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Aside from the budgetary and solvency issues that
seem to cloud the long-term future of Social
Security benefits, there are some very near-term issues
and changes financial practitioners should understand.
In this article, we address some of the questions that
may arise in the coming months regarding:
� The Social Security payroll tax “holiday”
� The Social SecurityAdministration’s ruling on

“do-overs”
� The always-present question on whether to take

reduced benefits early
� HowCOLAincreases can work for and against

retirees

Financial practitioners, pre-retirees and retirees are
likely to have questions and misunderstandings in
each of these key areas. Providing sound guidance
and consultation early in the process can help avoid

common pitfalls.

Payroll Tax Holiday for 2011
The big news with Social Security this year is what
has commonly been referred to as the “payroll tax
holiday.” That is, for 2011 only, the employee
contribution toward Social Security will be reduced
from its normal 6.2% to 4.2%. (There is no
reduction in the employer portion of the Social
Security tax, which remains 6.2%.) This employee
contribution reduction results in a larger take-home
check for workers, with the expectation that they
will spend that extra money and boost economic
growth. There is no reduction of future benefits for
retirees because of this one-year reduction in the
employee contribution.

For a taxpayer earning $50,000, this Social
Security payroll tax relief could translate into
approximately $1,000 less withholding in paychecks
over the full year. For a taxpayer who earns the
Social Security maximum in 2011 ($106,800) or
more, the withholding savings total up to $2,136
over the year-long period. The Tax Relief, Unem-
ployment Insurance and Job CreationAct of 2010
(theAct) also drops the Social Security tax rate for
self-employed individuals from 12.4% to 10.4%.

There are two sides to this coin. The intent is to act
as an economic stimulus, and some observers expect
that workers will spend this additional amount
received throughout the year. This could continue
or boost the economic recovery. Practitioners may
also want to discuss with clients the original
design of this 2% of pay – which was to be directed
toward future retirement income. If investors are
looking toward retirement, they may want to
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consider investing this additional amount.

A systematic way to do so is simply to boost their
401(k) contribution (if offered through their
employer) by 2% for 2011. Their “savings” would
automatically be directed toward their own
retirement balances, thus lessening their
dependency on Social Security benefits in the future.
Clients who implement this strategy will also
benefit from additional tax savings due to a
reduced gross taxable income; net take-home
income could be affected positively. Clients who
are not covered by a 401(k) or other salary
reduction plan at work can accomplish a similar
result by creating a systematic investment into their
own IRA (traditional or Roth) using the 2%
amount represented by the payroll tax holiday.

How meaningful this additional 2% retirement
contribution would be depends on the age of the
investor, how long he or she can allow this amount

to grow, and the actual payroll tax savings amount
(SEE FIGURE 1). If a 22-year-old worker invested a
$1,000 tax savings today and allowed it grow at a
conservative 6% for the next 45 years, the worker
would have an additional $13,764 to fund
retirement. This amount becomes less meaningful
for a 50-year-old worker investing the same $1,000
tax savings at 6% for only 17 years, a total of $2,692.

Social Security Limits Do-Overs
On December 8, 2010, the Social Security
Administration released a new rule effective
immediately that restricts a lesser-known strategy
involving reapplying forbenefits. First, let’s understand
the strategy as it existed prior to December, 2010.

Let’s assume a hypothetical retiree applied for Social
Security benefits at age 62, even though her Full
Retirement Age (FRA) (when she could receive
non-reduced Social Security benefits) was age 66.
She received those benefits for the subsequent four

FIGURE 1: INCREASING A RETIREMENT CONTRIBUTION BY 2% OVER TWO TIMEFRAMES

NOTE: See important disclosures regarding this illustration at end of article (page 64).
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years. At age 66, when she reached FRA, she could
havewithdrawnher application for benefits, and repaid
the Social SecurityAdministration the full amount of
benefits she received – with no interest. In essence,
shewould have benefited froma no-interest loan from
the Social Security Administration for four years.
Under the previous rules, she could then re-apply for
Social Security benefits at her FRA, and receive the
non-reduced benefits from that time forward.

There was no time limit on when a retiree could
withdraw an application for benefits, and re-apply
for benefits. So hypothetically, this same retiree
could have waited until age 70 to withdraw her
application, repay her benefits in full (with no
interest), and then re-apply for the higher age-70
Social Security benefit from that point forward.

This is no longer the case. In December, 2010, the
Social Security Administration announced a new
rule that restricts a retiree from withdrawing an
application for benefits more than 12 months
after the application is effective. Additionally,
retirees are limited to one withdrawal over their
lifetimes. The result is that a retiree can benefit from
a “no-interest” loan for only 12 months.

Because of its immediate effective date, there is no
grace period and no grandfathering provisions. This
ruling closes the door on anyone who might have
been planning to implement this strategy at some
future date. If practitioners had discussed this strategy
(under the pre-December, 2010 rules) with clients,
you will want to contact these clients and reassess
the retiree’s situation in light of this new ruling.

Deciding When to Retire
There is only one correct answer to the question:
“When should I start receiving Social Security?”
It depends. In other words, each individual must
decide, based on his or her personal goals, income
needs and retirement plans.

FRA(the age at which clients can receive full Social
Security benefits) is currently age 66, although it
will increase gradually to age 67 as shown in the
table below (SEE FIGURE 2). As you know, however,
clients may apply for reduced Social
Security retirement benefits as early as age 62.

As a rule, if a client elects to take reduced retirement
benefits before FRA, he or she will continue to
receive a reduced benefit. It takes 12 years to make
up the difference between receiving reduced
benefits starting at age 62 vs. full benefits starting
at age 66. In other words, by the time a client reaches
age 78, he or she will have received the same total
number of dollars regardless of when benefits
started – at age 62 or 66.

Practitioners may want to frame the conversation
around the client’s ultimate goals and/or needs. For
example, if the client is looking at Social Security
benefits from an investment perspective, the time
value of money argues for taking reduced benefits
at age 62. The client has use of the funds and can
either spend this cash to meet everyday expenses
(thus allowing the existing portfolio to remain fully
invested) or add to an investment portfolio with the
excess cash that results from Social Security
benefits. This scenario can help stretch a client’s
investment portfolio and reduce the amount of
spendable cash that the portfolio must generate in
the earlier years of retirement.
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FIGURE 2: FULL RETIREMENT AGE

Source: Social Security Administration, 2011

YEAR OF BIRTH FULL RETIREMENT AGE

1943-1954 66
1955 66 + 2 months
1956 66 + 4 months
1957 66 + 6 months
1958 66 + 8 months
1959 66 + 10 months

1960 or later 67
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On the other hand, if a client is seeking to
generate a larger amount of spendable income from
Social Security benefits, deferring an application
for benefits maymake sense.At FRA, the client can
receive his or her full Social Security benefit (based
on the retiree’s work record). If the expectation is
that the retiree will have a significant life span (well
past the breakeven age of 78), the retiree may
receive a higher Social Security income stream vs.
taking benefits at age 62 (or any time prior to full
retirement age). Deferring an application to age 70
can further boost his or her Social Security
benefit. It takes 12½ years to make up the
difference between receiving full benefits at age 66
vs. the delay-enhanced benefits at age 70. In other
words, by the time a client reaches 82½, he or she
will have received the same total number of dol-
lars regardless of when benefits started – at age 66
or age 70.

The successful outcome of these scenarios depends
on several factors:
1. The retiree is able to work or generate income

prior to FRA (or age 70 if that choice is made)
without reliance on Social Security benefits, and

2. The retiree’s life span is long enough to
recoup the benefits that he or she would have
received in earlier years (prior to FRA or age
70, as the case may be).

3. The decision that the worker makes regarding
his or her Social Security may also affect the
Social Security benefits that a spouse,
ex-spouse, and surviving spouse will receive
from Social Security.

Practitioners should also help clients project
forward to the day when they must begin taking
required minimum distributions (RMDs) from
traditional IRAs or qualified plans. Such
distributions (which are taxable income) could
trigger or raise the amount of income tax due on
Social Security benefits. To illustrate this
potential tax, consider the example below.

Assume a hypothetical couple who must take a
$25,000 RMD, have $10,000 interest from
municipal bonds and combined Social Security
benefits of $20,000. Recall that calculating the
taxable portion of benefits is a multi-step formula
(SEE FIGURE 3).

Practitioners should realize that in this simplified
example, the couple may have not have owed
income taxes on their Social Security benefits in
years prior to taking RMDs. However, once RMDs
begin and the couple’s taxable Adjusted Gross
Income (AGI) increases, taxes may become due on
Social Security benefits, thus reducing spendable
income. In some cases, there may be no effective
planning strategies to avoid such taxation. In
other cases, perhaps taking withdrawals (under the
threshold that triggers taxation of Social Security
benefits) from tax-deferred accounts prior to age
70½may be a viable strategy to reduce the amount
of RMDs at a later date. Each individual situation
will differ, which is why it’s important for clients
to work closely with both financial and tax
advisors early in retirement to avoid later “surprises.”

A Second Look at COLA Increases
The Social Security Administration may adjust
benefit payments each year by a “Cost-Of-
Living-Adjustment” (COLA). Prior to 2010, such
an adjustment was taken for granted by recipients.
In fact, in January 2009, Social Security benefici-
aries received a significant 5.8% COLA. But in
2010, when the CPI-W (the Consumer Price Index
for Urban Wage Earners and Clerical Workers,
which is used to calculate such adjustments)
showed no additional increase, Social Security
beneficiaries received no COLA. And the same
situation has occurred for 2011.

Practitioners should alert pre-retirees and retirees
to the potential outcomes regarding COLAs.
Obviously, COLA increases may occur (a pleasant
surprise) and they may not. Understanding how
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these adjustments work can help clients plan
accordingly and avoid budgetary “shocks.”

Each year, the Social Security Administration
uses a formula to calculate COLAs based on the
CPI-W. The COLA is based on the percentage

increase (if any) in the average CPI-W for the third
quarter of the current year compared to the
average for the third quarter of the most recent year
in which a COLA became effective.

A COLA increases an individual’s Social Security

FIGURE 3: CALCULATING THE TAXABLE PORTION OF BENEFITS

NOTE: See important disclosures regarding this illustration at end of article (page 64).

Step 1: Compute provisional income
Provisional income is the couple’sAGI plus nontaxable interest income plus half of their Social Security
benefits:

Total Income Provisional Income
RMD $25,000 $25,000
Muni bond interest $10,000 $10,000
Social Security benefits $20,000 $10,000
Total income $55,000 -----
Provisional income $45,000

Step 2: First-tier calculation – 50% threshold
The first tier of the formula applies to provisional income of more than $32,000 but less than $44,000
(between $25,000 and $34,000 for unmarried individuals). Because this couple’s provisional income
exceeds the $32,000 threshold, first calculate the portion of benefits subject to the 50% taxation tier:

Provisional income $45,000
Less 50% taxation threshold - $32,000
Excess of provisional income over 50% threshold $13,000

For the first-tier calculation, the taxable portion of benefits is the lesser of:
50% of the excess ($13,000 x 50%) $ 6,500
OR – 50% of Social Security benefits ($20,000 x 50%) $10,000
Taxable portion of benefits from first-tier calculation $ 6,500

The taxable portion of benefits from the first-tier calculation ($6,500) carries over into the calculation for
the second tier to compute the total portion of your benefits subject to taxation.

Step 3: Second-tier calculation – 85% threshold
The second tier of the formula applies to provisional income exceeding $44,000 ($34,000 for unmarried
individuals). In this instance, the provisional income also exceeds the $44,000 threshold, so the $1,000
excess is subject to the 85% taxation threshold.

Step 4: Compute the total taxable portion of benefits
The total portion of benefits for this hypothetical couple subject to taxation is the lesser of:

85% of Social Security benefits (20,000 x 85%) $17,000
OR – The sum of the lesser of $6,000 or the taxable portion $ 6,000

of benefits under the first tier calculation ($6,500)
AND – 85% of the excess ($1,000 x 85%) $ 850
Total taxable portion of benefits $ 6,850
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retirement benefit by approximately the product of
the COLA and the benefit amount. Each Social
Security benefit is based on a “primary insurance
amount” or PIA. The PIA is directly related to the
beneficiary’s earnings through a benefit formula. It is
the PIAthat is increased by theCOLA, so you should
understand the exact computation is more complex.

In the third quarter of 2008, gasoline and food prices
(among others) spiked, and this created the
significant COLAincrease in January, 2009. But then
in 2009 and 2010, the comparison to third-quarter
CPI-W in the respective years resulted in no increase
in 2010 or 2011. Looking toward the third quarter
of 2011, CPI-Wwill be compared to CPI-W in the
third quarter of 2008 to determine the amount, if any,
of any COLA increase in January, 2012.

You should also realize that inflation not only affects
current Social Security benefits, but also future
benefits for pre-retirees. So, for example, if an
individual receives his or her Social Security
benefits estimate indicating a future benefit of
$2,000 per month, that benefit could increase
further (even without additional work history) due
to the inflation in intervening years before the
individual applies for benefits.

In years where a Social Security COLA occurs,
beneficiaries should realize that the increase in their
Social Security benefits could be significantly eroded
by an increase in Medicare Part B premiums.
Medicare Part B premiums are not governed by any
specific index, but rise based on the cost of the Part B
program, overallmedical costs and inflation in general.
Bottom line: Practitioners and Social Security
recipients should monitor carefully any news
surrounding COLAs each year, and adjust retirement
spending accordingly. If a COLAis granted, and by
chance is greater than the increase inMedicare Part
B premiums, the retiree may enjoy a small boost in
annual income for that particular year.

Monitor a Changing Environment
Social Security is not the mainstay it once was.
Changes seem to be occurring more frequently, and
as more focus is placed on the economic challenges
facing the system, you can expect the pace of these
changes to quicken.Monitoring changes in the Social
Security program and helping clients understand any
impacts to their retirement income is one more way
that practitioners can position themselves with
clients as value-added consultants. �

Wells Fargo Advisors is not a tax or legal advisor. For tax and legal advice, seek the services of competent tax or legal professionals. Wells Fargo Advisors believes investment decisions should
be based on investment merit, not solely on tax considerations. However, the effects of taxes are critical in achieving a desired after-tax investment return. Wells Fargo Advisors has based the
information provided on internal and external sources that the firm considers reliable; however, Wells Fargo Advisors does not guarantee the information’s accuracy. Direct specific questions
relating to a client’s situation to his or her tax advisor.

DISCLOSURE: The hypothetical examples used in this article are designed to illustrate the effect of certain planning strategies based on stated assumptions. The strategies describedmay or may
not be suitable for any particular situation. Before implementing any strategy, clients should seek the advice of their own tax and legal advisors. No guarantee of specific results is made; past
performance is no guarantee of future results.
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