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Relative to the extensive literature that values 
risk in insurance and financial markets, econo-
mists have paid surprisingly little attention 
to the welfare consequences of policy uncer-

tainty. Such effects are likely especially pronounced when 
the policy has a potentially large impact on consumption 
and the risk associated with the policy is not diversifiable 
or insurable. For example, uncertainty about future taxes 
is costly to individuals because it hampers their ability to 
plan consumption over the lifecycle.  

Uncertainty about the generosity of expenditure pro-
grams for the elderly, such as Social Security and Medicare, 
also reduces individuals’ ability to plan consumption. And 
given that Social Security accounts for more than a third of 
total income among the elderly, we suspect that uncertain-
ty regarding its generosity is a major source of the welfare 
cost of policy uncertainty more generally. 

Our research uses a novel approach to estimate the cost 
to individuals of policy uncertainty regarding Social Secu-
rity benefits: we elicit both the expected benefits and the 
certainty equivalent of uncertain future benefits and use 
the difference between these two measures as the welfare 
cost to the individual of policy uncertainty. 

Social Security is potentially a large source of policy 
uncertainty for individuals because under current law, the 
Social Security system is not solvent; thus, some combina-
tion of benefit cuts and tax increases will likely occur at 
some point in the future. The need for reform to restore 
the program to long-term financial stability has been an ac-
tive topic of policy discussion. Each of the last three presi-
dents has made the reform of Social Security an important 
part of his policy agenda. With the status of reform still in 
doubt, individuals can expect some form of policy change 
but may be uncertain of its timing, size, and composition. 

To illustrate the role of this policy uncertainty, consider 
two scenarios in a stylized example. In the first, individu-
als know for sure that their Social Security benefit will be 
cut by 20 percent. In the second, they have a 20 percent 
chance that their benefits will be cut completely and an 
80 percent chance that their benefits will not be cut at all. 
While the expected benefits (and thus the expected cost to 
the government) are the same in both scenarios, individu-
als only face policy uncertainty in the second scenario. Be-
cause of the uncertainty in the second scenario, risk averse 
individuals value their benefits less than what they cost 
in expectation. In particular, they would likely trade the 
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second scenario for a sure benefit cut, even if that sure ben-
efit cut is somewhat greater than 20 percent. The differ-
ence between the expected benefit cut and the largest sure 
benefit cut people would be willing to accept is an estimate 
of the cost to individuals of policy uncertainty surrounding 
Social Security benefits.

We quantify this cost of policy uncertainty by fielding 
an original, internet-based survey of 3,000 individuals be-
tween the ages 25 and 59 who are broadly representative 
of the U.S. population in that age range. We focus on this 
age range because this is the prime age range in which 
individuals need to prepare for retirement and because 
older individuals will likely be grandfathered into the 
existing rules if there is a major Social Security reform. 
An important innovation relative to the literature that 
examines perceptions of future Social Security benefits is 
that we ask about future benefits relative to the benefits 
scheduled under current law. This allows us to filter out 
any uncertainty (or misperceptions) regarding the current 
benefit rules as well as uncertainty about benefits that is 
related to uncertain inputs (such as own future earnings 
or aggregate future wage growth) to the benefit formula. 

The key part of the survey consists of two sets of ques-
tions about people’s future Social Security benefits. In the 
first, respondents are asked to describe the likelihood of 
receiving benefits in specific ranges relative to “the ben-
efits they are supposed to get under current law.” They 
fill in a histogram of this distribution by putting balls into 
bins on their computer screens. This histogram allows us 
to calculate their expected benefits. In the second part, 
respondents are asked to make a sequence of choices as 
to whether they would prefer a guaranteed contract at a 
hypothetical percentage of the benefits they are supposed 
to get under current law to the distribution of benefits they 
think they will get. This sequence of questions allows us to 

bracket their certainty equivalent benefit level. Subtracting 
the certainty equivalent from the expected benefits yields 
the respondent’s risk premium against policy uncertainty.

Our main results indicate that individuals perceive the 
risk to which policy uncertainty exposes them and that the 
welfare cost of that risk is statistically and economically 
significant. Across respondents, the average expected ben-
efits are 59.4 percent of the benefits the respondents are 
supposed to get under current law. The average certainty 
equivalent is 53.7 percent, yielding an average risk premium 
of 5.8 percent. At 7.0 percent, the median risk premium is 
close to the average risk premium. These risk premia are 
expressed as percentage of benefits under current law, but 
would become 9.7 percent and 11.8 percent, respectively, if 
expressed as a percentage of expected benefits.

Our results show that the risk premium is higher when 
people are more dependent on Social Security or have 
less time to mitigate uncertainty in Social Security by 
changing their labor supply or savings rate. For example, 
older people and those with lower incomes have higher 
risk premia. Given the large role that Social Security 
plays in retirement, our research suggests that a consid-
erable welfare gain is possible by finding ways to reduce 
uncertainty about its eventual reform. Some possibilities 
include acting sooner rather than later, or legislating rules 
in which benefits automatically adjust to macroeconomic 
and demographic changes to keep Social Security solvent.
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