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We kept the assumptions simple in Part 1 to help you 
understand the “big picture” about saving

Let’s take a look now at some things you should understand a 
little more about … 

Practical issues—e.g. how to deal with your taxes, what 
happens to your 401(k) when you change jobs

Protecting yourself against downside risk—so far, we’ve 
offered a conservative take on how you’ll cover your 
expected future needs but things can go wrong!
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How federal income taxes are computed

Start with your adjusted gross income [total income subject to tax so not 

including some items that you don’t by law have to pay taxes on, like payments your employer 
has made for your health insurance)

Minus deductions—standard or itemized

Equals taxable income

Then apply tax rates from the appropriate tax rate schedule [which 

differs depending on whether you are single, married filing jointly, etc …]
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Take the standard deduction or itemize?

Choose the best option based on what gets you the largest 
deduction

In general, you’ll be more likely to want to itemize if you:

Live in a state with high state income taxes

Own a home with a mortgage

Give a lot to charity

Because you can deduct all of these things
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Federal tax calculation (example for single 
filer, 2018 income)

Tax Rate Taxable income 
bracket

10% $0-$9,525

12% $9,526-$38,700

22% $38,701-$82,500

24% $82,501-$157,500

32% $157,501-$200,000

35% $201,000-$500,000

37% $501,000 or more
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Source. Tax Policy Center

This table tells you to apply a rate of:

10% to the first $9,525 of taxable income 

12% to the next $29,174  

22% to the next $43,799 

… and so on

Sum it up to get your total tax liability

https://www.taxpolicycenter.org/statistics/detailed-individual-income-tax-parameters-including-brackets-1944-present


Recall that Professor’s Miron’s $100K earner owed only a little 
more than $15K in federal taxes even though the table shows a 
24% rate for taxable income of $100K

That’s partly because of the adjustments and deductions 

But also because (as I just showed you) much of a person’s 
income gets taxed at rates below his or her marginal rate
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Withholding

For various reasons, it’s not good for either the IRS or most 
people to have a huge tax bill come once a year

So your employer will withhold some money from each 
paycheck and send it directly to the IRS on your behalf
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Withholding
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You’ll fill out a W-4 form from the IRS to calculate how much 
your employer should withhold

The two things for you to know are:

For people with relative simple 
finances, the W-4 does a pretty good 
job of estimating the right amount

But, it’s only an estimate so you 
might have to pay more when you 
file your taxes (or you might get a 
refund)

https://www.irs.gov/pub/irs-pdf/fw4.pdf


Filing your taxes

Early in the new year, you’ll get a W-2 form from your employer 
that reports your income and what has been withheld (your 
employer also sends it to the government so everyone is on the 
same page); you’ll need this W-2 to file your taxes

As for actually doing your taxes, using tax software will make filing 
easier, but help you learn more about our tax system [which is fun for 

some people ☺]

But do some homework to find a good tax package—read 
reviews, think about cost both now and over the longer (“free” 
versions like may be part of a strategy to get you to buy an 
expensive package down the road)
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A few other things to know about taxes

As Professor Miron discussed:

You will pay FICA tax to cover SS and Medicare

If you employ someone (e.g. a housekeeper, a nanny) you need 
to file a W-2 for that person and pay FICA taxes if their pay 
crosses some threshold [to read more, see this piece]
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A map of top 
individual 
income tax 
rates from 
from the 
Brookings/Urb
an Tax Policy 
Center

If your state has income taxes, 
you will need to pay them—and 
they vary across states

https://www.thebalance.com/preparing-to-pay-the-nanny-tax-3544887
https://www.taxpolicycenter.org/briefing-book/how-do-state-and-local-individual-income-taxes-work


Outline

More background on taxes 

Insurance decisions coming soon

Additional retirement issues

What happens with your 401(k) when you change jobs

Social Security and private defined-benefit pensions

Health shocks in retirement 

4/8/19 Personal Finance - Class 2 12



The most important things to know about 
health insurance

You need it even if you are young and healthy 

Because you don’t know what’s going to happen and health 
care is expensive—the average cost of a 3-day hospital stay is 
around $30,000 

You’ll probably be able to purchase it through your employer or 
your grad school; but, if that’s not an option:

You can stay on your parents’ plan until you are 26

You can buy it through HealthCare.gov or your state’s 
marketplace
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https://www.healthcare.gov/why-coverage-is-important/protection-from-high-medical-costs/
https://www.healthcare.gov/
https://www.healthcare.gov/marketplace-in-your-state/


The most important things to know about 
health insurance

To actually pick a plan, you’ll need to compare features of 
plans—the type of plan (e.g. an HMO or a plan where you pick 
your own doctors), the network you’ll be able to access, the 
out-of-pocket costs, the benefits offered (e.g. what drugs, 
services are covered)

So you’ll need to do some research and think about what’s right 
for you

As a general matter, if you are healthy and have enough savings 
or income pay your deductible upfront, you may save money by 
choosing a high deductible plan, as you’ll pay (perhaps 
considerably) lower monthly premiums
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The most important things you need to 
know about life insurance

How it works—you pay in on a regular basis and then it pays 
some amount to beneficiaries you specify if you die

You fully insure your car and your house, so does that mean you 
should fully insure your future income (e.g. buy a plan that 
would pay out the PDV of all future income)?

Certainly not if you are only supporting yourself—you are 
gone so you won’t need the money any more

That changes if you have dependents (a non-working partner, 
a child) who need to be supported
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The most important things you need to 
know about life insurance

Even if you have dependents, trying to replace all of your future 
income would be very expensive and probably unneeded

So,

Think about how much your dependents will need

Certainly take your employer up on any basic amount offered 
at no or very low cost

Purchase some more as your income rises and your life 
changes, and do it before you run into health problems 
(because that will greatly raise your costs)
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If you change jobs, you’ll probably have the 
following options for your 401(k)

Cash it out—gives you some extra money to spend but you take 
a big hit as you’ll need to pay the taxes you deferred AND pay a 
10% early-withdrawal penalty if you are < 59½ years old => 
generally a bad choice if you have other options

Leave the money in your former employer’s plan (perhaps 
subject to having some minimum amount) => a better choice if 
offered; easy in the short run but complicates your life to have 
multiple accounts to keep track of

Roll it over to a 401(k) with your new employer => good choice 
if allowed
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If you change jobs, you’ll probably have the 
following options

Roll it over into a traditional individual retirement account (IRA) 
=> can be a good option

What’s not to like?

You are complicating your life a bit with more accounts

You lose some protections you had with the 401(k)—most 
importantly, brokers who help you with IRAs are not required 
to act in your best interest so they can steer you toward 
products with high commissions

Bergstresser, Chalmers, and Tufano (2009) find that broker-
sold funds underperformed by 14-90 basis points per year 
relative to funds purchased without the advice of a broker [to 

read more, see this piece]
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https://academic.oup.com/rfs/article-abstract/22/10/4129/1590351/Assessing-the-Costs-and-Benefits-of-Brokers-in-the?redirectedFrom=fulltext
https://econofact.org/what-is-at-stake-in-the-battle-over-the-fiduciary-duty-rule
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The basics of Social Security (public pension)

You pay 6.2% of your earnings into the system while working, and 
your employer pays in another 6.2% [up to a limit of $132,900 per year] 

The standard retirement age is rising to 67—that’s when you are 
scheduled to be eligible to start claiming full benefits

Alternatively, you can elect to retire at age 62 and receive 
reduced benefits

Your benefits will be a function of your contributions, but people 
with lower earnings receive benefits that are larger relative to 
those earnings than people with higher earnings (it’s progressive)
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Source: Social Security Administration
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Will Social Security be there for you? 

As you probably have heard, the system’s finances aren’t 
sustainable as currently structured

With the retired population having grown relative to the working-
age population (thanks to retiring baby boomers), the benefits 
paid out now exceed the revenues coming in

For now, the program can continuing paying full benefits by 
drawing down a “trust fund” of surpluses accumulated when 
the boomers were working and paying a lot in

But, according to the 2018 Social Security Trustees Report, the 
trust fund will be depleted by 2034; at that point the revenues 
will only be enough to pay out ¾ of scheduled benefits
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https://www.ssa.gov/OACT/TR/2018/


Will Social Security be there for you? 

Congress will need to enact legislation to fix the program before 
the trust fund is depleted, which will involve some combination 
of:

Raising Social Security taxes

Reducing benefits (including by raising then retirement age 
further)

Taking money from the general government budget [maybe]

Overall, the odds are extremely high that the program will be 
there for you (especially since it is very popular and people like 
that it is for everyone) but it is likely to be somewhat less 
generous
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Employer-provided defined-benefit plans

“DB” plans are offered by some employers and they are another 
potential source of income in retirement

The way they usually work: Your employer funds your future 
benefits through contributions to the plan while you are 
working, and you get some regular payout in retirement, which 
is a function of your salary and how long you worked for the 
company
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You probably shouldn’t factor having a DB 
pension into your plans

While many of you may know 
people from earlier generations 
who had these plans, there has 
been a steep drop in the share of 
employers outside of the 
government offering them 

Only 19% of households headed 
by 35-44 year olds have a DB 
pension and the numbers for  
your cohort are likely to be even 
lower
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Health shocks in retirement

An important source of downside risk in retirement is health 
shocks:

Because the cost of health care is so high (and because old 
people sometimes need a lot of health care) 

Because the cost of personal care after a health shock can be 
high 

4/8/19 Personal Finance - Class 2 29



The importance of Medicare

Medicare provides insurance to cover much of the cost of health 
care once you reach the age of 65 [although, like Social Security, the public 

financing of this program is going to need fixing]

And you can buy supplementary insurance to cover expenses not 
covered by the standard Medicare program
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https://www.medicare.gov/


Long-term care costs

Medicare and supplementary health insurance only cover 
medical expenses

If you fall and break your hip and end up having to live in a 
nursing home, most of the cost you’ll incur will for personal care, 
not health care and will not be covered by health insurance

This is what we call “long-term care” costs

According to Genworth, the median monthly cost of a private 
room in a nursing home was $8365 in 2018 (over $100K a 
year)—and even just a health aide to help you at home cost 
half that amount
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https://www.genworth.com/aging-and-you/finances/cost-of-care.html


Long-term care costs

The average person will need 2 years of long-term care, but 
there’s a material risk of needing long-term care for much longer

That’s why some middle-income families wipe out their 
savings when older and end up in poverty (at which point, 
Medicaid will pick up the costs)

Your choice will be self-insuring (through additional saving) or 
eventually buying long-term care insurance (a market that has 
problems but hopefully will be fixed by the time you need it)
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https://www.naic.org/documents/cipr_current_study_160519_ltc_insurance.pdf


A final thought on retirement and risk

We know it is a long time away for you

But remember that the risk you face goes beyond developments 
that will directly affect you

The risks you face also include bad outcomes for people you care 
about

And some of them may be approaching retirement much sooner 
than you
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