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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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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
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More background on taxes
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How federal income taxes are computed

Start with your adjusted gross INCOME [total income subiject 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 This table tells you to apply a rate of:
i 50-59,525 10% to the first $9,525 of taxable income
12% $9,526-$38,700 12% to the next $29,174
22% $38,701-582,500 22% to the next $43,799
24% $82,501-$157,500 ...and so on
399, $157,501-$200,000 Sum it up to get your total tax liability
35% $201,000-5500,000
37% $501,000 or more

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

Recall that Professor’s Miron’s S100K 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 | 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

You'll fill out a W-4 form from the IRS to calculate h

your employer should withhold

The two things for you to know are:

4/8/19

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)
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Form W-4 (2019)

Future developments. For the latest
information about any futurs deveiopments
relatad to Form W-4, such as lagislation
enacted after it was published, go to
WHewirs. oVIFOMTA

Purpose. Complate Farm W-4 sa that your
employer can withhold the comect faderal
income tax from your pay. Consider
campleting a new Form W-4 sach year and
when your personal or financial situation
changes.

Exemption from withholding. You m:
claim exempiion fram withnolaing for 2019
if both of the fallowing apply.

« For 2018 you had a right to a refund of all
federal income tax withheld because you
had ne tax liabilty, and

« For 2018 you expect a rafund of all
federal income 1ax withheld because you
expect to have no tax liabilty.

If you'rs exempt, compiste only lines 1, 2,
3,4, and 7 and sign the form to validate it
Your exemption for 2019 expies Feoruary
17, 2020. See Pub. 505, Tax Withhoiding
and Estimated Tax, fo leam more about
whether you gualiy for exemption
withhalding.

General Instructions
1f you aven't exemt, follow the rest of
thesa instructions to determine the number
of withholding allowances you should claim
for withheiding for 2018 and any additional
of tax 12 have witnneld. For regular

wages, withnolding must be based on
aliowances you clamed and may notbe 2
flat amount or percentage of wages.

You can 2lso uss the calouletor at
www.irs.govIWAApp to determing your
tax withhaiding mare accurately. Consider

using this calculator i you have 2 more
compicated tax siuatian, such as If you
have a working Epouse, more than one job,
o a large amount of nonwage income fct
subject 1o withhalding outside of your job.
After your 4 takes effect, you can
alsa Use this caloulztor 10 sae how the
amount of tax ytu'm naving withheic
compares to yo: 2 total tax for
310,y Lo e caculator you Sont
need to complets any of the werkshests for
Form W-d.

Note that # you haue 100 much tax
withneld, you will receive a refund whan you
file your tex. retum. If youU have 100 litte tax
withneld, you will owe tax when you fie your
<@ retum, and you might cwe a penalty.
Filers with multplejobs or workin

you have more than one job a1
2tim, or  you'ra mamed fling jointly znd
your spouse s alse working, read all of the
nstructions including the instructions
the Two-Eamers/Multiple Jobs Worksheet
betors nagmr- r-;
Nomwage ir If you have a largs
amount ofnnnwsge ncome nat subject fo
withhelding, such s interest or dividends,
consider making estimated a:ra)mﬂrta
using Form 1040-ES, Estimats
ndlividuals. Otherwise, you might awe
additional tax. Or, you can use the
Deductions, Adjusiments, and Additional
ncome Waorksheet on page 3 or the.
calculator at www irs. govi¥/iApp 1 make
sure you nave enchn tax withneld from
your paycheck, If you have pension or
annuity income, see Pub, 505 ar use the
caleulator at www s goviWAApD 1o find
cut f you should adluSt your withhoiding
n Form W-4 or W-4P.
Nonresident alien. If you're a nonresident
alian, see Notice 1392, Supplemental Form
Instructions for Nonresident Allens,
before completing this form.

Specific Instructions
Personal Allowances Worksheet

Complsta this werksheet on page 3 first to
datermine the number of withholding
allowancas to claim.

Line C. Head of household please note:
Generaly, you may clam read of household
filing staus on yodr tax ratum orly if you're
unmarried and pay more than 50% of the
costs of keeping u a home for yourseif and
a qualifying ndvidual. See Pub, 501 for
mens information about fing status.

Line E. Child tax credit. When you fle your
{ax retum, you may be eligibie to claim a
chid tax oredit for each of your eigible
chidren. To quaify, the chid must be under
a5 of Decamber 31, must be your
dependent who |ves with you for more than
raf tra year, and must heve a vald social
security rumber. To laam more s
creat, see Pub. 872, Crid Tax Credt. T
uce the tax withhaid from your pay by
taking ths cradit o account, folow the
nstructions on line E of the workshaet. On
the woncsnsqyu. wi uoas ed about your
lea income. F e, total income
a1 ot waabE ol snar
ncome, including income eamed by a
spouse if you are fiing a jont retum.
Line F. Gredit for other dependents.
When you file your tax ratum, you may be
eigible to claim a crecit far other
dependents for whom a chid tax credit
can't ba claimed, such as a qualfying child
wno cossn't meet the age or social
security number requirement for the chid
tax credit, or a qualifying reletive. To learn
mere about this credt, sse Pub, 972 To
reduce the tax withheld fram your pi
taking this credit into account, follow ‘hE
insinuctions on line F of the worksheet, Gn
the worksheet, you will be askad about
your total income. Fer this purposs, total

Separate here i W-dto ployer. Keep the ¥
Employee’s Withholding Allowance Certificate OUE b 15450674
= Whather you're sntllad to clsim & cartain number of allowiroes o axsmplion from withhalgng is 2@ .l 9
‘Subject 1 reviw Dy ti IS, Your armpioyer may Do paquired 10 3604 & Gopy of i fom 1o the IRS.

T Tzt rars TZ Your
Homs sdchuss framber ard st o roe) 3 [ Sege [ IMarsc | |Mared, oo wirnokd ot higner Singla rala
Mot I i kg saiestety, chock "Ml but it s at Nigha Sl ate.”
iy or o, s, G 2P oo 4 W your last name Gifers from that shawn on your sccial security card,
check here. You must call 800-772-1213 for a replacement card.  # ||
S Tatal number of allowances you're claiming (from the applicatle workshest on the following pages) . . . s |
& Agditional amount, f any, you want withheld from each paycheck . 65
7 I claim exemption from wilhhoiding for 2018, and | certiy that | meet both of tne following conditions for exemptian.
* Last year | had a right to & refund of all federal income tax withhald becausa | nad no tex lizbility, and
= This year | expect & refund of all federal income tax withheld because | expect to have no tax uaml
Hf you meet batn conditions. write “Examet” 7
D penates o perur, | deciars het. | have examined th certioata and, 12 the best o my Rnowiedge and bele, s e, consct. and compiets.
Empioyes's signature
(Thés feern s not valid uniess you sign it » Date

® Ermiayers rame and
boxes 8,9, and 10 =

s [Emplayer: Compiate s § and 10 50
Stnte Drectory of Hew Hir:

0 IRS and carpien 8

10 Emplayer dermictian
Fumber B

For Privacy Act and Paperwork Reduction Act Notice, see page 4.

Form W4 2019


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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https://www.irs.gov/pub/irs-pdf/fw2.pdf

A few other things to know about taxes

As Professor Miron discussed:

You will pay FICA tax to cover SS and Medicare

. oL & Amepoliop
If your state has income taxes, 2 1. individual
you will need to pay them—and :

they vary across states

5
“u noo = rates from
from the

V Brookings/Urb

£a) an Tax Policy
79 b= o
k> . S { Center

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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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

Insurance decisions coming soon
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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/

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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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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Outline

Additional retirement issues
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Outline

What happens with your 401(k) when you change jobs
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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 < 59% 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

Outline

Social Security and private defined-benefit pensions
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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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Scheduled Replacement Rates for Recipients Born in 2000
for Different Earnings Groups

Percent of career-average earnings
0.6 56.3%

0.5
40.9%
0.4
30.3%
03 25.1%
19.9%
0.2
) l
0
Very low earnings Low earnings Medium earnings High earnings Maximum

earnings

Note: In 2017, "Very low" corresponded to an average of ~$12K; "Low" an average of ~$22K; "Medium" an
average of S50K; "High" an average of ~$80K; and "Maximum" an average of ~$122K".

Source: Social Security Administration
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https://www.ssa.gov/oact/NOTES/ran9/an2018-9.pdf

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 % of scheduled benefits
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https://www.ssa.gov/OACT/TR/2018/

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

Young Households with Defined-Benefit Pensions
Percent

50
40 |
30 }

20 ¢

10

1989 1992 1995 1998 2001 2004 2007 2010 2013 2016

Source. Young households are those with heads 35-44.

Data from the Survey of Consumer Finances

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

4/8/19 Personal Finance - Class 2 27


https://www.federalreserve.gov/econres/scfindex.htm

Outline

Health shocks in retirement
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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
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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 S100K 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

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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