’t always go up, it is entirely possible that the system would become more fragile.
1. Imagine if you were a retiree in 2008, you would have lost a substantial part of your portfolio in 2009.
2. The solution is to gradually shift people away from stocks toward more stable assets as they approach retirement, but:
a. This erodes the returns from investing outside of treasuries.
b. It does nothing to offset losses that might have come earlier in the retiree’s life – eroding their potential income in retirement.

What exactly is the solution should the stock market variability ultimately result in significantly higher poverty rates amongst the elderly? There has to be one and I don’t know what it is other than some sort of federal government backstopping of the system.

There are a variety of other solutions out there that might well have a greater impact than investing in the stock market.

61. Other Solution? Tax More Than Just Earnings

One solution is to tax more than just earnings. In particular, what about capital gains?  There are families that do not receive wage and salary earnings, but live off of capital gains. Granted, they don’t get much in terms of benefits from the system, but they don’t pay in either. The math hasn’t been done, but broadening the base in this way might well increase revenues more than outlays.

Social security is an income maintenance program, it is not a wage and salary maintenance program. There is no good economic reason for not taxing capital gains in addition to wage and salary income.

62. Another Solution?

Yet another unconventional solution is to increase immigration amongst working age individuals. One of our problems, as we have seen, is that the ratio of working age individuals relative to retired individuals is shrinking, challenging the pay as you go nature of the system.

We know that there are many working age individuals wanting to come into the country to work. Allowing more of them to come in in a fully documented way would help to ease the stress on the social security system.

63. Immigrants to the Rescue?

In the years since the onset of the pandemic in February 2020, nearly all of the increase in employment has come from among the foreign born population. The  working foreign born population increased by 16%, while the native born working population increased by just 1%.

We have a problem with the native born population and declining rates of labor force participation. Increasing documented immigration could go a long way towards shoring up the system.

64. General Principle of Solutions

<I think this is more or less self explanatory>

65. Social Security Benefits Are Progressive

Benefits increase with your past average earnings, but much more slowly than average past earnings. That is, the ratio of benefits to earnings declines as earnings increase.

As is depicted in the graphic, the ration of past average earnings to benefits is about 2:1 for low income households, but is about 4:1 for the households that paid the maximum taxes, ie, income was at or above the tax cap for the majority if their working lives..

https://www.pgpf.org/article/how-does-social-security-work/

66. Important Note

We can gauge how severe the solution will have to be by estimating how much of a tax increase OR benefit cuts will be necessary to close the gap at different points in time.

Looking first at payroll taxes, if we had imposed a solution in 2025, we would have needed a 29% increase in taxes. If we wait until 2034, we will need a 34% increase in taxes.

Looking at benefit cuts, in 2025, we would have needed just a 22% cut in benefits, but if we wait until 2034, we will need a 26% cut in benefits.

It would behoove us to implement a solution sooner rather than later.

67. Summary

Just summarizing the major points:

1) 2033 is when OASDI trust fund is likely to be exhausted
2) Reasons for the problem:
a. Aging population
b. Declining birth rates
c. Wage inequality
3) Benefits will have to be cut significantly (18-19%) if nothing is done, but the system will continue.
4) There are lots of good ways to solve the problem, but political will is clearly lacking.

68. Questions
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