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In our previous article on Tax Foundations, taxes were framed as a system rather
than a set of forms. That framework often becomes more relevant when individuals
begin to notice that similar levels of income do not always produce similar outcomes.

That was the case in a recent conversation with a client who had recently transitioned to managing her finances
independently. After receiving her tax return, she paused on one detail. A colleague with what seemed like similar income
had a very different result.

“We both had almost the same amount of income,” she said, “so why does hers look so different?”

As we walked through her return, the difference became clearer. Her income was primarily from wages, reported on a
form W-2. Her colleague’s income, while similar in total, included dividends and long-term capital gains. The totals
appeared comparable, but the way those dollars were handled within the tax system was not.

For many individuals reviewing their return for the first time, this is often where confusion begins. The total income feels
familiar, but the outcome does not.

This discussion is most relevant for individuals who are beginning to manage their own finances or seeking to better
understand how different sources of income are treated within the tax system, and why the composition of income plays
a central role in determining results.

NOT ALL INCOME IS TREATED THE SAME

A common assumption is that income is interchangeable. In practice, the tax system separates income into categories,
and those distinctions influence how each dollar is handled.

Broadly, income tends to fall into three groups. Earned income includes wages and self-employment income. Investment
income includes interest, dividends, and capital gains. Retirement income includes pensions and distributions from
retirement accounts. A helpful guide can be found here: Taxation Guide To Withdrawals And Income Sources.

Each category follows its own set of rules. Wages are generally taxed as ordinary income and subject to additional payroll

© 2026 Grimes & Company Wealth Management, LLC (d/b/a Grimes & Company) | One Technology Drive, Suite 100, Westborough, MA 01581 1


https://www.grimesco.com/team-member/todd-a-herman-cfp-aif/
https://www.grimesco.com/team-member/todd-a-herman-cfp-aif/
https://www.grimesco.com/tax-foundations-how-taxes-actually-work/
https://www.grimesco.com/wp-content/uploads/2026/04/Taxation-Guide-To-Withdrawals-And-Income-Sources.pdf
https://www.grimesco.com
https://www.grimesco.com

GRIMES™

AND COMPANY

taxes such as Social Security and Medicare taxes. For wages, the taxes are generally withheld each pay period and then
your total federal taxes withheld for the year will be applied against your tax liability when you file your return.
Investment income may be taxed differently depending on its type and how long an investment has been held.
Retirement income can be partially or fully taxable depending on how the underlying contributions were made.

For example, interest from a savings account is typically taxed at ordinary income rates, while long-term capital gains
may be taxed at lower rates. Wages and self-employment income are subject to the additional payroll taxes noted above,
while most types of investment or retirement income are not.

From a reporting perspective, these different types of income arrive on separate forms. From a system perspective, they
are combined into a single calculation. This is often why a return can feel fragmented at first, even though it is part of a
consistent structure.

FROM INCOME TO ADJUSTED GROSS INCOME
After income is identified and combined, it flows into a broader calculation that leads to Adjusted Gross Income, or AGI.

AGI reflects total income after certain adjustments are applied, such as deductible retirement contributions, health
savings account contributions, or student loan interest. While it may appear to be just another number on a tax return, it
plays a central role in how the system operates.

Many credits, deductions, and thresholds are tied directly to AGI as shown in our AGI & MAGI Summary Guide. Changes in
AGlI can influence eligibility for tax benefits, reduce the value of deductions, and affect exposure to additional thresholds,
such as income based Medicare premiums or taxes on investment income (Important Numbers).

For many individuals, this is where the system becomes more visible. A change in one area can affect outcomes in
another, even if it is not immediately obvious why.

WHAT IS KNOWN AND WHAT VARIES

The structure of how income flows through the tax system is consistent. Income is organized, adjustments and
deductions are applied, and a final figure is produced.

What varies is how that structure applies in practice.

Income sources often change over time. Early in a career, income may come primarily from wages. As savings grow,
investment income may become more noticeable. Later, retirement distributions introduce another layer of complexity.
One-time events, such as the sale of a business or an appreciated investment, can also change the mix of income in a
given year.

Even when total income remains stable, these shifts can lead to different outcomes.

Understanding the framework does not remove that variability, but it does make it easier to recognize.
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PLANNING IMPLICATIONS: COMPOSITION MATTERS

For the client sitting across the table, the difference was no longer confusing. It was structural.

What initially appeared to be a mismatch between similar incomes became easier to interpret once the sources of that
income were understood. The outcome was not driven by the total alone, but by how those dollars entered and moved
through the system.

This perspective shifts how a tax return is viewed. Instead of focusing only on the final number, it becomes possible to
see how different types of income contribute to the result, and why similar totals can lead to different outcomes.

Over time, income often evolves. Wages may give way to investment income, and later to distributions from retirement
accounts. As those changes occur, the way income is treated within the system can change as well, even when overall
cash flow remains steady.

Unlike budgeting, which centers on spending, or investing, which focuses on performance, tax outcomes reflect how
income interacts with structure and timing.

For individuals navigating this process for the first time, clarity often comes from recognizing these patterns rather than
trying to learn every rule. As income sources shift over time, maintaining that perspective can make outcomes more
understandable and less surprising.

A consistent approach to observing how income is treated, rather than reacting to individual results, supports more
informed interpretation and long-term planning.

IMPORTANT DISCLOSURES:

Please remember that past performance is no guarantee of future results. Different types of investments involve varying degrees of risk, and there can be no assurance that
the future performance of any specific investment, investment strategy, or product (including the investments and/or investment strategies recommended or undertaken by
Grimes & Company Wealth Management, LLC (d/b/a Grimes & Company), or any non-investment related content, made reference to directly or indirectly in this blog will be
profitable, equal any corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful. Due to various factors,
including changing market conditions and/or applicable laws, the content may no longer be reflective of current opinions or positions. Moreover, you should not assume
that any discussion or information contained in this blog serves as the receipt of, or as a substitute for, personalized investment advice from Grimes. To the extent that a
reader has any questions regarding the applicability of any specific issue discussed above to his/her individual situation, he/she is encouraged to consult with the
professional advisor of his/her choosing. No amount of prior experience or success should be construed that a certain level of results or satisfaction will be achieved if
Grimes is engaged, or continues to be engaged, to provide investment advisory services. Grimes is neither a law firm nor a certified public accounting firm and no portion of
the blog content should be construed as legal or accounting advice. A copy of the Grimes’ current written disclosure Brochure discussing our advisory services and fees is
available for review upon request or at https://www.grimesco.com/form-crs-adv/. Please Note: Grimes does not make any representations or warranties as to the accuracy,
timeliness, suitability, completeness, or relevance of any information prepared by any unaffiliated third party, whether linked to Grimes’ web site or blog or incorporated
herein, and takes no responsibility for any such content. All such information is provided solely for convenience purposes only and all users thereof should be guided
accordingly. Please Remember: If you are a Grimes client, please contact Grimes, in writing, if there are any changes in your personal/financial situation or investment
objectives for the purpose of reviewing/evaluating/revising our previous recommendations and/or services, or if you would like to impose, add, or to modify any reasonable
restrictions to our investment advisory services. Unless, and until, you notify us, in writing, to the contrary, we shall continue to provide services as we do currently. Please
Also Remember to advise us if you have not been receiving account statements (at least quarterly) from the account custodian./
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