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What’s  the  best  way  for  investors  to  protect  themselves
against  inflation  fears?

MICHAEL  KITCES:  Prospective  and  early  retirees  have  a
decision  to  make  about  when  to  begin  Social  Security
benefits.  They  are  eligible  for  a  full  benefit  at  normal
retirement  age,  a  reduced  benefit  for  starting  early,  and

can  earn  delayed  retirement  credits  for  starting  later.  In  essence,  every  year  that  Social
Security  benefits  are  delayed,  a  trade-­off  occurs:  Forego  the  money  in  your  (in  the  form
of  benefits  paid)  for  the  upcoming  year,  in  exchange  for  getting  higher  benefits  every
year  thereafter.

The  initial  trade-­off  is  relatively  straightforward.  For  an  individual  who  can  get  a  $1,000-­
per-­month  benefit  at  full  retirement  age,  waiting  a  year  earns  an  8%  delayed  retirement
credit,  making  future  benefits  higher  by  $80  per  month…  in  exchange  for  not  getting
$12,000  in  pocket  through  the  year  ($1,000  per  month  for  12  months).  Accordingly,  if  we
make  some  assumptions  about  how  that  $12,000  could  have  been  invested  (or  the
$12,000  that  could  have  stayed  invested  if  retirement  spending  could  have  been  funded
from  Social  Security  benefits),  we  can  figure  out  how  many  extra  $80-­per-­month
payments  it  takes  to  recover  the  $12,000  (plus  growth).  At  some  point,  there  is  a
“breakeven”  where  the  higher  payments  exceed  what  was  given  up  initially;;  if  you  think
you’ll  live  past  that  point,  the  winning  decision  is  to  delay.

But  there’s  an  additional  layer  to  the  decision  that’s  often  forgotten:  Social  Security
benefits  receive  an  annual  cost-­of-­living  adjustment  (COLA)  to  increase  benefits  for
inflation.  Which  means  delaying  that  $12,000  isn’t  just  about  getting  an  extra  $80  per
month.  It’s  about  getting  an  extra  $80  per  month  increasing  annually  thereafter  for
inflation.

If  inflation  turns  out  to  be  3%  (and  we  assume  growth  is  6%),  it  takes  about  17  years  to
recover  the  foregone  $12,000  plus  growth.  By  the  17-­year  mark,  though,  the  “extra”
payments  are  up  to  $132  per  month  (on  top  of  the  original  $1,000-­per-­month  benefit,
which  will  have  grown  to  $1,652  per  month  by  that  time).

If  inflation  turns  out  to  be  6%,  on  the  other  hand,  the  breakeven  is  far  different.  Now  it
only  takes  14  years  to  break  even,  and  by  that  point  the  inflation-­adjusted  “extra”
payments  are  already  up  to  $181  per  month!

Scott  Adams Eleanor  Blayney

The  Experts:  Wealth  Management
The  Experts  are  an  exclusive  group  of  industry  and  academic
financial  thought  leaders  who  weigh  in  on  the  latest  debates
in  The  Journal  Report.
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Source:  Michael  Kitces,  Nerd’s  Eye  View

In  fact,  as  shown  in  the  chart,  what  we  find  is  that  the  higher  inflation  turns  out  to  be  (or
the  worse  the  portfolio’s  growth  rate),  the  shorter  the  breakeven  period  turns  out  to  be,
and  the  better  the  economic  value  of  the  decision  to  delay  Social  Security.  Which  means
in  practice,  the  decision  for  retirees  to  delay  Social  Security  turns  out  to  be  a  fantastic
triple  hedge–protecting  against  both  unanticipated  longevity  (since  payments  continue
for  life),  mediocre  market  performance  and  the  risk  of  unexpected  inflation.

Michael  Kitces  is  a  Partner  and  the  Director  of  Research  for  Pinnacle  Advisory  Group,
and  publisher  of  the  financial  planning  industry  blog  Nerd’s  Eye  View.  You  can  follow  him
on  Twitter  at  @MichaelKitces,  or  connect  with  him  on  Google+.

Read  the  latest    Wealth  Management  Report.

INFLATION MICHAEL  KITCES PROTECTION  AGAINST  INFLATION  FEARS. SOCIAL  SECURITY

WEALTH  MANAGEMENT

THE  EXPERTS  HOME  PAGE

Add a Comment

COMMENT

CLEAR    POST

9:18  am  November  18,  2013

carlyt  wrote:
Delaying  Social  Security  may  be  right  for  some  people  but  not  for  all.  It  depends  on  your  health,
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marital  status,  etc.  I  just  read  a  post  on  the  retirement  site  Retirement  And  Good  Living  that
compares  taking  Social  Security  at  62  as  opposed  to  65  and  70.  It  takes  a  while  for  those
taking  later  social  security  to  catch  up  in  payments.  That  site  also  has  information  on  many
other  retirement  related  topics  including  fiance,  health,  retirement  locations  and  more.

6:38  am  November  18,  2013

Vinny  Belgrade  wrote:
It  really  depends  on  your  assumptions.  If  you  can  invest  the  “early”  retirement  money  at  a
higher  rate  of  return,  say  at  10%  versus  the  inflation  return  of  say  6%  you  come  out  ahead  by
retiring  early.  Also  their  is  no  guarantee,  especially  given  the  government’s  poor  finances,  that
inflation  increases  or  the  retirement  ages  will  be  reduced.  You  also  have  to  live  long  enough  to
collect  the  benefits  if  you  die  before  the  collecting  you  get  NO  return.

10:40  am  November  15,  2013

Jerry  Ness  wrote:
This  article  is  true  except  for  the  fact  that  we  don’t  have  any  guarantees  from  G_D  that  we  will
live  the  12.5  years  extra  to  collect  the  initial  12000.
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