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Policymakers should therefore pursue a major expansion of Social Security. There are a number of attractive ways to do this. I articulate three principles that should guide such an expansion, then describe three options that would satisfy the following principles: Social Security benefits should be enough for retirees to live on, on their own The features that have made the program such a success to date, including its universality and its dedicated, untouchable financing stream, should be preserved The existing program’s long-term financing shortfall should be closed via new revenues rather than benefit cuts, with the pain of this offset by real, visible benefits in the form of higher payments to retirees The following three policy options are consistent with these principles Three policy changes to expand Social Security EXPAND THE PROGRAM VIA PROPORTIONATE INCREASES TO TAX RATES AND TO ALL RECIPIENTS’ BENEFITS A modest increase in the payroll tax rate of less than one percentage point—from 6.2 percent to 7.2 percent, respecting the current taxable earnings cap—on both workers and employers would finance a 15 percent benefit increase for all current and future retirees as well as survivors and disabled workers. This could (and should) be scaled to provide larger increases—for example, a 2 percentage point increase in the tax rate would finance a 30 percent increase. If disabled workers’ benefits were excluded from the expansion, the benefit increase would be larger, 18 percent per percentage point on the tax rate. ELIMINATE THE CURRENT TAXABLE EARNINGS CAP, AND SPLIT THE REVENUES AMONG INCREASING BENEFITS FOR THOSE WHO PAY HIGHER TAXES, CLOSING THE FINANCING GAP, AND INCREASING BENEFITS FOR THE LOWEST EARNERS Earnings above $118,500 per year are exempt from Social Security taxes, specifically the Federal Insurance Contributions Act, or FICA, taxes. Only 6 percent of workers earn more than this amount, but the share of wages above the threshold has grown as these income earners have pulled away from the rest of the workforce.19 Eliminating the cap, without increasing benefits, would yield more than enough revenues to close the 75-year projected finance shortfall for Social Security and Social Security Disability Insurance.20 More consistent with the principles above would be to use some of the revenues to increase benefits for high earners in order to preserve the program’s universality while imposing a reasonable cap on the size of the individual benefit. Another portion should go toward increasing benefits for lower-earning recipients. This would help promote retirement security and would create a constituency to support the cap elimination. The remainder could still make a substantial down-payment toward eliminating the financing gap. If earnings were subject to taxes without a cap but non-wage income remained exempt, many high earners might reclassify their earnings as capital gains or business income. To prevent evasion while being consistent with the overall structure of the program, the FICA tax might be applied to all personal income above the taxable earnings cap, regardless of whether that income comes as earnings or in another form. This would raise dramatically more money, more than enough to close the entire financing gap and support larger benefit increases for low-income retirees. While a few very high-income individuals would face sharply increased tax bills under this proposal, dedicating the revenues to the Social Security trust fund, just as FICA taxes are today, would promote the tax increase’s political viability and protect it from attack. CREATE AN OPTIONAL EXTRA TIER OF SOCIAL SECURITY, INTO WHICH WORKERS COULD CONTRIBUTE IN ORDER TO PURCHASE EXTRA BENEFITS WHEN THEY RETIRE Some higher-income workers may want more retirement consumption than even an expanded Social Security benefit can support. As discussed above, pervasive market failures make private retirement saving very inefficient. The government can solve this problem by allowing savers to use the existing Social Security infrastructure, with its built-in mechanisms, to pool and share risks at much lower “load” than any private savings vehicle. Pricing of optional add-on benefits would need to account for a modest degree of adverse selection, as those with longer life expectancies would be somewhat more likely to participate. It would also be more expensive to administer than the current system, though likely much less so than existing private annuity products given the existing infrastructure to track contributions and benefit eligibility. But even with pricing that accounts for these extra costs—set to ensure that the new tier of optional add-on benefits is entirely self-financing—this would be a very attractive option relative to the private annuity market. Participants would contribute throughout their careers, with no need to make investment decisions, pay fees, or face market risk. In return, they or their survivors would receive higher benefits when they retired, became disabled, or died. Other proposed changes that are similarly consistent with the principles enumerated above are also worthy of consideration. It is noteworthy, however, that recent discussions have moved away from the ideas of pre-funding Social Security benefits and investing trust funds in equities. These do nothing to address the above principles, and only expose the program (and the retirees it supports) to political and market risk.
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