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Executive Summary

e Socia Security, the United States' most significant safety-net program for retirees, survivors, and the
disabled, is primarily funded through FICA (Federal Insurance Contributions Act) taxes withheld from
workers paychecks.

e Thesetaxes areinvested in specia Treasury securities held in two Trust Funds, which are credited with
FICA tax receipts, but not directly; rather, there is a multistep, multi-agency process, which is subject to
revision and can take years.

e Thisinsight examines the complex interaction between payroll taxes and financing of the Social Security
system.

Introduction

Social Security isthe United States’ most significant safety-net program for retirees, survivors, and the disabled.
The program’s primary funding source comes from the 12.4 percent Federal Insurance Contributions Act
(FICA) taxesthat are withheld from workers' covered wages. These workers could be forgiven for assuming
that cash is sitting in a bank account with their name on it, ready to be collected upon retirement. But the steps
from paycheck to Trust Fund are less straightforward. Indeed, the cash employers remit in taxes never touches
Social Security, but rather, is credited to the Trust Funds and otherwise spent by the Department of Treasury.
Ultimately, the process by which FICA taxes are credited to the Trust Funds is designed to ensure that the
program is credited with no less than exactly what it is owed.

Thisinsight reviews Social Security’s complex financial management system, including the path from the
collection of FICA payroll taxes, through a maze of government agencies, and finally to the more than 65
million retirees, survivors, and disabled Americans counted among the program’s beneficiaries.

FICA Taxes

In addition to income, capital gains, and other collections from the federal government, workers and employers
pay FICA taxesto fund the nation’ s largest social insurance programs: Socia Security and Medicare.
Programmatically, FICA taxes have two components. The first component is the Old Age, Survivors, and
Disability Insurance (OASDI) tax, which is the funding stream devoted to the Social Security program. Itis
composed of both an employer and an employee levy of 6.2 percent for a combined rate of 12.4 percent.[1] It
appliesto the Social Security Wage Base, which is the maximum amount of earned income to which the tax
rates are applied, effectively capping the amount of taxable income subject to this tax. This wage base adjusts
for inflation. In 2023, the wage base will increase to $160,200 from $147,000.[2]
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The second programmeatic component to FICA taxesis the tax levied on wages devoted to the hospital insurance
(HI) trust fund under Medicare. Thislevy is 1.45 percent and isimposed on both the employer and employee,
for acombined tax rate of 2.9 percent. Unlike the OASDI tax, thistax rate is applied to all earnings.[ 3] The
Affordable Care Act imposed an additional 0.9 percentage point tax on individuals making over $200,000 and
joint filers making over $250,000.]4]

Figure 1: Payroll Tax Rates

FICA Tax Social Security (OASDI) | Medicare (HI)| Total
Employee Contribution 6.2 1.45 7.65
Employer Contribution 6.2 1.45 7.65
Combined Rate 124 2.9 15.3

SECA Tax Social Security (OASDI) | Medicare (HI)| Total
Combined Rate 12.4 2.9 15.3

* Applies to a maximum wage base of 160,200 in 2023.

The taxes amount to a combined tax rate of 15.3 percent on all earnings up to $160,200 in 2023, with the
combined HI tax of 2.9 percent applied to any earnings beyond. As a parallel to FICA taxes, self-employed
individuals are also subject to payroll taxes, namely the Self-Employment Contributions Act (SECA) tax.
Acting as employees and employers, the self-employed are subject to the 15.3 percent combined rates for both
the OASDI tax and the HI tax.

Thisanalysisis primarily concerned with OASDI and will focus on the interaction between FICA taxes devoted
to the Old Age and Survivor’s Insurance (OASI) and Disability Insurance (DI) Trust Funds. The OASI and DI
Trust Funds are separate entities but are often spoken of as part of acombined system, and indeed, the allocation
of FICA tax collections to the relevant trust funds involves multiple steps involving multiple federal agencies.

The employee and employer components of FICA taxes “live” in sections 3101 and 3111 of the federa tax
code, respectively.[5] These provisionsimpose arate of tax on applicable wages of 6.2 percent, for the
combined rate of 12.4 percent. Y et the law establishing the trust funds into which these funds flow delineates
the proportion of FICA taxesthat are to be collected for the respective Trust Funds.[6]

Figure 2: Allocation of FICA Taxes

Allocation (%)| oaAs1 | D1 |oAspI
Pre-2016 106 | 1.8 | 124
2016-2018 10.03 | 237 | 124
2019+ 106 | 1.8 | 124

At present, most of the 12.4 percent FICA tax — 10.6 percentage points of the tax —is devoted to the OASI
program, while 1.8 percent is devoted to financing the DI program. In 2015, the DI program was facing
imminent insolvency. To address the shortfall, Congress enacted the Bipartisan Budget Act of 2015, which
reallocated 0.57 percentage points of the FICA tax from the OASI program to the DI program for three years,
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before reverting to its pre-2016 split.

Most Americans are familiar with the fact that these taxes are generally withheld from employees’ paychecks,
along with income tax and other deductions, and remitted to the Internal Revenue Service (IRS) on aperiodic
basis by employers. The timing of employer remittances of withheld taxes generally varies by the size of
employer, with smaller firms allowed more time to remit withheld taxes. From the employee’ s perspective,
thereislittle difference between the employee and the employer-share of the payroll tax or the OASI and DI
shares of tax — 12.4 percent istaken out in total. Thus, there isa somewhat artificial distinction between
taxpayers of the payroll tax: The tax base is ultimately the employee’ s wages. Accordingly, it isgenerally
understood that the tax burden — the economic incidence as opposed to the legal incidence — falls entirely on the
employee.| 7]

Figure 3: Trust Fund Income

Social Security Trust Funds ($Millions) 2013 2014 2015 2016 2017 2013 2019 2020 2021 2022
Ol d-Age and Survivors Insurance [0ASI) 645,678 674584 710334 7104587 7423595 750371 B3%,992 B95,014 BF5387 992555
Employer 284,995 305279 322395 321,652 33A/293 340501 3B4.005 408.227 3598575 452445
Emploves 292,241 302850 319539 319,540 333542 338475 381121 404562 3595425 448042
Self-em ploved 33578 38104 37,189 3/195 36670 36489 39985 42751 44,235 45438
General Fund Reimbursement 4169 385 278 B7 17 18 11 3 1 0
Taxation of benefits 20894 2IF957 30,554 31623 35877 34488 348%0 39032 37,151 47,071
Disahility Insurance [DI) 106,523 111488 116508 158,600 169063 169719 140961 145997 142826 162231
Employer 50095 51,840 54,747 75347 79498 BOSTe 65906 65299 67677 76,842
Employves 49503 51427 54,330 7T4BBY 7BB54 79,992 85222 GRT4T 67,143 76,096
Self-em ploved 5704 6470 6312 7157 8734 8617 BI49 7247 T.EET 7,740
Feneral Fiund Reimbursement 729 71 47 15 3 3 2 o a0 a0
Taxation of benefits 351 1,580 1.071 1154 1873 530 L5E3 L1704 455 1,553
Total Payrall Tax Income 726,216 755970 794892 836,178 B73591 BASO050 944469 1,001273 980402 1106.602
Total Income 752,201 7BA072 B26B42 BA9,097 911462 920,090 980,953 1042011 1018213 1155227

The tax code does not specify what portion of the 12.4 percent should be alocated to the OASDI Trust Funds,
or the other sources of income — over $1.1 trillion in 2022 — to the Socia Security system.[8] Rather, the
apportionment and depositing of funds into the relevant Trust Funds is a somewhat more complex process than
it appears at first glance. Employers will typically remit withheld taxes to the IRS in periodic lump sums.
Payroll firms facilitate this transaction for many employers, but fundamentally, employers are not required to
distinguish between income and payroll taxes that they remit to the Treasury. Recall, as well, that the timing of
remittances by employers varies by firm size.[ 9] Whenever they are legally due, employers submit payroll tax
payments to Treasury by electronic transfer to a Federal Reserve depository institution. Thus, the income for the
Social Security program enters the Social Security system by first flowing into the Treasury Department
Genera Fund as comingled U.S. dollars. Sorting which dollars go where is a multi-stage process that essentially
begins with the imposition of the employer and employee FICA taxes and ends with the appropriate amount of
funding credited to the Trust Funds through a process that can ultimately take years.

Funding the Old Age, Survivors, and Disability Insurance Trust Funds

On any given day, the federal government engages in tens of billions of transactions flowing into and out of the
federal government’ s checking account with the Federal Reserve.[10] Thisis but one measure of the complexity
and scope of the federal government’ s financial footprint. As managing Trustee of the Social Security Trust
Funds, Treasury is the agency designated to execute the financial operations of the OASI and DI Trust Funds.
The patterns of financial flows between Social Security’sincome — primarily but not exclusively FICA tax
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receipts — and expenditures do not necessarily overlap and require daily management of the Funds' balances.[11]

This requires daily investments and redemptions of the securitiesin which those Trust Funds are invested. As
noted above, the income earmarked to the OASDI Trust Funds largely flowsinto the Treasury in periodic,
comingled sums, but Treasury must manage the Trust Funds' balances daily, through the crediting and
redemption of special Treasury securities, from the Government Account Series (GAS).[ 12] The cash payments
received by Treasury are not generally parceled out to Trust Funds, but rather, in lieu of cash, Treasury issues
GAS securities to the federal Trust Funds, including OASDI. Treasury invests the OASDI Trust Funds with
Specia Issues (Sl) of GAS securities as ameans of crediting the Funds for payroll tax receipts (and other Fund
income such as interest payments). These securities are not generally available for sale to the public, but rather
serve as a mechanism for appropriately crediting the Trust Funds for which the receipts are intended, while
facilitating the efficient management of Treasury’s debt and cash requirements.

Interest rates on GAS series are set by formula and are calculated for the forgoing month on the last business
day of the preceding month. The current formula was established in 1960 and sets the interest rate for S|
securities issued over the following month as the average market yield on marketabl e interest-bearing securities
of the federal government. These are not due or callable until after four years. The average yield must then be
rounded to the nearest eighth of 1 percent.| 13| The average effective interest rate for securities held by the
OASDI Trust Fundsin 2022 was 2.4 percent.| 14]

The OASDI Trust Funds are invested in two forms of Sl security. The first type of S| securitiesis certificates of
indebtedness that are issued on adaily basis and mature on June 30 of the year in which they are issued. The
other form of Sl securities is bonds, with maturities of one to four years, and are issued on June 30 of every year
upon the maturation of either type of Sl security. At the end of 2022, about 93 percent, or $2.6 trillion, of the
$2.8 trillion in S| securities held in the OASDI Trust Funds were invested in Sl bonds.[ 15] This somewhat
misleads, however, asto therole S| certificates play in the daily operations of the OASDI Trust Funds. Over the
course of 2022, the OASDI funds received $1.38 trillion in S| securities, and disposed of $1.42 trillion in
securities, for a net change in the funds balance of about $40 billion. About 85 percent of the securities received,
and about 73 percent of securities disposed of, were in the form of Sl certificates.[ 16|

Estimating Deposits

The critical linkage between the collection of FICA taxes and the accurate crediting of these receiptsto the
Trust Funds with Sl securities is the process by which multiple agencies estimate receipts for which the funds
should be credited. Benefits payment typically occur on the third day of the month for some beneficiaries, or
Wednesdays throughout the month depending on beneficiaries dates of birth and other factors.[17] By law,
beneficiaries are entitled to payment of their eligible benefit, provided that benefit is funded. Socia Security can
only legally pay benefits up to the limit of the program’ s resources. The securities in the OASDI Trust Funds
provide the legal instrument for liquidating benefit payments. Those securities are redeemed as necessary with
Treasury, which issues cash payments to eligible beneficiaries. Thisis essentially the reverse of the process by
which the Trust Funds are invested. Determining exactly how to credit Trust Funds accurately from lump sum
payments that are comingled with other taxes, however, is a necessary challenge.

AMERICANACTIONFORUM.ORG



While the FICA regime can be found within the U.S. Tax Code, the mechanism for connecting FICA revenue to
Trust Fund depositsis housed in another section of federal law entirely.[ 18] The law governing the OASDI
Trust Funds specifies that Social Security taxes collected under FICA shall be deposited in the OASDI Trust
Funds “on the basis of estimates by the Secretary of the Treasury....” The estimating process bridges the gap
between the tax collection and investment in the Social Security Trust Funds.

Figure4: Trust Fund Deposit Estimating Process|19]
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As Managing Trustee, the Treasury Department’ s responsibilities include executing the daily deposit and
redemption of securities. Y et Treasury does not know exactly how much of agiven type of tax remittance has
come into Treasury on any given day. Rather, it relies on estimates to credit the Trust Funds for FICA taxes
received. The estimates are prepared with the input of multiple executive agencies but are primarily ajoint
effort between Treasury and the Social Security Administration (SSA). The process is broadly specified in
statute and is further articulated in a memorandum of understanding between SSA and Treasury.[ 20|

SSA isresponsible for maintaining records on wages subject to FICA and SECA taxes. As part of the tax
estimation and Trust Fund depositing process, SSA prepares estimates for future quarterly tax liabilities based
on earnings data it maintains. SSA provides these quarterly estimates to Treasury, which uses the estimates to
calculate estimated monthly FICA tax collections.[21] Treasury further estimates the proportion of FICA taxes
collected as a share of overall tax collections for the month. It applies thisratio to daily tax receipts—recall that
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tax payments are comingled — to estimate the amount of FICA tax receipts that should be credited to the OASI
and DI Trust Funds. Treasury repeats this process daily throughout the month until the estimated receipt amount
for the month has been credited to the Fund. If actual receipts exceed the monthly estimate, Treasury ceases
further investment in the Trust Funds for the month. If actual receiptsfall short of the monthly estimate,
Treasury credits the Trust Funds with the difference at the end of the month.

SSA isresponsible for certifying wages subject to FICA on a quarterly basis. Treasury and SSA rebalance the
Fund accordingly, depending on whether wage revisions increase or decrease Fund income more than
otherwise. SSA may revise its estimates for wages as far back as 1937. This ensures that over the long run the
appropriate share of covered wages was deposited.

Perhaps the most important concept in this processis that the law governing the Trust Funds makes clear that
the OASDI Trust Funds are funded with a percentage (the applicable tax rates) of covered wages. The basic unit
of measure in the estimating and crediting of FICA taxes has little to do with the actual amount of FICA taxes
collected. Thus, the Trust Funds are owed the taxable share of wages tabulated by SSA, essentially whether
Treasury can collect the revenue or not.

Policy Interactions

Recent and future tax debates have been and will likely be primarily animated by individual and corporate
income taxes. Y et for many taxpayers, FICA taxes form the largest federal tax liability. Payroll taxes are
generally considered regressive taxes to the extent that the effective tax rate is inversely proportional to income
— lower-income workers pay a greater share of payroll tax than do higher-income workers. Historical reformsto
the Socia Security system have aso included payroll tax increases, which have increased the effective tax rates
on lower-income workers under the payroll tax. In general, due to the linkage between FICA taxes and the
financing of Socia Security, FICA taxes aretypically not considered in isolation of that program.

More recently, some policymakers have been reconsidering FICA taxes beyond their primary role as sources of
finance for Social Security. [22] The most conspicuous recent example is the 2010 payroll tax reduction enacted
as part of the Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010.[ 23] The cost
estimate for this policy outlines the broad flow of fundsinvolved. 24| The law reduced payroll tax liabilities by
2 percentage points and specified that any forgone FICA revenue would be replenished with a general fund
transfer. It isimportant to note, however, that the mechanism for estimating and crediting the Trust Fund is
abstracted from actual FICA collections. Rather, the investment of SI GAS securitiesin the Trust Fund isa
function of the tax liability (based on the applicable rate) on certified wages.

An alternative approach would have essentially directed SSA and Treasury to ignore the reduced payroll ratein
the calculation of applicable tax liabilities. Thiswould have given rise to general fund transfers to make up the
difference between the actual (reduced) FICA receipts and the higher estimated liabilities. Budgetarily, the
policy would be identical to the payroll tax holiday — areduction in FICA receipts, which is replenished through
ageneral fund transfer that increases on-budget direct spending and increases off-budget offsetting collections
to fund Social Security spending held harmless by the decreased FICA receipts.

This architecture remains available to policymakers considering tax policy reformsinvolving the payroll tax.
One example of payroll tax reform is an earned income tax credit (EITC) proposal from the Tax Reform Act of
2014.[25] The proposal created a credit against employee-side payroll taxes that were refundabl e through the
individual income tax code. Uniquely, the proposal characterized the payroll credit as an income tax revenue
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loss for budgetary purposes. A separate but related issue concerns how the OASDI Trust Fund would be
affected. The regime through which the OASDI Trust Fund is credited with tax receiptsis designed to credit the
Fund on what should be owed, rather than what is collected. Treasury makes up any difference through the
issuance of securities. Historically, changesin payroll taxes have been largely a function of ensuring additional
funding for Social Security. It thus follows that the applicable tax rate and the relevant percentage for crediting
the fund for tax receipts are related, but that need not be the case. Thus a policy that reduced FICA tax receipts,
but maintained a regime that credited the trust fund asif that change did not occur, would see the Trust Fund
held harmless from the reduced payroll receipts.

Conclusion

The Social Security program has a complex financial management system that begins with the worker and
winds through a maze of federal agencies before ultimately completing with payments to its millions of
beneficiaries. While labyrinthine, the process by which FICA taxes are disbursed to the Trust Fundsis designed

to ensure that the program is credited with no less than exactly what it is owed. This design feature animates the
interaction of tax policy and the funding mechanism for Social Security.
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