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The largest fiscal challenge for the federal budget
over the next several decades is the aging of the
US population, which will drive up costs for
Social Security, Medicare, and Medicaid.1 In an
aging society, smaller populations of working-age
individuals must be productive enough to support
ever-increasing numbers of retirees. If society can
sufficiently increase economic output, it can sup-
port those retirees without reducing the standard
of living for working-age Americans. In short, a
strong and growing economy is the only way 
entitlement reform can avoid being a zero-sum
game between young and old.

Given the challenges of an aging population,
it is essential that public policy encourage indi-
viduals to work more, meaning more hours of 
the week and more weeks of the year; save 
more, meaning higher participation in employer-
sponsored pension plans and increased contribu-
tion levels; and retire later, meaning putting off
retirement after sixty-two, when most Ameri-
cans currently claim Social Security benefits.
These steps will boost the economy and help
finance the Social Security program, alongside
the even more daunting challenges of Medicare
and Medicaid. 

Higher Taxes

Addressing Social Security’s coming deficits princi-
pally through increased taxes is shortsighted. While
we want Americans to work more, save more, and
retire later, most will react to higher Social Security
taxes by working less, because the reward for work-
ing has been reduced; saving less, because they have
less after-tax income with which to save; and 
retiring earlier, because the effective replacement
rate paid by Social Security—that is, Social Secu-
rity benefits relative to after-tax preretirement 
earnings—has risen. In other words, higher taxes
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Key points in this Outlook:

• Eliminating Social Security’s maximum
taxable wage (“tax max”) is an alluring
solution to Social Security’s problems,
promising to restore long-term solvency
with few effects on the typical worker. 

• But a higher tax max discourages work
and saving and fixes Social Security’s
long-term problems only on paper.

• A better solution is to reduce Social
Security benefits for middle and high
earners while encouraging greater indi-
vidual saving and longer work lives.



work against macrolevel goals that most ana-
lysts and policymakers generally recognize as
desirable in addressing the challenges of popu-
lation aging and the long-term federal budget. 

A common proposal for raising Social
Security taxes involves lifting or eliminating
the maximum taxable wage (“tax max”) of
$106,800. Currently, individuals pay taxes
and accrue benefits only on the first $106,800
in earnings. Social Security’s actuaries project
that if the payroll tax ceiling were eliminated
immediately and the additional revenues were
not counted for benefit purposes, the program
would return to solvency over seventy-five
years, albeit not to the more exacting standard
of “sustainable solvency.”2 However, while
lifting the tax max might increase revenues, it
also raises a plethora of issues dealing with the
Social Security program’s historical objec-
tives, comparisons of similar tax provisions in
other developed countries, and the impact of
higher taxes on the work, saving, and retire-
ment habits of individuals. 

The Tax Max in Social Security’s History. In June 1934,
President Franklin Roosevelt appointed the Committee
on Economic Security to put flesh on the bones of his
ideas for old-age pensions. The committee conferred and
issued a report, which was the basis on which Congress
began to formulate the Social Security program.3 In that
report, the committee recommended that individuals
earning above $3,000 (around three times the average
wage) be exempt from Social Security taxes and not 
participate in the program.4 That is, the committee 
recommended that Social Security contain virtually no
overt redistribution from very high earners to lower earners. 

While this recommendation was not adopted, the
eventual outcome nevertheless reflected Roosevelt’s
intent that Social Security resemble a mandatory individ-
ual savings program, with a modest supplement to low

earners, rather than a welfare program transferring
resources wholesale from rich to poor. Roosevelt went to
great pains to distinguish Social Security from what was
then called “relief” and is today termed “welfare.” He
emphasized the earned nature of benefits and wished for
Americans to feel an ownership right in their benefits.
Eliminating or significantly increasing the tax max could
alter Americans’ perceptions of Social Security as a saving
rather than a welfare program. The financial gain to the
program could come at the cost of reduced public support
for Social Security.

Historical and International Comparisons. It is important
to note that the current payroll tax ceiling is not unusually
low by historical standards. In fact, through much of Social
Security’s history, a significantly greater share of total earn-
ings escaped taxation, and more workers had earnings
above the payroll tax ceiling than today. As of 2009,
slightly over 85 percent of total wages were subject to the
payroll tax, leaving 15 percent above the tax ceiling. From
1950 to 1970, however, an average of 22 percent of total
earnings lay above the tax cap. Likewise, around 6 percent
of current workers have earnings above the payroll tax 
ceiling, while from 1950 to 1970 around 29 percent of
workers had at least some earnings above the maximum
taxable wage. Thus, proponents of raising the tax max 
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Roosevelt intended that Social Security

resemble a mandatory individual savings

program, with a modest supplement to low

earners, rather than a welfare program. 

FIGURE 1
PERCENT OF WORKERS AND PERCENT OF EARNINGS

OVER PAYROLL TAX CEILING, 1937–2009

SOURCE: Social Security Administration, Annual Statistical Supplement to the Social Security Bulletin, 2009
(Washington, DC, February 2010), http://www.ssa.gov/policy/docs/statcomps/supplement/2009
/supplement09.pdf (accessed March 18, 2011). 
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cannot claim that the current payroll tax
ceiling is inconsistent with Social Security
financing over the last seven decades.

Moreover, the recent reduction in the
ratio of taxable to total earnings is almost
wholly attributable to increased pay among
the very highest earners, who traditionally
have been of little concern to Social Secu-
rity. (As noted above, under the Committee
on Economic Security proposal, very high
earners would not even participate in the
program, and historically there has been lit-
tle public or political effort to tax them.)
Increased earnings inequality has not been
driven by rising earnings among those earn-
ing slightly above the maximum taxable
wage. Raising the Social Security tax max
to cover 90 percent of taxable earnings
would significantly increase tax rates for
individuals whose earnings have not risen
while imposing only a tiny tax increase on
the very high-pay individuals whose earn-
ings have risen. From a fairness perspective,
this makes little sense.5

Social Security’s payroll tax ceiling is also
not unusually low relative to other developed
countries. Across twenty-two Organization
for Economic Cooperation and Develop-
ment (OECD) countries, pension taxes
were applied, on average, up to 2.1 times the
average wage. In the United States, the
Social Security payroll tax is applied up to
around 2.9 times the average wage, a signifi-
cantly higher tax cap than in the United
Kingdom, Japan, Germany, Canada, and
other competing countries. On the benefit
side, Social Security is also more progressive
than the typical OECD program. Only a
small number of countries, most of Anglo
origin, have more progressive pension benefit structures
than the United States.6 Broadly speaking, the US Social
Security program is smaller but more targeted and progres-
sive than pension programs in other developed countries. 

Raising the Tax Max. While these arguments based on
Social Security’s history and comparisons to other 
countries are relevant, data from the Office of the 
Chief Actuary shows that lifting or eliminating the cap on

taxable earnings could significantly increase revenues to
Social Security, raising taxes by around $1.5 trillion over
the first ten years.7 This makes it hard to brush aside a
higher tax max as the solution to Social Security’s woes,
especially in the current fiscal environment. However,
there are two important policy issues to consider.

First, would those additional revenues be saved? Elimi-
nating the payroll tax ceiling would reduce the rising cost
burden on future taxpayers only if the near-term surpluses
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FIGURE 2
PENSION TAX CEILING AS A PERCENTAGE OF AVERAGE WAGE

SOURCE: OECD, “Pensions at a Glance 2007,” www.oecd.org/document/35/0,3746,en_2649_34757
_38717411_1_1_1_1,00.html (accessed March 8, 2011).
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FIGURE 3
SOCIAL SECURITY INCOME MINUS OUTLAYS,

CURRENT LAW AND WITH TAX MAX ELIMINATED

SOURCE: Social Security Administration, “OASDI Cost Rates and Income Rates,” http://www.ssa.gov
/OACT/solvency/provisions/charts/longdesc/chart1_run103_ld.html (accessed March 21, 2011).
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it generated were truly saved to cover benefits once the
program went into deficit. This means not simply credited
to the Social Security trust fund, but saved in a broad
sense that reduces overall budget deficits and adds to
national saving. If near-term surpluses were effectively
spent, either through increased outlays or lower
non–Social Security taxes, then on a straight cash basis
eliminating the payroll tax ceiling would delay Social
Security deficits by only a few years and fill only around
40 percent of annual deficits once they occur. 

A trio of studies by well-respected economists con-
cludes that Social Security surpluses since the 1980s have
not translated into improved budget balances or reduced
publicly held government debt. These researchers looked
at how Social Security balances correlate with changes to
the overall budget balance, after controlling for other fac-
tors. Kent Smetters of the Wharton School, who wrote
the first such study, concluded:

There is no empirical evidence supporting the
claim that trust fund assets have reduced the level
of debt held by the public. In fact, the evidence sug-
gests just the opposite: trust fund assets have prob-
ably increased the level of debt held by the public.8

Barry Bosworth and Gary Burtless of the Brookings
Institution, using a sample of OECD countries to supple-
ment results focusing on the United States, noted:

A large portion of the accumulation within national
social insurance systems is offset for the government
sector as a whole by larger deficits in other budgetary
accounts. On average, OECD countries have 
been able to save only a small portion of any funds
accumulated within their social insurance systems 
in anticipation of large expected liabilities when a
growing fraction of the national population is retired.
Between 60 and 100 percent of the saving within
pension funds is offset by reductions in government
saving elsewhere in the public budget.9

In other words, one dollar of Social Security surpluses
tends to be offset by sixty cents to one dollar in increased
spending or reduced taxes in the non–Social Security 
portion of the budget.

John B. Shoven of Stanford and Sita Nataraj of Occi-
dental College examined trust fund saving throughout 
the federal budget. Their results “suggest a dollar-for-dollar

offset of trust fund surplus with spending increases or 
tax cuts; the authors are able to reject the hypothesis 
that the full dollar of trust fund surplus is saved by 
the government.”10

The Congressional Budget Office appears to have
accepted these views, recently stating that “trust fund bal-
ances convey little information about the extent to which
the federal government has prepared for future financial
burdens, and therefore . . . trust funds have important
legal meaning but little economic meaning.”11

To sum up, the evidence suggests that Social Security
surpluses, rather than building savings to help pay future
Social Security benefits, instead tend to subsidize present
consumption. Social Security surpluses allow current
spending to be higher, or current taxes lower, than they
otherwise would be. It would therefore be ironic, to say
the least, if Congress approved a strategy to fix Social
Security that relied on trust funds that both economic
research and the Congressional Budget Office have 
concluded do not effectively prefund future benefits.

This leads to a second question that must be considered
before deciding to raise the tax max: how would higher
tax rates affect work, the economy, and tax revenues?
Potentially higher Social Security taxes should be seen 
in the context of other tax increases that are already in
the works. Currently, the top federal income tax rate is 
35 percent. Adding the 2.9 percent Medicare tax and a
typical state income tax rate of around 5.5 percent, the
all-in top marginal tax rate on earned income is around 
43 percent. In some higher-tax states, it could be as high
as 49 percent.

Under the Obama administration’s plans, the top
income tax rate will rise to 40.8 percent, due to an increase
in the top rate to 39 percent and the restoration of the
Pease provision phasing out itemized deductions for 
high earners. The Medicare tax rate on high earners is
scheduled to rise to 3.8 percent as of 2013 as part of the
recent health reform legislation.12 Assuming, perhaps 
optimistically, that top state income tax rates remain 
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The US Social Security program is 

smaller but more targeted and 

progressive than pension programs 

in other developed countries. 



constant at around 6 percent, the top marginal tax rate 
will rise under current plans to 51 percent, with a maxi-
mum in high-tax states such as Hawaii and Oregon of
around 56 percent. 

Now consider eliminating the Social Security payroll
tax ceiling. While only around 6 percent of earners have
earnings above the tax max in a given year, about 24 per-
cent of households would be affected by higher taxes over
their lifetimes.13 In years when earnings exceeded the 
current taxable maximum, these individuals would pay an
additional 12.4 percent tax on their wages. Total maximum
marginal tax rates on earned income would range from a
low of 57 percent in states with no income tax to a high of
68 percent in Hawaii; the population-weighted average top
rate would be almost 63 percent14 (see figure 4).

And these tax increases, which would leave high 
earners essentially tapped out in terms of revenues, would
occur before Medicare and Medicaid’s multitrillion-dollar
funding shortfalls have been addressed. In short, policy-
makers would enter the largest entitlement battle, over
health care, without any ammunition.

Tax rates at these levels would almost surely harm the
economy and the tax revenues that depend on it. Estimates
from the Social Security Administration’s Office of the
Chief Actuary conclude that eliminating the payroll tax
ceiling would reduce earnings subject to those increased
taxes by around 6 percent, equivalent to the increase in 
the employer’s share of the payroll tax.15 This not only
reduces the additional Social Security taxes that would be
collected, but also lowers federal income tax and Medicare
tax revenues. Under the high marginal tax rates on earned
income envisioned by the administration, revenue losses
due to a reduced tax base would be significant. The federal
government could lose around twenty cents in non–Social
Security revenues for each dollar of new taxes it raised
through Social Security, thereby increasing the non–Social
Security federal deficit by $300 to $400 billion over ten
years. In addition, state governments would lose income tax
revenues based on the reduced tax base.16

Many respected economists would go even further.
Edward Prescott, the 2004 winner of the Nobel Prize in 
economics, points out that Americans on average work
around 50 percent more than working-age French, Italians,

or Germans. What drives this differ-
ence? Prescott explains: “It turns out
the answer is not related to cultural
differences or institutional factors like
unemployment benefits; rather, mar-
ginal tax rates explain virtually all of
this difference.”17 When Europeans
were subject to around the same tax
rates as Americans, they worked
around the same number of hours.
But, as my AEI colleague Allan H.
Meltzer has pointed out, “From the
1970s to the 1990s, the effective tax
rate on work increased by an average
of 28 percent in Germany, France,
and Italy. Over that same period,
work hours fell by an average of 
22 percent in those three coun-
tries.”18 In a future economy, when
smaller numbers of workers must sup-
port larger numbers of retirees, this is
not an outcome policymakers should
be comfortable with. 

It is widely accepted in economics
that the welfare loss imposed on
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FIGURE 4
MAXIMUM MARGINAL TAX RATE ON EARNED INCOME, BY STATE

SOURCE: Author’s calculations.
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society as a result of a tax increases along with the square
of the tax rate. That is, the so-called deadweight loss asso-
ciated with taxes rises more quickly than tax rates them-
selves. The Obama administration’s proposed shift from a
top marginal rate of about 44 percent to 51 percent would
increase the deadweight loss by approximately one-third;
a further shift to 63 percent would nearly double it. 

Leaving aside the moral issue of taxing away over 
60 percent of an additional dollar earned, even countries
such as Germany, France, Holland, and Sweden—which
have no such qualms about high taxes—have judged that
such high rates are counterproductive as a matter of 
economic stewardship. It would be foolhardy for the
United States to adopt this approach as the solution to fix
Social Security, particularly when larger challenges with
Medicare and Medicaid lie ahead. 

Benefit Reduction

If raising taxes by increasing the maximum taxable wage is
not viable, reducing benefits for middle and high earners
must be considered as an alternate solution to achieving
long-range solvency for Social Security. Should reform
reduce future Social Security retirement benefits, most 
middle- and high-income individuals can and will make 
up for these reductions by increasing the amount they save
on their own. Many Americans do not maximize their
401(k) contributions, for which they receive both a tax 
preference and generally an employer match. Policies to
encourage greater individual saving, such as automatic
enrollment in 401(k)s and automatic increases in contribu-
tions, could go a long way toward offsetting any reductions
in Social Security benefits. Policies to prolong work lives,
such as reducing or eliminating the payroll tax for workers
over age sixty-two, likewise would help individuals better
prepare for retirement.

A recent study by the RAND Corporation confirmed
what economic theory and evidence already suggest: most
individuals would react to lower Social Security benefits

by saving more or delaying retirement.19 Forty-seven per-
cent of respondents told RAND they would definitely
extend their work lives, with another 44 percent saying
maybe. Likewise, 41 percent said they would save more
before retirement, with another 50 percent saying maybe.
In both cases, the share of individuals who said they
would react to lower scheduled benefits by doing nothing
and simply swallowing the benefit cut was only around 
10 percent. These survey results correspond with research
findings that Social Security tends to reduce private 
saving20 and encourage earlier retirement.21

The point is not that we can ignore the effects of reform
on retirement income, particularly for low earners who
depend heavily on Social Security. Rather, we cannot
ignore how individuals will react to lower Social Security
benefits. It is not unreasonable to expect that most 
individuals will save more and work longer, which will not
only reduce the net effect of Social Security reform on their
retirement incomes but also raise economic output and
increase tax revenues for the government.

It is important to stress one caveat in this discussion: 
policymakers should not reduce benefits for low earners
who cannot save sufficient amounts for retirement on their
own and who otherwise would fall into poverty in old age.
Additionally, the safety net provided by disability and 
survivors benefits should not be harmed. Social Security’s
most important task is to prevent Americans from falling
into poverty, and any policy changes to reduce benefits
should be focused on middle- and high-income earners who
could work to offset lower Social Security benefits.

Conclusion

Lawmakers today face a choice: policies that encourage
more work and more saving, while retaining the safety net
for the poor, versus policies that discourage work and sav-
ing. The former option, which can be achieved through
lower Social Security benefits for middle- and high-income
earners, will strengthen the economy and help the govern-
ment bear its many other burdens, including Medicare and
Medicaid. The latter option, which is a consequence of lift-
ing or eliminating the cap on taxable earnings, could harm
our ability to react to the challenges of population aging.
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