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TO JUDGE THE ADEQUACY OF SOCIAL SECURITY
payments, analysts often compare current benefits to
a recipient’s previous wages. They determine the per-
centage of the old wage that the new benefit
replaces, or its “replacement rate.” While the replace-
ment rate is revealing, it is susceptible to the accura-
cy of the measures on which it is based. For example,
if a recipient’s previous wage is assumed to be larger
than it actually was, then the replacement rate
appears too small—and a benefit that is adequate, or
even generous, seems to be neither.! Replacement
rates have important consequences. If they are
indeed larger than we think, so that benefits more
closely resemble old wages, then policymakers who
are trying to achieve a specific replacement rate may
be aiming for the wrong target and, in some cases,
unwittingly inducing workers to retire.

Replacement rates usually compare a worker’s ini-
tial benefit at age 65 (called the primary insurance
amount) with his or her presumed wage at age 64.
Figure 1 shows the earnings pattern that the Social
Security Administration assumes for an average-
income worker. Today this worker would be entitled
to a benefit of $11,854 at age 65, yielding an initial
replacement rate of 40 percent of his or her earnings
of $29,732 in the previous year (point A).

1. In addition, measuring replacement rates is complicated by the
fact that the needs and wages of workers continue to vary after
retirement. This Straight Talk addresses alternative measures of
replacement rates at the time of retirement; a subsequent Straight
Talk will explore the issue of replacement rates during the retire-
ment span.

As indicated in recent research sponsored by the
Social Security Administration (SSA), however, this
traditional presumed earnings pattern is not very rep-
resentative. First, the pattern is based on the average
wage of workers who actually work in any given
year—it does not include those who skip work that
year.? Thus, it significantly overestimates average
earnings. Second, this average wage across all age
groups will always be constant relative to the average
wage in the economy. But, in fact, younger people
and older people generally have lower earnings than
do people in their middle ages.

Figure 1 also displays the earnings pattern of an
average-income worker, based on actual earnings
records, developed under the SSA’s Modeling
Income in the Near Term (MINT) project. This work-
er would be entitled to a benefit of $9,728 at age 65.
Depending on how her preretirement earnings are
measured, her benefit’s replacement rate varies. For
example, the benefit is 44 percent of the worker’s
highest indexed wage of $22,295 (point B). If the
worker’s earnings in her 35 highest-earning years are
averaged, as is currently done in the calculation of
Social Security benefits, then the replacement rate
rises to 52 percent (point C). But if the benefit is
compared with the retiree’s recent earnings, which
have declined to $14,823 by age 60, her replacement
rate is actually 66 percent (point D).

Each of the above replacement rates is based on
wages that have been manipulated to account for
wage growth. That is, they reflect growth that goes
beyond improvements in the cost of living—they
reflect improvements in the standard of living.
However, many retirees may be satisfied just to
maintain their ability to purchase: They want the
same purchasing power they've had all along. If this
is the case, replacement rates could be derived from
individual wages adjusted for inflation instead of

2. Straight Talk No. 19, March 15, 2000.
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wage growth (see box). Since prices usually rise

more slowly than wages, this would result in lower FIGURE 1. Alternative Measures of Replacement Rates?

past wages and higher replacement rates.
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ment decisions. If replacement rates are higher than

we think theY are, then it is understandable that Source: Eugene Steuerle, Adam Carasso, and Christopher Spiro, The Urban
some people choose to retire earlier than otherwise Institute, 2000. . ,

a. Replacement rates for average earners retiring at age 65 in 2000.
mlght be expected. b. Top line suddenly rises because only earnings before age 60 are wage indexed

by Social Security.
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2000 who always earned the average wage in the econ-
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1957 to 1995 prices increased only fivefold—creating a
past earnings history that looks different from the one
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