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Introduction


Most of us want to eventually stop working and begin enjoying a well-deserved retirement. The problem lies in how to pay for it. We typically have enough trouble covering our monthly bills, let alone funding a twenty- or thirty-year period of leisure. In years past, our employers helped solve the problem. Many companies provided a pension that offered a significant source of income during retirement. Today, that’s seldom the case. Most employers no longer offer traditional pension plans, which is a major change from the generation who came before us. In place of these vanished pensions, we must piece together a retirement income from a variety of sources. Our retirement plan is built out of a combination of Social Security, Medicare, and money saved for retirement, typically in a 401(k) or IRA.


The Golden Age of Pensions


It wasn’t always this way. In 1980, about 39 percent of the labor force had a traditional pension plan, according to Department of Labor data. The number of traditional pension plans peaked in 1983 at more than 175,000. These pensions provided retirement security for millions of workers. With a pension plan, once you meet the appropriate age and number of years on the job, you can retire knowing that your former employer will provide you monthly payments from your retirement date onward. In most cases, these payments continue for the rest of your life.


While less than half of workers were ever fortunate enough to have a pension, those who did have one could retire with a steady stream of monthly payments in addition to Social Security and their personal savings. The plan sponsor often hired an investment expert to manage plan assets, and no investment knowledge on the part of the employee was required. The federal government even insured most private-sector pension plans and paid out benefits up to certain annual limits if the plan failed.


Alas, few of us today will ever experience the retirement security such pensions provide. The proportion of people with traditional pensions has fallen relentlessly since 1980. By 2012 there were fewer than 44,000 traditional pension plans left, and the number has continued to drop. Almost all of us are now pensionless. In their place, the 401(k) plan has risen as the new predominant workplace retirement benefit. As of 2015 some 61 percent of private industry workers had the option to participate in a 401(k) plan or similar type of workplace retirement account. However, only 43 percent of employees actually used the plan.


401(k)s: The New Retirement Standard


In contrast to pension plans, you bear nearly all of the risk associated with your 401(k) plan, and your ability to retire comfortably suffers if you underuse the account. You and your employer must each decide how much to deposit in the account. You must also select investments that will build wealth for the future while also avoiding losses. Often the only investment training you will receive is a one-hour seminar provided by the 401(k) plan sponsor about how the account works.


The benefits of a 401(k) plan depend on your ability to save consistently, invest prudently, and make it through a gauntlet of fees and penalties. When you change jobs or retire, you will also need to familiarize yourself with individual retirement accounts to maintain the tax benefits of your 401(k) plan. How well you are able to use these retirement accounts, and avoid the taxes and penalties associated with them, will ultimately determine your retirement lifestyle.


Using What You’ve Got


While you may never receive a traditional pension from a former employer, there is a lot you can do to make the best of the retirement benefits you do have. This book will walk you through ten steps that will improve your retirement finances. You can boost your financial situation, even on the verge of retirement, by strategically securing more money from Social Security and getting your employer to help pay for retirement. There are also a variety of tax deductions and credits available to retirement savers that can help you grow your money faster.


Retirement planning problems often arise when you don’t know all the rules and conditions associated with the various types of retirement benefits. Many retirement benefits have both age-related and calendar-year deadlines, and the penalties for missing them can be severe. It’s important to know how to avoid surcharges on your Medicare benefits and fees on your 401(k) and many other rules and gotchas that have the potential to trip you up as you prepare for retirement. Successfully avoiding fees and penalties can help you minimize costs and boost the value of your retirement benefits.


Your retirement security depends on your ability to use each type of retirement benefit. Those who know how to get more money from Social Security and pay less in taxes may be able to enjoy a higher retirement income than people who are unfamiliar with these strategies. It’s worth the time to learn how to make optimum use of your retirement benefits. The deck is stacked against you, but you can still play your best hand.




Step 1


Maximize Social Security


Social Security is the foundation on which your retirement finances are built. Most people pay into the system beginning with their first paycheck and begin to collect payments in their sixties. Benefits are calculated based on the amount you have paid in and when you choose to start receiving benefits (www.ssa.gov/retire/apply.html).


Though the benefits are typically modest, they are an important source of retirement income because they are guaranteed to last for the rest of your life no matter how long you live. Furthermore, they are adjusted for inflation each year, so they won’t lose value over time. For many people, and especially those facing retirement without traditional pensions, Social Security is the only source of retirement income that provides these guarantees.


The vast majority of those who are retired (86 percent) receive income from Social Security. The program provides at least half of the retirement income of 65 percent of retirees, and more than a third receive 90 percent or more of their retirement income from Social Security payments.



The Origins of Social Security


The Social Security program was created in 1935 by President Franklin Roosevelt. Workers began to pay into the system in 1937, and monthly benefits were distributed starting in 1940. The initial contribution amount was 1 percent. The payroll tax has been gradually increased over several decades, first hitting 3 percent in 1960 and 5 percent in 1978. The current tax rate of 6.2 percent has been in effect since 1990. The original Social Security Act promised benefit payments that ranged from $10 to $85 per month. The first monthly retirement payment was issued to sixty-five-year-old Ida May Fuller of Ludlow, Vermont, for $22.54. During Fuller’s lifetime Social Security payments to retirees could be increased only by special acts of Congress. Automatic cost-of-living adjustments for retirees were added to the Social Security program in 1972 and paid out beginning in 1975.



In 2014 the average Social Security payment to retired workers was $1,294 per month⎯a big jump from the payout to Ida May Fuller (the first recipient of Social Security), but still small relative to today’s living expenses. Retired couples in 2014 received an average of $2,111. However, this payment varies considerably by individual and is significantly influenced by three important factors:



	How much you earn and contribute to Social Security while working


	The number of years you work


	The age at which you sign up for Social Security



There are a variety of ways to increase the amount you get from Social Security each month, and in this step we’ll examine them in detail. Here is how to boost the payments you will receive from Social Security in retirement.


Maximize Your Earnings


The first way to boost your Social Security payments begins while you are still working. Employees pay 6.2 percent of their earnings into the Social Security system, and employers pay a matching 6.2 percent. Self-employed workers pay in 12.4 percent of their earnings. This payroll tax applies only to money earned up to a limit, which was $118,500 in 2016. Earnings above $118,500 are not taxed by Social Security or used to calculate Social Security benefits. However, the more you earn and pay into Social Security up to the limit, the bigger your payments will be in retirement.


It’s particularly important to pay into Social Security for at least thirty-five years. Social Security payments are calculated based on the thirty-five years in which you earn the most. If you haven’t worked for thirty-five years, zeros are averaged into the calculation for the years you didn’t work, which can significantly lower your retirement payout. If you work for more than thirty-five years, each higher-earning year will cancel out a lower-earning year in the benefit calculation. So aim to pay into Social Security for at least thirty-five years.


Select Your Start Date


Even if you are already on the verge of retirement, it’s not too late to boost your Social Security payments. The age you start Social Security benefits plays a big role in how much your monthly payments will be.


Workers are eligible to begin receiving Social Security payments at age sixty-two, but monthly payments are significantly reduced if you sign up at this age. To receive the full amount you have earned, you need to claim Social Security at your full retirement age, which is typically sixty-six or sixty-seven. The full retirement age for those whose birth year is 1937 or earlier was sixty-five, but it has been raised for everyone born after that.


The full retirement age increases in two-month increments from sixty-five and two months for those born in 1938 to sixty-five and ten months for people born in 1942. The full retirement age is sixty-six for everyone born between 1943 and 1954. The age workers can claim full benefits then increases two months each year from sixty-six and two months for baby boomers born in 1955 to sixty-six and ten months for those born in 1959. The full retirement age is sixty-seven for everyone born in 1960 or later.


Important Social Security Ages


The age at which you sign up for Social Security impacts the size of your monthly payments. Here are the key ages to pay attention to:



	
Age Sixty-Two. This is the earliest possible age you can sign up for benefits, but monthly payments are reduced if you claim payments at this age.


	
Age Sixty-Five. People born in 1937 or earlier are eligible for their full Social Security benefit at age sixty-five. The full retirement age is sixty-five and two months for people born in 1938 and increases by two months for each year after that until reaching sixty-five and ten months for people born in 1942.


	
Age Sixty-Six. The full retirement age is sixty-six for most baby boomers born between 1943 and 1954. The full retirement age then increases by two months per year from sixty-six and two months for those born in 1955 to sixty-six and ten months for people born in 1959. Once you turn your full retirement age, you can also work and claim Social Security benefits without having part or all of your payments withheld.


	
Age Sixty-Seven. Everyone born in 1960 or later can begin to claim unreduced Social Security benefits at age sixty-seven.


	
Age Seventy. Social Security payments will increase by about 8 percent per year if you delay claiming benefits until age seventy. After you reach seventy, there is no additional benefit to waiting to sign up for Social Security benefits.



In addition to knowing about these ages, there are two additional points that are important to keep in mind as you consider how to maximize your Social Security payouts.


Benefits Are Reduced for Early Claiming


If you sign up for Social Security benefits before your full retirement age, your benefits will be reduced, depending on how early you claim. A worker born in 1965 who signs up for Social Security at age sixty-two will receive 30 percent smaller payments than if he waited until age sixty-seven to claim. For example, a worker who would be eligible for $1,680 a month at age sixty-seven would get just $1,159 monthly at age sixty-two.


Payments Can Be Increased By Later Claiming


If you delay signing up for Social Security after your full retirement age, your payments will increase by 8 percent per year up until age seventy. A worker eligible for $1,680 a month at age sixty-seven could boost his payments to $2,094 each month if he waited until age seventy to claim payments. After age seventy, payments do not further increase due to delayed claiming.


These higher payments last for the rest of your life, no matter how long you live. Social Security payments are also adjusted to keep up with inflation each year. The higher your initial monthly payment, the bigger the dollar value of your inflation adjustments. For example, a worker who claimed payments of $1,159 monthly at age sixty-two would get about $17 more after a 1.5 percent inflation adjustment. But a worker who receives $2,094 each month due to signing up for Social Security at age seventy would get $31 more from the same inflation adjustment.



For Example


After paying in 6.2 percent of every paycheck for thirty-five years, John is eager to sign up for Social Security payments. He’s checked his Social Security statement and knows that he will be eligible for payments worth $1,000 per month at age sixty-six, his full retirement age. But he has lots of bills to pay, and he can’t resist the temptation to claim payments now. Instead of waiting until his full retirement age, he signs up for reduced payments of $750 per month beginning at age sixty-two.


Bill is also eligible for payments worth $1,000 per month at age sixty-six, and like John he has a lot of bills to pay. However, he is interested in getting the highest possible monthly Social Security payment. He decides to delay claiming payments until age seventy, after he accrues four years of delayed retirement credits and qualifies for payments worth $1,320 per month. While it’s tough for Bill to go without Social Security payments in his sixties, to him it’s worth it to wait for a higher benefit payment in his seventies and eighties.


John will receive smaller payments over a longer period of time, while Bill will receive much larger payments later on in retirement. Who will come out ahead over his lifetime depends on how long they live. If they both live to be eighty-five, John will have received $207,000 from Social Security over his lifetime, while Bill will have gotten $237,600, or $30,600 more. And if they both live to be ninety-five, Bill comes out $99,000 ahead, not even counting his cost-of-living adjustments. However, if they pass away at age seventy-five, John, who has been claiming payments for thirteen years, comes out $79,200 ahead of Bill, who was only able to claim five years of his larger payments.



Buyer’s Remorse


If you sign up for Social Security early and then later change your mind about taking the reduced payments, you have a couple of options to increase your benefit. If you signed up for Social Security less than twelve months ago, you can pay back all the money you have received, without interest, and withdraw your Social Security application. This allows you to re-apply for Social Security at a future date and get higher payments. However, if you have been receiving payments from Social Security for a year or more, you’re no longer eligible to pay back the money and start over. Furthermore, each beneficiary is only allowed to withdraw his or her Social Security application once.


Another option if you are full retirement age or older is to suspend your retirement benefit payments going forward and then restart them at another time at a higher rate. While this strategy does not completely undo early claiming, it allows you to accrue delayed retirement credits and increase your later payments by 8 percent for each year your payments are suspended. It typically takes a month for a payment suspension to go into effect, so, if you request a benefit suspension in July, you will still receive an August payment. You can request that the payments be restarted at any time. Unless you make another election, your payments will automatically restart at age seventy. It’s important to note that, beginning in May 2016, suspending your Social Security benefit will also suspend payments that your spouse or other dependents receive based on your work record. Also, if your Medicare Part B premium was deducted from your Social Security checks, you will get a bill for the premium if you suspend your payments.



For Example


Sam signed up for a reduced Social Security payment of $700 per month at age sixty-two. He would like to increase his Social Security payments and has enough in savings to pay his bills for four years. At age sixty-six he decides to suspend his Social Security payments so that he can earn delayed retirement credits of 8 percent per year and get a bigger retirement benefit later on in retirement. By suspending his payments for four years, he gives up payments of $33,600. However, when his benefit automatically resumes at age seventy, his monthly payments will be 32 percent higher and total $924 per month. (It could actually be a little higher than this due to cost-of-living adjustments.) These higher benefit payments will last the rest of his life. When Sam passes away, his wife Susan will inherit the larger monthly payments.



When deciding the optimal age to sign up for Social Security, it helps to think about how long you expect to live. A man who turns sixty-five in 2016 can expect to live about another 19.5 years until age eighty-four. The life expectancy for a woman the same age is eighty-seven, according to Social Security Administration estimates (www.socialsecurity.gov/OACT/population/longevity.html). If you are in poor health or have a reason to believe that you won’t live a long life, it can make sense to sign up for Social Security earlier. (However, some people who are in failing health might want to think about taking steps to increase their benefit so a surviving spouse can inherit it.) But if your parents and grandparents lived into their nineties and you have no serious health problems, you will get bigger payments later on in retirement if you delay claiming Social Security.



Inflation Adjustments


Social Security payments are adjusted each year to keep up with inflation as measured by the Consumer Price Index for Urban Wage Earners and Clerical Workers. Cost-of-living adjustments have ranged from 0 in 2010, 2011, and 2016 to 14.3 percent in 1980. The 1.7 percent cost-of-living adjustment in 2015 resulted in the typical retiree getting about $22 more per month.



Coordinate Benefits with a Spouse


If you’re married, you can use additional Social Security claiming strategies to maximize your payments as a couple. People who are married are eligible to claim benefits based on their own work record or up to 50 percent of their spouse’s benefit, whichever is higher.


To claim the 50 percent spousal payment, the lower-earning or nonworking spouse needs to sign up for spousal payments at his or her full retirement age, which is sixty-six for most baby boomers. Just like individual benefits, spousal benefits are reduced if you claim them before your full retirement age. If you sign up for spousal payments early you will get 32.5 percent of the higher earner’s benefit at age sixty-two and 41.7 percent at age sixty-five, instead of the 50 percent you will get if you sign up at your full retirement age.



For Example


Melissa earns a Social Security benefit of $1,600 per month. Her husband, Mike, who didn’t work during their marriage, is eligible for a maximum possible Social Security spousal payment of half that amount ($800) when he reaches his full retirement age. However, Mike decides to claim his spousal payments three years before his full retirement age at sixty-three. As a result, Mike’s payment is reduced to 37.5 percent of his wife’s benefit and he receives $600 per month, $200 less than he would have gotten if he’d waited until he was sixty-six.
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