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Background

On August 14, 1935, President Franklin D. Roosevelt
signed the Social Security Act into law (Public Law
74-271). The new Act created a social insurance
program designed to pay continuing income after
retirement to retired workers age 65 and older. It has
been described as a watershed achievement of social
welfare reform in American history. For the first time,
workers were guaranteed a basic floor of protection
against the hardships of poverty in old age. *

In its original form, Social Security only paid retirement
benefits to the primary worker. Survivor benefits,
disability benefits and benefits for spouses and children
were added later. The original contribution rate was 1%
of the first $3,000 of compensation for both the
employer and the employee.

As we understand it today, Social Security consists of
the Old Age and Survivors Insurance Fund (OASI), and
the Disability Insurance Fund (D). The combination is
sometimes referred to as “OASDLI.” Social Security
covers virtually all private sector employees and about
72% of public employees.? It is an important part of
retirement planning for almost all Americans. At the end
of 2025, it was providing benefits to 70 million people.?
In 2025, it paid out $1.60 trillion in benefits and
expenses (over 99% of the total was in direct benefit

payments) and received income of $1.45 trillion. Income
consisted of $1.32 trillion from the 12.4% payroll tax,
with the remainder coming from interest on reserves
and taxation of benefits. Consequently, the OASDI Trust
Funds, which started the year with $2.72 trillion,
declined to $2.56 trillion.

While sometimes discussed in combination with the rest
of the federal budget, the Social Security system is an
independent program that is funded primarily through a
specifically dedicated payroll tax. In 2026, the payroll tax
is 6.2% for both the employer and the employee on the
first $184,500 of earned income. The figure of $184,500
is called the Taxable Wage Base (TWB) or sometimes,
the “Contribution and Benefits Base.”* This TWB is
adjusted annually for increases in average wages. There
is also a 1.45% payroll tax on all earned income for both
employers and employees for Medicare, so that the
total payroll tax on the first $184,500 of earnings is
15.3% (= 6.2% + 6.2% + 1.45% + 1.45%). The total payroll
tax is called the Federal Insurance Contributions Act tax,
or “FICA” tax.” (High earners and individuals with
investment income are subject to additional Medicare
taxes that are not covered in this GRS Perspectives
article.)

Social Security is a type of career average indexed
retirement plan. The Social Security Administration
(SSA) maintains a record of each person’s taxable

! Robert J. Meyers, one of the original designers of the Social Security program who served as Chief Actuary from 1947 to 1970, has been quoted as saying, “I
have always believed that social security should be a floor of protection, and | think that it has well served this purpose and is now doing so.” Transactions of

the Society of Actuaries 1970 Vol 22 PT. 2 No. 63.

?Federal State Reference Guide, Publication 963 (Rev. 5-2025), Page 1, https://www.irs.gov/pub/irs-pdf/p963.pdf

3https://www.ssa.gov/OACT/FACTS/fs2025 12.pdf

*Increases to the contribution and benefits base are announced each year in October and apply to the following calendar year.

®26 USC, Subtitle C, Chapter 21.
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earnings by year throughout the person’s career. The
SSA also maintains a record of the National Average
Wage for each calendar year and creates the “Average
Wage Index” (AWI). The AWI® is based on compensation
(wages, tips, etc.) subject to Federal income taxes, as
reported by employers on Form W-2. Due to lags in
reporting, the Average Wage Indexing series is, in a
sense, one year behind (or two depending on how you
count it). For example, in 2026, the National Average
Wage for 2024 is the applicable figure. The year in which
a worker attains age 62, dies, or becomes disabled is
called the “eligibility year.” Benefit computations are
based on the benefit formula parameters in effect for
the eligibility year.

Social Security Old Age (Retirement)
Benefits

As an example, consider Jane who was born in 1960.
Jane’s eligibility year is 2022, the year she turned age
62. Although she could have taken a reduced Social
Security benefit in 2022, she decided to delay
retirement until 2026. In order to calculate her Old Age
benefit, it is first necessary to index her taxable earnings
in accordance with the Average Wage Index. Because of
the lag in available data, indexing is done to the second
year before the eligibility year. In Jane’s case, that
means to 2020. The National Average Wage for 2020 is
$55,628.60. Jane’s earnings in each prior year are then
indexed to 2020. For example, suppose that in 1990,
when the National Average wage was $21,027.98, Jane
had earned $17,150. Her earnings for 1990 would then
be indexed to 2020 as follows:

$55,628.60

$21.027.98 $17,150 = $45,369.57

If Jane’s actual earnings in any year exceed the Taxable
Wage Base for that year, only earnings up to the Taxable
Wage Base would be used in the computation.

This calculation is done for each year that Jane had
taxable earnings, up to and including the year that she
turned age 60. For years after she turned age 60, the
indexed earnings are considered to be the actual

nominal earnings (up to, but not exceeding, the Taxable
Wage base for the year in question). After these
calculations are completed, the 35 highest years of
indexed earnings are selected and all other years are
dropped from the calculation. If Jane did not have 35
years of taxable earnings, then the 35 highest years will
contain some zeros, and the zeros will be included in the
averaging process. (This point can be misunderstood by
individuals who retire from public or private sector
employment at relatively young ages and expect to
draw a full Social Security benefit later.) The average of
the 35 highest years is then calculated and the result,
after division by twelve, is called the Average Indexed
Monthly Earnings (AIME). Let us suppose that Jane’s
AIME is $8,574.

The next part of the calculation produces Jane’s Primary
Insurance Amount (PIA). The PIA is the amount that Jane
would get if she retired at her Full Retirement Age (FRA).
Recall that since she was born in 1960, her FRA is age
67. For the first part of the PIA calculation, Jane’s AIME
is divided into three bands. The points at which the
divisions occur are called “Bend Points.” The Bend
Points change each year in accordance with the national
average wage index. In 2022, the year Jane turned age
62, the bend points were $1,024 and $6,172,
respectively. This part of Jane’s calculation proceeds as
follows:

Bend Point Multiplier Times From To Result
$1,024 90% X S 0 $1,024 S 921.60
$6,172  32% X $1,024 $6,172 $1,647.36

15% X $6,172 $8,574 S 360.30
Result After Truncation to $0.10 $2,929.20
% of AIME Replaced 34%

Jane did not retire at age 62. However, if she had done
so, she would have received Cost-of-Living Adjustments
(COLAs) for each year from 2022 through 2025.2
Delaying retirement does not cause her to lose the
COLAs. For those four years, the COLAs were 8.7%,
3.2%, 2.5%, and 2.8% respectively. After adding the
COLAs (and again truncating each year to $0.10), the PIA
becomes $3,462.40.

® https://www.ssa.gov/OACT/COLA/AWI.html

735 years is calculated as the number of years from age 22 to eligibility age (in this case age 62) reduced by five dropout years.
8The COLA “for” a year is paid in the following year (i.e., the COLA for 2025 is paid in 2026).
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In 2026, Jane (age 66) has not yet reached her full
retirement age (or age 67). Therefore, an early
retirement reduction applies. The percentage reduction
is 5/9 of 1% per month for the first 36 months and 5/12
of 1% for each additional month. Depending on exactly
when her birthday is, and on exactly when she retired,
the reduction could be as much as 12 months, which in
her case would make the final benefit $3,231 after
dropping fractions of a dollar.

Some key items to note from this calculation and the
related discussion include:

1. The OASDI portion of the FICA tax is regressive. In
2026, a person whose income is $250,000 will pay
$11,439 ($184,500 x 6.2%) or 4.58% of income in
OASDI tax, whereas a person who earns $45,000 will
pay 6.2% of income in OASDI tax. However, the
“Earned Income Credit” refunds all or part of the
FICA tax for very low-income people via the person’s
federal income tax return.

2. The benefits are progressive. Low wage earners
receive a higher percentage of their AIME in the
form of Social Security benefits than high wage
earners. This can be seen from Jane’s calculation
above. If her AIME had been only $1,024 (the
maximum AIME in first Bend Point), her PIA would
have been $921.60, which is 90% of her AIME. If it
had been $6,172, her PIA would have been
$2,568.90 or 42% of her AIME. As it stands, she is a
relatively high earner so her PIA is only 34% of her
AIME. The relationship between different levels of
average earnings relative to their replacement by
benefit amounts is illustrated in the graph below.

PIA Calculation vs. Average Earnings

AIME PIA Amount % of AIME Replaced by PIA

$8,000 100%
$7,000

$6,000 80%
$5,000 60%
54,000

$3,000 40%
$2,000 20%
$1,000

$ 0%

$1,000 $2,000 $3,000 $4,000 $5000 $6,000 $7,000

In addition, because a portion of the benefits are
subject to federal income tax and the income tax
system is progressive, higher income individuals will
lose a greater proportion of their Social Security
benefits to federal taxes than lower income
individuals (which effectively adds to the
progressivity of the benefit formula).

3. Because 35 years of earnings must be counted in
the formula, individuals who have less than 35 years
of covered employment are disadvantaged (i.e.,
those who interrupt a career for child-rearing or
elder care, “30 & out” retirees from public or private
employment, etc.). However, the progressivity of
the formula somewhat offsets that disadvantage.

4. Earnings above the taxable wage base, unearned
income (interest, dividends, capital gains, etc.) and
earnings from employment that is not covered by
Social Security are not entered into the formula.

5. Individuals who have worked for part of their career
in employment that is not covered by Social Security
may appear to be low wage earners in the
mathematical formulas because they will have zeros
for some years in the AIME formula. Essentially,
such individuals are advantaged by the formula
(assuming there is some type of pension from
non-covered employment). The “Windfall
Elimination Provision” (WEP) was designed to
mitigate this advantage, but was repealed in 2025.°

Early and Late Retirement Benefits

The Full Retirement Age (FRA) is the age at which a
person’s benefit is 100% of the PIA. The FRA depends on
the year of birth, but for most people in the workforce
today, the full retirement age is 67. If a person draws
benefits before the FRA, an early retirement reduction
applies. The reduction for early retirement is 5/9" of 1%
for the first 36 months by which retirement precedes
the FRA and 5/12th of 1% for remaining months. So, the
benefit of a person whose FRA is 67 and retires at age
62 can be reduced by as much as 30%. On the other side
of the coin, people who retire after their FRA get an 8%
per year late retirement credit. So, if a person whose

°The “Government Pension Offset” (GPO), which affected spouses who worked in noncovered employment, was repealed at the same time.
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FRA is 67 works until age 70, the Social Security benefit
will be increased by 24%. There is no additional late
retirement credit given for work beyond age 70, and no
earned income offset (see below) after FRA, so almost
everyone will begin drawing benefits on or before age
70.

Working After Benefit Commencement

For people under their Full Retirement Age who work
and draw Social Security retirement benefits, benefits
are reduced by $1 for every $2 earned above a certain
threshold. In 2026, the threshold is $24,480 per year. A
special rule applies in the year a person attains the FRA.
After attainment of the FRA, there is no reduction for
working after retirement.

Family Benefits

Social Security may also pay benefits to a worker’s
family. Family benefits are quite complicated. Consider
the most common situation of a retired worker with a
spouse. First, spouse benefits are not affected by the
worker’s early retirement reduction or late retirement
credits. For a spouse who is of Full Retirement Age, the
spouse benefit is 50% of the worker’s PIA. However, if
the spouse is below the spouse’s FRA, the spouse
benefit will be subject to an early retirement reduction
that is actually steeper than the reduction that would
apply to a retiring worker’s benefit. The reduction is
25/36™ of 1% for the first 36 months and 5/12ths of 1%
for additional months. If the spouse is eligible for a
Social Security old age benefit in his or her own right,
that benefit (which is adjusted for early retirement
reduction or late retirement credit whichever may be
the case) is paid first from the spouse’s earnings record.
The additional amount, if any, that is necessary to bring
the total up to 50% of the worker’s PIA is then paid from
the worker’s earnings record. While it normally does not
affect the total benefit that the spouse receives, the
split of the benefit between earnings records can
sometimes matter.

Dependent children can get a benefit of up to 50% of
the worker’s PIA. It is also possible for the dependent

grandchildren and even dependent parents of a worker
to get a benefit based on the worker’s earnings record.

There is a maximum family benefit'® that limits the
amount that can be paid based upon a single worker’s
earnings record. The limit depends on the amount of the
PIA and ranges from 150% of the PIA to about 190% of
the PIA, with 150% applying to the lowest PIA’s and
175% applying to the highest. As an example, suppose a
worker retires at FRA with a spouse the same age and a
dependent child. The total benefit before application of
the family maximum would be 200% of PIA (100% for
the worker and 50% each for the spouse and dependent
child). The family maximum would limit the amount
payable to an amount between 150% and 190% of the
PIA. If the worker’s PIA is at the upper end so that the
limitation is equal to 175% of PIA, it would initially
appear that the spouse and dependent child would split
75% of the PIA with each then getting 37.5% of the
worker’s PIA. However, that may not be the case
because the maximum family benefit applies only to the
benefits payable from the worker’s earnings record and
does not affect benefits, if any, payable from the
spouse’s earnings record.

If the spouse is eligible for a benefit payable from the
spouse’s own earnings record, it could be possible that
both the spouse and, for example, a disabled dependent
adult child could get a total benefit close to or equal to
50% of the worker’s PIA, with a portion of the spouse
benefit coming from the spouse’s own earnings record.
When the worker dies, the spouse becomes eligible for
a widow/widower benefit which is 100% of the benefit
the worker was receiving (including possibly the late
retirement credit, for example). A reduction applies if
the widow/widower is below Full Retirement Age when
the worker dies. Dependent children’s benefits become
75% of the worker’s benefit upon death of the retired
worker. Finally, divorced spouses are eligible for
benefits on the same basis as spouses provided that the
marriage lasted ten years. However, divorced spouse
benefits are not figured into the family maximum
benefit calculation.

1 For exact information on the calculation, see the “Formula for Family Maximum Benefit” at: https://www.ssa.gov/oact/COLA/familymax.html
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Disability Benefits''

The Disability (DI) portion of OASDI is commonly
referred to as “SSDI.” To be eligible for SSDI, a worker
must:

« Be below Social Security's full retirement age (FRA);

o Have worked long enough and recently enough
under Social Security rules to qualify for disability
benefits in the event of a disability; and

o Meet the statutory definition of disability.

In the event of disability, 40 work credits*? are required
to be insured with 20 earned during the 10 years ending
with the year the disability began. This is called the
20/40 Rule.™ (Special rules apply for people under age
31.) To meet the statutory definition of disability, a
worker must be unable to engage in any substantial
gainful activity (SGA) due to any medically determinable
physical or mental impairment that: 1) is expected to
result in death; or 2) has lasted, or is expected to last,
for at least 12 consecutive months.

The disability benefit calculation is similar to the old age
benefit calculation. The disability AIME is based upon
the number of years from age 22 to the eligibility age
(i.e., the age at which the disability began) reduced by
up to five dropout years (one dropout year is permitted
for each five years of covered earnings). Earnings are
indexed in the same manner as old age benefits, and the
same percentages are applied to the same bend points.
For disability benefits, the PIA is the benefit. The early
retirement reduction is not applied.

Cost-of-Living Increases

Social Security provides annual Cost-of-Living
Adjustments (COLAs) to preserve purchasing power in
retirement. This is a very important feature of the
program, particularly for those who live to advanced
ages and for those who have no other inflation

protected income. The Social Security COLA is based on
the year-to-year change in the Consumer Price Index for
Urban Wage Earners and Clerical Workers (CPI-W).

Specifically, each year the average of the third quarter
CPI-W is calculated and compared with the
corresponding figure from the prior year. If the
percentage change in the average is an increase of at
least 0.1%, a COLA is granted. (If it is a decrease, no
change is made.) The COLA affects the December
benefit, which is paid the following January.™ The
Medicare Part B premium is usually deducted from the
Social Security benefit before individuals receive their
monthly benefit. The Medicare Part B premium is also
adjusted each year in January, but in a manner
unrelated to the CPI-W." Therefore, Social Security
recipients may not see the full COLA in the amount they
receive each month.

Social Security Financial Condition

A six-member Board of Trustees oversees the financial
operations of the Social Security Trust Funds. The Social
Security Act requires that the Board annually reports to
Congress on the OASI and DI Trust Funds’ actuarial
status and financial operations. The 2025 report™® was
released in June 2025. It covers financial experience
through 2024 and includes projections for 75 years into
the future. According to the report, the combined OASDI
Trust Funds peaked at $2,908.3 billion in 2020 and have
been declining ever since. During 2025, the Trust Funds
dropped to $2,561.3 billion.

The Trustees report generates projections of the future
financial status of the trust funds under three
assumption sets with varying degrees of pessimism and
optimism with regard to factors that impact the
projected costs and revenues: low-cost, high-cost, and
intermediate. Based on the intermediate assumption
set, which represents the Trustees’ best estimate, the
combined OASDI trust fund reserves are expected to

A good plain language overview is accessible at: https://www.congress.gov/crs-product/IF10506

12 1n 2026, one credit is earned for each $1,890 in wages or self-employment income worked in each quarter of the year, up to a maximum of four credits
per year (referred to as “Quarter of Coverage” and further information available at: https://www.ssa.gov/oact/COLA/QC.html)
3 More information on eligibility for disability benefits is accessible at: https://www.ssa.gov/benefits/disability/qualify.html

% https://www.ssa.gov/cola/

3 Annual information about Medicare Part B premium changes is available at: http://www.medicare.gov.
'8 The full report and additional information are available on the Office of the Chief Actuary’s home page at: https://www.ssa.gov/oact/
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continue to drop until 2034 when they will be depleted. The projected depletion dates are 2051 and 2032 under the
low-cost and high-cost assumption sets, respectively.

Once reserves are depleted, OASDI would be able to pay about 81% of scheduled benefits, declining gradually over
time to 71% by the end of the 75-year projection period.

Projected OASDI Trust Reserves OASDI Reserves
(S in Billions)

$3,000 s Optimistic Projection
Pessimistic Projection
$2,500
= = =Intermediate Projection
2,000
¢ —— Historical
$1,500
$1,000
$500 2029 2035 2037
$0

2019 2022 2025 2028 2031

$3,500

m Projected Benefits Paid by Existing Reserves M Projected Benefits Paid by Revenue

If reserve depletion is to be avoided over the projection period, income must go up, benefits must go down, or some
combination of the two must occur. Bookends of required changes are shown in the chart below.

Bookends of Change
Either Income Increase or Benefit Reduction
If Implemented in 2025 3.65% of Payroll 22.40%
If implemented in 2034 4.27% of Payroll 25.80%

It is important that lawmakers address the projected trust fund shortfalls in a timely manner in order to be able to
phase in necessary changes gradually and to give workers and beneficiaries time to adjust. Implementing changes
sooner rather than later would allow more generations to share in the needed revenue increases and/or reductions in
scheduled benefits. Many bills have been introduced into Congress that affect Social Security. A description of those
bills and their estimated financial effects can be found on the Social Security Office of the Actuary website.'® At the
time of this writing, consensus on a viable solution has not been reached.

The American Academy of Actuaries has developed a tool referred to as “The Social Security Challenge”*® for
projecting the effect of various changes to the OASDI system. The tool considers changes in various areas and permits
the user to select from a menu of changes in each of the following categories. Then, it shows how much of the

Social Security funding issue the selections would address.

'7 Since 2012, the projected year of depletion has been in the range of 2033 to 2035.

18 For the Actuarial Analysis of these bills, see the “Actuarial Services’ Estimates of Proposal to Change the Social Security Program or the SSI Program”
accessible at: https://www.ssa.gov/oact/solvency/index.html

' The tool can be found at the “Social Security Challenge” at: https://socialsecurity.actuary.org/
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Possible Social Security Reform Option
Provisions

Cost-of-Living Adjustments

Normal Retirement Age

Family Benefits

Increasing Some Benefits

Reducing Benefits for Future Retirees

Changing the Benefit Formula for New
Beneficiaries

Workers’ Payroll Tax Rate

Contribution and Benefit Base

Getting Additional Revenue for Social Security

Conclusion

Social Security is the foundation of retirement security
for most people in the United States. It is one of the
very few sources of inflation protected income available
to retirees. It is of very great concern that the OASDI
reserve funds will likely be depleted within the next ten
years.

Unless Congress acts to address the problem in a timely
manner, either sudden benefit reductions or sudden tax
increases would be the result, either of which could be
very disruptive and both of which could be quite
harmful to the most vulnerable people.

The authors encourage readers to learn as much as they
can about the Social Security program and to advocate
for change that addresses the financial issues the
program faces while protecting the most vulnerable
people.

Caveats

During 2025, the Social Security program covered 185
million workers and 69 million retirees and

beneficiaries. In a system that covers that many people,

almost any circumstances that can be imagined either

have already happened or are likely to happen at some
point in the future. A full understanding of the operation
of the system would, therefore, require years of study.

This GRS Perspectives is intended to give a general

understanding of a few of the common situations and to

help readers understand the financial issues facing
Social Security. It is not intended, and should not be
used, to give advice to any individual in any particular

situation. While great care has been taken to ensure the

accuracy of this article, readers must recognize that it
could contain errors. Readers should rely solely on
original source material from the Social Security
Administration and the advice of professionals for
decision making.

Social Security Administration Resources

The Social Security Administration website
(www.ssa.gov) is an excellent source of information
on the Social Security program. Individuals can set up
a “MySocialSecurity” account on the site and see
certain information specific to their situation,
including the earnings record, benefit estimates, etc.
People can also apply for benefits through the site.
Those without access to the internet, can contact
Social Security by telephone at 1-800-772-1213. A
TTY number is available for people who are deaf or
hard of hearing at 1-800-325-0778. Calls can be
answered from 8 a.m. to 7 p.m., Monday through
Friday. Automated services are available 24 hours
per day. Finally, the Social Security Administration
has branch offices around the country staffed with
highly qualified people that can provide information
tailored to the specific situations of individuals.
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