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SOCIAL SECURITY REFORM  

Mr. Chairman and Members of the Subcommittee: 

Thank you again for the opportunity to testify on ways to try to build a viable 
system of Social Security for the 21st century.  As you have requested, much of my 
testimony will deal with our increasing inability to protect the young, the truly old, and 
the vulnerable when Social Security morphs into a middle-age retirement system. 

As I have noted before the full committee a month ago, the legacy we are about to 
leave our children is a government whose almost sole purpose is to finance our own 
consumption in retirement.  The impact on the budget is being felt already. Medicare and 
Medicaid long-term care are primary sources of this problem since they combine the old 
age problems of Social Security with the excessive cost growth that derives from an 
open-ended health care budget.  But Social Security is the flagship around which the rest 
of the fleet hovers, whether it is old age health care insurance or private labor 
compensation schemes that the follow Social Security in encouraging people to retire in 
middle age.  

Define “lifetime benefits” as the value, at age 65, of Social Security and Medicare 
benefits as if they were sitting in a 401(k) account that would earn interest but be drawn 
upon over retirement. In today’s dollars, lifetime benefits for an average- income couple 
have risen from about $195,000 in 1960 to $710,000 today ($439,000 in Social Security 
and $271,000 in Medicare) to over $1 million for a couple retiring in about 25 years (over 
$1/2 million in both Social Security and Medicare—see figure 1). These numbers quickly 
reveal what is happening to the budget as a whole. We cannot provide a very large 
portion of American couples $1/2 to $1 million of benefits and simultaneously encourage 
them to drop out of the workforce for the last third of their adult lives without affecting 
dramatically the services that can be provided through the budget to our children and to 
working families. 

These benefit are provided so early in life that many people are “tricked” into 
believing they will be well off in retirement when such is not the case.  Income may 
appear adequate to a person at age 62 or 65 when in fair to excellent health and there is 
more likely to be a spouse around to help with minor impairments.  However, twenty 
years or more later—and most couples get benefits for more than 20 years—the income is 
not enough.  Social Security income falls relative to wages and living standards, private 
pension income often falls even in real terms (often because it is not wage indexed), 
earning power decreases, and there often is no longer a spouse around for mutual 
assistance.      
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A MIDDLE-AGE RETIREMENT SYSTEM SERVING THE VULNERABLE 
LESS EACH YEAR 

Social Security’s current dilemma centers almost entirely on the drop in 
scheduled workers per retiree.  It is and remains a labor force issue. Although more 
saving would be nice, whether in trust funds or retirement accounts, we are not going to 
save our way out of this problem. Consider some of the consequences of the current 
system.  

Social Security has morphed into a middle-age retirement system.  

• Close to one-third of the adult population is scheduled to be on Social Security 
within about 25 years. Including adults on other transfer programs, we are 
approaching the day when the majority of the adult population will depend upon 
transfers from others for a significant share of its support. 

• People already retire on average for close to one-third of their adult lives. 

• The average Social Security annuity for a man retiring at 62 lasts 17 years, for a 
woman 20 years, and for the longer living of a couple at least 25 years. The life 
numbers are even higher for those with above-average lifetime earnings because 
they have above-average life expectancies. 

• When Social Security was young—for instance, in 1940 and 1950—the average 
worker retired at about age 68. To retire for an equivalent number of years on 
Social Security, a person would retire at age 74 today and age 78 in another 60 
years (figure 2). 

Almost every year a smaller share of Social Security benefits goes to the most 
vulnerable. 

• By constantly increasing benefits to middle-age retirees, at least as defined by life 
expectancy, smaller and smaller shares of Social Security benefits are being 
devoted to the elderly (figure 3). If progressivity is defined by how well the 
vulnerable are served, the system is becoming less progressive every year. 

The economy gets hit several ways, not just in terms of costs. 

• Among the most important, but ignored, sides of the Social Security budget 
equation is the decline in growth of the labor force (figure 4, with its additional 
effect on slower growth in national income and revenues). 

• When a person retires from the labor force at late middle age, national income 
declines. But the decline is borne mainly by other workers, not by the retiree. For 
instance, when a $50,000-a-year worker retires a year earlier, national income 
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declines by approximately $50,000, but most of those costs are shifted onto other 
workers as the retiree starts receiving about $23,500 in Social Security and 
Medicare benefits (much more in the future) and pays about $18,300 less in taxes 
(figure 5). 

• Saving declines because people retire in what used to be their peak saving years. 
For instance, when a person retires for 20 years versus 15, he both saves for 5 
years less and spends down his or society’s saving for 5 years more.  

THE OPPORTUNITY: INCREASING WORKSPANS WHILE PROTECTING 
THE VULNERABLE 

Believe it or not, there is tremendous opportunity in all of this. People in the ir late 
50s, 60s, and 70s have now become the largest underutilized pool of human resources in 
the economy. They represent to the labor force for the first half of the 21st century what 
women did for the last half of the 20th century. The labor demand, I believe, will be 
powerful, and it is mainly our institutions, public and private, that are blocking us from 
making full use of these valuable and talented people. 

Keep in mind that this labor force story differs dramatically from that of the past 
60 years. Two factors made the remarkable decline in labor force participation among 
older men possible: the entry of the baby boom population into the labor force and the 
increased labor force participation of women. The net effect over the post-World War II 
period was an adult employment rate that actually increased over almost all non-
recession years (figure 6). What this tells me is that there is a demand for labor that very 
possibly would be met by this extraordinary pool of talented older workers if institutions 
adjusted to encourage it and let it happen.  

We don’t really know yet how all of this will play out. But if we remove the 
disincentives to work, increased labor force participation could make all sorts of budget 
decisions easier over the long run. Again, it is because increased labor will add both to 
national income and to revenues—thus lessening how drastically programs for the young 
AND the old have to be cut. 

RE-ORIENTING BENEFITS TOWARD THE OLD 

Restoring Social Security to an old-age, not a middle-age, retirement program can 
be done partly by increasing the retirement ages (including the early retirement age—else 
it is just an across-the-board benefit cut). A related move would be to backload benefits 
more to help those who are older. Whatever the leve l of lifetime benefit settled upon in a 
final reform package, actuarial adjustments can provide more benefits later and fewer 
earlier. These adjustments can take various forms: adjust benefits upward when Social 
Security predicts that average life expectancy has fallen below, say, 12 years (about age 
74 in 2005 and indexed for life expectancy in later years) and downward in earlier ages; 
or provide a lower up-front benefit in exchange for post-retirement wage indexing.  
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A related adjustment would be to provide a better actuarial adjustment for 
working longer. Currently we subsidize people to retire early. While lifetime benefits are 
about the same for a worker retiring at, say, age 62 or 65 or 68, the worker who stays in 
the workforce contributes much more in the way of tax. A greater differential between 
earlier and later retirement would be appropriate both from a fairness and an efficiency 
standpoint.  Note that there are two separate adjustments that have to be dealt with here—
first, the adjustment simply for delaying the receipt of benefits, and, second, some 
adjustment for additional contributions made by those who work more.  Among the 
problems with the current system in the latter category is the silly way that it counts only 
so many years of work—thus giving the worker who works 45 years at $35,000 (wage 
indexed) substantially fewer benefits than the worker who works 35 years at $45,000. 

These changes in retirement ages and in the lifecycle distribution of benefits have 
many positive effects. They progressively move benefits to later ages when people have 
less ability to work, lower income, and less help from a spouse to deal with impairments. 
Support in old age was the original purpose of the program. They put labor force 
incentives where they are most effective—in late middle age, including the 60s, when 
most people report being in fair, good, or excellent health. When cuts in benefit growth 
rates are required, they cause less hardship than almost any across-the-board benefit cut 
for two reasons: first, they are more likely to increase revenues, thus making it possible to 
afford a better benefit package, and second, they don’t affect the benefits of the truly old 
as long as they adjust their work lives in line with the changes in the retirement ages.  

I recognize that some people are concerned about groups with shorter-than-
average life expectancies. But attempting to address their needs by granting many of us 
who are healthy a 20th and 21st and 22nd year of transfer support and tens, if not 
hundreds, of thousands of dollars in extra benefits for retiring early is a very bad form of 
trickle-down policy.  

An increase in the retirement age can be combined with other provisions that help, 
rather than hurt, groups with shorter life expectancies. One way to do this is to provide a 
minimum benefit aimed at lower- income households and at reducing poverty rates (using 
a poverty standard adjusted for living standards or wage- indexed) among the elderly. 
With such a minimum benefit in place, any of the age-of-retirement adjustments can 
actually increase, rather than decrease, the relative share of benefits for groups with lower 
life expectancies, since their life expectancies are correlated with lower lifetime earnings. 
In fact, with a good minimum benefit, we can increase the income of low-income people 
and reduce poverty rates, even relative to current law.  

One warning is in order here, however. Some minimum benefit packages end up 
more symbol than substance. For instance, they may not be indexed for wages, so don’t 
cost much in the long run. Or they have so many years of work requirement that they 
don’t help some groups of low-income people, especially women. We need Social 
Security and other agencies to provide estimates of the effectiveness of different 
alternatives if we want to provide a base of protection.  
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EVIDENCE ON ABILITY TO WORK 

One question that often arises is whether Social Security needs to provide an 
increasing share of benefits every year to those further and further from date of expected 
death. Three pieces of evidence are provided here: (1) health trends among old and near-
old; (2) physical demands of jobs; and (3) the ability of people to work at similar ages in 
the years before early retirement options and other benefits were made available.  

First, older Americans over age 55 seem to be reporting that their health has 
improved. Figure 7 reports the share of older adults reporting fair or poor health in two 
groups: those age 65–74 and those age 55–64 between 1982 and 2002. Even among those 
age 65–74, the fraction reporting fair or poor health is less than one-quarter. The fraction 
actually reporting poor health is much smaller still. The rest report being in good or 
excellent health. 

 Similarly, among those age 55–59, the share with work limitations has declined 
from 27.1 percent in 1971 to 19.5 percent in 2002 (figure 8). Note that a work limitation 
does not mean inability to work but, rather, a limitation to do certain types of jobs. In any 
case, the trend moves in the same direction: as years pass, fewer people of a given age 
have been reporting work limitations.  

Survey results such as those just reported, of course, involve qualitative data. We 
need to check alternative evidence. A second approach is to try to find trends in physical 
limitations of jobs using a similar measure over the years. One source, shown in figure 9, 
indicates that the share of U.S. workers in physically demanding jobs has declined from 
over 20 percent in 1950 to about 8 percent in 1996. 

Finally, let us compare the labor force participation of males with a similar life 
expectancy from 1940, when Social Security first paid benefits, until 2001. In figure 10, 
we see that about 86 percent of men with about 16 years of life expectancy participated in 
the labor force in 1940. That figure remained high until the late 1960s, a few years after 
men with a similar life expectancy became eligible for early retirement benefit and after 
Medicare benefits were enacted into law. After those enactments, labor force 
participation began a very rapid descent to less than 35 percent.  That decline has leveled 
out and may be beginning to rise slowly—one more piece of evidence that demand for 
labor is shifting to older workers.  

 It is hard to believe that as the physical demands of jobs have declined, people 
have become that much less capable of working. It is more likely that the higher levels of 
benefits in Social Security and Medicare, increasingly available for more and more years 
before expected death, have been the major factors driving the drop in labor force 
participation. 
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CHANGING THE DEFAULT 

Under current policy, federal government spending grows automatically, by 
default, faster than tax revenues as the population ages and health costs soar. These 
defaults threaten the economy with large, unsustainable deficits. More important, they 
deny to each generation the opportunity to orient government toward meeting current 
needs and its own preferences for services. Only by changing the budget’s auto-pilot 
programming can we gain the flexibility needed to continually improve government 
policies and services. 

Rudolph L. Penner (also a senior fellow at the Urban Institute and a former 
director of the Congressional Budget Office) and I have come to believe that there is no 
way to get the budget in order without addressing the issue of these defaults. Budget-
irresponsible defaults apply to many programs of government, but the largest are linked 
to Social Security and Medicare. As currently structured, these programs are designed to 
rise forever in cost faster than national income and revenues—an impossible scenario. In 
Social Security, the problem is caused by the combination of more years of retirement 
support over time and wage indexing for annual benefits.  

Regardless of what Social Security reform is undertaken, some rule should be 
adopted that would put the program back into balance over the long term when, for 
instance, the trustees report for three consecutive years that the program is likely to be in 
long-run deficit. This trigger should force the system’s automatic features to move 
responsibly back toward budgetary balance. 

With the trigger pulled, three of many options at that point strike me as 
particularly simple and easy to implement. First, the early and normal retirement ages 
could be automatically increased two months faster per year than under current law for 
everyone younger than, say, 57 in the year the trigger is pulled. (See also note below on 
removing the confusing language on “early” and “normal” retirement ages.)  Second, in 
those years, the benefit formula could be indexed to the lower of price or wage growth in 
a way that allows average real benefits to increase but more slowly than wages.1 This 
approach could be supplemented by a new special minimum benefit indexed to wage 
growth. Other approaches to this option can also be devised to reduce the growth rate of 
benefits more for high earners than for low earners.2  A third option is to cap the growth 
in benefits for households who, on average, are expected to receive more than, say 
$400,000 in Social Security benefits, or more than $750,000 in Social Security and 
Medicare benefits. 

 I generally prefer any method that tends to increase the retirement ages since that 
allows more revenues for the system and, consequently, higher lifetime benefits for the 
same tax rate. Other benefit reductions, as noted, hit the oldest beneficiaries with their 
greater needs as well as everyone else. For similar reasons, among the “progressive price 

                                                                 
1 Technically, there are different ways that price indexing can be approached. 
2 The term “progressive price indexing” has sometimes been applied to this effort, but there are many ways 
to change the growth rate differentially for workers with different levels of lifetime earnings.  
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indexing” options, I prefer creating a wage- indexed minimum benefit since that is more 
likely to protect the more vulnerable, including survivors, than is a form of progressive 
price indexing that continues to spend larger shares of revenue on increasing benefits for 
succeeding generations of those with well-above-median lifetime earnings. If restrictions 
are placed on lifetime benefits, then retirement age and benefit growth might be adjusted 
at the same time.  But, regardless, the system must be redesigned so that, when on 
automatic pilot, the default option leads to a responsible and sustainable budget. 

 There is, of course, no reason to believe that such automatic changes will alone 
lead to a socially optimum Social Security system. For instance, they do not deal with the 
discrimination in current law against single heads of households. The point of changing 
the defaults is, rather, to migrate from a system in which the Congress has little choice 
but to enact painful benefit cuts to one in which Congress has the opportunity to provide 
more generous benefits from time to time—that is, to play Santa Claus rather than 
Scrooge sometimes, as politics requires.  

By creating a system in which the budget automatically becomes ever more 
responsive and responsible to future taxpayers and beneficiaries, the door is also open to 
spending more now on programs for people who aren’t elderly—especially children—
and on public investments. Or Congress might use the freed-up resources to make Social 
Security benefits more generous to those with low average lifetime earnings or to provide 
more cash to lower- income elderly to help pay for medical payments. And, of course, 
Congress can always choose to raise taxes to provide a higher benefit growth rate in each 
year, though remaining responsible means making each year’s decision to increase 
benefit levels independent of the next year’s.  

 

A WORD ON THE PROCESS 

 One of the issues facing reformers is that the goals they seek are specified too 
tightly, denying to estimators the ability to provide options that achieve those goals better 
or to improve efficiency and equity at the same time.  This may appear to be a technical 
matter, but, in fact, it is a MAJOR process issue in trying to achieve a benefit package 
that, at any given tax rate, does the most to protect the truly old and vulnerable.  Below I 
list some of the dilemmas and ways that they might be resolved. 

Dilemma 1: Making the System More Transparent:  Changing the retirement age is 
explicit—it is not a hidden tax increase or benefit reduction.  Hence, at times, it tends to 
draw more attention than do other reforms that, in truth, are much more threatening to a 
good life in retirement, but are less transparent.  This political reality discourages 
admitting to and addressing the consequences of the middle-age retirement system we 
now have in place. As I continually note, increasing work lives is among the least painful 
benefit adjustments because it puts more benefits in old age when needs are greater, and 
it increases national output and revenues.   
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Dilemma 2: Addressing the Early Retirement Age.  Increasing the normal retirement 
age is nothing more than an across-the-board benefit cut.  It also does nothing to change 
Social Security’s misleading signal that old age somehow starts as early as 62.  Those 
aged 62 are not “old,” if defined by life expectancy.  Failure to adjust the early retirement 
age also gives reform less potential to achieve increases in employment and revenue. 

A variety of reformers, liberal and conservative, tell me that they privately favor 
adjusting the early retirement age but they think it is politically difficult to address 
publicly.  But consider the following two alternatives in terms of language:   

• Congress raises normal retirement age to 70 (indexed for life expectancy), or  

• Congress increases earliest retirement age to 65 (indexed for life expectancy), the 
age it was when Social Security was first enacted in 1935.   

These two could easily be equivalent in terms of the total lifetime benefits provided by 
Social Security, depending upon design.  But the latter looks a lot less radical than the 
former, even if the two are equivalent. 

I suggest also that Congress drop altogether the distinction between early and normal 
retirement ages.  Declare an earliest retirement age and then make adjustments of one 
type or the other after that point.  Again, to concentrate benefits at older ages, I would 
provide a bump up in benefits at older ages. 

Dilemma 3: Increase in Work by Older Workers .  I believe there is considerable and 
growing demand for older workers.  But some of this will take time and is subject to 
uncertainty.  Private behavior by both employers and employees will need to adjust to the 
labor market of the new century.  Estimators, however, generally will not assume very 
large changes in behavior until more empirical evidence is gathered over time.  One 
reason is that they do not know whether the rest of the fleet, including private pension 
systems, will follow the Social Security flagship if it moves back toward providing for 
old age, rather than middle age, retirement.  However, if one adopts a system that 
encourages greater work at older ages, and at the same time, slows down the growth rate 
in benefits when there are projected imbalances, then any yet-uncounted gains from 
additional work effort would effectively allow benefits to grow more than might be 
shown in current projections. 

Dilemma 4: Choosing the Right Target.  As I have noted, lifetime benefits provide a 
better first target for Social Security than do annual benefits, which do not take into 
account the number of years that benefits are received.  As people have retired for more 
and more years, they have effectively reduced the annual benefit and replacement rate 
they could receive for the same lifetime benefit package.  Congress, therefore, might 
consider the advantages for public presentation if limits were placed on lifetime benefit 
packages, rather than particular parameters of that package (e.g., annual benefit).  Would 
the public really object if Congress said that the growth rate in lifetime benefits in Social 
Security and Medicare were to be limited for those couples who were projected to receive 
more than $750,000, at least during periods when the two systems were projected to be 
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out of balance?   Or limited for those couples scheduled to receive, say, more than 
$400,000 in lifetime Social Security benefits?  The President could then be tasked with 
giving Congress alternative options from year to year on how this might be achieved, 
although a default option is again required if no action is taken.   

CONCLUSION 

We can and should fix a Social Security system that favors middle-age retirement 
and that continually reduces both the shares of Social Security resources for the truly 
elderly and the share of total revenues remaining for programs for children and working 
families. A reformed system can easily reduce poverty rates (adjusted for standard of 
living), while providing many others among the truly old a lifetime benefit as good, or 
better, than most generations have received in the past.  It can also deal with other 
inequities and inefficiencies on which I provided more detail in my previous testimony, 
including the extraordinary discrimination against single heads of household and the 
ways that new revenues are weakly allocated to reduce elderly poverty further.  I attach a 
list of suggestions, which expands somewhat on those I provided in my testimony to the 
full committee last month. 
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Summary of Recommendations  

 
• Increase the early and normal retirement ages so that at any given tax rate, the 

system provides fewer subsidies for middle-age retirement and increased 
revenues, higher annual benefits in retirement, higher lifetime benefits, and a 
greater portion of resources to those who are truly old. 

• Drop all language pertaining to early and normal retirement ages, and 
simply enact an earliest retirement age, with actuarial and other adjustments 
(e.g., a backloading of benefits to old age) to be made from there. 

• Backload benefits more  to older ages, such as the last 12 years of life 
expectancy, so as to progressively increase benefits in later ages when they are 
needed more and to increase labor force incentives for individuals still in late-
middle age, as defined by life expectancy. 

• Provide a well-designed minimum benefit to help low-income households and 
groups with less education and lower life expectancies, while simultaneously 
reducing poverty rates (relative to living standards or wages) among the elderly. 

• Determine family benefits for middle- and upper-income individuals in an 
actuarially neutral manner by applying private pension standards, making sure 
that benefits are shared equitably, and reducing or removing significant 
discrimination against single heads of household, many abandoned spouses, two-
earner couples, many divorced persons, those who marry others close to their own 
age, some who pay significant marriage penalties for remarrying, and those who 
bear children earlier in life. 

• Provide a minimum benefit that extends to spouses and divorced persons as 
well as workers  to provide additional protections for groups that are particularly 
vulnerable, and as an alternative to free and poorly targeted transfers to higher-
income households. 

• Count all years of work history, providing an additional work incentive and 
removing the discrimination against those who work longer. 

• Ensure responsible budgetary policy by changing the default rules to 
guarantee the system automatically moves toward balance—say, through 
adjustments in the retirement ages or the rate of growth of annual or lifetime 
benefits for higher- income households—whenever the Social Security trustees 
repeatedly report a likely long-run deficit.  

• Design reform around lifetime benefits by, say, paring the growth rate of 
benefits for those above some amount, e.g., those scheduled to receive over 
$400,000 in Social Security benefits or more than $750,000 in Social Security and 
Medicare benefits. 
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• Reduce the tax gaming used with retirement plans when taxpayers 
simultaneously report interest deductions while deferring or excluding interest 
and other retirement plan income from taxation.  

• Provide additional incentive for plans that do a better job at providing a 
portable benefit for all workers , such as using the FICA tax exclusion to finance 
increased deposits to retirement accounts and guaranteeing all workers in a 
qualified plan a minimum level of portable benefits. 

• Make clearer in the law that employers can use opt-out, not just opt-in, 
methods of encouraging retirement plan participation—without threat of 
lawsuit. 

• Focus retirement plan incentives more on lower-wage workers , for instance, 
through an increase in a modified savers credit, which should be adjusted so that 
it is available for employer, as well as employee, contributions and so that the 
credit is deposited in retirement accounts. 

• Provide safe harbors from lawsuits for designated types of retirement and other 
benefit plans offered by employers who hire or retain older workers. 

• Restore the earnings base for Social Security by increasing the portion of cash 
wages subject to Social Security tax, capping the tax-free levels of health 
insurance that can be provided, and dealing with tax preferences for other 
employee benefits. 

 

 

 
 



Figure 1 
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Figure 2  

 
  

 



 2

Figure 3 
 
 
 
 
 
 

 

Proportion of Men's Social Security Benefits Going to Men 
With More Than 10 Years Remaining Life Expectancy
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Figure 4
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Figure 5
For a worker who earns $50,000…

Increases in Resources Transferred from Others
Social Security Benefits $18,500
Medicare Benefits $5,000

Total 1 $23,500

Decrease in Resources Transferred to Others
Social Security Taxes -$7,700
Federal Income Taxes -$6,600
Other Taxes (Including State and Local) -$4,000

Total 2 -$18,300

Net Change in Transfers Received (Total 1 - Total 2) $41,800

Addendum:  Additional decline in retiree's after-tax earnings $31,700

   otherwise available to meet current and future needs

Source:  C. Eugene Steuerle and Adam Carasso, The Urban Institute, 2002.
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Figure 6 

Labor Force Participation Rates: Males and Females Aged 55+ vs. the 
Adult Population, 1948-2004
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Figure 7 

Share of Older Adults Reporting Fair or Poor Health, 1982-2002
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Figure 8 

Share of Men Ages 55-59 with Work Limitation, 1971, 1992, 2002
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Source:  Richard Johnson and C. Eugene Steuerle, "Promoting Work at Older Ages: The Role of Hybrid Pension Plans in an Aging Population."  
Pension Research Council Working Paper 2003-26.  Available online at http://www.urban.org/UploadedPDF/
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Figure 9 

Figure 9.  Share of U.S. Workers in Physically Demanding Jobs
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No. 5, The Urban Institute, August 15, 1999.  Based on the U.S. Department of Labor, Dictrionary of Occupational Titles (1977) and the 
U.S. Bureau of the Census Current Population Survey, 1971, 1981, 1991 and 1997.  Data points for 1950 and 1960 are taken from the 
U.S. Social Security Administration study Increasing the Retirement Age: Effect on Older Workers in Physically Demanding Occupations 
or Ill Health, 1986. 
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Figure 10 

 


