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Executive Summary

Asthe population ages and an increasing share of Americans exit the workforce for retirement, economic
growth is projected to slow considerably. The aging of the population also undermines retirement
security and puts the Social Security program at risk.

Due to the increasing number of beneficiaries relative to workers, Social Security spending already
exceeds revenue. By 2035, the program’s trust funds will be exhausted, triggering an automatic 20 to 25
percent across-the-board benefit cut under current law.

Social Security spending and revenue must be brought in line to prevent insolvency. However, a
thoughtful Social Security reform plan should go beyond simply assuring actuarial soundness by
also improving retirement security and economic growth. In particular, Social Security reform should
increase national income by promoting work, investment, and fiscal sustainability.

In this paper, we propose a Pro-Growth Social Security Reform framework, which would both shore up
Social Security and grow the economy at a faster pace. Our framework includes four parts:

1. Promote delayed retirement and productive aging by increasing Social Security’s retirement
ages while insulating vulnerable workers with an Age 62 Poverty Protection Benefit (62-PPB) to
boost benefits for low-income workers.

2. Reward work at all ages by counting all years of work toward benefits and by calculating benefits
based on each year’s earnings rather than average 35-year lifetime earnings.

3. Increase savings and investment by automatically enrolling workers in add-on “Supplemental
Retirement Accounts” (SRAs) and placing a share of wages, on top of the payroll tax, in those
SRAs unless a worker chooses to opt out.

4. Improve certainty and sustainability by making Social Security sustainably solvent through a
mix of progressive revenue and benefit adjustments.

We estimate that our framework would increase the projected size of the economy by between 3.5 and
13 percent by 2050, which is the equivalent of a 0.25 percentage point increase in the annual growth
rate under our central estimate. A growth rate of that magnitude would increase average per person
income by about $8,000 in 2050 and reduce projected debt levels by about 20 percent of GDP (excluding
the direct effects of reform).

An illustrative plan based on our framework would also permanently restore Social Security solvency
and substantially improve retirement security — particularly for low-income retirees.

While it would be impossible to totally reverse the adverse economic effects of population aging,
our paper shows that demographics are not destiny — at least not fully. Thoughtful public policy can
mitigate reductions in capital and labor force growth, resulting in faster rising incomes and wealth and
a stronger economy for current and future generations.



Summary of Recommendations for Pro-Growth Social Security Reform

Recommendation #1: Increase the Retirement Ages while Insulating Vulnerable Workers with an Age 62
Poverty Protection Benefit (62-PPB). One way to increase the size of the economy is to promote work among
older Americans. Workers today face mixed retirement signals that often draw them into early retirement and
treat retirement itself as a binary choice. To encourage longer and more flexible working lives, we propose
phasing in an increase to Social Security’s early and normal retirement ages and then indexing them to growth
in life expectancy. Understanding that many workers are unable to continue to work, we also propose offering
all workers a 62-PPB benefit designed to insulate low-income workers from the financial effects of the age
increases and ensure that anyone can retire at 62 without slipping into poverty.

Recommendation #2: Calculate Benefits Based on Each Year of Work Rather than Lifetime 35-Year Average
Earnings. Higher labor force participation among workers of all ages can help to strengthen the economy. Yet
the current Social Security benefit formula imposes a significant implicit tax on those who work less than ten
years and on workers later in their careers — especially after 35 years of work. To reward each year of work, we
propose counting every year of earnings toward Social Security benefits and applying Social Security’s benefit
formula to annual, rather than average, earnings through a formula known as “mini-PIA”

Recommendation #3: Automatically Enroll Workers into a “Supplemental Retirement Account” (SRA)
on top of Social Security, with the Choice to Opt Out. Increasing the national savings rate would boost
overall investment, increasing capital stock and economic growth. Unfortunately, many workers lack access
to retirement savings vehicles, or are saving too little for retirement. To increase savings and investment,
we recommend enrolling workers into add-on SRAs and automatically contributing 2 to 3 percent of their
wages unless a worker chooses to discontinue contributions. SRAs could be invested into one of several well-
diversified, low-fee funds and would be owned by the worker, who could access the funds upon retirement.

Recommendation #4: Make Social Security Sustainably Solvent Through a Combination of Progressive
Tax and Benefit Changes. Reducing federal borrowing can promote economic growth by reducing “crowd
out” of private investment, while improving policy certainty can significantly improve saving and investment
choices. Unfortunately, Social Security is running large and rising deficits, which increase federal debt and
leave the program on course to exhaust its trust fund reserves by 2035. To make the program sustainably
solvent, we suggest a package of progressive revenue and benefit adjustments that would protect low-income
seniors, phase in gradually, and ultimately bring the program’s costs and revenues in line. We also suggest that
the precise composition of this package be decided as part of a political negotiation.

We also suggest lawmakers consider other pro-growth reforms - as part of and to supplement Social Security
reform - in order to maximize potential growth effects.




The Case for Pro-Growth Social Security Reform

Economic growth is likely to slow down in the coming years. As the population ages, a rising share of
adults will enter retirement, and the size of the labor force will remain relatively flat. America needs a
comprehensive economic growth strategy to ensure sufficient rising standards of living. Such a strategy
should focus on increasing work and savings while slowing the growth of the national debt in order to
expand the country’s supply of labor and capital.

Pro-Growth Social Security Reform should be an integral part of a broad economic growth strategy.
Individual decisions over how much to save and work are intertwined with retirement choices and
are inexorably linked to the Social Security program. Federal finances are similarly tied to those of the
Social Security program. A thoughtful plan to improve Social Security therefore has great potential to
improve the economy and increase national income.

The Coming Economic Slowdown

Since 1950, the U.S. economy has grown by an inflation-adjusted average of 3.2 percent per year. While
growth in 2018 is likely to be in line with this historical average, nearly all forecasters expect a marked
- and permanent — slowdown in the coming years and decades.’

The Congressional Budget Office (CBO) projects annual economic growth to average 1.8 percent per
year over the next decade and 1.9 percent over the long term. Other forecasters, from the Board of
Governors of the Federal Reserve, to Goldman Sachs, to the Blue Chip survey of forecasters, expect
long-term growth between 1.7 and 2.0 percent per year.?

Fig. 1: Subcomponents of Real GDP Growth (Percentage Points)

Source: Committee for a Responsible Federal Budget estimates based on CBO data.



Long-term economic growth results from increases in labor, capital, and productivity. We estimate
that all three factors will grow slower than they have in the past under CBO’s projections, with the
slowdown in labor growth responsible for half the reduction in projected growth relative to historic
rates.

Instead of labor contributing 0.8 percentage points to growth as it has over the past 50 years, we estimate
it will contribute just 0.2 percentage points — a quarter of its historical contribution. Meanwhile, growth
in capital — such as machines, buildings, software, and equipment — will contribute 0.7 percentage
points annually to growth, instead of 1.0 percentage points. And total factor productivity — the measure
of how efficiently labor and capital work together — will contribute 0.9 percentage points to growth,
compared to a historic 1.3 percentage points.

The aging population is a key driver of the slowdown in these factors. About 4.2 million Americans
turn 62 each year; roughly the same amount are born annually.’ The result is virtually no increase in
the labor force — except from immigration. Indeed, the share of the population participating in the labor
force is projected to decline from 67 percent in 2000 to less than 60 percent by 2050.*

Population aging will also contribute to a slowdown of capital growth. As Americans get older, a
larger proportion will collect Social Security and Medicare and a smaller proportion will contribute
significant tax revenue, resulting in increased federal deficits that “crowd out” private investment.
Savings and investment — the sources of capital generation — also tend to decline in an aging society
as older individuals withdraw and consume their savings rather than contribute to them. In addition,
there is some evidence that population aging may be a factor in the recent productivity slowdown.’

Clearly, the aging of the population will lead to slower economic growth than what the country has
experienced in the past. Thoughtful solutions are needed to defray these negative effects.

The Need to Secure Social Security

Perhaps the most visible consequence of the aging population is the looming insolvency of the Social
Security program, which provides cash benefits to older Americans.

Social Security benefits are funded primarily through a dedicated payroll tax paid by workers. Yet
as the ratio of retirees to workers rises (from 1:5 in 1960 to 1:3 today, headed toward 1:2), benefits are
increasingly outpacing revenue (or revenue is increasingly falling short of benefits).® In the year 2000,
the Social Security program ran a surplus of nearly 0.9 percent of GDP. In 2018, the program ran a
deficit of about 0.4 percent of GDP. And by 2035, the program’s Trustees project it will run a deficit of
1.1 percent of GDP.”

By that point, ongoing deficits are expected to deplete the program’s trust fund reserves — which have
accumulated as a result of past surpluses.® The law does not allow benefits to be paid in excess of
revenue and reserves, so current law requires an across-the-board 20 to 25 percent benefit cut upon
insolvency. (The Trustees project insolvency in 2035; CBO projects 2032.)



Thought of another way, a 51-year-old today will face a deep immediate cut in their benefits as soon
as they reach the normal retirement age under current law (per the Trustees” projections). Today’s
youngest retirees will face that cut when they turn 78. The cut will not discriminate by income, age, or
need.

Fig. 2: Social Security Trust Fund Cost and Income, Historical and Projected (Percent of GDP)

Source: Social Security Administration.

To avoid an abrupt and potentially disastrous benefit cut, legislative changes must ensure Social
Security spending and revenue are ultimately brought in line. Experts disagree over the mix of tax and
benefit changes that should be adopted. However, there is virtually unanimous agreement about the
need to act soon in order to phase in changes gradually, spread them fairly across generations, take
advantage of the cushion provided by the current trust fund, and give workers time to plan and adjust.

Putting the Growth in Pro-Growth Social Security Reform

Avoiding the dire consequences of Social Security insolvency is an imperative, but it is also an
opportunity. The best way to reverse the negative economic effects of population aging is to promote
work, increase savings, and slow the growth of the national debt. The Social Security program is
uniquely situated to assist in accomplishing all three goals.

Social Security is the single largest federal government program as well as the greatest source of
retirement income for most seniors.” Meanwhile, the Social Security payroll tax is the second largest
source of government revenue and the single largest tax paid by the majority of Americans.”” The
structure of the Social Security program thus has huge behavioral and economic consequences.



Social Security provides workers with powerful — though sometimes confusing — signals and incentives
about how much to save, how many years to work, and when and how to retire." Social Security also
has a substantial impact on the unified budget deficit and the amount of debt the government must
issue each year.

Pro-Growth Social Security Reform can use these signals and incentives to its advantage to support a
more productive workforce and to better promote work and savings while reducing debt.

Indeed, economists have written for decades on the potential for Social Security reform to improve
incentives to work and save. Back in 1979, Martin Feldstein began analyzing the effects of Social Security
on private savings —and itbegan a two-decade long debate over what to do with the program’s surpluses
focused heavily on ideas to increase national savings.'? The interaction between Social Security, work,
and retirement has been studied as long as the program has existed, and suggestions to promote work
or encourage delayed retirement are often put forward. For example, Charles Blahous’s 2009 piece
Social Security and Work proposes a number of measures to improve both solvency and work incentives
within the program.*

Despite awareness of the relationship between Social Security policy and factors of growth, it is rare
that Social Security reform packages focus specifically on accelerating economic growth; we are not
aware of any comprehensive reform plan that prioritizes macroeconomic outcomes through a holistic
approach to accelerate growth.

Social Security reform plans more often aim to achieve a variety of important goals. A thoughtfully
designed Pro-Growth Social Security Reform plan could achieve solvency, improve retirement security,
increase income and wealth, improve fairness within and between generations, and accelerate economic
growth.



A Framework for Pro-Growth Social Security Reform

To assure benefits are paid in full, policymakers will need to enact a plan to make Social Security
solvent. As they develop such a plan, they should prioritize reforms to promote economic growth.

A pro-growth agenda is desperately needed in order to assure continued improvements in standards of
living. Faster economic growth can also help to improve Social Security solvency, strengthen retirement
security, reduce federal debt levels, expand wealth, reduce poverty, and improve inter- and intra-
generational fairness.

To achieve faster economic growth, Social Security should promote work, savings, and investment —
thus increasing both labor and capital.

In this paper, we propose a four-part Pro-Growth Social Security Reform framework:

1. Promote delayed retirement and productive aging by increasing Social Security’s retirement
ages while insulating vulnerable workers with an Age 62 Poverty Protection Benefit (62-PPB) to
boost benefits for low-income workers.

2. Reward work at all ages by counting all years of work toward benefits and calculating benefits
based on each year’s earnings rather than average 35-year lifetime earnings (this policy is
sometimes called the “mini-PIA”).

3. Increase savings and investment by automatically enrolling workers in add-on “Supplemental
Retirement Accounts” (SRAs) and placing a share of wages, on top of the payroll tax, in those
SRAs unless a worker chooses to opt out.

4. Improve certainty and sustainability by making Social Security sustainably solvent through a
mix of progressive revenue and benefit adjustments.

In addition to these four policy levers, we also discuss other pro-growth policies that could be part of,
or a complement to, Social Security reform. We encourage policymakers and researchers to explore
these ideas in more detail.

A planincorporating the elements in our framework has the potential to substantially improve economic
growth while also enhancing retirement security, reducing poverty, limiting growth in government
debt, and improving fairness within and between generations.

While we support the specific elements put forward in this framework, the broader goals are far more
important than the policy details.



Promote Delayed Retirement and Productive Aging

Labor force growth is key to growing the economy. Perhaps the easiest way to improve labor force
growth among the current population is to increase participation among older Americans.

Americans in their 60s are only about half as likely to work as adults under 60; those over 70 are only
one-fifth as likely to work." For this reason, older Americans have been described by some as “the
largest underused pool of human resources in the economy.”"

Recommendation #1: Increase the Retirement Ages while Insulating Vulnerable Workers with
an Age 62 Poverty Protection Benefit (62-PPB)

To be sure, one would expect employment to decline with age. But a smaller share of older Americans
work today than half a century, even as life expectancy has risen dramatically and the nature of
employment and technology has made it easier to work at older ages.

Whereas over 60 percent of 65-year-old men worked in 1965, today only half do. Adjusting for growth
in life expectancy using Damir Cosic and Eugene Steuerle of the Urban Institute’s “alternative measures
of age,” only a quarter of men in this age group are currently working.'® In other words, employment

has fallen by more than half amongst this (relatively representative) cohort of older Americans.

Fig. 3: Male Labor Force Participation by Age Range (Percent)

Source: Bureau of Labor Statistics.



In light of this decline, public policy should support those Americans who choose to delay their
retirement in order to work more at older ages. Perhaps more importantly, policy should stop treating
retirement as a binary choice between working and not, instead encouraging phased retirement, encore
careers, bridge jobs, gig work, post-career consulting, and other flexible models of semi-retirement that
allow people to maintain some attachment to the workforce.

Fig. 4: Male Employment at Age 65 with Different Age Definitions, 1965-2016 (Percent Employed)

Source: Cosic and Steuerle (2018).

Tapping into the underutilized talent pool of older workers has the potential to significantly improve
the lives of these workers and the economy.” A one-year delay in retirement, for example, would
increase average retiree wealth by 5 percent, average retirement income by 9 percent, and the size of the
macro-economy by 2 to 3 percent.”® Working longer has also been shown to reduce mortality, improve
health outcomes, and increase happiness."

Fortunately, Social Security has at least two powerful levers to promote delayed retirement — the Earliest
Eligibility Age (EEA) and the Normal Retirement Age (NRA). Currently, nearly two-thirds of retirees
begin collecting benefits either at age 62 (the EEA) or age 66 (the NRA) — and research shows benefit
claiming is highly correlated with retirement.”® Given that workers can begin collecting benefits any
time between age 62 and 70, the fact that two-thirds do so at these two ages demonstrates the EEA and
NRA have significant signaling effects. Recent increases in the average retirement age, coinciding with
a one-year increase in the NRA, provide further evidence of this effect.!

Had the Social Security age grown with life expectancy since the program’s establishment, the current
retirement age would be between 72 and 81 today, depending on the measure used.”? While enacting
such a drastic increase today is neither necessary nor desirable, a modest increase in Social Security’s
retirement ages could help promote delayed retirement, which would improve economic growth and
Social Security’s finances.



Yet such an increase may be viewed as unfair. While average life expectancy has risen dramatically
over the past century, it has not grown equally for all income groups.” And while it is now far easier
for many workers to remain in the workforce longer, some workers — particularly those in physically
demanding jobs — still have trouble working much past age 62.

Raising the retirement ages does not — as some claim — disproportionately affect lower earners or
regressively cut benefits. CBO, the Social Security Administration’s (SSA) Office of Retirement Policy,
the Urban Institute, and others have all shown that raising the NRA has a roughly proportional effect on
lifetime benefits for all income groups.* Still, lower-income workers may have more difficulty bearing
these cuts or delaying their retirement in order to avoid them.

In order to both promote growth and help the most vulnerable workers and retirees, we propose to
raise the early and normal retirement ages while also offering an Age 62 Poverty Protection Benefit
(62-PPB) to those who need it.

Under current law, the NRA is scheduled to rise by two months per year until it reaches 67 in 2022. We
propose to continue this increase in the NRA as well as the EEA, until they reach 68 and 63, respectively.
The age increases would apply to all workers regardless of income, though some workers would be
insulated from the financial impact of this change (as we explain later). Further increases in one or both
ages could also be considered.

Once the increases in Social Security’s EEA and NRA are phased in, we propose indexing all of Social
Security’s ages to rising life expectancy so that future Americans on average spend a constant ratio of
their adult lives in retirement.” Under current projections, this would mean a one-year increase every
quarter century — though SSA would be charged with regularly adjusting age increases to account for
actual changes in life expectancy.

At the same time, we propose eliminating the maximum limit on the delayed retirement (currently 70).
Workers should not be forced to retire or collect Social Security benefits at any age, and under our plan
annual benefits would continue to rise the later a worker began collecting.

Because an NRA increase would reduce benefits for some vulnerable retirees, our proposal would
couple the increase with an Age 62 Poverty Protection Benefit (62-PPB). Effectively, this benefit would
let any full-career worker collect a benefit sufficient to keep them above the poverty line or delay
retirement in exchange for a more generous PPB.*

Like traditional “minimum benefit” proposals, the 62-PPB would result in higher payments for retirees
collecting meager benefits under current law. But whereas traditional minimum benefit proposals offer
a fixed payment at the NRA and reduce the benefit for those who retire earlier, the 62-PPB offers a fixed
payment at age 62 and actuarially increases the benefit for those who retire later. Under our plan, a full-
career retiree would receive a benefit equal to 100 percent of poverty at age 62, 123 percent at age 65,
and 154 percent at age 68. These benefits would remain fixed, even as the NRA rose beyond 68.

Importantly, this design has the effect of insulating low-income workers from any adverse benefit effects due to an

increasing NRA while limiting the effect on middle-income workers. This design also helps a larger share of
retirees over time as the retirement ages rise.
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The 62-PPB would also support vulnerable workers who may not be able to work longer by allowing
any worker —regardless of income — to collect a modest benefit at age 62. Unlike the EEA and NRA, the
62-PPB would be frozen at age 62 — regardless of increases in life expectancy.

For low-income workers who would otherwise retire into poverty, the 62-PPB would offer permanent
benefits starting at age 62. For most workers who would otherwise receive higher benefits, the 62-PPB
would offer a temporary poverty-level benefit until the EEA. Upon reaching the EEA, these retirees
could collect their regular benefit, though it would be reduced to offset their collections prior to the
EEA.”

Thought of another way, our proposal increases retirement ages for everyone but insulates low-income
workers from the benefit reduction associated with this age increase and offers all workers a safety
net in the form of a poverty-level benefit that can be taken at age 62. Simultaneously, our proposal
would provide a higher benefit for many low-income workers who currently receive benefits below
the poverty level.

The Pro-Growth Social Security Reform framework would thus offer important support and protection to
those in need while sending powerful signals to encourage delayed retirement.

This increase should be coupled with a series of other policies outside of Social Security to encourage
productive aging. Moving from a model of binary retirement at late middle age to flexible retirement at
old age could substantially increase labor force participation and labor productivity and, in turn, grow
the economy.
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Reward Work at All Ages

In addition to promoting delayed retirement, a truly pro-growth Social Security plan should encourage
work in the years prior to retirement.

Social Security imposes an ”“Implicit Social Security Tax Rate” on workers, which includes the loss of
income from the payroll tax but also the future gains in retirement income as a result of accruing Social
Security benefits. The lower the implicit rate, the greater the incentive to work.

Social Security’s current benefit formula offers a very low (and often negative) tax rate for workers
early in their careers but a higher implicit tax rate for longer career workers — especially those with
more than 35 years of earnings.

Goda, Shoven, and Slavov (2009) have estimated that a high earner faces an implicit tax rate of about 4
to 5 percent for their first 23 years of work, 6 to 8 percent for their next 13 years, and a rate of almost 11
percent after 35 years of work. Low- and middle-income earners face an even sharper increase in rates,
beginning with an implicit rate of -5 percent early in their careers and ending up over 10 percent if they
continue to work a full career.” Other analyses have generated relatively similar results.”

These and other analyses have found that high implicit tax rates for long-career workers — combined
with direct taxes, availability of spousal or retirement income, and other factors — encourage workers
to exit the labor force early and otherwise reduce time in the workforce.*

Fortunately, the high implicit tax rates Social Security places on long-career workers is the result of two
features of the Social Security program that could be adjusted without undermining the structure of
Social Security or reducing retirement security.

Recommendation #2: Calculate Benefits Based on Each Year of Work Rather than Lifetime
35-Year Average Earnings

First, retirement benefits are calculated based on a worker’s highest 35 years of (wage-indexed) earnings,
with a ten-year minimum; years with no earnings are counted in that average. As a result, a worker’s
35th year of work can significantly increase their average earnings (and thus benefit levels), but their
36th year of earnings may have little effect. Thus the incentive to continue working beyond 35 years is
low. Similarly, workers with fewer than ten years of covered earnings get no benefits, reducing their
incentive to work.

Second, the progressive Social Security formula is applied based on lifetime average earnings rather
than individual year earnings. The formula is designed to pay retirees 90 percent of their first (roughly)
$11,000 in average wages, 32 percent of their next $56,000 in average wages, and 15 percent of remaining
wages up to about $133,000. But because wages are determined based on a lifetime average, the formula
actually pays workers 90 percent of their early years of wages, 32 percent of their later years, and, for
many workers, 15 percent of their latest years of work.

This formula makes work less attractive over time, discouraging work on what economists call “the
extensive margin.” It also creates some inequities by unfairly treating short-career, high-earning workers
the same as long-career, low-earning workers. Worthwhile proposals to make Social Security’s benefit
formula more progressive often exacerbate this problem by further reducing the return on work.*!
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In order to promote growth and encourage more work prior to retirement, we propose counting all
years of earnings toward benefits and applying the progressive benefit formula to each year of earnings
through a policy known as mini-PIA.

Under our proposal, a worker would not need ten years of covered earnings to receive Social Security
benefits, and all years of work —not just the highest 35 — would count toward benefits.

Our proposal would also reverse the way that benefits are calculated. Under current law, past (indexed)
wages are first averaged together, and then a progressive benefit formula is applied to them to generate
a Primary Insurance Amount (PIA). Under our proposal, that progressive benefit formula would be
applied to each year of (indexed) wages, and then those mini-PIAs would effectively be averaged
together. (Our proposal would technically add all mini-PIAs together and then divide by 35 in order to count all
years of work, rewarding careers longer than 35 years.)

Fig. 5: lllustrative Calculation of Initial Benefits

Versions of this mini-PIA proposal have been around since at least 1982 and have been suggested in
their current form since at least 2009.> More recently, the mini-PIA was incorporated into Ways and
Means Social Security Subcommittee Chairman Sam Johnson’s Social Security Reform Act as well as
the bipartisan Conrad-Lockhart Retirement Security Commission’s recommendations.*

For a worker with 35 years of steady earnings, this proposal would provide the exact same level of
benefits as with current law. Meanwhile, this change would actually increase benefits for many workers
with over 35 years of earnings because all additional years of earnings would count toward higher
benefits. It would also increase benefits for workers with fewer than ten years of covered earnings, who
receive no benefits under current law.
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Benefits would be lower than current law for some workers with less than 35 years of work and
somewhat uneven earnings — particularly those with several years of very high earnings who don’t
respond to the change by working more years. However, lower-earning individuals would largely be
protected from cuts by the 62-PPB described in the prior section.

For nearly all workers, there would be a greater incentive to work more years — particularly later in
their careers. Rather than facing low implicit tax rates early in their career that rise with additional
years worked (and especially after 35 years), workers under our proposal would face relatively low
implicit tax rates throughout their career.

Fig. 6: Change in Implicit Tax Rates Under Goda-Shoven-Slavov (Rates by Career Length in Years)

Source: Goda, Shoven, and Slavov (2009). Note: rates for an earner assuming average annual income.

Goda, Shoven, and Slavov (2009) modeled the effects of a policy similar to ours, which would lower
implicit tax rates for most workers. The illustrative average worker under their plan would see their
taxes cut by 80 percent — facing an average tax rate of just 0.7 percent over years 11 to 40, compared to
3.6 percent under current law. That worker would face a modestly higher tax rate for years 11 through
13 of work but lower tax rates every year thereafter and sharply lower tax rates after their 35th year of
work. Workers with higher and lower incomes would also face significant cuts in their implicit tax rate.

While we have not modeled the implicit tax rates under our proposal, we expect a somewhat similar
pattern.

These lower rates would improve the incentive to work more years, which would in turn increase

Social Security benefits, retirement savings, and overall welfare for many workers. Increased work
would also help to support labor force growth and thus increase the size of the economy.
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Increase Savings and Investment

With an aging population, improvements in economic growth must come not only from faster labor
force growth but also from improvements in economic output per person. Key to improving per-person
output is expanding the total supply of capital in the economy, which means increasing savings and
investment.

Conventional economic theory and empirical evidence point to a direct link between higher rates of
savings and faster long-term economic growth. Higher savings translates into greater investment, which
ultimately flows through to more factories, tools, machines, software, housing, and other physical capital
as well as more human capital in the form of worker training, research and development, and overall
entrepreneurship. These improvements lift the size of the economy and increase average incomes.

Recommendation #3: Automatically Enroll Workers into a “Supplemental Retirement Account”
(SRA) on top of Social Security, with the Choice to Opt-Out

As a retirement program, the Social Security program is tightly intertwined with people’s savings
decisions. Because workers save largely to build retirement wealth, the availability of Social Security
results in less total savings than would otherwise be the case. A survey of empirical studies from CBO
found that the average American reduces savings by as much as 50 cents for every dollar of “Social
Security wealth,” a figure that is even larger for higher earners.’* Because Social Security is funded on
a pay-as-you-go basis, this reduction in private savings is not offset with an increase in public savings.

Pro-Growth Social Security Reform should re-focus the program to encourage higher savings rates.
Doing so would have a three-fold benefit of improving retirement security, increasing average wages,
and growing the overall economy. It would also make it far easier for workers to manage any future
adjustments in benefits needed to secure Social Security solvency.

In order to promote savings and investment, we propose automatically enrolling workers into optional
“Supplemental Retirement Accounts” (SRAs) to help them save for retirement.

SRAs would serve as “add-on” retirement accounts funded with annual contributions on top of the
payroll tax in order to finance retirement savings in addition to Social Security benefits.

While precise design details could vary, we suggest an automatic deduction of 2 to 3 percent of
wages, which could either come entirely from the worker or be split between employer and employee.
Enrollment would be automatic, but workers could choose to affirmatively opt out at any time for a
specified length of time after initial enrollment. We suggest capping that length of time, thus requiring
workers to reaffirm their decision not to save for retirement every few years.

SRA contributions would be placed in a retirement account managed similarly to the Thrift Savings
Plan accounts available to federal employees. Workers would be allowed to choose between a small
number of well-diversified, low-fee investment funds, with the default being a “lifecycle fund” that
invests based on how many years the worker is from retirement.

SRAs would be the property of the worker who contributes to them (and their spouse). While access to
funds would be limited to retirement, workers could borrow against them for certain investments and
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pass them on to heirs.*® Upon retirement, workers would be allowed purchase an annuity with their
SRA assets, withdraw funds over time, or let their accounts continue to grow in the hopes of passing
on a nest egg.

SRAs must be “add-on,” rather than “carve out,” to ensure they are truly pro-growth. Retirement
accounts on top of the payroll tax would lead to greater investment by increasing national savings.
Accounts that replace the payroll tax, on the other hand, would have little effect on national savings —
since higher personal savings would be offset by greater government borrowing. A universal 3 percent
carve-out account would add roughly $3 trillion to the national debt over the next decade alone, or
roughly $2 trillion if two-thirds of workers enrolled.* The economic cost of this higher debt would be
substantial. In addition, carve-out accounts could advance Social Security’s insolvency date by six to
eight years.

We also believe SRAs should be voluntary, not mandatory. While mandatory accounts would surely do
more to increase national savings, they would also discourage work since some workers would view
them as a tax. Mandatory accounts could also place an unnecessary burden on low-income workers.
Because of Social Security’s progressive nature (enhanced in our proposal), many low-income workers
are already slated to receive retirement income comparable to their working income — forcing them to
further reduce a modest income today in exchange for funds they won’t need in the future could do
serious harm to their standard of living.”” And while higher income workers could offset a mandatory
contribution by saving less in a 401(k) or IRA, low-income workers are less likely to have that option
and instead would need to either reduce their consumption or take out consumer loans (i.e., credit card
debt) at very high interest rates. By giving workers the options to opt out of SRA contributions, our
plan would allow workers to collect higher income in the years that they truly need it.

Fig. 7: Hypothetical SRA Balance, Ages 22 to 70 (Nominal Dollars)

Source: Authors’ calculations based on CBO data.

Assuming steady contributions, SRAs have the potential to build significant wealth. As an example,
take a 22-year-old in 2019 who makes the average wage throughout their career, contributes 3 percent
per year, and works until age 70. We estimate a portfolio of only federal government bonds would
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grow to $530,000 upon retirement. A portfolio of stocks with a 10 percent average annual return —
almost a point lower than the average return from the Thrift Savings Plan’s “C Fund” — would grow to
nearly $2.5 million. More realistically, a diversified mix of stocks and bonds would result in retirement
wealth somewhere in between.

Adjusting for inflation, these estimates still suggest retirement wealth of anywhere between $200,000
and $950,000 assuming annual contributions and a long career. Fewer years of work or years opting
out of contributions would reduce these estimates, which are of course hypothetical, as all investment
comes with risk and volatility.

In addition to increasing wealth, SRAs would increase national savings and thus investment. While
some workers would surely reduce their 401(k) contributions or other saving to offset new SRA
contributions, we expect a significant increase in total savings. This should be true for many lower- and
middle-income workers, who currently contribute little toward retirement savings, as well as higher-
income workers, who may need to save more to account for reductions in their future Social Security
benefits (discussed in the next section).?®

The automatic nature of these accounts is particularly important to foster higher savings rates.
Significant research in the field of behavioral economics has found that workers who are automatically
enrolled in retirement accounts are unlikely to opt out compared to those who must affirmatively
enroll, particularly if an employer match is offered.* The “out-of-sight, out-of-mind” nature of auto-
enrollment might also reduce the likelihood that workers reduce savings elsewhere.

Even a modest increase in the overall savings rate could lead to a significant improvement of retirement
wealth, capital investment, and economic growth.
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Improve Certainty and Sustainability

While the structural improvements to Social Security described above can improve labor and capital
growth, perhaps the most important way to promote economic growth is to assure Social Security can
continue to pay benefits without interruption.

Under current law, the Social Security Trustees project the program will become insolvent in 2035,
only 16 years from today.* Over the course of that period, the program will run significant deficits and
thus draw from its trust fund — requiring the federal government to issue substantial new debt in the
process. Upon insolvency, the law calls for an automatic across-the-board cut of as much as 20 to 25
percent to bring spending and revenue in line.

Given the number of workers and retirees who depend on Social Security, policymakers owe it to
Americans of all ages to ensure the program can pay scheduled benefits and give them time to plan and
adjust for any changes to current policy.

Restoring solvency would also help to improve economic growth by addressing two current obstacles
to greater prosperity — a rising national debt and a high level of individual uncertainty over potential
retirement income.

Recommendation #4: Make Social Security Sustainably Solvent Through a Combination of
Progressive Tax and Benefit Changes

Over the next three decades, CBO projections suggest the national debt will roughly double as a share
of the economy — from 78 percent of GDP today to roughly 160 percent by 2050.*' We project debt will
rise further to 360 percent of GDP by 2093.%

High and rising debt is likely to do significant long-term harm to the economy. As the government
issues more debt, savers will purchase more government bonds, which “crowd out” their purchases of
productive private investments. The result of this crowd-out is likely to be higher interest rates, lower
overall capital stock, and slower economic growth.

CBO estimates rising debt between 2029 and 2048 will increase interest rates by 0.5 percentage points
and reduce the projected size of the economy by 2.5 to 3 percent in 2048.* CBO also warns that rising
debt might hinder the government’s ability to fight a recession or even lead to a fiscally-driven financial
crisis.

Because CBO’s projections assume Social Security payments will continue regardless of trust fund
constraints, restoring solvency could reduce projected debt levels by 25 percent of GDP in 2050 and 120
percent in 2093.*

On top of the fiscal risks our country faces, continued policy uncertainty hinders economic growth.
Among the public, there is broad understanding that Social Security’s finances are unsustainable but
little sense of what combination of tax, benefit, and borrowing changes will be adopted to restore
solvency.*
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A growing body of research suggests this uncertainty reduces overall welfare. For example, studies from
Gomes, Kotlikoff, and Viceira (2012); Calendo, Gorry, and Slavov (2015); and Luttmer and Samwick
(2018) estimate welfare losses of 0.6 percent of lifetime resources, 1 percent of lifetime consumption,
and 10 percent of lifetime Social Security benefits, respectively.* These estimates equate to a welfare
loss in the neighborhood of half of a percent of GDP each year. Research also suggests uncertainty over
Social Security’s future results in less stock investment and lower overall savings, either of which could
reduce the overall size of the economy.*

In order to slow the growth of the national debt and improve certainty, we recommend restoring Social
Security solvency through a targeted mix of revenue and benefit adjustments.

Because policy options to address the remainder of the shortfall are mostly well known and require
political consensus more than policy expertise, we recommend the details be based on where political
agreement can be reached.

As a starting point, our recommendations to raise the retirement ages and calculate benefits annually
for all years of work would close about one-sixth of Social Security’s shortfall. Policymakers could
easily modify these proposals to significantly more. For example, they could increase the retirement
ages by two years instead of one, and they could divide the sum of annual mini-PIAs by 38 or 40
instead of 35. Even in this case, further adjustments would be needed to attain solvency.

In our view, any solvency package should achieve at least four goals. First, it should be designed to
attain “sustainable solvency” — meaning it should not only shore up the trust fund for 75 years, but
ultimately it should bring spending and revenue closely inline so that solvency is likely to extend beyond
the projection period. Second, the package should be progressive so that higher-income Americans
contribute more substantially to the solution and vulnerable populations are protected. Third, changes
should be enacted immediately and phased in gradually in order to maximize generational fairness and
give workers time to plan and adjust. Lastly, a solvency package should be designed with economic
growth in mind in order to re-enforce rather than undermine other elements of a pro-growth reform.

To achieve these goals, we suggest policymakers adopt the following policies:

* Raise the Taxable Maximum. Currently, the payroll tax (and benefit calculation) applies to a
worker’s first $132,900 of wages. While that taxable maximum grows with wage growth, it has
eroded over time relative to total wages. A quarter-century ago, roughly 90 percent of total
wages in the economy were subject to the taxable maximum, compared to 83 percent today.
Policymakers should increase the taxable maximum.*

* Slow Benefit Growth for Higher Earners. While the Social Security benefit formulais progressive
relative to lifetime income, wealthy seniors still receive far more benefits than low-income seniors.
Meanwhile, benefits for all cohorts grow substantially (roughly with wage growth) over time.
Policymakers should adopt a new benefit formula that would gradually but significantly slow
benefit growth for higher earners while only modestly affecting middle earners and accelerating
growth of benefits for lower earners.

* Broaden the Payroll Tax Base. While most wage income is subject to the payroll tax, some

remains exempt. For example, employee contributions toward “cafeteria plans” to finance health
insurance and other benefits are not currently subject to the payroll tax. And certain workers —
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including certain state and local government workers, graduate students, and some classes of
authorized immigrants — don’t pay the payroll tax. Policymakers should broaden the payroll tax
base to cover currently-exempt payroll.

* Adopt an Accurate Measure of Inflation. Social Security beneficiaries receive annual cost-of-
living adjustments (COLAs) so that their benefits keep pace with inflation. However, benefits are
indexed using a flawed measure of inflation that overstates the price growth that both workers
and seniors face. Recently, policymakers adopted a more accurate measure known as chained
CPI to index provisions in the tax code. Policymakers should adopt the same measure for Social
Security (and other) COLAs.*

While we have no view on the precise ratio of these policies, we have developed an illustrative plan
that closes roughly half the shortfall with benefit changes and half with revenue changes. Other
policies in addition to (or instead of) the four above should also be considered.”® Our online tool at
www.SocialSecurityReformer.org features a number of solvency-related options, and the following
section of this paper suggests additional pro-growth reforms.

Fig. 8: lllustrative Social Security Solvency Package

Note: estimates are rough and rounded.

Intentionally, our illustrative plan ‘over-solves” Social Security’s funding problems. We see substantial
risk that the program faces a shortfall larger than the Trustees estimate, particularly considering that
CBO estimates a 75-year shortfall almost 50 percent larger. We believe it is prudent to leave some
wiggle-room to protect against this risk.

At the same time, it makes little sense to run sustained surpluses in Social Security, particularly since
past experience suggests those surplus funds will be used to increase budget deficits outside of Social
Security > If permanent surpluses do materialize, future policymakers could reduce the payroll tax rate,
find ways to set money aside for deficit reduction, or make other adjustments to assure Social Security’s
pay-as-you-go nature is preserved.

Regardless of the precise combination of tax and benefit changes, making Social Security sustainably

solvent would reduce the national debt and greatly improve policy certainty. Doing so would lead to
substantial improvement in welfare, investment, income, and economic output.
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Consider Additional Pro-Growth Social Security Reforms

Our Pro-Growth Social Security Reform framework would improve economic output by enacting a
discrete set of changes to the Social Security program designed to increase labor supply, capital stock,
and overall welfare. However, policymakers can and should consider additional policy changes that
would improve economic output and the Social Security program.

Some ideas include:

Reform Immigration Laws — Thoughtful immigration reform can strengthen Social Security
and grow the economy by increasing the total number of workers and/or promoting a more
productive and entrepreneurial workforce. In 2013, the Senate passed a bipartisan comprehensive
immigration bill that would (among other changes) increase the number of immigrants allowed
in the country annually, in part through a new merit-based track. A related but bolder approach,
proposed by Holtz-Eakin and Varas as part of this project, would fully repeal current limits on
immigration in favor of a points-based system that prioritizes immigrants who would contribute
the most to economic prosperity.> Both approaches would likely increase GDP as well as
payroll tax revenue. CBO estimated the Senate bill would increase the size of the labor force and
economy by about 5 percent after two decades and reduce Social Security’s shortfall by almost
$800 billion over that time period.” Immigration reform that increases workers can serve as an
especially helpful complement to Social Security reform by helping to ease the transition to an
older population while magnifying the economic and fiscal boosts from pro-work, pro-savings,
cost-reducing, and revenue-increasing policies.

Repeal the Social Security Earnings Test — Currently, those who collect Social Security prior
to the NRA face an earnings test that temporarily reduces benefits based on earnings above
$17,640 (indexed). This reduction is actually in effect a deferral of benefits that results in higher
payments after the NRA; however, the earnings test is not well understood, and many workers
view it as a tax. Research suggests that repealing the earnings test would both increase labor
force participation among those above 62 and earnings among those already in the labor force.>
Repeal would also modestly improve Social Security solvency. These effects would all result in
a larger economy.

Modify Actuarial Reductions for Early Retirement — One way to encourage greater labor force
participation among older workers would be to increase the penalty for retiring prior to the NRA.
Under current law, those who retire early face lower annual benefits and COLAs; the goal of this
benefit reduction is to provide retirees with roughly the same lifetime benefits regardless of when
they retire. One option would be to impose larger reductions to account for loss of payroll tax
contributions as well as payment of benefits.”® Another alternative would be to impose a steeper
reduction in initial benefits for early retirees, but then continue to increase benefits through an
unreduced COLA. For example, instead of reducing initial benefits from $20,000 to $14,000 and
COLAs from $400 per year to $280 per year, this policy might reduce initial benefits to $12,000
but maintain COLAs of $400 per year. The lower initial benefit would likely discourage early
retirement, but the higher COLA would strengthen retirement security at later ages.

Improve Auxiliary Benefits to Reward Work — A second earner can currently collect half of
their spouse’s benefits, regardless of the second earner’s earnings history. As a result, the reward
for work is low and the implicit tax rate is high for lower-earning spouses or spouses with
intermittent work history (for example, if they took time off to provide child care). The current
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spousal benefit is also regressive, rewarding wealthy single-earner households relative to two-
earner households. To better reward work for second earners, policymakers should consider
reducing the spousal benefit to 33 percent of the primary benefit — at least for higher earners.
Some of the savings from this policy could be used to enhance widow(er)s benefits or to offer
‘drop-out years’ for care of a young child, which could further improve work incentives. Other
bolder ideas, such as earnings sharing or spousal mini-PIA, could also be considered.

* Enact Disability Solutions to Promote Return to and Remain at Work — In 2017, 24 million
workers were out of the labor force due to a disability, including 9 million collecting Social
Security Disability Insurance (SSDI). While SSDI provides an important safety net, many workers
would much rather collect a paycheck than a disability check. Thoughtful improvements to the
SSDI program and other policies for workers with disabilities can help many workers remain
at work and — in some cases — return to work. The McCrery-Pomeroy SSDI Solutions Initiative
(www.SSDISolutions.org) has developed a number of options worthy of consideration. To the
extent these reforms help workers with disabilities to remain in the workforce, they can help
increase the size of the macro-economy as well as increase income for those workers and their
families.

* Adopt a More Pro-Growth Payroll Tax — In our solvency recommendations, we suggest
better funding Social Security by raising the amount of income subject to the payroll tax and
applying the payroll tax more broadly. Alternatively, policymakers could consider replacing or
structurally adjusting the payroll tax in order to raise revenue with fewer economic distortions.
Depending on the details, it may be possible to also reduce the tax rate in the process.

* Reassess Retirement Ages Government-Wide — Currently, workers receive mixed signals
about when and how to retire. Federal policies in particular offer a hodgepodge of different
retirement ages and provisions that sometimes encourage earlier retirement, sometimes promote
delayed retirement, rarely facilitate flexible retirement arrangements, and almost always create
confusion.” Social Security, Medicare, Supplemental Security Income, Supplemental Nutrition
Assistance Program benefits, tax-preferred retirement accounts, the Earned Income Tax Credit,
the standard deduction, federal pensions, and regulations for private pensions all set different
standards for what is considered old age and when is the right time to retire. The federal
government should review retirement ages throughout the budget, tax code, and regulatory
code and streamline them to send clearer retirement signals. Once adjusted, most if not all ages
would ideally be indexed to life expectancy in order to discourage a reduction in relative labor
force participation as life expectancy improves.

Further policy development and analysis should be conducted on the ideas above, as many should be
a part of — or a complement to — pro-growth Social Security reform.
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Analysis of the Framework for Pro-Growth Social Security Reform

The framework for Pro-Growth Social Security Reform we outlined in this paper would encourage
delayed retirement and productive aging, reward work at all ages, increase savings and investment,
and improve certainty and sustainability surrounding the program.

While any plan to fix Social Security will involve trade-offs and will create winners and losers, our
framework would represent significant net improvement from current law. Specifically, the Pro-Growth
Social Security Reform framework would increase retirement income and improve overall retirement
security in a progressive manner, restore sustainable solvency to the Social Security program, and
significantly increase economic growth as well as personal incomes.

Further research and analysis is necessary to understand the precise magnitude of macroeconomic,
distributional, and fiscal effects of our framework. Decisions must also be made with regards to various
details — as our framework does not specify precisely how each component should be enacted.

Based on a survey of existing research, however, we believe our framework could increase the size of
the economy by somewhere between 3.5 percent and 13 percent by 2050. That is the equivalent of a 0.25
percentage point increase in the annual growth rate under a central estimate.

A plan based on our framework could also restore Social Security to sustainable solvency, ultimately
generating surpluses. Lastly, our framework would improve overall retirement security, including by
increasing retirement income for many low- and middle-income beneficiaries.

The Macroeconomic Effect of Pro-Growth Social Security Reform

The Pro-Growth Social Security Reform framework would significantly increase economic output over
the long term — resulting in larger incomes, more wealth, and stronger public finances.

Though future research is needed to model the effects of the framework, existing economic literature
suggests its components would each contribute to economic growth. In very broad terms, we estimate
a plan designed within this framework could increase the size of the economy — measured by gross
national product (GNP) — by somewhere between 3.5 percent and 13 percent in 2050.

Fig. 9: Economic Effects of Pro-Growth Social Security Reform Framework

By increasing the number of months and years most Americans work, we estimate raising the retirement
ages as we recommend will boost the economy by 1 to 3 percent in 2050, while adopting the mini-PIA
and offering benefits based on all years of earnings will result in another 0.5 to 1.5 percent increase in
economic activity. (A further increase in either or both ages would result in an additional boost.)
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Meanwhile, by raising the national savings rate and increasing private investment, we estimate
Supplemental Retirement Accounts (SRAs) could increase output by 1 to 3 percent. Finally, restoring
solvency to Social Security could generate another 1 to 5.5 percent improvement (depending on the mix
of tax and benefit changes enacted) by reducing future budget deficits and influencing work, savings,
and retirement behavior.

Because our plan would continue to raise the retirement ages and slow the growth of public debt over
time, we would expect an even larger effect on the economy in the very long run.

The Appendix explains our estimates in more detail — though they should be regarded as extremely rough
and were generated by looking at the potential effects of component parts of our plan, rather than viewing the
economy holistically or considering potential interactions.

Through 2050, a 3.5 to 13 percent increase in the size of the economy is equivalent to a 0.1 to 0.4
percentage point boost in the average annual growth rate. This suggests a 0.25 percentage point increase
in annual economic growth under a central estimate — enough to increase annual real GNP growth
from about 1.9 percent per year to nearly 2.2 percent.

To be sure, this increase in the size of the economy does not necessarily equate to an equal improvement
in welfare. For example, delaying retirement could increase welfare less than GNP since the associated
reduction in available leisure time is not accounted for in economic statistics. On the other hand, GNP
does not account for substantial welfare improvements from the certainty associated with Social Security
solvency, nor does it capture the well-documented non-financial benefits associated with remaining
in the workforce (such as improved mental health, higher quality of life, and lower mortality) and
building precautionary wealth.

Overall, the Pro-Growth Social Security Reform would improve overall welfare and financial wellbeing.
Under current law, CBO projects that average income per person will total more than $94,000 in 2050.>
Assuming a quarter point more of annual growth, average income per-person would rise to over

$102,000. In other words, our plan could increase average income by almost $8,000 in 2050 alone (in
today’s dollars).

Fig. 10: Additional Income per Person Given a 0.25% Faster Growth Rate (2019 Dollars)

Source: Authors’ calculation based on CBO data.
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Faster growth can also help address the federal government’s severe fiscal challenges. Americans who
work longer will contribute more in federal taxes, and our proposal will help ensure wealthy Americans
continue to pay taxes as they grow older. Higher wages and incomes will further increase tax revenue,
and larger GDP increases the federal government’s capacity to hold debt.

We estimate that federal debt held by the public will rise to about 160 percent of GDP by 2050 under
current law, or 135 percent of GDP with our illustrative Social Security plan. Assuming a 0.25 percentage
point improvement in economic growth (assuming GDP grows at the same rate as GNP under our
central estimate), debt would fall to below 115 percent of GDP.*® In other words, the faster growth from
our plan would reduce debt-to-GDP by 20 percentage points in 2050 under our central estimate.

Fig. 11: Projected Debt Held by the Public (Percent of GDP)

Source: Authors’ calculation based on CBO and SSA data.

Additions or supplements to our plan could make it even more pro-growth, resulting in a further increase
in income and reduction in debt. For example, adopting our plan along with the 2013 immigration bill
passed by the Senate would increase the size of the economy by roughly 10 to 20 percent by 2050,
increasing the average growth rate by 0.3 to 0.6 percentage points per year.

The Effect of Pro-Growth Social Security Reform on Solvency

While the Pro-Growth Social Security framework does not dictate the precise details of a Social Security
plan, our illustrative plan based on it would restore solvency to Social Security for the next 75 years
and beyond. Accounting for dynamic feedback effects, our illustrative plan could lead to substantial
surpluses.

In addition to raising the retirement ages and calculating benefits annually (mini-PIA), our illustrative
plan mostly borrows from other proposals in order to close Social Security’s funding gap with a
relatively balanced mix of revenue and benefit changes.

Specifically, our illustrative plan assumes the increase to the taxable maximum proposed by the
bipartisan Conrad-Lockhart Commission on Retirement Security and the progressive benefit formula
modifications proposed in Chairman Sam Johnson’s Social Security Reform Act. It also assumes
policymakers broaden the payroll tax base to cover state and local government workers, as well as
cafeteria plan contributions, student income, and authorized immigrant income. And it assumes
policymakers index COLAs using the more accurate chained CPIL.>
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Relative to the shortfall projected in “The 2019 Annual Report of the Board of Trustees of the Federal
Old-Age and Survivors Insurance and Federal Disability Insurance Trust Funds,” we estimate this
illustrative plan would close 115 percent of the program’s 75-year finding gap and 110 percent of its
shortfall in 2093 — enough to meet the test of sustainable solvency. Roughly one-sixth of these savings
come from the core elements of our plan (the retirement age and mini-PIA), which include both savings
and cost components. Raising the EEA an additional year to maintain the four-year difference between
the EEA and NRA would result in further solvency gains.

Fig. 12: Solvency Impact of lllustrative Social Security Reform Plan

Note: estimates are rough and rounded.

Incorporating the macroeconomic effects of our framework could result in a larger improvement. For
example, assuming a 0.25 percent per year increase in average wage growth — an assumption broadly
consistent with a 3.5 to 13 percent boost in GNP by 2050 — would show our illustrative plan closing 130
percent of the solvency gap.

Fig. 13: Social Security Trust Fund Ratio, Historical and Projected (Percent of Scheduled Benefits)

Source: SSA data and Authors’ calculations.
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From a trust fund perspective, our illustrative plan would allow sufficient resources to pay benefits in
perpetuity. Whereas the Social Security trust fund will be fully depleted by 2035 under current law, the
trust fund would always hold more than a year’s worth of benefits in reserves under our illustrative
plan. In fact, it would hold nearly four years” worth of reserves by 2093. Incorporating a hypothetical
0.25 percentage point improvement in wage growth, the trust fund would be large enough to pay seven
years of annual benefits by 2093.

While it is prudent to over-solve Social Security’s shortfall upfront, given that CBO and others estimate
a much larger gap, running permanent surpluses would be unwise. If permanent surpluses did arise,
our plan would allow future policymakers to ultimately cut the payroll tax rate by 0.5 to 1 percentage
points, increase benefits by 4 to 8 percent, or dedicate 0.2 to 0.3 percent of GDP per year to deficit
reduction.

Incorporating additional pro-growth reforms would further improve Social Security’s finances. For
example, the SSA’s Chief Actuary estimated that the Senate-passed immigration bill alone would close
5 to 10 percent of Social Security’s long-term funding gap.®” We expect a positive interaction effect
between immigration reform and our plan that would expand that number.

The Effect of Pro-Growth Social Security Reform on Retirement Security

Our Pro-Growth Social Security Reform framework would improve welfare and retirement security for
most workers while making Social Security far more progressive. Though a distributional analysis is
needed to understand the magnitude of these effects, the direction is clear.

Most importantly, the framework would improve retirement security by eliminating the threat of trust
fund depletion, thus preventing a 21 percent across-the-board cut in benefits. The framework would
offer substantially more in benefits than what would be available under this across-the-board cut
scenario. The certainty associated with solvency would also significantly improve retirement security
by allowing workers to plan and adjust to any changes.®'

The framework would also improve retirement security by encouraging more years of work and
promoting delayed retirement. In particular, working longer can help workers maintain the same level
of Social Security benefits with a rising NRA, increase wealth entering into retirement, and reduce
the number of years that retirement savings need to cover. According to Butrica, Smith, and Steuerle
(2006), an additional year of work raises average annual retirement income by nearly 10 percent (16
percent among low-income workers) and average wealth by about 5 percent.®

In addition, the framework would improve retirement security by automatically enrolling workers in
Supplemental Retirement Accounts (SRAs). These accounts could help workers accumulate significant
wealth over time, particularly for workers who currently have little access to retirement savings vehicles.
SSA’s Office of Retirement Policy has estimated that 2 percent add-on accounts would increase average
benefits by 7 percent in 2050 and 13 percent in 2070 among those who enroll in them.®® A 3 percent
account would have an even larger effect.

The elements of our framework are also extremely progressive — reductions in scheduled benefits and

increases in revenue would mainly affect wealthier workers and seniors, while low-income beneficiaries
would receive enhanced benefits. Our proposed Age 62 Poverty Protection Benefit (62-PPB) would
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significantly increase benefits for low-income, full-career workers while insulating a broader swath of
workers from some of the adverse effects of raising the retirement ages. Meanwhile, increases in the
taxable maximum and progressive changes to the benefit formula in our illustrative plan would close
more than half of Social Security’s solvency gap, mainly from high-income workers and seniors.

Finally, economic growth itself will improve retirement security by increasing wages and asset values.
Assuming it accrued to each American evenly, an $8,000 increase in per-person income by 2050 would
equate to about a $220,000 increase in lifetime income for a couple retiring in that year — though some
of that may be incorporated in the wealth and income estimates above.

Fig. 14: Magnitude and Direction of Effects of Framework Elements On Retirement Income

Note: arrows are in the direction of estimated change in progressivity; size is a rough estimation of magnitude.
* denotes estimate of marginal change or unclear change.

More research and modeling is needed to quantify the effects of our framework on retirement income

and the distribution of benefits. However, it is clear that the Pro-Growth Social Security Reform we propose
would represent an overall improvement in retirement security, particularly for low-income workers.
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Conclusion

As the population ages, policymakers must act affirmatively to combat the coming economic slowdown.
The need for Social Security reform to prevent program insolvency also provides an opportunity to
enact a strong pro-growth agenda that improves certainty and promotes work, savings, and investment.

Our Pro-Growth Social Security Reform calls for raising the retirement ages while helping low-income
and vulnerable workers, applying Social Security’s benefit formula annually to all years worked,
automating workers into new add-on Supplemental Retirement Accounts (SRAs), and making Social
Security sustainably solvent through a mix of progressive tax and benefit changes.

These policies would help grow the economy by promoting delayed retirement and productive
aging, rewarding work at all ages, increasing savings and investment, and improving certainty and
sustainability.

We estimate this framework would increase the size of the economy by 3.5 to 13 percent in 2050, the
equivalent of improving the economic growth rate by 0.25 percentage points per year under a central
estimate. Incorporating additional pro-growth reforms — for example, improvements to immigration
law — could significantly enhance these benefits.

A plan based on our framework would also maintain Social Security trust fund solvency for 75 years
and beyond and improve retirement security for most Americans.

Further work and research should focus on developing a detailed plan based on our framework and
carefully modeling the economic, fiscal, and distributional effects of the plan.
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Appendix: Estimating the Macroeconomic Effects of the
Pro-Growth Social Security Framework

The Pro-Growth Social Security Reform framework would unquestionably boost the size of the
economy, likely by a significant magnitude. However, more analysis must be undertaken to model the
details of the plan in order to generate a credible point estimate for its possible effects.

In this paper, we utilized outside analysis and research of similar policies in order to develop an
extremely rough estimate of the range of possible growth effects. Adding effects from the component
parts together (and ignoring interactions), we estimate the framework will increase GNP by 3.5 to 13
percent by 2050. This is the equivalent of a 0.25 percent boost in annual GNP growth, taking a central
estimate — though we do not expect this growth to be linear.

Fig. 15: Economic Effects of Framework for Pro-Growth Social Security Reform

Below we explain how we determined the potential impact of each element of our plan:

Raising the Retirement Ages with a 62-PPB - By promoting delayed retirement, increases to
the EEA and NRA will increase labor force participation for those above age 62, thus increasing
the size of the economy. In 2012, CBO estimated that raising the EEA and NRA to 64 and 70,
respectively, would increase average time worked by almost 16 months and ultimately increase
GDP by nearly 3 percent.* These estimates imply that each one year increase in the NRA results
in almost three months more work and a 0.5 percent boost in long-run GDP, while each one year
increase in the EEA results in four months of additional work and a 0.75 percent boost in long-
run GDP. Other studies have suggested an even larger effect from raising the ages — as much
as twice as large in some cases.® Eliminating the maximum delayed retirement age to allow
people to collect benefits beyond age 70 would further boost the size of the labor force. On the
other hand, the 62-PPB would mitigate the effects of increasing the retirement ages, resulting in
less overall growth. Under our proposal, the retirement ages would reach 64 and 69 during the
2050s, though it would be a few more years before the full effect of a two-year age increase is felt
in the economy. Overall, we estimate this proposal would increase the size of the economy by 1
to 3 percent in 2050 and would continue to increase the size of the economy further beyond 2050.

Applying the Benefit Formula Annually (Mini-PIA), Counting All Years Worked — Counting
all years of work toward Social Security benefits would significantly improve the incentive
to work for those with greater than 35 years or fewer than ten years of covered earnings.
Calculating benefits on an annual basis (mini-PIA) rather than as a 35-year average, meanwhile,
would generally improve the incentive for individuals to work more years (the extensive margin).
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However, it would reduce the incentive for some individuals to work more hours in a given year
(the intensive margin). This policy’s incentives at the extensive margin are particularly strong
for those later in their careers, who are most likely to be influenced by explicit and implicit tax
rates.®® Analysis of a similar policy by Goda, Shoven, and Slavov (2009) found that it would reduce
average Implicit Social Security Tax Rates by roughly 3 percent (which is about 4 percent of after-
tax income) for the 11th through 40th year of work. The average reduction is 6 percent (which is
about 8 percent of after-tax income) for the 31st through 40th year of work, when workers have
much more discretion over whether or not to work. Assuming average substitution elasticities
of roughly 0.25, a 4 percent across-the-board tax cut would suggest an ultimate increase in labor
income of about 1 percent. The effect could be even larger, since older workers will receive a
larger average tax cut and are believed to have much higher work elasticities (Schmitt and Sevak
find a 10 percent rate reduction could increase labor supply by 5 to 8 percent among 65-year-
olds).”” Given that the effect of our proposal on tax rates would vary substantially by worker
and time horizon — and elasticities of those workers and horizons would as well — it is difficult
to estimate the full effect of our proposal without further modeling. However, we believe it is
reasonable to conclude that this policy ultimately would increase the size of the economy by
between 0.5 and 1.5 percent.

Establish Supplemental Retirement Accounts (SRAs). SRAs are likely to increase the overall
size of the economy by increasing national savings and investment, resulting in a larger capital
stock. The extent to which SRAs increase national savings will depend on the size of the
contributions (2 percent or 3 percent of wages), the share of workers who opt out of the accounts
in a given year, and the extent to which account holders reduce savings or increase borrowing
elsewhere in response to holding the accounts. For example, if the SRAs deducted 2 percent of
wages, half of workers enrolled, and enrollees offset about half the savings elsewhere, the net
effect would be to boost the national savings rate by 0.2 percent of GDP. On the other hand, if
the accounts were 3 percent of wages, 90 percent of workers enrolled, and workers offset only
a quarter of their savings, then the national savings rate would increase by about 0.8 percent of
GDP. Using a standard Solow Growth Model, higher savings should flow through into greater
investment and a larger GNP. By 2050, we estimate a 1 to 3 percent increase in the size of the
economy.

Restore Solvency to Social Security. Making Social Security solvent is likely to increase the
size of the economy by reducing unified budget deficits, changing various incentives to work
and save, and improving certainty. Restoring Social Security solvency over the next 75 years
would require the equivalent of increasing taxes or reducing benefits by 1 percent or 1.5 percent
of GDP per year, according to the program’s Trustees and CBO, respectively.®® Because budget
conventions assume Social Security continues to pay benefits beyond insolvency, the result
would be a significant reduction in future deficits and debt. This in turn would reduce crowd-
out of private investment and thus increase the size of the economy. To assess the magnitude
of this increase, we reviewed a recent CBO study that found that primary deficit reduction
of 1.3 percent of GDP per year would increase GNP by 3.3 percent by 2048.® Depending on
the precise details and path of solvency improvement under our framework, we believe the
effects of restoring solvency by itself will increase GNP by 2 to 4 percent by 2050. Economic
improvement would continue beyond 2050, as solvency leads to increasing reductions in unified
budget deficits.

In addition to the direct effects from solvency, the specific policies to achieve solvency will
influence the size of the economy — though it is not clear in what direction. For example, policies
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to reduce benefits would tend to reduce the incentive to work by increasing the Implicit Social
Security Tax Rate but would tend to increase the incentive to save and work by reducing the
amount of transfer income workers can expect to receive in retirement. Both sets of effects
should be stronger for progressive benefit reductions than across-the-board reductions. Higher
tax rates, meanwhile, are likely to reduce the incentive to work and invest, but they may have
an offsetting ‘income effect’ that results in more work or savings among some workers. In terms
of the literature, a 2010 IMF working paper found that a generic set of benefit reductions would
increase GDP by 0.5 percent, while a generic set of revenue increases would reduce GDP by 0.4
percent.”” Meanwhile, a study through the Center for Retirement Research found that benefit
reductions tend to lead to delayed retirement (implying a stronger economy) while revenue
increases have little effect.”! As another data point, a CBO assessment of the revenue-heavy
Diamond-Orszag Social Security plan in 2004 found that it would reduce the projected size of
real GNP by 0.7 to 0.8 percent after two decades and 1.5 to 1.7 percent after 75 years.”” And CBO
estimated the benefit-reduction-heavy Kolbe-Stenholm plan would increase the projected size
of the economy by 1 percent after two decades and 3 to 5 percent after 75 years.” The policies
we suggest to improve solvency (other than those estimated separately) would have offsetting
effects on the economy and might not result in any significant change in output. For purposes
of this paper, we estimate that they would increase the size of the economy by as much as 1.5
percent by 2050 and reduce the size of the economy by as much as 1 percent.

Finally, solvency is likely to improve certainty for workers, which will in turn improve welfare,
portfolio/investment choice, and possibly the savings rate. We expect the macroeconomic
effect of this improvement to be positive but modest. Adding these three effects together, we
find solvency improvements could increase GNP by anywhere from 1 to 5.5 percent by 2050.
Economic growth would continue to increase beyond 2050.

Our overall estimates — that GNP will grow increase by between 3.5 and 13 percent in 2050 — are
calculated by adding up the sum of the parts above. While these estimates are extremely rough, they are
consistent with those made elsewhere. Recently, CBO estimated that simply restoring Social Security
to solvency by cutting benefits across-the-board to match revenue in 2032 would increase GDP by
1.7 percent and GNP by 3.2 percent in 2049.”* Similarly, the Penn Wharton Budget Model recently
estimated the impact of a variety of solvency plans (none of which we expect to be as pro-growth as
ours) and found they would increase GDP by between 1.8 and 7.1 percent by 2048.” Those figures
would be significantly larger using GNP in 2050.

Future research should engage in sophisticated modeling to better estimate the effects of the elements
of our framework, both individually and collectively.
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