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INTRODUCTION




Social Security Administration Web site


Choosing when to retire is one of the most important decisions you will make in your lifetime.



The Wall Street Journal, 9/12/04


When you retire, whats your most critical financial decision? Deciding when to claim Social Security retirement benefits has got to be near the top of the list. (After all, for folks age 65 and up, Social Security accounts for 39% of income, far more than any other source.) Yet the media, investment advisors and academics spend precious little time discussing the ins and outs of Social Security, so its hard for seniors to make an informed decision.



The Complete Idiots Guide to Social Security


Decisions you make at retirement can impact your life for 20 to 30 years or more, depending on how long you live in retirement. Dont make the decisions lightly or on the spur of the moment.



Money magazine, 12/3/04


When to take Social Security? Its arguably the most important question retirees face.



Self-help books have tackled most of the important questions in peoples lives: which college to attend, how to choose a mate, what to name the baby. Shelves are filled with books by financial gurus about how to invest in stocks, mutual funds, and real estate, and how to avoid the taxman. But when you get near retirement age, the question is, Should I retire early and take that early retirement check from Social Security? Although it sounds like such a simple question, there is no simple answer, and the experts have surprisingly missed this big question.

When I couldnt find a book or even a good article on this subject, I decided to use my skills and experience to research and solve the Social Security question for you. I worked as a CPA for a national public accounting firm and earned my MBA from a top business school. Currently I am successfully running my own product development business. In my first book, The Ten-Day MBA, I distilled the subjects taught at the nations top business schools into a comprehensible guide that readers can easily use. I am happy to say that hundreds of thousands of readers in over a dozen countries have been productively using The Ten-Day MBA. In this book I will give you the tools that will let you make the best retirement decisions possible. I will walk you through a process of deciding what to do with your Social Security benefits and how to plan for your retirement. Incredibly, some of the authoritative advice from the experts is dead wrong, and it is costing Americans many millions of dollars a year.

In just a few years, the first of an estimated 77 million Baby Boomers will become eligible for benefits and will have to make that decision. A full 32 percent of the workforce has no retirement savings set aside and 80 percent have no private pension. About two thirds of retirees receive 50 percent of their income from Social Security. Today about 20 percent of Social Security recipients rely on their checks as their sole source of income. Taking the Social Security check early at age 62 versus age 65 currently costs recipients 24 percent of their monthly benefits and that penalty is going up to 30 percent. Unexpected taxes and additional penalties can literally take away the rest.

I asked my friends who are financial planners with prestigious national investment firms about early retirement planning, and surprisingly, they dont deal with the issue. They agree they are more focused on savings and investments because that is the way they earn their money. When I started to explain to them the issues involved, they were unaware of the complexities and encouraged me to write this book so that they could better serve their clients.

For some, the early bird does get the worm and the most Social Security benefits by opting to receive early benefits. For others, the patient tortoise wins the race with the greatest payout by waiting until full retirement. Its a $100,000 question. For a couple, it may be a $200,000 question.

A recent survey found that 54 percent of workers are not even aware that the NRA has been raised from 65 to 67. No, its not the National Rifle Association. The Normal Retirement Age is the term used for the age at which you collect full retirement benefits. This confusion about the full retirement age is puzzling, as 72 percent of workers surveyed by the National Council on the Aging said that qualifying for Social Security was their most important reason for the timing of their retirement. FRA is another abbreviation, representing Full Retirement Age, with just the same meaning as NRA, and both are often used interchangeably. This book covers all such acronyms, jargon, and rules that may confuse you.

Although the Social Security Act was signed seventy years ago, in 1935, the early retirement choice began in 1956, when Congress felt that slightly younger wives of 62 should receive benefits at the same time as their 65-year-old husbands. In 1961 legislators erased the discriminatory part of the rule and let both men and women receive early, albeit reduced, benefits at age 62. The decision became much more complicated when in 1983 the full retirement age was gradually increased from age 65 to 67, and benefits also began to be taxed for upper income retirees who chose to continue to work. This courageous, bipartisan move led by President Ronald Reagan risking reelection was supposed to extend the solvency of Social Security by decades because it compensated for increased enrollments and increased benefits. In 1977 President Jimmy Carter and the Congress had also made some heroic changes. They increased the Social Security payroll tax (FICA) from 6.45 percent to 7.65 percent, made changes to the cost of living adjustment formulas, and gradually reduced benefits. Despite these moves for solvency, the situation continues to grow worse because no political courage on either side of the aisle has been mustered in the last twenty years. Therefore, it is reasonable that the solvency of the Social Security system enter into your decision to take benefits sooner rather than later.

Retire Early? Make the SMART Choices leads you to the right answer about early retirement benefits based on your personal and family history, work plans, financial goals, and personal risk thresholds. It will distill all the complicated rules, formulas, and jargon into an understandable road map. Thousands of dollars of benefits hang in the balance with this single decision, and for some it may make the difference between a happy retirement and a life of meager means. To make this decision about Social Security and your retirement portfolio without all the facts is foolhardy. To make this decision knowing all the facts and ramifications is very smart.

In this book I plan to use a few abbreviations and acronyms to make the book more readable and to prepare you for the language used by the Social Security Administration personnel financial planners and the informational materials that they may give you. For example, the SSA means the institution called the Social Security Administration and TIPS are Treasury Inflation Protected Securities.

THE SEVEN KEY ISSUES

Here is a summary of the seven key issues that affect the decision to elect early retirement benefits. These key issues will be carefully examined and explained so you will be able to apply the facts to your own situation.


	What are the benefits available and what is the penalty for early retirement? What is at risk if you make the wrong decision? Do you realize that 56 percent of new retirees are opting to be early birds and many could be making a mistake, and some of the tortoises are equally mistaken by waiting?

	Hows your health? How long do you expect to live? How well is your spouse? What are the key health risks and how do they affect you?

	Are you married? Your decision greatly affects how much your spouse collects. Surprisingly, the early retirement penalty to the spouse could be 67 percent of the spouses benefits!

	Are you planning to continue to work while receiving benefits? Did you know that tax consequences could wipe out all of your benefits?

	What are your cash needs for retirement? Will your benefits be extra spending money or a major lifeline?

	What forecast do you have for your own investments? Is having extra money now more important to you than more money later?

	How concerned are you about the projected insolvency of the Social Security system?



To see how the method works for real people read the case study that follows.

THE $100,000 QUESTION:

AN ILLUSTRATIVE CASE

My research has galvanized my belief that even well-educated, financially-aware people are in the dark about their Social Security benefits and their early retirement. To illustrate the point lets look at Nancy Kesslers situation.

Nancy Kessler is an active 61-year-old woman who is on the verge of opting for early retirement benefits next year. We met for lunch. She works as a marketing manager, the same job that she has held for twenty-two years. Nancy is divorced, living alone, active socially, and she plays golf when she gets a chance. She has a financial manager who reviews her investments and financial plans annually. When I asked her what she planned for her Social Security benefits she said, I would rather have it now, rather than later. A bird in the hand is worth two in the bush. I said that choice is the correct one for many people, but why dont we go over a few issues and see where you land. What do you have to lose? Using the 7 Key Issues methodology we explored Nancys choice. Many of her benefit and tax calculations mentioned here are written about in more depth in the chapters that follow.

Step One: Know What Your Benefits Are

First we reviewed her Social Security Benefits Statement. This statement is sent annually to all workers age 25 and older. Her statement said that based on her salary of $50,000 and her past working history, she was entitled to a monthly benefit of $964 ($11,568 a year) if she opted for early retirement at age 62. The average monthly payment was $950 including a 2.7 percent cost-of-living adjustment in 2005.

If Nancy waited until her NRA of 66, she would be entitled to $1,355 a month, $16,260 a year. That is called her Primary Insurance Amount or PIA. For waiting 4 years, that is an additional $391 a month or $4,692 a year for all her retirement years remaining no matter how long she lived. If Nancy wanted to wait further, she could get $1,881 a month at age 70, practically double the early retirement figure. Nancy said that she never knew she had that many options.

Step Two: Hows Your Health?

The gamble with taking early retirement is that if you die early, you get the most total benefits, so you win. Actually, you lose, but you take the most cash out of the system. On the other hand, if you live to be a Methuselah you will get much smaller monthly benefits over your long lifetime.

Nancy said that her health was not that good, but I was skeptical. She said that she had smoked decades ago. She said that she tried to watch what she ate, but sometimes she admits she was naughty. Plump but by no means obese is how I would describe her. I looked at what she was having for lunch, a chicken salad platter and a Snapple. I asked if she knew that the chicken salad was made with full-fat mayonnaise so it contained the fat of a double cheeseburger, and that Snapple had the same sugar content as a candy bar. She sarcastically asked me if we are going to talk about her retirement or her eating habits. Retirement today, I said.

I asked her about how her mom was, knowing that they were close. Mable is doing well. She is 90. She smoked until recently, and has smoked for most of her life. And your dad? I asked. He died when he was 83, of pancreatic cancer. I said that her genetics told me that she was going to live a good, long time. I checked what the Social Security Administration calls its Period Life Table. Like life insurance companies actuarial tables, it gives you an indication of your life expectancy based on age and sex and thousands of peoples actual experience. For Nancy the table said that as a woman of 62, she has the same life expectancy of her dad who died at 83. She did not like hearing that, but she felt that she was in much better health than he was during his lifetime.

Considering her parents longevity and her own good health, we can assume a long life expectancy for Nancy. I consulted a table of break-even ages from the Social Security Administration (SSA) and assumed no penalties for working during early retirement. Nancy would break even on her Social Security payout at 76 years of age. In other words, if she lived longer than 76, then her total Social Security payout would be greater if she retired later and waited for the larger check.

Step Three: Are You Married?

Nancy has been divorced for several years and has no dependent children. Being married was a key variable in some peoples choice, I added. Opting for early retirement can also cut your non-working spouses benefit by over half. To that, Nancy hopefully asked if she opted for early retirement, could it possibly slash her exs benefits. I said, It wont; if that were possible so many people would do it, that the projected shortfall in the Social Security trust fund would be wiped away.

Step Four: Are You Planning To Work And

Receive Early Retirement Benefits?

Nancys financial advisor suggested that she work during her early retirement to supplement her income. Since she wants to live comfortably and not dip too much into her nest egg early on, that sounded like a good idea. Maybe not full time, but she hoped to work at a level that would provide her $25,000 a year, half of her current income of $50,000. Unfortunately, for earned incomes over $12,000 in 2005 (indexed for inflation), benefits will be reduced by $1 for every $2 of earnings over the limit. The SSA calls this its Annual Earnings Test. Her early benefits of $11,568 a year therefore would be reduced by $6,500 to $5,068, or more than half, until she reaches her full retirement age of 66, her NRA. In the last partial calendar year from January up to but not including your birthday month, the government reduces benefits only $1 for every $3 over the over a higher limit of $31,800 in 2005 (indexed for inflation). For Nancy this is not an issue as she was born in February.

In addition, the IRS may tax the reduced Social Security. Benefits are taxed if you earn above certain levels based on a formula to arrive at a Base Amount. This Base Amount is one-half of the Social Security benefits paid to you plus all your other earnings. An IRS worksheet takes the income number from your tax returns Aggregate Gross Income figure and then adds your tax-exempt interest, just to add insult to injury! On the other hand, the SSA penalizes only actively earned income to figure its penalties, so that Nancys investment and real estate income would not be included in the Earnings Test that reduced her benefits as outlined in the prior paragraph.

If the Base Amount exceeds $25,000 for a single person ($32,000 for a married couple) then Nancy is taxed by the IRS on 50 percent of the benefits received. In this case Nancy has $5,068 in benefits, $25,000 of regular earnings, $2,300 profit from renting out her duplex, and $8,600 from dividends and interest on her portfolio. Unfortunately, her Base Amount totals $38,434, which is higher than an extra-special IRS provision for upper income seniors. For wealthy seniors earning above $34,000 as a single person or $44,000 for couples, 85 percent of their benefits are taxed, not just 50 percent. Using a 15 percent marginal tax rate applied to 85 percent of her benefits, Nancys remaining benefits of $5,068 are further reduced by a tax of $646 to $4,422.

In total, her $11,568 of possible benefits, that she was expecting as her early retirement reward, has withered by 62 percent to $4,422 after reductions and taxes! Even if she were able to invest the entire early Social Security checks in an aggressive investment herself, it would not compensate her for the reduction in benefits.

Another issue came up for Nancys friend Betty, who had lost her health insurance when she retired early. Medicare starts at age 65, so Betty has been responsible for paying for her own policy for three years. Her monthly cost for health insurance as an individual policy holder with fewer benefits and a higher deductible runs her about $400 a month or $4,800 a year, an amount that has increased dramatically recently. Nancy realizes that she will have to find a part-time job with health benefits or her entire early Social Security check could be eaten up.

Step Five: What Are Your Retirement Needs?

Nancy told me that her advisor said that that she would need approximately 70 percent of her pre-retirement income during retirement. Her advisor was a bit optimistic because it could be higher. I told her that one thing that is important to know is that Social Security benefits have no taxes taken out. That means that those checks of about $12,000 represent a salary check of about $16,000 before all the federal, state, and local the taxes are deducted. Social Security put that way is a large income, she said. Her advisor said that her portfolio including her IRAs, 401(k) and home equity would support her needs if she earned a modest income on a part-time basis and stayed within a budget. Nancy considered herself a conservative spender, but then she wondered what type of lifestyle had her advisor envisioned for her. She enjoyed the freedom to join friends going out to eat, golf, enjoying shore events, and vacationing, all without a real concern about the cost. That was not something she wanted to compromise. What good would retirement be if I cant do what I want to? Maybe I will wait to retire later.

Estimating your financial needs during retirement is among the most fundamental of planning steps but only 42 percent of workers havent even made the attempt, according to the Employee Benefit Research Institute.

Step Six: What Plans Do You Have

For Your Investments?

Nancy has a conservative portfolio of 50 percent in stocks funds, 40 percent bonds and 10 percent cash. Any extra cash that is not invested directly into her 401(k) from her check is invested in a money market fund earning 1.25 percent, as a rainy day fund. In other words, any extra money that she may get from her Social Security benefits will not be poised for high growth returns in the market or pyramided into a real estate fortune.

As for the majority of investors, the stock market meltdown of 2001 and 2002 wiped away most of her gains from the bull market run up from 1998 to 2000. Understandably, she felt her future gains were not so certain. And her houses value may fall if interest rates continued to climb. She was concerned that her portfolio may not be the size she needs to really support the lifestyle she wanted. Nancy said that she might want to wait and see how the market goes and rethink early retirement.

I told her that on her sixty-second birthday the Social Security Administration was not going to ask for her retirement decision, nor would the early retirement door close until her NRA at age 66. She could wait, and take early benefits at any time before her NRA, and receive reduced benefits adjusted for the months that she does choose to wait. Waiting actually would increase her check each month that she puts off receiving benefits. That was a shock. Nobody had explained to Nancy that it was not an all-or-nothing decision. She had heard her friends talking about how happy they were to get their first checks as soon as possible and they never considered waiting. Maybe they needed to talk to you first, Steve? Nancy said with a smile.

Over 49 percent of Americans begin collecting Social Security benefits at age 62, the earliest age at which benefits are available. An El Paso man just turning 62 sums up the philosophy, I want to start enjoying life. It goes so fast. You never know how long you have to live. I want to enjoy life, take a vacation. Its what everyone wants.

Step Seven: Concerned About The Health

Of Social Security?

Nancy first approached the answer with little concern. Rightfully so, since she is only a year from early retirement and only six years away from her full retirement check. Experts project the Social Security Trust Fund will go bankrupt in 2042, way beyond the year that Nancy plans to be gracing the earth with her presence. Social Securitys solvency does not seem to be an issue for her, but maybe for her granddaughter.



This is the short version of the process that Retire Early? will lead you through to get to your own answer. I deal with Nancys benefit and tax calculations in more depth in the rest of the book so that you can see the math and you can apply her example to your situation. Because no two retirees have identical situations or objectives, each case must be evaluated individually. No single chapter in this book should be considered in a vacuum. The process is a little like putting together a puzzle with many parts. In Nancys case her best financial decision is the opposite of what she first intended to do. Adding it all up, she would be getting approximately $18,000 of net early retirement benefits after taxes over four years in exchange for $100,000 of benefits if she lives to her dads age, and $200,000 if she lives to at least her moms. For Nancy it truly was a $100,000 question. As you saw in Nancys example, the cost of health insurance during early retirement and Social Security penalties on earned income became deciding factors. In her particular circumstances it makes sense to wait, but for others take it now makes equally good sense. Only by following the same steps outlined in the book can you be sure.

This book will deal with these Social Security topics, as well as budgeting for retirement, investing during retirement, and other peripheral issues, such as consumer scams specifically targeting people near retirement that can be equally important. This book contains all the tools and resources that you will need to arrive at an intelligent and thoughtful decision. I provide worksheets for your own calculations. I also lead you through the Social Security application process in chapter 10 and provide follow-up resources in chapter 14. Millions of people will face their $100,000 early retirement decision and need help. So lets begin the process of making the best decision for you.









    

CHAPTER ONE

What Are Your Early Retirement

Benefits and Penalties?




This book will guide you through the seven key steps to help you determine if early retirement makes sense for you. The first step to answering your $100,000 Question is to learn exactly what your Social Security benefits will be. Next, you will learn about the penalties for early retirement, and the financial risks of making the wrong early retirement decision. In this chapter, you will learn the options and their cost to you.

YOUR SOCIAL SECURITY STATEMENT

In 1999 the SSA began mailing Social Security statements annually to all adults 25 and over about three months prior to their birthdays. In the statement, you receive an estimate of your benefits under the most current laws, and a record of your earnings upon which your benefits are based. If you do not have this statement, you need to get one. Call 800-772-1213 or go to www.ssa.gov and request a statement order form. Because this is sensitive personal information, it is not available online. You have to mail a form to the SSA and wait for a response in four to six weeks.

Your Social Security statement estimates what your benefits will be based on current law and your history of earnings. As you get closer to retirement age the estimate of your benefits are more accurate, as your earning record is more complete and the laws are less apt to change. Check your earnings history to make sure it agrees with your records. The SSA estimates that employers submit incorrect information 4 percent of the time and it tries to correct most of the errors, but it estimates that 1 percent of wages fail to be credited to the correct workers record. Nancy actually found an error several years ago. Those mistakes can cost you thousands. The most common mistakes occur because the SSA computer does not recognize your family name. Problems occur with hyphenated names, names with spaces, such as Oscar de la Hoya, and Asian and Spanish names in which the primary family name does not come at the end, such as Ho Zheng Fuhu and Jos Lpez Portillo Alvarez.

In order to qualify for retirement benefits, you must have paid into the system and earned a minimum forty quarterly work credits or approximately ten years of work. You must earn at least $920 in a quarter, or $3,680 for the year [2005], to accumulate four annual credits. This amount is indexed upward each year for inflation. Spouses and dependents who are entitled to receive benefits based on your record of earnings credits do not have an earnings requirement themselves.

How do you calculate your benefits? Follow me through this three-step process. First, we will adjust earnings for inflation, then determine lifetime average earnings, and finally calculate benefits based on your average earnings.

First, lets find out your lifetime earnings adjusted for inflation. Each year of your earnings is adjusted forward based on real wage growth inflation to the Base Year that you turn 60. The inflation rate of wages is considerably more than what we commonly think as inflation as measured by the Consumer Price Index (CPI) for Urban Wage Earners and Clerical Workers computed by the Bureau of Labor Statistics. The CPI measures inflation as experienced by consumers in their day-to-day living expenses. Fortunately for all of us, using the larger wage inflation factor creates a larger initial benefit the first year and therefore creates a larger stream of benefits thereafter with the larger initial base.

After you begin receiving benefits they are adjusted annually for inflation by using the lower CPI measure. In 2005 there was a 2.7 percent increase in benefits, the highest being 14.3 percent in 1980 a, and the lowest 1.3 percent in 1999. Fewer than 20 percent of private pensions have automatic cost-of-living increases, according to the Employee Benefit Research Institute, making Social Security very valuable in times of inflation.

Second, the SSA chooses the best thirty-five years of your adjusted earnings years to arrive at your benefits. Some people may have a few years of unemployment, child rearing, or education in their work records. Those zeros in your record reduce your benefits if they are part of your highest 35 years.

This total adjusted earnings amount is divided by 420, the number of months in 35 years, to determine your Average Indexed Monthly Earnings (AIME). You may have zeros in some years and that brings down your average. If you choose to retire early, you could be reducing your average by foregoing some of the highest paid years of your career in the calculation.

Once your AIME is calculated, the SSA applies a percentage, called a Replacement Rate, to arrive at your monthly benefits amount. The average Replacement Rate is 40 percent. However, the rate tends to be higher for low-income workers and lower for higher income workers. In this progressive way, lower-paid workerswho in theory would have less opportunity to saveget proportionally more of their incomes replaced by Social Security. A very low-paid worker may have a 90 percent replacement rate, yet receive a much smaller check. An upper income worker may only have a 33 percent replacement rate, but get a check three times as large in absolute terms. It is also not totally a progressive system because the maximum income subject to the Social Security tax is $90,000 [in 2005], which is adjusted upward annually for inflation. This leaves a large proportion of high earners incomes untaxed.

By using the benefit-estimating Quick Calculator provided by the SSA at www.ssa.gov, Ive developed the following charts showing approximate benefits for people with birthdays beginning in 1943, who can choose to collect an early retirement benefit beginning in 2005. The charts, not available anywhere else, input a range of incomes at the various birth years from 1943 to the present. The Quick Calculator assumes that you continue to work until retirement to estimate your benefits.

Your personal statement will give a more accurate picture because your earnings stream may differ from the average. Your personal statement will state what your early retirement benefit will be at age 62, what your full retirement benefit
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