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MAKING SENSE OF 

SOCIAL SECURITY RETIREMENT BENEFITS

Introduction

Those who work with individuals planning for retirement focus on making sure retirees will have enough income on which to live. 

During the early pre-retirement phase, plans center around wealth accumulation and maximization of tax-favored savings.  When our clients near retirement age, their focus usually shifts to 

1. Figuring the right age for retirement, 

2. Maximizing income when retirement starts, and 

3. Minimizing risk in the portfolio.

For most individuals, social security retirement benefits play a key role in solving the first two problems.  While social security will not usually be the only source of retirement income for our clients, the benefits can be substantial.  

Clients want to have their social security questions answered when they near retirement age:

· When does social security allow me to retire?

· How much will my benefit be when I retire?

· Can I continue to work after I start to take retirement benefits?

· How does my decision to retire affect my spouse’s benefits?

· How much of my social security retirement benefits will be taxable?

· Is there any advantage to deferring retirement to much later?

· Are there any special rules that affect my decisions about social security?

Financial professionals need to be in a position to answer these questions and provide perspective as to how social security retirement should be coordinated with overall retirement planning.
Social Security Overview

What Social Security Covers

The social security retirement program is administered by the Social Security Administration (SSA).  The SSA is an agency of the federal government that administers federal programs for retirement, disability, and survivors' benefits. To qualify for benefits, most workers pay social security taxes on their earnings, and future benefits are based on those contributions.
Paying into the Social Security System During Working Years

Most workers have the social security tax deducted from their wages, up to an annual compensation limit called the social security wage base.  The amount deducted from a worker’s paycheck is 7.65% of wages. This consists of 6.2% for social security benefits and 1.45% for Medicare benefits. The Medicare tax applies to the full amount of wages, but the social security tax applies only up to the wage base. In 2009, the wage base is $106,800.
In the social security system, earnings are subject to social security tax—other income is not.  Earnings are wages and net profit from self-employment. 
The employer pays a social security tax equal to the employee’s contribution. For those who are self-employed, the total amount of social security tax paid is 15.3% of wages up to the social security wage base.

Social Security Retirement Benefits
Eligibility for Retirement Benefits

Social security retirement benefits are available to individuals who meet three requirements:

· The retiree must have 40 quarter-year credits for covered work. 

· The retiree must be 62 years of age or older. 

· The retiree must apply for the benefit. 
The normal retirement age comes a few years later than age 62, depending on the retiree’s year of birth.   In the past, normal retirement age was 65.  Those who are reaching normal retirement age now are 66.  For those born in 1960 or later, the normal retirement age will be 67.

Those choosing to retire after age 62, but before normal retirement age, receive a reduced early retirement benefit. 

Calculating the Retirement Benefit

The retirement benefit at full retirement age is called the primary insurance amount (or PIA). Full and early retirement benefits are calculated based on PIA. 

The calculation of PIA looks at an individual’s entire earnings history with inflation adjustments.  The PIA takes the 35 highest earning years, adjusts those earning for inflation, and calculates the average indexed monthly earnings.  For retirees with fewer than 35 years of earnings, the years without earnings have an earnings value of zero.  

The PIA then applies a formula that multiplies the indexed earnings by 25% to 45%, depending on age and amount of indexed earnings.

The SSA prepares estimates of retirement benefits, and sends them to taxpayers on a regular basis.  They also provide free tools to estimate retirement benefits:

1. The detailed social security calculator is available for download at http://www.ssa.gov/OACT/anypia/download.html.

2. There are two online calculators that taxpayers may use to estimate benefits available at http://www.ssa.gov/planners/benefitcalculators.htm.

3. The SSA will calculate projected retirement benefits based on the taxpayer’s assumptions upon request.  The taxpayer must fill out SSA Form 7004, available at http://www.ssa.gov/online/ssa-7004.pdf.
The highest possible social security benefit for an individual based on reaching full retirement age in 2009 is $27,986.
Late Retirement

Working past full retirement age can sometimes generate a higher social security retirement benefit.  The highest 35 years of earnings are used to calculate the PIA.  The PIA will increase if the social security earnings for the year to be worked will exceed the adjusted value of amounts earned in a prior calendar year.

Delaying the application for social security until after normal retirement age may also generate a higher monthly retirement benefit.  For those born in 1943 or later, each year social security benefits are delayed past normal retirement age increases the retirement benefit by 8%.  These increases are referred to as delayed retirement credits.

Delayed retirement credits no longer are applied once the taxpayer reaches age 70.

Early Retirement 

Does it make sense for a person to choose to retire prior to full retirement date?  That depends on a number of factors.
Reduced Benefits
People who qualify for social security retirement benefits can begin receiving those benefits in the month after they reach age 62, or any month after that, even though they won't reach full retirement age for a few more years. Choosing to take an early retirement benefit means the amount of the benefit will be permanently reduced. 
Early retirement reduces the PIA by 5/9 of 1% for every month, up to 36 months early. That works out to 6.67% per year.  If early retirement benefits start more than 36 months early, each additional month will reduce the benefit by 5/12 of 1%.  That works out to 5% per year.
Here’s an example.  Suppose a prospective retiree’s normal retirement age is 66.  He decides to take early retirement at age 62.  Say also that the normal benefit works out to be $1,600 per month at age 66. The benefit percentage will be reduced for each month of the four years that the benefit is starting early.  The reduction is 20% (36 months times 5/9 of 1%) plus 5% (12 months times 5/12 of 1%).  The monthly benefit will be $1,200—a reduction of 25% of the normal retirement benefit.
So does it make sense to take early retirement benefits from a total payout perspective?  It depends on life expectancy.
Consider the early retirement benefit example just discussed.  The full retirement benefit at age 66 is $1,600/month.  The early retirement benefit at age 62 is $1,200/month.  Let’s also assume that life expectancy for this retiree is age 87—25 years after the early retirement benefit begins.

If early retirement benefits begin at age 66, the total retirement benefits paid will be $360,000 (300 months times $1,200/month).  If the retiree waits to age 66, the total amount of benefits paid will be $403,200 (252 months times $1,600/month).  The total payout is substantially higher if the retiree waits until full retirement age.

On the other hand, if life expectancy is age 76, the early retirement choice yields higher total income.  The total benefits paid from age 62 would be $201,600 (168 months times $1,200/month), while the full retirement age total payout would be only $192,000 (120 months times $1,600/month).

Repayment Option
The social security administration says that if a person chooses to take early retirement benefits, any reduction in benefits is permanent.  However, the federal government does offer some relief if a taxpayer decides later that choosing early retirement was a mistake.

A retiree may choose to repay to the SSA those early retirement benefits already received, and ask the SSA to recalculate benefits based on current factors. The retiree must submit Form 521, which can be found at http://www.ssa.gov/online/ssa-521.pdf.

How does it work?  Let’s consider the early retirement example we worked through.  Say the retiree chose the early retirement benefit of $1,200/month at age 62.  Now the retiree is age 66, and has decided that the original choice was a mistake.  The retiree submits Form 521 to the SSA for approval.  Upon approval, the retiree must repay all retirement benefits received—which total $57,600 (48 months times $1,200/month).  

After the repayment, the retiree is eligible to receive the higher $1,600/month full retirement benefit.
Note that there is no penalty or interest imposed on the amounts repaid.  However, if a retiree applies for the repayment option, it requires that the retiree have enough cash on hand to repay the entire amount of the early benefits.

Earnings Before Full Retirement Age

If earnings are too high during a calendar year before an early retiree reaches full retirement age, the benefit for that year may be reduced.  Starting with the month a retiree reaches full retirement age, the retiree can earn as much as possible without having a reduction in benefits.
Earnings include wages and net earnings from self-employment. Earnings do not include pensions, annuities or investment income. 
In general, an early retiree who earns too much will have social security retirement benefits reduced by $1 for every $2 of excess earnings in a calendar year.  The calculation of how much is too much depends on 

· Whether social security benefits were paid for the whole calendar year, and

· Whether the taxpayer has reached full retirement age in a given year.

If an early retiree has not yet reached full retirement age for a calendar year AND has received early retirement benefits for the whole year, the amount of earnings exemption in 2009 is $14,160.  The retiree can earn up to that amount and keep early retirement social security benefits intact.  If the early retiree has earnings in 2009 that exceed the exemption amount by $10,000, then social security benefits are reduced by $5,000 for the year.

If it is the first year of early retirement benefits, and if the benefits are started in a month other than January, the earnings test will apply on a monthly basis for the first year of benefits. For example, a retiree could begin receiving benefits in July after earning $30,000 during the first six months of the year, and nothing thereafter. Benefits would not be reduced, even though total earnings for the year are over the 2009 limit. 
If a retiree has earnings for calendar months after receiving first year benefits, the exemption is pro-rated for the months benefits are received.  For example, if benefits begin in July, pre-July earnings are not counted.  However, earnings beginning in July may not exceed $1,180/month.  If earnings exceed the threshold by, say, $5,000, those excess earnings would reduce benefits by $2,500 for 2009.

If the early retiree reaches the calendar year in which the taxpayer’s normal retirement date occurs, two things happen in the retiree’s favor.  First, the earnings exemption amount is increased in the year of full retirement age to $37,680 in 2009.  Second, for any amount earned in excess of the exemption amount, the reduction in benefits is $1 for every $3 of earned income.
Taxation of Benefits
In addition to figuring out the amount of retirement benefits, any adjustment for late or early retirement, and any reduction of benefits for early retirement earned income, it’s important to understand how benefits are taxed for federal income purposes.

To calculate whether any social security retirement benefits may be taxable, the taxpayer must calculate provisional income for the year, by adding  

· One-half of social security benefits, plus
· All other income, including certain income items that might otherwise be excludible or exempt.

The provisional income is compared to the base amount.  The applicable 2009 base amount differs depending on tax status:

· $25,000 for single, head of household, or qualifying widow(er),

· $25,000 for married filing separately and living apart for all of 2009,
· $32,000 for married filing jointly, or

· $-0- for married filing separately and living with spouse during 2009.

If provisional income is less than the base amount, none of the social security retirement benefits are income taxable.  

If the provisional income is larger than the base amount, some of the social security retirement benefits may be income taxable.  

The calculation of exactly how much of the benefit is taxable is a bit more involved.  

· For most single taxpayers, if provisional income exceeds the base amount by up to $9,000, one dollar of social security benefits are taxable for every two dollars of excess.  

· For married taxpayers filing jointly, if provisional income exceeds the base amount by up to $12,000, then half of the benefits over the base amount are taxable.
If provisional income exceeds the base amount by more than $9,000 for single taxpayers or $12,000 for married taxpayers, then 85% of the benefits over that threshold are taxable.

To make matters even more confusing, the highest percentage of social security retirement benefits that may be taxable is 85%.

Here’s an example.  Say that George has received a social security retirement benefit of $2,000/month for 2009, or $24,000 for the year.  Assume that George is single, and he had other income of $30,000 for the year.

The first step in determining whether his social security benefit is taxable is to calculate George’s provisional income.  To calculate that, add one-half of George’s retirement benefit (50% of $24,000, or $12,000) to George’s other income of $30,000.  George’s provisional income is $42,000, which is in excess of the $25,000 base amount.  George’s social security benefit may be income taxable.

For the first $9,000 of provisional income over the base amount, the tentative amount taxable in the first segment is $4,500 ($9,000 times 50%).

For the extra $8,000 of provisional income over the base amount, the tentative amount taxable in the second segment is $6,800 ($8,000 times 85%).

Adding the segments together, we get $11,300 ($4,500 plus $6,800).  We must make sure that this amount does not exceed 85% of George’s entire social security benefit.  That amount is 85% of $24,000, or $20,400.  Since the taxable segments do not exceed the maximum taxable amount, $11,300 of George’s social security benefit is taxable.

Married Couple Considerations

The SSA applies special rules to retirement benefits payable in married couple situations.
Spousal Retirement Benefit

Even if a spouse of a social security retiree has never worked, the spouse can collect spousal retirement benefits. Normally these benefits are equal to one-half of the retiree’s full retirement amount if the non-working spouse starts receiving benefits at full retirement age.  Full retirement age for a non-working spouse is based on the year of birth, just as it is for working taxpayers.

A non-working spouse can elect to start receiving spousal retirement benefits as early as age 62—so long as the working spouse has retired.  However, if the non-working spouse’s benefit begins early, the amount will be permanently reduced by a percentage based on the number of months up to his or her full retirement age. 

Both Spouses Eligible for Social Security Retirement Benefits

When a taxpayer applies for retirement benefits, the SSA will check for eligibility for both regular retirement benefits and for benefits as a spouse.  If the taxpayer is eligible for both, SSA pays the taxpayer’s own retirement benefits first.  
If the taxpayer’s own retirement benefits are higher than the taxpayer’s spousal retirement benefit, the SSA will pay only the taxpayer’s own retirement benefits to the taxpayer.

If the spousal retirement benefit is higher than the taxpayer’s own retirement benefit, the taxpayer will receive an amount equaling the higher spouse's benefit.  
If the retiree—say it’s the wife—is not eligible for both benefits because her husband is not yet retired, the wife may elect to retire under her own benefit.  When the husband subsequently retires, if the wife is entitled to a higher spouse's benefit, she will get it when her husband applies for retirement benefits. 
In our example, if the wife chooses to receive a reduced benefit before full retirement age based on her own working record, she is not entitled to the full spouse's benefit rate upon reaching full retirement age.  

A reduced spouse’s benefit rate is payable—based on the age at which she chose to retire on her own account—for as long as the wife is entitled to spouse's benefits.
Special Rules for End of Marriage or Remarriage

If a person is receiving a spousal retirement benefit, the benefit will stop upon divorce unless the marriage lasted at least ten years.  

For short marriages ending in divorce, an eligible spouse whose spousal retirement benefit stops will still qualify for the eligible spouse’s own social security retirement benefit. 

For marriages that have lasted for ten years, the spousal retirement benefit will continue after divorce.

The surviving spouse will continue to receive a spousal retirement benefit after the death of the retired spouse.

Someone who marries or remarries while receiving spousal retirement benefits will be eligible to have those benefits recalculated to determine whether the benefits can be increased based on the status of the new spouse.
Coordination with Other Benefits
The SSA has a number of different rules with regard to coordination of social security retirement benefits with government pension plans.  

Likewise, many defined benefit pension plans have rules about how they integrate with social security retirement benefits.  

If either of these situations applies to a client, more research into the specifics of the pension arrangements is required in order to formulate sensible retirement income strategies.

It is possible for eligible employees to start receiving retirement benefits from social security as early as age 62.   For those to whom health care coverage and cost are important retirement issues, medicare eligibility does not begin until age 65.  
Conclusion

The federal government has taken a fair amount of criticism over its administration of the social security system.  Some have said that the social security tax system unfairly discriminates against lower wage earners.  Others have charged that allowing the federal government to administer the program is inefficient, and that workers should be allowed to choose how to invest their social security money.  And just about everyone is worried that the system will go broke sometime in this century.

Despite its critics, the social security system provides an important retirement benefit for taxpayers.  Most clients rely on social security to meet at least some of their retirement income needs.  

Those who provide professional financial advice must educate clients about how social security retirement works.  For most, social security retirement benefits will not – alone - provide enough income to live on comfortably.  That fact provides another opportunity for clients to consider additional financial tools and strategies to meet their lifetime income goals.
Advanced Planning Update for the Summer of 2009

On Thursday, July 9, Advanced Underwriting Consultants (AUC) will be sponsoring an Advanced Planning one-hour webinar titled “How to Profit from the Coming Changes” from 3-4 p.m. Central Time.  

The call will feature life and annuity industry experts talking about current topics of interest, including

· Estate Planning Update 

· Getting a Head Start on 2010 Opportunities

· Recent Developments Affecting the Life Insurance and Annuity Business 

· Taxation of Life Settlements

· Capitalizing on the Current Economy

The conference call is open to all current AUC companies and Think About It subscribers  at no additional charge.  Reservations are required.  Please call 1-888-263-0640 or email brenda.harvill@advancedunderwriting.com to save a spot, and to arrange for the companion materials to be provided.

This call is a great opportunity to see and hear AUC’s expert panel discuss the latest technical developments and how the new rules will affect your business in 2009.  Reserve your spot today.
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