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From the Savvy Social Security Planning newsletter – October 24, 2019

Summary of how major types of income are treated
Back in 2010 I wrote an article for Horsesmouth on the various definitions of “MAGI”. In studying this, it seemed crazy that the
same tax code that authorized IRA deductions and education tax credits would have so many different definitions of modified
adjusted gross income depending on which provision of the code you were looking at. MAGI starts with adjusted gross income
(AGI), which is found on Line 7 of the latest version of Form 1040 and then “modifies” it in some way. It’s the modifications that
vary throughout the tax code. MAGI for the purpose of determining the deductibility of IRA contributions is different from MAGI
for the purpose of qualifying for the American Opportunity tax credit, for example. Go figure.

But before you even get to the “modifications” you have to understand the different types of “income” and how they are treated
for tax and other purposes. MAGI starts with AGI, which starts with gross income, which includes all wages, taxable interest,
ordinary dividends, and the taxable portion of income from IRAs, pensions, annuities, and Social Security. This income is then
“adjusted” by adding or subtracting certain types of income as shown on Schedule 1. Common adjustments include capital
gains and losses and contributions to retirement plans, HSAs, and IRAs. If there are no adjustments, AGI is the same as gross
income.

Types of income
While it helps to have a handle on a client’s AGI and the particular modifications that create MAGI for the specific rule you’re
dealing with, questions may arise about a particular type of “income” itself. How is it treated under the different Social Security
and Medicare rules? Key areas of concern are:

Coverage—Does income count in the earnings record for determining a person’s Social Security benefit?

https://www.horsesmouth.com/the-tax-code-s-hidden-complexities-magi-and-phaseouts
https://www.irs.gov/pub/irs-pdf/f1040.pdf
https://www.irs.gov/pub/irs-prior/f1040s1--2018.pdf
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Earnings test—Does income count as wages for withholding benefits under the earnings test if a client applies for Social
Security before FRA?

Tax obligations—Does income trigger the tax on Social Security benefits?

Medicare premiums—Does income trigger the income-related monthly adjustment amount (IRMAA)?

Let’s look at income in the context of Social Security and Medicare.

Social Security covered earnings. SSA tabulates each person’s covered earnings for the purpose of collecting FICA taxes and
eventually calculating their Social Security benefit. “Earnings” for this purpose are gross wages up to the Social Security wage
base as reported in Box 3 of Form W-2. “Covered” earnings means FICA taxes are collected on those earnings; “non-covered”
earnings means those earnings don’t count for either FICA tax collection or the calculation of the Social Security benefit. Clients
with a combination of covered and non-covered earnings may have their Social Security benefit reduced for the Windfall
Elimination Provision (WEP). For self-employed people who file Schedule C, covered earnings equal net profit (line 31) up to the
annual Social Security wage base.

You’d think the definition of earnings would be pretty straightforward. But there is a whole host of definitions and exceptions
that relate to specific types of earnings, such as agricultural labor, family employment, work covered under another country’s
Social Security program, services performed by ministers, services performed by members of Indian tribal councils, and even
services performed by prison inmates. These clearly are special situations and you can either refer to these POMS pages or send
clients to SSA if you run across a case in which they apply.

Medicare covered earnings. This is the same as for Social Security, except it includes all earnings (i.e., not limited by the wage
base). Earnings that are “non-covered” for Social Security purposes are usually “covered” for Medicare. In other words, teachers
and government employees who don’t pay into Social Security usually do pay into Medicare and therefore qualify for free Part A
a�er paying in for ten years.

Annual earnings test. If a person receives any kind of Social Security benefit (retirement, spousal, survivor) before full
retirement age, the benefit will be subject to the annual earnings test: $1 in benefits will be withheld for every $2 earned over
the threshold ($17,640 in 2019, $18,240 in 2020). “Earnings” here means gross wages of the individual beneficiary as reported on
that person’s W-2, before contributions to retirement plans. More on the earnings test in a moment.

Taxes on Social Security benefits. Up to 85% of a person’s Social Security income may be subject to federal income tax
depending on how much “provisional income” they have. Provisional income includes AGI (without the Social Security) as
reported on a joint or single tax return, plus one-half of the Social Security income, plus tax-exempt interest. If provisional
income exceeds $44,000 for a couple or $34,000 for a single individual or $0 for a married person living with spouse who filed a
separate return, up to 85% of the person’s or couple’s Social Security income is then added to Line 5b of Form 1040 and
becomes part of AGI. See IRS Publication 915 for the exact formula (or use tax so�ware).

Medicare premiums. If MAGI exceeds $170,000 (couples) or $85,000 (single individuals), the income-related monthly
adjustment amount (IRMAA) will be tacked onto the Part B base premium. “MAGI” here means AGI plus tax-exempt interest.

Earnings test earnings, clarified
Some earnings count for coverage but not the earnings test. Other earnings count for the earnings test but not coverage. Let’s
look at a few of them. (For more, go to RS 02505.240 Summary of How Major Types of Remuneration Are Treated.) Remember,
the earnings test only applies before FRA. Once a person turns FRA there will be no withholding of benefits for the earnings test.

Payments made “on account of retirement” do not count for the earnings test. It is common for a person to retire and then,
a�er filing for Social Security, receive severance pay or vacation pay or other some other type of payments arising from

https://www.savvysocialsecurity.com/sssp-newsletter-041317
https://www.ssa.gov/OP_Home/ssact/title02/0209.htm#act-209-a-4
https://www.ssa.gov/oact/cola/cbb.html
https://www.irs.gov/pub/irs-pdf/fw2.pdf
https://www.savvysocialsecurity.com/sssp-newsletter-050318
https://www.irs.gov/pub/irs-pdf/f1040sc.pdf
https://secure.ssa.gov/apps10/poms.nsf/lnx/0301901000
https://secure.ssa.gov/apps10/poms.nsf/lnx/0301901100
https://secure.ssa.gov/apps10/poms.nsf/lnx/0301901250
https://secure.ssa.gov/apps10/poms.nsf/lnx/0301901450
https://secure.ssa.gov/apps10/poms.nsf/lnx/0301901600
https://secure.ssa.gov/apps10/poms.nsf/lnx/0301901700
https://secure.ssa.gov/apps10/poms.nsf/lnx/0301901560
https://www.savvysocialsecurity.com/sssp-newsletter-100517
https://www.irs.gov/pub/irs-pdf/f1040.pdf
https://www.irs.gov/pub/irs-pdf/p915.pdf
https://www.medicare.gov/your-medicare-costs/part-b-costs
https://secure.ssa.gov/apps10/poms.nsf/lnx/0302505045
https://secure.ssa.gov/apps10/poms.nsf/lnx/0302505240
https://secure.ssa.gov/apps10/poms.nsf/lnx/0302505045
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retirement. These payments “on account of retirement” do not count for the earnings test.

Net earnings from self-employment count for coverage and the earnings test. Net profit (or loss) from all businesses as
reported on Schedule C goes onto the earnings record and also counts as earnings for the earnings test while under FRA. During
the first year, when the monthly earnings test applies, the earnings test for self-employed individuals is based on substantial
services in self-employment. A person who devotes more than 45 hours to the business in any month between the date of
application and the end of the calendar year is considered “not retired” for that month and will have their entire Social Security
check withheld. If the person is in a highly skilled occupation, the threshold for substantial services is 15 to 45 hours in a month.
Time devoted to self-employment includes managing, advising and planning, making business contacts, attending meetings,
business travel, and so on. Self-employed people are presumed to perform substantial services in self-employment unless they
can prove otherwise. For this reason I would discourage all self-employed clients to wait until FRA to file for Social Security.

When remuneration counts. For employees, wages count in the year services were performed, regardless of when the
employer actually paid them. For self-employed individuals, such as for independent contractors, wages count when earned.

HSA contributions. Employee contributions to an HSA are counted as wages for the earnings test. Employer contributions are
not.

Investment income and retirement account distributions do not count for coverage or the earnings test. (This question
comes up more o�en than you’d think.) But investment earnings (capital gains, dividends, and interest) and pension
distributions do come into play where AGI matters—that is, for taxation of Social Security benefits and Medicare premiums.
Other income that does not count for the earnings test—but may count in AGI—includes insurance proceeds, inheritances, loan
proceeds, rental income from real estate (unless derived by real estate dealer from property held for sale), reimbursed travel
expenses, unemployment compensation, and workers’ compensation.

Noncovered earnings count for the earnings test. An example of earnings that count for the earnings test but not coverage
would be where a teacher or government worker applies for Social Security before FRA and continues to work in the noncovered
job. Even though those earnings are not on their record and don’t count in the calculation of the PIA, they are considered
earnings for the earnings test: $1 for every $2 earned above the threshold will be withheld.

Managing earnings and AGI for Social Security and Medicare purposes
A common phrase among tax planners is to not let the tax tail wag the dog. This goes the same when you are adding Social
Security and Medicare considerations, which make for a longer, more complex tail. For example, it used to be common for CPAs
to recommend that self-employed people pay themselves the lowest possible salary in order to minimize self-employment
taxes. Then people got to retirement and realized that their Social Security benefit was lower than it would have been if they
had reported higher salaries. (The issue of how much business owners should pay themselves is complex; see this newsletter for
a discussion of it.)

Another example is where a client applies for Social Security before FRA and makes every effort to keep their earnings under the
earnings test threshold. This serves up a triple whammy: 1) their benefit is reduced for early claiming; 2) their earnings record
stops growing due to lower earnings going forward; and 3) they are depriving themselves of actual earnings which could bolster
their retirement savings. It is never a good idea to deprive oneself of earnings or income for tax or Social Security purposes.

On the other hand, if you can generate more income without a commensurate rise in AGI or MAGI, you get a double bonus: 1)
more income to spend or invest; and 2) little or no increase in taxes or Medicare premiums. In some cases this requires long-
term planning. Clients with large IRAs who are staring down the barrel of big RMDs that will raise both taxes and Medicare
premiums a�er age 70 may want to do some Roth conversions to generate that most precious of income types: tax-free Roth
distributions. Insurance products are also a good choice if you’re looking for tax-favored income that won’t add to AGI.

https://secure.ssa.gov/apps10/poms.nsf/lnx/0302505065
https://secure.ssa.gov/apps10/poms.nsf/lnx/0302505075
https://secure.ssa.gov/apps10/poms.nsf/lnx/0302505095
https://secure.ssa.gov/apps10/poms.nsf/lnx/0302505010
https://secure.ssa.gov/apps10/poms.nsf/lnx/0302101107
https://www.savvysocialsecurity.com/sssp-newsletter-030118
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Reference
Section 404.429 of the Code of Federal Regulation: Earnings, Defined

RS RS 01901.000 Coverage and Exceptions

Key Financial Data 2020

New WEP/GPO client slides and handout
By request, we have created a new set of slides explaining the WEP and GPO which you may insert into your client presentations.
There is also a handout which you can customize with your contact information. Please go to the Savvy Social Security Planning
Presentations page. And if you need to brush up on the WEP/GPO rules, please see this newsletter. For scenario planning, use
the WEP/GPO Calculator. As you know, the WEP and GPO affect people who worked in noncovered jobs, a small percentage of
the population. But for the people it does affect, information and planning are crucial because the WEP reduction does not
show up on their Social Security statement. With these tools and resources you can help your WEP/GPO clients accurately
estimate their Social Security benefits and determine the best time to claim benefits.

Questions of the weekQuestions of the week

Q: Have you heard anything about the earnings test being changed/eliminated in the future? I have a client that claims there is a
new law that will change the earnings test to $46,920 for ages 62 - Normal Retirement Age. I understand right now that the test is
$17,640 for those who do not turn Normal Retirement Age in 2019, and $46,920 for those that do turn Normal Retirement Age in
2019.

A: A bill, H.R. 2663, the “Senior Citizens’ Freedom To Work Act of 2019”, was introduced in the House in May 2019. If passed, it
would completely eliminate the earnings test. It was referred to the Ways and Means Committee and has had no further
action. This is typical of such proposals: they’re introduced in Congress and then don’t go anywhere. The exception may be
the Larson bill. It could come up for a vote in the House this year. It has a number of provisions to improve benefits and
improve solvency, but it would not change the earnings test.

Q: I have a client who is 67 and still working at a university and is on their health plan. She has signed up for Part A but not Part
B. My question is...when she retires at age 70 would she still be eligible to purchase Medigap plan F (because she is older than 65
and she has signed up for A)? She went to a seminar and the reps were scaring her, saying she needed to get off her University’s
plan and get on Part B, and Medigap plan F. Thanks.

A: Plan F is going away for people newly eligible for Medicare (i.e., turning 65) starting in 2020. That is, anyone who is age 65
or older at the end of 2019 will still be able to buy a Plan F policy in 2020 or later. If your client’s employer plan is good, she
should stay on it and not let the seminar reps scare her.

Answering your questions
When posting a question, please include first names, ages, and PIAs of your clients, along with any other relevant
information. This will help me target my answer to your client’s situation.

https://www.ssa.gov/OP_Home/cfr20/404/404-0429.htm
https://secure.ssa.gov/apps10/poms.nsf/lnx/0301901000
https://www.horsesmouth.com/mktgpage/KeyData2020
https://www.savvysocialsecurity.com/presentations.aspx
https://www.savvysocialsecurity.com/sssp-newsletter-050318
https://www.savvysocialsecurity.com/calculators.aspx
https://www.ssa.gov/oact/solvency/JWalorski_20190514.pdf
https://www.congress.gov/bill/116th-congress/house-bill/2663?s=1&r=7
https://www.ssa.gov/oact/solvency/LarsonBlumenthalVanHollen_20190918.pdf
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Retirement news
How Will The Medicare Part D Benefit Change Under Current Law and Leading Proposals?
“Medicare Part D enrollees with relatively high out-of-pocket expenses can expect see their costs rise in 2020, according to a new
KFF analysis. This is mainly due to an increase in how much enrollees will pay out of pocket for their prescription drugs in the
Part D benefit coverage gap phase before they qualify for catastrophic coverage. The analysis finds that out-of-pocket drug costs
will increase by nearly $400—from $2,275 in 2019 to $2,652 in 2020—for Part D enrollees who take only brand-name drugs and
have annual total drug costs that reach the catastrophic coverage threshold. Between 2019 and 2020, this catastrophic
threshold will increase by $1,250, or nearly 25 percent, rising from $5,100 in 2019 to $6,350 in 2020. For enrollees who take only
brand-name drugs, about a quarter of this increase will be paid out-of-pocket, with the remainder covered by drug
manufacturers in the form of a price discount for brands in the coverage gap phase. Those who take only generics will pay the
entire increase out-of-pocket. The relatively large increase in 2020 is due to the expiration of the Affordable Care Act (ACA)
provision that slowed the growth rate in the catastrophic threshold between 2014 and 2019.” (KFF)

How Would More Saving Affect the National Retirement Risk Index?
“The results show that boosting the 401(k) contribution rate for eligible workers by 5 percentage points would only modestly
reduce retirement risk overall. The impact would be a bit larger if all workers had access to an employer-based retirement plan,
but—even then—many households would still be at risk. The only way to make dramatic progress is to combine saving more
with working two years longer, which cuts the share of ‘at risk’ households to about 25 percent.” (Center for Retirement Research
at Boston College)

Employer Health Benefits Annual Survey 2019
“The average annual premiums for employer-sponsored health insurance in 2019 are $7,188 for single coverage and $20,576 for
family coverage. The average single premium increased 4% and the average family premium increased 5% over the past year.
Workers’ wages increased 3.4% and inflation increased 2%. The average premium for family coverage has increased 22% over
the last five years and 54% over the last ten years, significantly more than either workers’ wages or inflation.” (KFF)

Actuarial Observations on Retiree Income Approaches
“Key Points: Lifetime income planning requires (a) sound assumptions for life expectancy and investment return, (b)
consideration of possible risk mitigation relating to life expectancy and investment returns, and (c) a sound approach for
determining available income. A steady income can be derived through one of several approaches for structured withdrawals
from investment income, an annuity that provides a lifetime income, or some combination of the two. Good planning requires
sound analysis. Two approaches are a ‘personal pension plan,’ which approaches the issue with straightforward techniques
similar to those for a pension plan, and a ‘Monte Carlo’ simulation of many outcomes that profiles the risks and probabilities for
success.” (Society of Actuaries)

Social Security Scammers Invented Wild Cover Stories, Posed as Dead Relatives, Feds Say
“Gills is among a growing number of targets who have come under the government’s radar in recent years for what prosecutors
describe as a pervasive and costly crime: the the� of dead people’s benefits. These scammers have cost taxpayers hundreds of
millions of dollars. Last year alone, inspector general audits found that the Social Security Administration paid out more than
$40 million to 500 dead people in just three states: Texas, Maryland and Michigan… A�er years of struggling to catch Social
Security fraudsters, the government believes it’s making progress on this front, largely because of some dogged investigative
work involving medical records. In 2014, the government launched an initiative that involved contacting elderly Social Security
beneficiaries who hadn’t used their Medicare in three years or more. Essentially, red flags go up when investigators spot an older
person getting Social Security, but not visiting a doctor in three years or more.” (USA Today)

Social Security Debate Shi�s From Benefit Cuts to Bigger Checks
“The Social Security debate has moved le�. That shi�, evidenced by presidential candidates’ plans and a bill backed by nearly

https://www.kff.org/medicare/issue-brief/how-will-the-medicare-part-d-benefit-change-under-current-law-and-leading-proposals/
https://crr.bc.edu/briefs/how-would-more-saving-affect-the-national-retirement-risk-index/
http://files.kff.org/attachment/Report-Employer-Health-Benefits-Annual-Survey-2019
https://www.actuary.org/sites/default/files/2019-10/LIRJC_ActuarialObservationsRetireeIncome.pdf
https://www.usatoday.com/story/news/nation/2019/10/02/feds-target-social-security-scammers-living-off-dead-relatives/3841975002/
https://www.wsj.com/articles/social-security-debate-shifts-from-benefit-cuts-to-bigger-checks-11570248060
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90% of House Democrats, departs from years of conversations about an elusive bipartisan compromise where Democrats agree
to lower promised benefits and Republicans accept higher taxes. Instead, President Trump has ruled out cuts to future benefits.
Democrats have lined up behind larger benefits and higher taxes. Democrats’ proposals show a party growing more comfortable
with tax increases and shi�ing away from trying to reduce budget deficits. They have been nudged by activists trying to reset
Social Security discussions dormant in Congress since the failure of President George W. Bush’s partial privatization plan. Now,
Democrats want to expand the popular program, emphasizing low-income retirees, widows and people who le� the workforce
to care for family members.” (The Wall Street Journal)

How Financial Advisors Help Clients Manage Health Care Costs in Retirement
“With retirees trying to stretch their savings across their lifetime—and o�en fearing that they won’t be able to—other advisors
also are digging deeper instead of giving that line item just a once-over… ‘Part of the conversation should be exploring how your
client uses the health-care system,’ said CFP Stacy Francis, president and CEO of Francis Financial in New York. ‘It can be
drastically different from one person to another, which means their expenses can be drastically different.’… Another way
advisors can help clients make sure they are managing their health-care dollars properly is to review their Medicare coverage.
Some advisory firms have Medicare specialists in-house who can review a client’s options. Other firms refer clients to someone
who does—such as a licensed Medicare broker.” (CNBC)

Here’s How This CEO Says Millennials Could Solve the Coming Social Security Crisis
“‘Just do the math, there’s 89 million millennials in a 330 million population of the United States of America. And then the group
behind them—this is crazy—is just as big. In 20 years, there is going to be way more payers into the Social Security system and
there is going to be way fewer taker-outers—and that problem will solve itself through demographics.’ That’s just part of the
boost aging millennials will deliver to the U.S. economy over the next decade, according to Smead Capital Management CEO Bill
Smead.” (MarketWatch)

3 Reasons to Consider Making Changes During Medicare Open Enrollment
“Every fall, Medicare health and drug plan providers publish information on changes that will take effect the following year. As a
result, people on Medicare have the opportunity to make changes to their plans during the open enrollment period, which runs
from Oct. 15 to Dec. 7… Every Medicare participant should review their coverage at least annually. Here are three reasons you
may want to seriously consider making changes: 1) You have Original Medicare and want to save money. 2) You enrolled in a
Medicare Advantage plan and realize you made a mistake. 3) Your drug prescriptions (or coverage) have changed.” (Kiplinger)

How to Care for Aging Parents Without Sacrificing Your Career
“The typical caregiver spends 24 hours a week on eldercare, which leads many to make alternative work arrangements. Sixteen
percent of women take a less demanding job, 12% leave the workforce entirely, and 7% lose job-related benefits. The cost in lost
wages, pension, and Social Security benefits to these caregivers is staggering. For the 10 million caregivers who are over age 50
themselves, the aggregate lost wages, pension, and Social Security benefits equal nearly $3 trillion. On an individual basis, the
total financial loss due to caregiving was estimated in 2011 to be $324,044 for women and $283,716 for men, so those totals
would be higher today… Most Americans are unable to absorb the financial brunt of leaving their careers, so the question
becomes: how to maintain your job? Here are some tips:” (Money.com)

Michelangelo found a new career a�er 70—why not you?
“St. Peter’s was the culmination of Michelangelo’s 75-year career. He devoted his final 17 years to carrying forward the building
‘to a stage at which my design could not be spoilt or altered. Because I am an old man, I have not wished to abandon St. Peter’s.’
He came to believe, ‘I was put there by God.’ He was God’s architect… Thanks to what Michelangelo accomplished in his final
years, Rome once again could claim its place as the capital of the world—Caput Mundi. It is easier to admire his achievement
than to imagine ourselves—in our 70s or 80s—embarking on a whole new career. But, maybe, like Michelangelo, we are just
entering the busiest and most creative years of our lives.” (Marketwatch)

https://www.cnbc.com/2019/10/11/how-advisors-help-clients-manage-health-care-costs-in-retirement.html
https://www.marketwatch.com/story/heres-how-millennials-are-about-to-solve-the-coming-social-security-crisis-2019-10-14
https://www.kiplinger.com/article/insurance/T039-C032-S014-3-reasons-for-medicare-changes-in-open-enrollment.html
http://money.com/money/5657463/how-to-care-for-aging-parents-without-sacrificing-your-career/
https://www.marketwatch.com/story/michelangelo-found-a-new-career-after-70-why-not-you-2019-10-14?mod=hp_minor_pos19
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IMPORTANT NOTICE
This material is provided exclusively for use by individuals with an active license to the Savvy Social Security Planning Program. Use of this
material is subject to the Social Security Planning Program Agreement and applicable copyright laws. Unauthorized use, reproduction or
distribution of this material is a violation of federal law and punishable by civil and criminal penalty. This material is furnished “as is” without
warranty of any kind. Its accuracy and completeness is not guaranteed and all warranties express or implied are hereby excluded.

© 2020 Horsesmouth, LLC. All Rights Reserved.

 

As always, post your questions or write to me at socialsecurity@horsesmouth.com.

Elaine Floyd, CFP®
Director, Retirement and Life Planning
Horsesmouth, LLC
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