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Preface

A Note to the Student

Within ten years of graduation, the typical college graduate will purchase three
vehicles for more than $25,000 each; spend several thousand dollars on furniture and
other household items; shell out a few thousand dollars in interest on credit cards; pay
thousands of dollars to the Internal Revenue Service in income and Social Security
taxes; buy a life insurance policy; contribute $2000 to $4000 annually to an employer-
sponsored tax-sheltered retirement plan; and make a $15,000 to $30,000 down pay-
ment to purchase a home valued at more than $200,000. Though this book will give
you the skills you need to balance your checkbook and balance your personal budget
so that you can perform each of these financial tasks, it is also our hope that it will
assist you in making sound financial decisions that will positively affect the balance of
your life. Our goal as authors is to give you the knowledge, tools, attitudes, and skills
you need to be financially sound and strike your own personal balance. Along with
the text, we have developed a full, rich student website that you can use to learn as
much as possible from your efforts and, perhaps more importantly, develop your own
financial plans.

To the Instructor

"This ninth edition of Personal Finance appropriately balances 4/l the pieces of financial
planning. It provides your students with the tools and knowledge they need for their
short- and long-term financial success. In addition to updating and enhancing the
quality of the content, this edition truly stimulates student interest in a half dozen
new ways.

What is the greatest challenge in teaching personal finance? Instructors tell us “to
connect all the pieces in a comprehensive manner,” “to cover all the material in one

course,” “to accommodate different learning styles,” “to show students the relevancy
to get students to do a reality check

of the topics,” “to visualize real-life examples,” “

on their own finances,” “to make topics interesting that are important later in life,”
“to teach the time value of money with lots of Excel spreadsheet exercises,” “to deliver
an effective e-package (including self-tests and decision-making worksheets),” and
“to stimulate student interest such that the instructor receives verbal and nonverbal
feedback in class.” We have listened and responded. The ninth edition addresses those
needs precisely. We have made many changes . . . for the better.

Topical Coverage of the Ninth Edition

We have carefully constructed the ninth edition to address instructors’ concerns about
getting through all the necessary material for this course. The new, streamlined table
of contents consists of 18 chapters total broken into 5 Parts: Financial Planning,
Money Management, Income and Asset Protection, Investments, and Retirement and
Estate Planning. A new chapter on Career Planning provides students with the steps
they need for successful career planning.

Xvii
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Features

We have carefully designed pedagogical features to strengthen learning opportunities
for students. Each feature is designed to communicate vital information meaningfully
and to maintain student interest. The following features support student understand-

CHAPTER 7

Credit Cards and Consumer Loans

You Must Be Kidding, Right?

o
(]

they pay?
A. $1200
B. $1800
C. $2700
D. 34860

The answer is D. A credit card with an 18 percent APR (typical for college students) translates

to a 1.5 percent rate per month (18% =+ 12). The $2700 debt

$40.50 ($2700 % 0.015) per month in interest. And $40.50 multiplied by 120 months
equals $4860. You must pay more than the amount you charge plus any interest owed for
each month in order to reduce your credit card debt and avoid paying many thousands of
dollars in interest over the years. Otherwise, you will be in debt forever!

College students who have a credit card in their own name (and most do) have an aver-
age debt of $2700 at graduation. If they maintain that level of debt for ten years (because
their payments equal the charges they make plus interest), how much total interest will

multiplied by this rate equals

What Do You Recommend?

Darrell Cochrane, a 31-year-old optician in Tampa, Florida, made $42,000
last year. Darrell avoided using credit and credit cards until he was 28 years

old, when he missed three months of
work due to a water-skiing accident. He
made ends meet by obtaining two bank
credit cards that, because of his lack of a
credit history, carry 19.6 and 24 percent
annual percentage rates (APRs). Darrell
now has 11 credit card accounts open:
five bank cards and six retail store cards.
He uses them regularly, presenting what-
ever card a store will honor. He owes
$13,000 on the 24 percent APR card and
$4400 on the 19.6 percent APR card. His.
other three bank cards carry APRs of

11 percent, 12 percent, and 15 percent,
and he owes $500 to $700 on each one.
For the past year, Darrell has been making
only the minimum payments on his bank
cards. His retail cards all carry APRs in
excess of 21 percent. Although he has
managed to keep from running a balance
on those cards during most months, occa-
sionally these accounts have balances

as well

What would you recommend to Darrell on the subject of credit
cards and consumer loans regarding:

. His approach to using credit cards, including the number of cards he
has?

»

. Estimating the credit card interest charges he is paying each month?

w

. How he might lower his interest expense each month?

»

Consolidating his credit card debts into one installment loan?

Good Money Habits

in Building and
Maintaining Good Credit

Make the following your money habits for building
and maintaining good credit:

. Protect your credit reputation just as you would
guard your personal reputation.

o

Calculate your own debt limits before taking on
any credit.

Obtain copies of your credit bureau reports

=

New to this edit

ing and retention.

New to this edition, “You Must Be Kidding,
Right?” Instructor alert! If you typically skip the opening
case, now is the time to change your ways. This feature opens
every chapter with a short narrative about a financial topic and
a question with four possible answers. The often surprising
answers provide an excellent opportunity to engage students in
the chapter concepts.

Pretest/Posttest Chapter Opening Case: “What
Do You Recommend?” These concise, realistic cases are
presented at the beginning of each chapter and are followed by
leading questions tying the most important fundamental concepts
in the chapter. The case acts as a pretest because students will be
able to offer only simplistic, experience-based opinions and sug-
gestions to respond to the questions. This will communicate to
students how much they have to learn from reading the chapter.
“What Would You Recommend Now?” appears as part of the
end-of-chapter pedagogy. At that point, student responses should
be informed, practical, and action oriented.

ion, “Good Money Habits in Personal Finance”

boxes concisely list the “right kind of advice” for readers desiring success in their
personal finances throughout their lives.

regularly, and challenge all errors or omissions
on them.

Never cosign a loan for anyone, including
relatives.

£

Always repay your debts in a timely manner.

A

Instant Message

Closing Accounts Does Not Help
Your Credit Score

Many people think that closing credit card accounts
will help a credit score. This is not the case. Credit
scores are higher when accounts have been open
for longer periods of time. Only when individuals
have ten or more cards should they consider closing
some accounts and, even then, they should close
their newest accounts, not the oldest.

New to this edition, “Instant Messages” pro-
vide quick, practical information on a variety of financial
issues and opportunities.
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“u . k' k h ” . .
Decision-Making Worksheets” guide students to their ~
best personal finance decisions following a step-by-step process. \,
Decision-Making Worksheet
“u 'd ” - . - . .
Did You Know?..” boxes Comparing Automobile Financing and Leasing
. . . This worksheet can be used to compare leasing and borrowing to buy a vehicle. Remember that the cost of credit is
Did You Know?... have interesting, Catchy dtles the finance charge—ihe extra that you pay because you borrowed. Leases also carry costs, but they are hidden in the
2 % contract. Indeed, some may remain unknown until the end of the lease period. These lease costs, which are indicated
by an asterisk (*), are negotiable and are defined in the text. Ask the dealer for the price of each item, as these fees
. - . that encourage students to actu- T 5 e ]y e, 1T S T s ] oo 1 4, (s o == ot 47 e
alue of Additional Education chan loan & i A
. . ge on a loan for the same time period.
ally read the lnformatlon, and To make the comparison accurately, you must know the underlying price of the car if you were purchasing it. Often
you are not offered this value with a lease arrangement, so you should negotiate a price for the vehicle before men-
1 - tioning your interest in leasing.
researCh demonStrateS thlS teCh Shop for a lease through dealers and independent leasing companies because costs vary widely. This worksheet
B . can be found on the Garman/Forgue website, or you can find similar worksheets at www.bankrate.com (search for
§ College degree nlque WOrkS, “calculators") or wwwi.kiplingers.com/tools.
H tih oo
] iploma
Step Example  Your Figures
-
“ Adv| ce f rom a Pro " 1. Monthly lease payment (36 payments of $275, for example) 59900
2. Plus acquisition fee* (if any) 300
T boxes, written by some of the Plus disposition charge (if any) 300
Yoarsof age | Plus estimate of excess mileage charges* (if any) 0
(Income over the Life Cycle Based on Education) nation ’S Very best personal Plus projected residual value of the vehicle 4500
A recent high school graduate with a current income 3. Amount for which you are responsible under the lease 15,000
of $27,000 will earn a cumulative $2,036,000 over a i 9
20-yont working career. A petson with an assocate’s ﬁnance experts , Offer expert , 4, fji (:\gn:fﬁusted capitalized cost (gross capitalized cost* less the capitalized cost 12,600 .
degree eaming 836,000 today will gross $2,700,000; : .
one with a bachelor's degree earning $44,000 now real-world advlce on gettlng out 5. Dollar cost of leasing to be compared with a finance charge if you purchased the 2400
will gross $3,300,000; and a person with a master's vehicle
degree and a current income of 852,000 will receive ] 1
a cumulative income of $3,900,000 over a 40-year of credit card debt, maklng pur-
annual income increases in Appendix A.3.) Chases Onhne buy]ﬂg a used car.
Income varies over the life cycle. Higher incomes 2 4
often go to those with more education or more spe- 1 1
lized education. Additonsl forma education nor- and paying for retirement on
mally leads 1o greater decision-making responsibilities .
ina carer s wellas a hgher ncome the layaway plan plus many other topics.

End-of-Chapter Pedagogy. The end-of-
chapter pedagogy carefully directs student learning
of the concepts and principles key to success in personal finance.

What Do You Recommend Now? The same leading questions per- | what Do You Recommend Now?

taln%ng to the CaSe: at the beglnplng of the Chapte? ?’re rep.eated mn t}.HS Now that you have read the chapter on buying housing, what do you recom-
section. At this point, however, instructors can anticipate higher-quality | mend to tibby Clark regarding:
responses and a deeper level of understanding because students have | ' Bunsorening housing in the Denver arca?

read the chapter. Suggested answers appear in the Instructor’s Resource | * ooy 1 ke prorta acthey looking
Mﬂnuﬂl‘ 3. Finding a home and negotiating the purchase?
4. The closing process in home buying?
. - - - - 5. Selecting the type of mortgage to fit her needs?
Blg Picture Summal’y Of Learnlng Obledlves' Three to four sentences 6. Things to consider regarding the sale of her home should she ultimately
review the chapter content following each of the chapter learning objectives. be promoted to a positon in another of the four regions?

Let’s Talk About It. Students are given an opportunity to converse about their per-
sonal experiences related to the chapter by addressing these questions.

Do the Numbers. These questions apply the relevant quantitative mathemati-
cal calculations utilized in personal finance decision making. The student website
includes calculators for these exercises.

Financial Planning Cases. Students must apply key concepts when analyzing typi-
cal personal financial problems, dilemmas, and challenges that face individuals and
couples. Because the cases are designed to be both continuous #nd independent of
the other chapters’ cases, each case can be analyzed by itself. The series of case ques-
tions requires data analysis and critical thinking, and this effort reinforces mastery of
chapter concepts.

On the ‘Net. This end-of-chapter feature offers two or three Internet-based exer-
cises, activities, and focused questions that expand the student’s learning in a guided
manner, allowing the student to research and apply chapter concepts while finding
the answers.

New to this edition, Glossary. A comprehensive end-of-text glossary that
includes detailed definitions of all key terms and concepts.


www.bankrate.com
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Are You Ready to Invest?

* You balance your budget

* You are able to save regularly

* You use credit wisaly.

= You carry adequate insurance.

EDUS

Huaghion MifTin's Jf Osline Lessming Toal

Kevin McCORMALLY

Complete Instructor Support

Instructor’s Resource Manual. Written by Karin Bonding of the University
of Virginia, this ancillary includes a variety of useful components: suggested
course outlines to emphasize a general, insurance, or investments approach to
personal finance; a summary overview; learning objectives; and teaching sug-
gestions. Answers and solutions to all end-of-chapter questions and problems
have been provided by Raymond Forgue.

HMTesting Instructor CD. This instructor support CD offers electronic ver-
sions of the IRM and PowerPoint slides. In addition, the CD includes a com-
puterized Test Bank, which contains more than 2500 questions. This program
is very user friendly and permits editing of test questions and generation of
class exams. The test bank is offered in a Printable Diploma-based format and
includes 100 to 200 questions per chapter.

PowerPoint slides. Two sets of downloadable slides are available for this pro-
gram. The Basic PowerPoint slides contain chapter outlines that follow the
text. The Premium slides include all of the content found in the Basic slides,
along with supplemental art questions and video content. Instructors can
select which set best suits their in-classroom presentation needs. In addition,
Classroom Response System (“Clicker”) slides with question-and-answer PPT
slides for in-class drill and knowledge testing are a new option available to
instructors with the ninth edition of the text.

Instructor website. The instructor website that accompanies Personal Finance
provides a wealth of supplemental materials to enhance learning and aid
in course management. Features of the site include Basic and Premium
PowerPoint slides, downloadable Instructor Resource Manual files, an Updated
Content section that highlights changes in personal finance, personal finance
online calculators and Web links, and much more.

EduSpace powered by Blackboard/WebCT. EduSpace allows flexible, efficient,
and creative ways to present learning materials and opportunities. In addition to
course management benefits, instructors may make use of an electronic grade
book, receive papers from students enrolled in the course via the Internet, and
track student use of communication and collaboration functions.

New to this edition, Instructor DVD—featuring personal finance
tips from The Kiplinger Co. This Instructor DVD features video discussions
with numerous personal finance professionals from The Kiplinger Co. These
discussions contain personal finance tips illustrating and explaining pertinent
topics such as job searching, income taxes, student loans, mortgage shopping,
and more. The video clips from the DVD will also be available as streaming
content in EduSpace.
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Complete Student Support

My Personal Financial Planner is a handbook for students to use in planning and
organizing their personal finances. This booklet contains worksheets, sched-
ules, and planners for financial planning. Some of the worksheets mimic the
calculations and planning exercises covered in the book, others are for your use

in developing your own financial plans and activities.
Audio Chapter Summaries
Quick MP3s on the gol

Student website with Your Guide to
an A. The student website accompa-
nying Personal Finance contains many
useful study aids and resources:

The free open-access student web-
site includes an ACE Practice Test
for each chapter, online versions
of several in-text features, a full
glossary, a list of updated con-
tent, and more. A selection of the
worksheets from the My Personal
Financial Planner workbook are
also available online. These can
be copied and printed for students
to turn in, as assigned, to their
instructor.

Flashcards
Review key termal

ACE+
Practice to ACE the test!
Personal Finance Calculators
Make financial calculations onlinel

Study Games
Play your way to an “A" with Crosswords
and Hangman!

The password-protected Your Guide to an A student website includes addi-
tional premium content. This site includes all the open-access resources
plus ACE Plus Tests (two 25-question tests per chapter); audio chapter
reviews; hangman, crossword, and drill flashcard games for each chapter;
and a new set of Excel spreadsheet calculators to assist students in decision
making and problem solving.

New to this edition, Excel spreadsheet calculators. =% i gy =
DERSRY AREBT n- - r kNI DS = -0,
Over 50 Excel calculators prepared by the authors are on the = = v wiussamax, wawa oa.
. o . . ikl
student website. Most of the “Decision-Making Worksheets” |2 = ———
from the book have been included, as well as all the major for- |3 s mei v soaren E———
. [ Amneen | e
mulas from the text. You can use these materials to complete i someomosnme S ——— '

8 Outstundeg Depeits (by fats) Ferden Mt Bncoried i Chack Regater

B

class assignments and end-of-chapter Do the Numbers and
Financial Planning Cases AND to create key parts of your own
personal financial plan.
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tise by contributing to a series of boxes titled “Advice from a Pro”:

Dennis R. Ackley, Ackley & Associates

M. J. Alhabeeb, University of Massachusetts—Amberst
Jan D. Andersen, California State University—Sacramento
Anthony J. Campolo, Columbus State Community College
Martin Carrigan, The University of Findlay, Ohio
Brenda J. Cude, University of Georgia

Lorraine R. Decker, Decker & Associates Inc.

Elizabeth Dolan, University of New Hampshire
Jonathan Fox, The Obio State University

Carol S. Fulmer, The University of Alabama

Jordan E. Goodman, MoneyAnswers.com

Linda Gorham, Berklee College of Music

Sue Alexander Greninger, University of Texas at Austin
Reynolds Griffith, Stepben F. Austin State University

Holly Hunts, Montana State University

Alena C. Johnson, Utab State University

Hyungsoo Kim, University of Kentucky

Joan Koonce, University of Georgia

Constance Y. Kratzer, New Mexico State University
Frances C. Lawrence, Louisiana State University

Allen Martin, California State University-Northridge
Cora Newcomb, Technical College of the Lowcountry, South Carolina
Eve Pentecost, University of Alabama

Aimee D. Prawitz, Northern Illinois University

Kathleen Prochaska—Cue, University of Nebraska-Lincoln
Michelle Singletary, The Washington Post

Robert O. Weagley, University of Missouri—Columbia
Dana Wolff, Southeast Technical Institute

We definitely wish to thank the many students who had the opportunity to read,

critique, and provide input for various components of the Personal Finance project.
Please keep sending us your e-mails. Jing-Jang Xiao (University of Rhode Island)
prepared the financial calculator appendix found on the website.

This edition of Personal Finance benefited enormously from the editorial efforts
of Joanne Butler. In addition to being a fine manager and editor, she brought much
insight, creativity, intelligence, and wisdom to the project. Helen Medley's accuracy
check efforts were incomparable. Carol O’Connell did a superlative job supervising
the production of this edition with its challenging format. We would also like to thank
Karin Bonding for her contributions to the Instructor’s Resource Manual and Amy
Forgue for efforts on the PowerPoint slides.

A project of this dimension could never have been completed without the patience,
support, understanding, and sacrifices of our friends and families during the book’
development, revision, and production. Tom Garman, professor emeritus and fellow
at Virginia Tech University, lives in Summerfield, Florida, and stays in contact with
his children and their spouses and significant others: Dana, Julia, Scott, David, Alieu,
Isatou, Kumba, Alimatou, and Ousman. Thanks are owed to all. Tom also credits
the mentors in his life—Ron West, Bill Boast, Bill McDivitt, and John Binnion—for
guiding him along the way, particularly through their noble examples of compassion,
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commitment, and excellence. Tom now serves as president of the nonprofit Personal
Finance Employee Education Foundation (www.PersonalFinanceFoundation.org).
Ray Forgue, recently retired from the University of Kentucky, lives near Greenville,
South Carolina, where he proudly watches over son Matthew and daughter Amy as
they commence their working careers. Ray wishes to thank his mother, Mary, and
brothers Bob, Gary, Joe, and Dave for their patience over the years as he spent time
during vacation and holiday visits working on this book. Special thanks to Snooky,
whose assistance on the first edition of Personal Finance continues to shine through to
this current edition.

Finally, we wish to say “thank you” to the hundreds of personal finance instruc-
tors around the country who have generously shared their views, in person and by
letter and e-mail, on what should be included in a high-quality textbook and ancillary
materials. You demand the best for your students, and we’ve listened. Personal Finance
is your book! The two of us and the superlative team of people at Houghton Miftlin
have tried very hard to meet your needs in every possible way. We hope we have
exceeded your expectations. Why? Because we share the belief that students need to
study personal finance concepts thoroughly and learn them well so that they will be
truly successful in their personal finances.

E. Thomas Garman Raymond E. Forgue
ethomasgarman@yahoo.com perfinypm@yahoo.com

P.S. Dear students: If you are going to save any of your college textbooks, be
certain to keep this one because the basic principles of personal finance are everlast-
ing. Also, you might want to present the book as a gift to a significant other, spouse,
or parent.
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CHAPTER 1

Understanding Personal Finance

1o
.

You Must Be Kidding, Right?

Se Ri Pak invests $250 a month, or $3000 a year, in her 401(k) retirement account, which
earns an 8 percent annual return. After 35 years, how much money will she have in the
account over and above the amounts she will contribute through the years?

A. $105,000
B. $210,000
C. $471,000
D. $576,000

The answer is D, $471,000 ($576,000 — $105,000). Se Ri will contribute $105,000
($3000 X 35). Se Ri makes the big money ($471,000) off “the compounding money,”
not on the amount of money ($105,000) she put into her retirement plan. It's all about
the magic of compound interest!

LEARNING OBIJECTIVES

After reading this chapter, you should be able to:
1 Use the building blocks to achieving financial success.

2 Understand how the economy affects your personal financial
success.

3 Apply economic principles when making financial decisions.

4 Perform time value of money calculations in personal
financial decision making.

5 Malke smart decisions about your employee benefits.

6 Identify the professional qualifications of providers of financial
advice.



What Do You Recommend?

Lauren Crawford, age 23, recently graduated with her bachelor's degree in
library and information sciences. She is about to take her first professional
position as an archivist with a civil engineer-
ing firm in a rapidly expanding area in the
U.S. Southwest. While in school, Lauren
worked part time, earning about $8000 per
year. For the past two years, she has man-
aged to put $1000 each year into an indi-
vidual retirement account (IRA). Lauren
owes $15,000 in student loans on which
she is obliged now to begin making pay-
ments. Her new job will pay $45,000.
Lauren may begin participating in her
employer's 401(k) retirement plan imme-
diately, and she can contribute up to

6 percent of her salary to the plan.

What do you recommend to Lauren
on the importance of personal finance
regarding:

1. Participating in her employer's 401 (k)
retirement plan?

2. Understanding the effects of income
taxes on her decision to participate in
her employer's 401(k) plan?

3. Factoring the current state of the economy into her personal financial
planning?

4. Using time value of money considerations to project what her IRA might
be worth at age 637

5. Using time value of money considerations to project what her 401 (k)
plan might be worth when she is age 63 if she were to participate fully?

FOR HELP with studying this chapter, visit the
Online Student Center:

www.college.hmco.com/pic/garman9e

d}_{iﬁne Study Center
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Good Money Habits
in Personal Finance

Make the following your money habits
in understanding personal finance:

1. Spend significantly less than you make and
save using a pay-yourself-first approach.

2. Stay up-to-date with current economic conditions
and the knowledge to manage your personal
finances.

3. When making financial decisions, use marginal
and opportunity costs and time value of money
calculations.

4. Establish financial goals and take actions to
achieve them.

5. Take advantage of tax sheltering through your
employer's benefits program.

6. Believe in compounding by allowing

your money to work for you over time
by earning interest on top of the principal

Your financial literacy is your knowledge of facts, concepts, prin-
ciples, and technological tools that are fundamental to being
smart about money. Financial literacy empowers you. It improves
your ability to handle day-to-day financial matters, helps you
avoid the consequences of poor financial decisions that could take
years to overcome, and helps you make informed and confident
personal money decisions.

Personal finance is the study of personal and family
resources considered important in achieving financial success; it
involves how people spend, save, protect, and invest their finan-
cial resources. Topics in personal finance include financial and
career planning, budgeting, tax management, cash management,
credit cards, borrowing, major expenditures, risk management,
investments, retirement planning, and estate planning. A solid
understanding of personal finance topics offers you a better
chance of success in facing the financial challenges, responsi-
bilities, and opportunities of life. Such successes might include
paying minimal credit costs, not paying too much in income
taxes, purchasing automobiles at low prices, financing housing
on excellent terms, buying appropriate and fairly priced insur-
ance, selecting successful investments that match your needs,
planning for a comfortable retirement, and passing on your
estate with minimal transfer costs.

and other accrued interest.
7. Keep debt under control.

8. Take responsibility for managing your own

financial success.

financial literacy Knowledge of facts,
concepts, principles, and technological
tools that are fundamental to being
smart about money.

personal finance The study of per-
sonal and family resources consid-
ered important in achieving financial
success; it involves how people
spend, save, protect, and invest their
financial resources.

financial responsibility Means that
you are accountable for your future
financial well-being and that you
strive to make wise personal financial
decisions.

LEARNING OBJECTIVE
Use the building blocks to
achieving financial success.

trade-off Giving up one thing for
another.

Financial responsibility means that you are accountable
for your future financial well-being and that you strive to make
good decisions in personal finance. Studying personal finance
will help you avoid financial mistakes and show you how to take
advantage of financial opportunities. At the beginning of each
chapter, we provide a short case vignette titled “What Do You
Recommend?” Each case focuses on the financial challenges that
can be experienced by someone who has not learned about the
material in that chapter. You will be asked to think about what advice you might give
the person as you study the chapter. Then at the end of each chapter, you will again
be asked to provide more informed advice based on what you have learned. You will
be smarter then!

The goal of this book is to provide you access to up-to-date information and
rational suggestions to empower you to be able to make informed decisions about
spending, managing money, maintaining creditworthiness, purchasing insurance, and
saving and investing. Good decision making means you will control your personal
financial destiny.

The Building Blocks to Achieving
Personal Financial Success

Today’s marketplace provides a constant barrage of messages suggesting that you can
spend and borrow your way to financial success, security, and wealth. These messages
are very enticing for those starting out in their financial lives. In truth, overspending
and overuse of consumer credit actually impede financial success!

Many people think that being wealthy is a function of how much you earn or
inherit. In reality, it is much more closely related to your ability to understand the
trade-offs and decisions that generate wealth for you. A trade-off is giving up one
thing for another. For example, it is wise to give up some current spending in order
to enjoy a financially comfortable retirement.
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You have to do only a few things right in personal finance during your lifetime, as
long as you don’t do too many things wrong. Personal finance is not rocket science.
You can succeed very well in your personal finances by making appropriate plans and
taking actions to implement those plans.

Spend Less to Save and Invest

First, recognize that financial objectives are rarely achieved without forgoing or sacrific-
ing current consumption (spending on goods and services). This restraint is accomplished
by putting money into savings (income not spent on current consumption) for use in
achieving future goals. Some savings are actually investments (assets purchased with
the goal of providing additional income from the asset itself). By saving and investing,
people are much more likely to have funds available for future consumption.

Effective financial management often separates the haves from the have-nots.
The haves, observes Virginia Tech professor Celia Hayhoe, are those people who
learn to live on less than they earn and are the savers and investors of society. The
have-nots are the spenders who live paycheck to paycheck, usually with high con-
sumer debt. In short, follow the adage to “Spend some and save some.”

Saving for future consumption represents a good illustration of the human desire
to achieve a certain standard of living. This standard is what an individual or group
earnestly desires and seeks to attain, to maintain if attained, to preserve if threatened,
and to regain if lost. At any particular time, individuals actually experience their stan-
dard of living. In essence, your level of living is where you would like to be, and your
level of living is where you actually are.

Financial Success and Happiness

Financial success is the achievement of financial aspirations that are desired, planned,
or attempted. Success is defined by the person that seeks it. Some define financial suc-
cess as being able to actually live according to one’s standard of living. Many seek
financial security, which provides the comfortable feeling that your financial resources
will be adequate to fulfill any needs you have as well as most of
your wants. Others want to be wealthy and have an abundance of
money, property, investments, and other resources. A fundamental
truth of personal finance is that you cannot build financial security
or wealth unless you spend less than you earn. As a result, you
cannot reach your standard of living without somewhat restricting
your level of living as you save and invest. That’s the trade-off.

Financial happiness encompasses a lot more than just mak-
ing money. It is the satisfaction you feel about money matters.
People who are happy about their finances are likely to be in
control of their money, and this happiness spills over in a positive
way to feelings about their overall enjoyment of life. Financial
happiness is in part a result of practicing good financial bebav-
iors—the subject of this book. Examples of such behaviors include
paying bills on time, spending less than you earn, knowing where
your money goes, and investing some money for the future. The
more good financial behaviors you practice, the greater your
financial happiness. In fact, just making progress toward achiev-
ing financial goals contributes to financial happiness.

savings Income not spent on current
consumption.

investments Assets purchased with
the goal of providing additional
income from the asset itself.

standard of living Material well-being
and peace of mind that individuals
or groups earnestly desire and seek
to attain, to maintain if attained, to
preserve if threatened, and to regain
if lost.

Instant Message

Buy Happiness With Money

Twenty-five percent of Americans believe that you
can buy happiness with money.

Instant Message

Frequently Heard Advice

Using the Building Blocks

Bridging the gap between one’s level of living and one’s desired
standard of living involves learning about how to achieve financial
success. Figure 1.1 shows how the building blocks of a financially

The most frequently heard advice from financial
advisers is to reduce your debts so you can save more.
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Figure 1.1

The Building Blocks of
Your Financial Success

FOUNDATION

Financially
ACHIEVE Successful Life
Mutual Stocks and Real Retirement
INVEST
funds bonds estate plans
Credit Installment Savings Education
HANDLE
cards loans accounts costs
expenses expenses expenses taxes
S g Long-term Short-term Organized Realistic Emergency
ESTABLISH goals goals financial records budget savings fund
Checking Savings Money market Insurance Employee
BASE account account account protection benefits

Use of regular income to provide basic lifestyle and savings

Did You Know?...

The Top 3 Financial Missteps
in Personal Finance

People slip up in personal finance when they do the
following:

1. Only think about money matters when they

have a financial problem
2. Spend more than they earn

Get financial advice from amateurs

successful life fit together. Financial success and happiness come
from using the building blocks of personal finance, such as having
a foundation of regular income to provide basic lifestyle and sav-
ings, and establishing a financial base using employee benefits and
checking and savings accounts. Other building blocks include set-
ting financial goals, controlling expenditures, managing income
taxes, handling credit cards, and investing in mutual funds and
retirement plans. All of these factors are examined in the remain-
ing chapters of the text.

 CONCEPT CHECK 1.1

1. Describe financial success.
2. What is financial happiness?
3. What are the building blocks to achieving financial

success?

The Economy Affects Your Personal

Financia

2 LEARNING OBJECTIVE
Understand how the economy
affects your personal financial
suCcess.

tion of the econo

Where Are

economic growth A condition of
increasing production (business
spending) and consumption (con-
sumer spending) in the economy and
hence increasing national income.

country, state, or

| Success

Your success in personal finance depends in part on how well you understand the
economic environment; the current stage of the business cycle; and the future direc-

my, inflation, and interest rates.

We in the Business Cycle?

An economy is a system of managing the productive and employment resources of a

community. The U.S. federal government attempts to regulate the

country’s overall economy to maintain stable prices (low inflation) and stable levels of
employment (low unemployment). In this way, the government seeks to achieve sus-
tained economic growth, which is a condition of increasing production (business
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spending) and consumption (consumer spending) in the econ-
omy—and hence increasing national income. Government policies
also affect the economy. For example, tax cuts put money into con-
sumers’ pockets, which they are then likely to spend. Tax increases,
in contrast, depress consumer demand.

Growth in the U.S. economy varies over time. The business . . .
cycle (also called the economic cycle) is a process by which the How to Be Fmanqally Literate
economy grows and contracts over time, and it can be depicted as
a wavelike pattern of rising and falling economic activity in which

Did You Know?...

The financially illiterate easily incur excessive levels
of consumer debt, pay too much interest on debt,

the same pattern occurs again and again over time. As illustrated spend money unconsciously or frivolously, delay

in Figure 1.2, the phases of the business cycle are expansion (when saving for retirement, fall prey to investment scams,

the economy is increasing), peak (the end of an expansion and the buy the wrong kind of life insurance, and ultimately

beginning of a contraction), contraction (when the economy is fall- are unable to reach their financial objectives. They

ing), and trough (the end of a contraction and beginning of an may not even have any financial goals. It is not fun

expansion). going .through life mired in f|narJC|a| problems and
The preferred stage of the economic cycle is the expansion learning from bad experiences:

Financial literacy is not widespread. Obstacles to
financial literacy include a lack of knowledge about
personal finance, the complexity of financial decisions,
and the lack of time to learn about personal finance.
People today face the challenge of saving, investing,

phase, where production is at high capacity, unemployment is
low, retail sales are high, and prices and interest rates are low or
falling. Under these conditions, consumers find it easier to buy
homes, cars, and expensive goods on credit, and businesses are

encouraged to borrow to expand production to meet the increased and managing their own retirement funds, so it is no
consumer demand. The stock market also rises because investors wonder that many feel less than competent, a bit
expect higher profits. confused, and a little anxious about financial matters.
As the demand for credit increases, short-term interest rates But we are not talking about you! You are taking
rise because more borrowers want money. Consumers and busi- a course in personal finance, so you are already
nesses purchase more goods, exerting upward pressure on prices. ahead in your money matters. So keep reading
Eventually, prices and interest rates climb high enough to stifle and studying. You will be financially literate!

et comamon. e vangs sor e cineiaine e
choke off the expansion. The result is a period of negligible eco-
nomic growth or even a decline in economic activity.
In such situations, the economy often contracts and moves toward a recession.  business cycle/economic cycle
The federal government’s Business Cycle Dating Committee officially defines a ~ Business cycles can be depicted
recession as “a recurring period of decline in total output, income, employment and s a wavelike pattern of rising and
trade, usually lasting from six months to a year and marked by widespread contrac-  falling conomic activity; the phases
: : » . . of the business cycle include expan-
tions in many sectors of the economy.” During recessions, consumers become pes- : ) : hich
imistic about their future buying plans. The typical U.S. recession is marked by an - orPe2k contraction (which may
stmistic about th ire buying plans. typ - _ Y turn into recession), and trough.
average economic decline of 2 percent that lasts for ten months with an average

unemployment rate exceeding 6 percent. There have been three recessions in the .. cion A recurring period of

past 25 years. decline in total output, income,
employment and trade, usually last-
ing from six months to a year and
marked by widespread contractions
in many sectors of the economy.

Figure 1.2
Business Cycle TREND
Phases c
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gross domestic product (GDP)

The nation’s broadest measure of eco-
nomic health, it reports how much
economic activity (all goods and
services) has occurred within the

U.S. borders during a given period.

index of leading economic indicators
(LEI) A composite index reported
monthly by the Conference Board
that collects relevant economic

data for business, governments,

and individuals’ use.

inflation A steady and sustained rise
in general price levels across eco-
nomic sectors; measured by the
changing cost over time of a “market
basket” of goods and services that a
typical household might purchase.
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Eventually the economic contraction ends, and consumers and businesses become
more optimistic. The economy then moves beyond the trough toward expansion,
where levels of production, employment, and retail sales begin to improve (usually
rapidly), allowing the overall economy to experience some growth from its previously
weakened state. The entire business cycle may take four to five years.

What Is the Future Direction of the Economy?

"To make sound financial decisions, you need to know both the current state of the
business cycle and the direction in which it may be headed in the next few years. For
example, when the economy begins to show clear signs of a slowdown, it may be a good
time to invest in fixed-interest securities because interest rates are sure to fall as the
government lowers its own interest rates to boost the economy. A point at which the
economy is in the trough of a recession may be an excellent time to invest in stocks
because the economy will soon expand and stock prices will rise. Using your knowledge
of where we are in the business cycle and tracking a few economic statistics will guide
you to make modest adjustment in your long-term financial strategy.

Track the Gross Domestic Product The gross domestic product (GDP) is
the broadest measure of the economic health of the nation because it reports how much
economic activity (all goods and services) has occurred within the U.S. borders. The
government regularly announces the rate at which the GDP has grown during the pre-
vious three months (www.bea.gov/newsreleases/rels.htm). An annual rate of less than
2 percent is considered low growth; 4 percent or more is considered vigorous growth.

Track the Employment Report The federal government’s Employment Report
tracks the number of jobs created every month (www.bls.gov/ces). More new jobs
means more consumer spending.

Track the Index of Leading Economic Indicators The index of leading
economic indicators (LEI) is a composite index, reported monthly by the Conference
Board, that suggests the future direction of the U.S. economy (www.conference-board
.org). The LEI averages 21 components of growth from different segments of the
economy, such as building permits, factory orders, and new private housing starts.

Track the Consumer Confidence Index The consumer confidence index gives
a sense of consumers’ willingness to spend, which spurs the economy (www
.conference-board.org). Growing confidence suggests increased consumer spending.

What Is the Future Direction of Inflation, Prices,
and Interest Rates?

Inflation and interest rates typically move in the same direction. Inflation is a
steady rise in the general level of prices; deflation involves falling prices. Inflation
is measured by the changing cost over time of a “market basket” of goods and ser-
vices that a typical household might purchase. Inflation occurs when the supply of
money (or credit) rises faster than the supply of goods and services available for
purchases. It also may be attributed to excessive demand or sharply increasing costs
of production.

Inflation can be self-perpetuating. Workers may ask for higher wages, thereby
adding to the cost of production. In response to the increases in the costs of labor and
raw materials, manufacturers will charge more for their products. Lenders, in turn,
will require higher interest rates to offset the lost purchasing power of the loaned
funds. Consumers will lessen their resistance to price increases because they fear even
higher prices in the future. In times of moderate to high inflation, buying power
declines rapidly, and people on fixed incomes suffer the most.


www.bea.gov/newsreleases/rels.htm
www.bls.gov/ces
www.conference-board.org
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How Inflation Affects Income and Consumption When prices are ris-
ing, an individual’s income must rise at the same rate to maintain its purchasing power,
which is a measure of the goods and services that one’s income will buy. From an income
point of view, inflation has significant effects. Consider the case of Scott Marshall of
Chicago, a single man who took a job in retail management three years ago at a salary
of $32,000 per year. Since that time, Scott has received annual raises of $800, $900, and
$1000, but he still cannot make ends meet because of inflation. Although Scott received
raises, his current income of $34,700 ($32,000 + $800 + $900 + $1000) did not keep
pace with the annual inflation rate of 4.0 percent ($32,000 X 1.04 = $33,280; $33,280
X 1.04 = $34,611; $34,611 X 1.04 = $35,996). If Scott’s cost of living rose at the same
rate as the general price level, in the third year he would be $1296 ($35,996 — $34,700)
short of keeping up with inflation. He would need $1296 more in the third year to
maintain the same purchasing power that he enjoyed in the first year.

Personal incomes rarely keep up in times of high inflation. Your real income
(income measured in constant prices relative to some base time period) is the more
important number. It reflects the actual buying power of the nominal income (also
called money income) that you have to spend as measured in current dollars. Rising
nominal income during times of inflation creates the illusion that you are making
more money, when in actuality that may not be true.

"To compare your annual wage increase with the rate of inflation for the same time
period, you first convert your dollar raise into a percentage, as follows:

(1.1)

nominal income after raise — nominal income last year % 100

P tage ch =
creentage change nominal income last year
For example, imagine that John Bedoin, a single parent and assistant manager of
a convenience store in Columbia, Missouri, received a $1600 raise to push his $37,000
annual salary to $38,600. Using Equation (1.1), John calculated his percentage change
in personal income as follows:

($38,600—$37,000)
$37,000

After a year during which inflation was 4.0 percent, he did better than the infla-
tion rate because his raise amounted to 4.3 percent. Measured in real terms, John’s
raise was 0.3 percent (4.3 — 4.0). In dollars, his real income after the raise can be
calculated by dividing his new nominal income by 1.0 plus the previous year’s inflation
rate (expressed as a decimal):

=0.043 X100 =4.3%*

(1.2)

nominal income after raise

Real income = -
1.0 + previous inflation rate

$38,600
1+ 0.040

Clearly, a large part of the $1600 raise John received was eaten up by inflation. To
John, only $115 ($37,115 — $37,000) represents real economic progress, while $1485
($1600 — $115) was used to pay the inflated prices on goods and services. The $115
real raise is equivalent to 0.31 percent ($115 + $37,000) of his previous income,
reflecting the difference between John’s percentage raise in nominal dollars and the
inflation rate.

= $37,115

How Inflation Is Measured The U.S. Bureau of Labor Statistics measures
inflation on a monthly basis using the consumer price index (CPI). The CPI
is a broad measure of changes in the prices of all goods and services purchased for

*This equation shows how the percentage change is calculated for any difference between two measure-
ments. Divide the difference between measurement 1 and measurement 2 by the value of measurement 1.
For example, a stock selling for $65 per share on January 1 and for $76 on December 31 of the same year
would have risen 16.92 percent during the year: ($§76 — $65) +~ $65 = 0.1692 or 16.92%.

purchasing power Measure of the
goods and services that one's
income will buy.

real income Income measured in
constant prices relative to some base
time period. It reflects the actual buy-
ing power of the money you have as
measured in constant dollars.

nominal income Also called money
income, it is income that has not
been adjusted for inflation and
decreasing purchasing power.

consumer price index (CPI) A broad
measure of changes in the prices of
all goods and services purchased for
consumption by urban households.



Advice from a Pro...

Seven Money Mantras
for a Richer Life

Is this a need or is it a want?
Sweat the small stuff.

Cash is better than credit.
Keep it simple.

Priorities lead to prosperity.

B R R F

Enough is enough!

Michelle Singletary

It's not an asset if you are wearing it!
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_ consumption by urban households. The prices of more than
400 goods and services (a “market basket”) sold across the country
= are tracked, recorded, weighted for importance in a hypothetical
- budget, and totaled. In essence, the CPI is a cost of living index.
%5 The index has a base time period—or starting reference point—
from which to make comparisons. The 1982-1984 time period
represents the base period of 100. For example, if the CPI were 220
on January 1, 2010, the cost of living would have risen 120.0 per-
cent since the base period [(220 — 100) + 100 = 1.2 or 120%].
Similarly, if the index rises from 220 to 228 on January 1, 2011,
then the cost of living will have increased by 3.6 percent over the
year [(228 — 220) + 220 = 0.036 or 3.6%].

When prices rise, the purchasing power of the dollar declines,
but not by the same percentage. Instead, it falls by the reciprocal
amount of the price increase (the counterpart ratio quantity
needed to produce unity). In the preceding illustration where
prices increase between 2010 and 2011, prices rose 3.6 percent,
whereas the purchasing power of the dollar declined 3.5 percent
over the same period. [The previous year base of 220 divided by

Nationally syndicated Washington Post columnist (“The Color the index of 228 equals 0.965; the reciprocal is 0.035 (1 — 0.965),

of Money”) and author of 7 Money Mantras for a Richer Life:

How to Live Well with the Money You Have

Reprinted with permission of the author.

or 3.5%]
Inflation pushes up the costs of the products and services we
consume. If automobile prices rose 20 percent over the past five

years, for example, then it will take $28,800 now to buy a car that
_ once sold for $24,000. Conversely, the purchasing power of the

federal funds rate The rate that
banks charge one another for over-
night loans; set by the Federal
Reserve Board.

interest The price of borrowing
money.

car-buying dollar has fallen to 83.3 percent of its original power
($24,000 + $28,800) five years ago. If your market basket of goods and services differs
from that used to calculate the CPI, you might have a very different personal inflation
rate (the rate of increase in prices of items purchased by a particular person). Inflation
pushes up the cost of borrowing, so monthly car payments and home mortgage rates
increase when inflation rises.

Track the Federal Funds Rate to Forecast Inflation You can forecast
interest rates by paying attention to changes in the federal funds rate, which is the
rate that banks charge one another on overnight loans. Because it is set by the Federal
Reserve Board (an agency of the federal government commonly referred to as the
Fed) and regularly reported by the news media, the federal funds rate provides an
early indication of Fed policy and trends for longer-term interest rates. When the Fed
believes the economy is growing too fast, it raises the rate and in turn lenders raise
their rates for short-term loans, thereby making it more costly to borrow and spend.
As a result, spending in the economy slows.

How Inflation Affects Borrowing, Saving, and Investing Interest is
the price of money. During times of high inflation, interest rates on new loans for cars,
homes, and credit cards rise. Even though nominal interest rates for savers rise as well,
the increases do not provide “real” gains if the inflation rate is higher than the interest
rate on savings accounts or certificates of deposit.

Smart investors recognize that the degree of inflation risk is higher for long-
term lending (5 or 20 years, for example) than for short-term lending (such as a
year) because the likelihood of error when estimating inflation increases when lots
of time is involved. Therefore, long-term interest rates are generally higher than
short-term interest rates. Similarly, stock market investors are negatively affected
when inflation causes businesses to pay more when they borrow, thereby reducing
their profits, and depressing stock prices. Throughout your financial life, you will
want to factor the impact of inflation into your financial decisions so as to avoid its
negative effects.
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 CONCEPT CHECK 1.2

1. Summarize the phases of the business cycle.

2. Describe two statistics that help predict the future direction of the
economy.

3. Give an example of how inflation affects income and consumption.
4. Explain how the federal government measures inflation.

Think Like an Economist When Making
Financial Decisions

Understanding and applying basic economic principles will affect your financial suc-
cess. The most important of these are opportunity costs, marginal utility and costs,
and marginal income tax rate.

Opportunity Costs in Decision Making

The opportunity cost of a decision is the value of the next best alternative that must be
forgone. Examples of personal opportunity costs are time, effort, and health, and exam-
ples of financial opportunity costs are interest, safety, and liquidity. Using the concept of
opportunity costs allows you to address the personal consequences of choices because
every decision inevitably involves trade-offs. For example, suppose that instead of reading
this book you could have gone to a movie or watched television, but mainly you wanted
to sleep. The lost benefit of that sleep—the next best alternative—is the opportunity cost
when you choose to read. Knowing the opportunity cost of alternatives aids decision
making because it indicates whether the decision made is truly the best option.

In personal finance, opportunity cost reflects the best alternative of what one could
have done instead of choosing to spend, save, or invest money. For example, by decid-

The Fed meets regularly to dis-
cuss the economy and review
federal interest rates.

3 LEARNING OBJECTIVE
Apply economic principles
when making financial
decisions.

opportunity cost The opportunity
cost of any decision is the value of
the next best alternative that must
be forgone.



Instant Message

Save $4.66 for Every $1
Not Saved Earlier
If you want to retire at age 63, you will

about $4.66 beginning at age 40 to ma
every dollar you did not save at age 20.

marginal utility The extra satisfaction
derived from gaining one more incre-
mental unit of a product or service.

marginal cost The additional (mar-
ginal) cost of one more incremental
unit of some item.

marginal tax rate The tax rate at
which your last dollar earned is taxed.
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ing to put $2000 into a stock mutual fund for retirement rather than keeping the funds

readily available in a savings account, you are giving up the option of using the money

for a down payment on a new automobile. Keeping the money in a savings account has

the opportunity cost of the higher return on investment that the
stock mutual fund might pay. This opportunity to earn a higher
rate of return is a primary consideration when making low-risk
investment decisions.

Other challenging opportunity cost decisions are renting ver-
sus buying housing, buying a new or used car, buying or leasing a
vehicle, working or borrowing to pay for college, purchasing life
insurance or not, and starting early or late to save and invest for
retirement. Another opportunity cost decision often is returning
to college for a graduate degree.

If these costs are underestimated, then decisions will be based
on faulty information, and judgments may prove wrong. Properly
valuing the costs and benefits of alternatives represents a key step in
rational decision making. The opportunity cost mathematics of the
rent versus buy decision is illustrated later in Chapter 9.

have to save
ke up for

Marginal Utility and Costs in Decision Making

Utility is the ability of a good or service to satisfy a human want. A key task in per-
sonal finance is to determine how much utility you will gain from a particular deci-
sion. For example, if you decide to spend $70 on a ticket to a concert, you might begin
by thinking about what you might gain from the expenditure. Perhaps you’ll enjoy a
nice evening, good music, and so on. Marginal utility is the extra satisfaction derived
from having one more incremental unit of a product or service. Marginal cost is the
additional (marginal) cost of one more incremental unit of some item. When known,
this cost can be compared with the marginal utility received. Thinking about marginal
utility and marginal cost can help in decision making because it reminds us to compare
only the most important variables. It requires that we examine what we will really gain
if we also experience a certain extra cost.

To illustrate this idea, assume that you consider spending $150 instead of $90 (an
additional $60) for a front-row seat at the concert. What marginal utility will you gain
from that decision? Perhaps an ability to see and hear more or the satisfaction of hav-
ing one of the best seats in the facility. You would then ask yourself whether those
extra benefits are worth 60 extra dollars. In practice, people are inclined to seek addi-
tional utility as long as the marginal utility exceeds the marginal cost.

In another example, imagine that two new automobiles are available on a dealership
lot in Ferndale, Michigan, where retired engineer Charlene Hicks is trying to make a
purchase decision. Both vehicles are similar models, but one is a Mercury and the other
is a Ford. The Mercury, with a sticker price of $29,100, has a moderate number of
options; the Ford, with a sticker price of $30,800, has numerous options. Marginal
analysis suggests that Charlene does not need to consider all of the options when com-
paring the vehicles. Instead, the concept of marginal cost says to compare the benefits of
the additional options with the additional costs—$1700 in this instance ($30,800 —
$29,100). Charlene need decide only whether the additional options are worth $1700.

Marginal Income Tax Rate in Decision Making

When making financial decisions, consider the economic effects of paying income
taxes. Of particular importance is the marginal tax rate, which is the tax rate at which
your last dollar earned is taxed. As income rises, taxpayers pay progressively higher
marginal income tax rates. Financially successful people often pay U.S. federal income
taxes at the 25 percent, or higher, marginal tax rate. For example, if Juanita Martinez,
an unmarried office manager working in Atlanta, Georgia, has a taxable income of
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$66,000 and receives a $1000 bonus from her employer, she has to pay an extra $250
in taxes on the bonus income ($1000 X 0.25 = $250). Juanita also has to pay state
income taxes of 6 percent, or $60 ($1000 X 0.06 = $60), and Social Security taxes of
7.65 percent, or $76.50 ($1000 X 0.0765 = $76.50). Therefore, Juanita pays an effec-
tive marginal tax rate of nearly 40 percent 25% + 6% + 7.65% = 38.65%), or
$386.50, on the extra $1000 of earned income.

People who pay high marginal tax rates can do better by making tax-exempt
investments, such as buying bonds issued by various agencies of states and munici-
palities. For example, Serena Miller, a married chiropractor with two children from
Cleveland, Ohio, currently has $5000 in utility stocks earning 5 percent, or $250
($5000 X 0.05), annually. She pays $62.50 in federal income tax on that income at her
25 percent marginal tax rate ($250 X 0.25), leaving her with $187.50 after taxes.
Alternatively, a tax-exempt $5000 state bond paying 4 percent will provide Serena
with a better after-tax return, $200.00 instead of $187.50. That is, she would receive
$200.00 tax free from the state bond ($5000 X 0.04) compared with $187.50 ($250 —
$62.50) after taxes on the income from the stocks.

The Very Best Kind of Income Is Tax-Exempt Income The very best
kind of income, as this discussion implies, is tax-exempt income, which is income
that is totally and permanently free of taxes. By legally avoiding paying one dollar in
income taxes, you gain by not paying that dollar in taxes and, therefore, you receive
the alternative use for that dollar. You also benefit by not having to earn another dol-
lar to replace the one that might have been paid in taxes.

The Second Best Kind of Income Is Tax-Sheltered Income The
second-best kind of income for individuals is tax-sheltered (or tax-deferred)
income—that is, income that is exempt from income taxes in the current year but that
will be subject to taxation in a later tax year. Figure 1.3 shows that tax-sheltered
returns on savings and investments provide much greater returns than returns on
which income taxes have to be paid because more money remains available to be
invested. In addition, tax-sheltered funds grow more rapidly because compounding
(the subject of the next section in this chapter) is enhanced when larger dollar amounts

tax-exempt income Income that is
totally and permanently free of taxes.

tax-sheltered income Income
exempt from income taxes in the
current year but that will be subject
to taxation in a later tax year.

Figure 1.3
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4 LEARNING OBJECTIVE
Perform time value of money
calculations in personal finan-
cial decision making.

time value of money (TVM)

A method by which one can com-
pare cash flows across time, either
as what a future cash flow is worth
today (present value) or what an
investment made today will be
worth in the future (future value).

principal The original amount
invested.

Instant Message
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grow during the last years of an investment. Realize that eventually one must pay
income taxes on the income deferred.

 CONCEPT CHECK 1.3

1. Define opportunity cost and give an example of how opportunity costs
might affect your financial decision making.

2. Explain and give an example of how marginal analysis makes some
financial decisions easier.

3. Describe and give an example of how income taxes can affect financial
decision making.

The Time Value of Money: Setting Dollar
Values on Financial Goals

A dollar in your pocket today is worth more than a dollar received five years from now.
Why? Time is money.

The time value of money is perhaps the single most important concept in per-
sonal finance. It adjusts for the fact that dollars to be received or paid out in the future
are not equivalent to those received or paid out today. It is easy to understand that a
dollar received today is worth more than a dollar received five years from now because
today’s dollar can be saved or invested and in five years you expect it to be worth more
than a dollar. The time value of money involves two components: future value and
present value.

Two Common Questions in Personal Finance To illustrate the time
value of money, two questions in personal finance are commonly asked:

1. What will an investment (or a series of investments) be worth after a period of time?
This question asks for a future value.

2. How much has to be put away today (or as a series of investments) to provide some
dollar amount in the future? This question asks for a present value.

As you can see from these two questions, comparisons between time periods can-
not be made without making adjustments to money values. Accordingly, time value of
money calculations compare future and present values by taking into account the
interest rate (or investment rate of return) and the time period involved.

The calculation of interest involves (1) the dollar amount, called the principal,
(2) the rate of interest earned on the principal, and (3) the amount of time the princi-
pal is invested. One way of calculating interest is called simple
interest and is illustrated by the simple interest formula where

i = prt where (1.3)

p = the principal set aside

r = the rate of interest

t = the #ime in years that the funds are left on deposit

= - - If someone saved or invested $1000 at 8 percent for four
Reinvesting Means Compoundlng years, he would receive $320 in interest ($1000 X 0.08 X 4) over
If you earn 6 percent on a $1000 bond and spend the four years.
your $60 annual interest every year for 20 years, you
will have received $1200. But if you can reinvest your Compounding But something is missing here. The simple

interest at 6 percent, you would net $2,262. Aha, the

power of compounding.

interest formula assumes that the interest is withdrawn each year
and only the $1000 stays on deposit for the entire four years. Most
people do nor invest this way. Instead, they leave the interest
earned in the account so that it will earn additional interest. This



CHAPTER 1: Understanding Personal Finance

earning of interest on interest is referred to as compound interest. And compound

interest is always assumed in time value of money calculations.

Earning compound interest (or compounding) is the best

way to build investment values over time. Because of compound
interest, money grows much faster when the income from an
investment is left in the account. In fact, the deposit of $1000
in our example would grow to $4,661 after 20 years (the calcu-
lation is described in the following paragraph). Many of the
techniques for building wealth that we describe in this book are
based on compounding. The way to build wealth is to make
money on your money, not simply to put money away. Yes, you
need to put money away first. But compounding over time is
what really builds wealth.

Compounding serves as the basis of all time value of money
considerations. To see how this works, let us look again at our
example in which $1000 is invested at 8 percent for four years.
Here is how the amount invested (or principal) would grow using
compounding:

At the end of year 1, the $1000 would have grown to $1080
[$1000 + ($1000 X 0.08)].

At the end of year 2, the $1080 would have grown to $1166.40
[$1080 + ($1080 X 0.08)].

At the end of year 3, the $1166.40 would have grown to $1259.71
[$1166.40 + ($1166.40 X 0.08)].

At the end of year 4, the $1259.71 would have grown to $1360.49
[$1259.71 + ($1259.71 X 0.08)].

Due to the effects of compounding, this investor would have
earned an additional $40.49 ($360.49 — $320). While this amount
might not seem like much, realize that a $1000 investment for a
longer period—say, 40 years—earning 8 percent interest would
grow to $21,724.52, providing $20,724.52 in interest over that
time period. Simple interest would have resulted in only $3200 in
interest ($1000 X 0.08 X 40). The benefit of compounding over
that time period is an additional $17,524.52 in interest ($20,724.52
— $3200).

The results are even more dramatic if $1000 is invested at the
end of each year for 40 years. The total at the end of 40 years
would be $259,056, with $219,056 representing the interest on
the invested funds. This illustration suggests one of the cardinal
rules of personal financial planning: Getting rich is not a function
of investing a lot of money. It is the result of investing regularly
for long periods of time.

Two Types of Time Value of Money Calculations

Essentially there are two types of time value of money calcula-

tions: (1) converting present values to future values (as illustrated

in the preceding example) and (2) converting future values to

present values. Within each type, the calculations differ slightly

depending on whether a lump sum is involved or whether a series
of payments (an annuity) is involved.

Calculating Future Values

Future value (FV) is the valuation of an asset projected to the end of a particular time
period in the future. You can calculate the future value of a lump sum or the future

value of a series of deposits.

compounding When interest on an
investment itself earns interest.

Did You Know?...

State Lotteries Use Time Value
of Money Calculations

How often have you heard or seen reports of lottery
jackpots reaching extremely high amounts? Does the
lottery actually pay out these amounts? Not really.
Let's assume a lucky ticket holder wins a jackpot of
$100 million. The announced jackpot is based on the
assumption that the winner will receive the amount in
a series of 20 annual payments of $5 million each,
adding up to the $100 million advertised total. In fact,
the lottery will invest a lump sum right away to fund
the annual payments made over the 20 years. It
needs to invest only $57,349,500 at 6 percent to
fund the stream of $5 million payments ($5 million x
11.4699 from the 6 percent column and 20-year row
of Appendix Table A.4). Alternatively, lottery winners
may be permitted to take a “cash option” instead of
the annual payments. In this case, a winner of a $100
million jackpot who chooses the cash option would
receive only $57,349,500. The winner would also
have to pay federal taxes, and perhaps state and city
income taxes on this amount, resulting in an after-tax
jackpot of closer to $35 million.

Instant Message

Compound Your Way to Wealth

One of the greatest investment strategies is
compounding. Only through compounding will you
attain the serious growth of your wealth over time.

future value The valuation of an asset
projected to the end of a particular
time period in the future.
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Table 1.1 Future Value of $1 After a Given Number of Periods

Periods 1% 2% 3% 4% 5% 6% 7% 8% 9% 10%
1.0100 1.0200 1.0300 1.0400 1.0500 1.0600 1.0700 1.0800 1.0900 1.1000
1.0201 1.0404 1.0609 1.0816 1.1025 1.1236 1.1449 1.1664 1.1881 1.2100
1.0303 1.0612 1.0927 1.1249 1.1576 1.1910 1.2250 1.2597 1.2950 1.3310
1.0406 1.0824 1.1255 1.1699 1.2155 1.2625 1.3108 1.3605 1.4116 1.4641
1.0510 1.1041 1.1593 1.2167 1.2763 1.3382 1.4026 1.4693 1.5386 1.6105
1.0615 1.1262 1.1941 1.2653 1.3401 1.4185 1.5007 1.5869 1.6771 1.7716
1.0721 1.1487 1.2299 1.3159 1.4071 1.5036 1.6058 1.7138 1.8280 1.9487
1.0829 1.1717 1.2668 1.3686 1.4775 1.5938 1.7182 1.8509 1.9926 2.1436
1.0937 1.1951 1.3048 1.4233 1.5513 1.6895 1.8385 1.9990 2.1719 2.3579
1.1046 1.2190 1.3439 1.4802 1.6289 1.7908 1.9672 2.1589 2.3674 2.5937
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Future Value of a Lump Sum Equation (1.4) can be used to calculate the
future value of a lump sum:

FV = (Present value of sum of money) ( + 1.0)" (1.4)
where 7 represents the interest rate and 7 represents the number of time periods.
Applying this formula to our earlier example of investing $1000 at 8 percent for four
years, we obtain

$1360.49 = ($1000) (1 + 0.08)*
or
$1360.49 = ($1000)(1.08)(1.08)(1.08)(1.08)

While mathematically correct, these calculations can be cumbersome when using
long time periods. Table 1.1 provides a quick and easy way to determine the future
dollar value of an investment. For the preceding example, use the table in the follow-
ing manner: Go across the top row to the 8 percent column. Read down the 8 percent
column to the row for four years to locate the factor 1.3605 (at the intersection of the
green column and row). Multiply that factor by the present value of the cash asset
($1000) to arrive at the future value ($1360.50).

Appendix Table A.1 provides an even more complete table for calculating the
future value of lump-sum amounts. Figure 1.4 demonstrates the effects of various com-

£500.000 $509,502 | Figure 1.4
’ 14% Future Value of $10,000
with Interest Compounded
Annually After a Given
$400,000 Number of Periods
$300,000 $299.598

$200,000

$100,000

$0
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Figure 1.5
The Rule of 72 Illustrated

(Dividing the interest rate earned into
72 reveals how many years it takes
for the principal to double.)

12%

10%

8%

6%

4%

pounded returns on a $10,000 investment. The $10,000 will grow to $57,435 in
30 years with an interest rate of 6 percent. Compounding $10,000 at 10 percent yields
$174,494 over the same time period; at 14 percent, it yields a whopping $509,502! For
practice you might want to confirm these results using Appendix Table A.1.

Rule of 72 Reveals Number of Years for Principal to Double The
rule of 72 is a handy formula for figuring the number of years it takes to double the
principal using compound interest. You simply divide the interest rate that the money
will earn into the number 72. For example, if interest is compounded at a rate of
7 percent per year, your principal will double in 10.3 years (72 + 7); if the rate is
6 percent, it will take 12 years (72 + 6). The rule of 72 (see Figure 1.5) also works for
determining how long it would take for the price of something to double given a rate
of increase in the price. For example, if college tuition costs were rising 8 percent per
year, the cost of a college education would double in just over nine years. In addition,
the rule of 72 can be used to calculate the number of years before prices will double
given a certain inflation rate. Just divide the inflation rate into 72.

Future Value of an Annuity People often save for long-
term goals by putting away a series of payments. Appendix Table
A.3 provides a complete table for calculating the future value of
a stream of deposited amounts, referred to as an annuity. Figure
1.6 graphically demonstrates the effects of various compounded
returns on a $2000 annual investment made at the end of each

rule of 72 A formula for figuring the
number of years it takes to double the
principal using compound interest;
simply divide the interest rate that the
money will eamn into the number 72.

Instant Message

year. The $2000 will grow to $91,524 in 20 years (read across the Assume Your Investments
interest rate row in Appendix Table A.3 to 8 percent and then Earn 5% to 6%

down the column to 20 years to obtain the factor of 45.762 to
multiply by $2000) and to $226,566 in 30 years at an 8 percent
rate. Compounding $2000 at 10 percent yields $114,550 in
20 years and $328,988 over 30 years; at 14 percent, it becomes
$713,574 after 30 years! For practice you might want to confirm
these results using Appendix Table A.3.

Calculating Present Values

Present value (or discounted value) is the current value of an asset (or stream of
assets) that will be received in the future. You can calculate the present value of a lump
sum to be received in the future or the present value of a series of payments to be
received in the future.

Present Value of a Lump Sum The present value of a lump sum is the
current worth of an asset to be received in the future. Alternatively, it can be
thought of as the amount you would need to set aside today at a given rate of inter-

When planning for long-term financial goals, assume
your investments will earn 3 percent after inflation or
at least 5 percent to 6 percent a year. Your invest-
ment returns could be higher. (See Chapter 13.)

present value The current value of
an asset (or stream of assets) that
will be received in the future; also
known as discounted value.
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Figure 1.6

Future Value of $2000
Annual Investments
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$700,000 by
$600,000
$500,000 $482,665
/ /12%
$400,000
/ /$328,988
$300,000 10%
$200,000
$100,000
$0 } } }
10 20 30
Years

Instant Message

Web Calculators

Present and future value calculations can be readily
performed on the Internet. Among the best calculators
are those found at the following websites:

USA Today (www.usatoday.com/money/perfi/
calculators/calculator.htm)

Financial Calculators (www.fincalc.com/)
KJE (www.dinkytown.net/)

Bankrate.com (www.bankrate.com)
CNNMoney (cgi.money.cnn.com/tools/)

Fool.com (www.fool.com/calcs/calculators
htm?source=LN)

Fidelity (www.moneychimp.com/calculator/
compound_interest_calculator.htm)

annuity A stream of payments to be
received in the future.

est for a given time period so as to have some desired amount in
the future. Suppose you want to have $20,000 for the down pay-
ment on a new home in ten years. What would you need to set
aside today to reach this goal if you could invest your money
and receive a 7 percent return? Using Appendix Table A.2 you
could look across the interest rate rows to 7 percent and then
down to ten years to obtain the factor of 0.5083. Multiplying
$20,000 by this factor reveals that $10,166 set aside today
would allow you to reach your goal. (Note the connection here
to the rule of 72: 7 percent divided into 72 is approximately
10.28, meaning that the investment would double in about
10.28 years. Indeed, $10,166 would approximately double to
$20,000 in ten years.)

Present Value of an Annuity The present value of an
annuity is the current worth of a stream of payments to be
received in the future. Alternatively, it can be thought of as the
amount you would need to set aside today at a given rate of inter-
est for a given time period so as to receive that stream of pay-
ments. Suppose you want to have $30,000 per year for 20 years
during your retirement. What amount would you need to have
invested at retirement to reach this goal if you could invest your
money and receive a 7 percent return? Using Appendix Table A.4
you could look across the interest rate rows to 7 percent and then

down to 20 years to obtain the factor of 10.5940. Multiplying
$30,000 by this factor reveals that $317,820 (10.5940 X $30,000) set aside at retire-
ment would fund this stream of payments. Note the beauty of compound interest in

this result. It takes only $317,820—not $600,000—to fund a $30,000 per year retire-
ment for 20 years if you can earn 7 percent on your financial nest egg.*

*If you are using a financial calculator for time value of money calculations, see “How to Use a Financial
Calculator” on the Garman/Forgue website, or you can use the present and future value calculators found
on the Garman/Forgue website, college.hmco.com/business.students.
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v/ CONCEPT CHECK 1.4

1. Explain the difference between simple interest and compound interest,
and describe why that difference is critical.

2. What are the two components used when figuring the time value of
money?

3. Use Table 1.1 to calculate the future value of [a] $2000 at 5 percent for
four years, [b] $4500 at 9 percent for eight years, and [c] $10,000 at 6
percent for ten years.

Make Smart Money Decisions at Work

Smart decisions about your employee benefits can increase your actual income by
thousands of dollars each year. To do so wisely, select among employer-sponsored
plans for health care, out-of-pocket spending for health and dependent care, life
insurance, disability, long-term care, and retirement. These decisions often require
you to calculate the tax-sheltered aspects of the employee benefits. Your benefits pack-
age might also include dental and vision care, child care, elder care, subsidized food
services, and an educational assistance program.

An employee benefit is compensation for employment that does not take the
form of wages, salaries, commissions, or other cash payments. Examples include paid
holidays, health insurance, and a retirement plan. The value of employee benefits
often amounts to 30 percent or more of one’s salary. Some employee benefits are tax
sheltered, such as flexible spending accounts and retirement plans. Tax sheltered in
this situation means that the employee avoids paying current income taxes on the
value of the benefits received from the employer. The taxes may be postponed, or
deferred, until a later date (usually a good idea)—perhaps until retirement, when the
individual’s income tax rate might be lower.

Flexible Benefit Plans Offer Tax-Free Money

A flexible benefit plan, also known as a cafeteria plan, is an employer-sponsored
plan that gives the employee a choice of selecting either cash or one or more qualify-
ing nontaxable benefits. For example, an employer might offer $2500 annually to each
employee to spend on one or more benefits, and you pay no income taxes on the value
of the benefits. A flexible benefits plan might offer dependent care, adoption assis-
tance, medical expense reimbursements, insurance, or transportation benefits.
Employees select the benefits they want. Employees working for employers that offer
a cafeteria plan avoid having to pay out-of-pocket money for certain expenses.

Making Decisions About Employer-Sponsored
Health Care Plans

Many employers offer: employees a choice of health care plans. Employees usually
can make a decision to change health plans once a year as well as when one’s family
situation changes, such as marriage. The premium for an unmarried employee could
be $5000 or more annually depending upon the amount of coverage provided.
Fortunately, the premiums for employees are either paid for entirely or subsidized
by the employer. Some employers pay perhaps the first $3000 of annual premiums
for employee health care coverage and require that employees pay the remainder.
Partly because of soaring costs of health care coverage, employers often offer mul-
tiple policies. These can range from an expensive plan, perhaps with a $6600 premium,

LEARNING OBJECTIVE
Make smart decisions about
your employee benefits.

employee benefit Compensation for
employment that does not take the
form of wages, salaries, commis-
sions, or other cash payments.

flexible benefit plan An employer-
sponsored plan that gives the
employee a choice of selecting
either cash or one or more qualifying
nontaxable benefits; also known as a
cafeteria plan.

health care plan An employee bene-
fit designed to pay all or part of the
employee’s medical expenses.



high-deductible health care plan A
plan that requires individuals pay a
higher deductible to cover medical
expenses before insurance plan pay-
ments begin; chosen to save money
on premiums.

health savings accounts (HSAs) Special
savings account intended for people
who have a high-deductible health
care plan (with annual deductibles of
at least $1000 for individuals and
$2000 for families).

Instant Message

Don’t Pay Extra Taxes
Contributing $1000 to a tax-advantaged

employee benefit plan saves a worker as
much as $400 that does not have to be paid

to the government in taxes.

flexible spending account (FSA)

An employer-sponsored account
that allows employee-paid expenses
for medical or dependent care to
be paid with an employee's pretax
dollars rather than after-tax income.

pretax dollars Money income
that has not been taxed by the
government.
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that offers comprehensive coverage requiring little out-of-pocket spending by the
employee to an inexpensive high-deductible health care plan, perhaps with a $3100
premium, requiring larger out-of-pocket health care spending by the employee. The
deductible is the amount paid to cover expenses before benefits begin. Employees,
especially healthy ones, hope to save money on premiums by choosing these policies.

Younger employers, particularly those who are typically healthy, often select high-
deductible plans to save on the cost of premiums. For example, if an employer pays
only the first $3000 in health care premiums for employees, an employee selecting the
high-cost plan described previously has to pay $3600 ($6600 — $3000) annually, or
$300 a month in premiums. This contrasts with a $100 annual premium for employees
who select the high-deductible plan ($3100 — $3000). If the person experiences lots of
health care expenses, he/she will have to pay additional costs.

Some employers also offer health savings accounts (HSAs). This special savings
account is intended for people who have a high-deductible health care plan (with annual
deductibles of at least $1000 for individuals and $2000 for families). Employees make
tax-deductible contributions to a savings account to be used for eligible expenses.
Employers may also contribute. The employee invests HSA funds and the money in the
account grows tax free. Withdrawals are made to pay for medical

expenses. The limits on contributions to an HSA savings account
are $2900 per year for individuals and $5800 for families. The
money in the account does not vanish if you don’t spend it within a
certain time period.

The tax-advantaged aspect of making a health care plan
choice adds another dimension to making the best personal
financial decision. Because many workers have an effective mar-
ginal tax rate (discussed earlier in the chapter) of nearly 40 per-
cent, that same percentage can be szved or not spent by giving it
to the government in taxes. The worker who contributes $3000,
for example, to a health savings account saves approximately
$1200 ($3000 X 0.40), further reducing his or her health care
expenses.

Making Decisions About Employer’s
Flexible Spending Accounts

A flexible spending account (FSA) is an employer-sponsored account that allows
employee-paid expenses for medical or dependent care to be paid with an employee’s
pretax dollars rather than after-tax income. Under a typical FSA, the employee agrees
to have a certain amount deducted from each paycheck, and that amount is then
deposited in a separate account called a flexible spending account. As eligible expenses
are incurred, the employee requests and receives reimbursements from the account.

Funds in a dependent care FSA account may be used to pay for the care of a
dependent younger than age 13 or the care of another dependent who is physically or
mentally incapable of caring for himself or herself and who resides in the taxpayer’s
home. Funds in a health care FSA account may be used to pay for qualified, unre-
imbursed out-of-pocket expenses for health care.

The tax advantage of an FSA occurs because the amounts deducted from the
employee’s salary avoid federal income tax, Social Security taxes, and, in most states,
state income taxes, thereby allowing selected personal expenses to be paid with pretax
(rather than after-tax) income. Paying the expenses with pretax dollars (money
income that has not been taxed by the government) lowers taxable income, decreases
take-home pay, and increases effective take-home pay because of the reimbursements.
The maximum annual contribution limits are usually $5000 for dependent care FSA
and $2000 to $3000 for medical care FSA.

Younger workers who anticipate few medical costs usually do not sign up for a
medical FSA, although FSAs do pay for eyeglasses, contacts, copayments, and some
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over-the-counter medications. Workers with children or others to
take care of financially, such as elderly or disabled parents, often
sign up for dependent care FSA. Only 20 percent of eligible
employees participate in flexible spending accounts even though
doing so saves money.

Before enrolling in an FSA, you need to estimate your
expenses carefully so that the amount in the FSA does not exceed
anticipated expenses. According to Internal Revenue Service (IRS)
regulations, unused amounts are forfeited and are not returned to
the employee—a condition called the “use it or lose it” rule.
However, employers may offer a 2}.-month grace period during
which time you can continue to spend the previous year’s FSA
money. Many employers offer debit cards that withdraw money
directly from an employee’s FSA.

Making Decisions About Participating in
Employer Life, Disability, and Long-Term
Care Insurance Plans

Life, disability, and long-term care insurance coverage is often
available through employers. While the premiums charged for
the group of employees for life insurance are not as low as those
available in the general marketplace, some employers pay for part
or all of employees’ premiums. Coverage is typically one or two
times the employee’s salary. So sign up for free or subsidized life
insurance at work. The premiums for disability and long-term
care insurance are often less expensive when purchased through
one’s employer. See Chapters 10, 11, and 12 to begin to purchase
any needed insurance coverage.

Making Decisions About Participating in
Your Employer’s Retirement Plan

More than half of all workers are covered by an employer-spon-
sored, defined-contribution retirement plan, also called a

Did You Know?...

Examples of Good Financial
Behaviors

Good financial behaviors to follow include these:
1. Develop a plan for financial future.

Start or increase savings.

Follow a budget or spending plan.

Reduce personal debts.

Pay credit card bills in full each month.

Control or reduce living expenses.

Comparison shop for purchases.

R

Use a credit/budget counselor if debt becomes
unmanageable.

9. Use a financial planner when faced with compli-
cated financial issues.

10. Set aside an emergency fund sufficient to live
on for three months.

11. Contribute to a flexible spending account at work.

12. Calculate how much money you will need for
retirement.

13. Sign up to participate in your employer's retire-
ment plan.

14. Save and invest amounts sufficient to fund a
financially successful retirement.

tax-sheltered retirement plan. These include 401(k) plans and similar 403(b) and  tax-sheltered retirement plan
457 plans. Employer-sponsored retirement plans provide four distinct advantages. ~ Employer-sponsored, defined-

contribution retirement plans includ-

First Advantage: Tax-Deductible Contributions Tix-sheltered retire- "8 401 (K) plans and similar 403(b)

ment plans provide tremendous tax benefits compared with ordinary savings and
investment plans. Because pretax contributions to qualified plans

reduce income, the current year’s tax liability is lowered. The
money saved in taxes can then be used to partially fund a larger
contribution, which creates even greater returns. The 401(k) plan
lets the IRS help employees finance their retirement plans because
of the income taxes saved.

As Table 1.2 illustrates, you can save substantial sums for
retirement with minimal effects on your monthly take-home
pay. For example, a single person with a monthly taxable income
of $4000 in the 25 percent marginal tax bracket who forgoes
consumption and instead places $500 into a tax-sheltered retire-
ment plan every month reduces monthly take-home pay from
$3175 to $2800, or $375—that is certainly not an enormous
amount. The net effect is that it costs that person only $375 to
put away that $500 per month into a retirement plan. The

and 457 plans.

Instant Message

Living More Years Than Working

You will likely work full time for 45 years, from ages
22 to 67, so saving for retirement during those years
is critical since you are likely to live 20 more years
during retirement.
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Table 1.2 It Costs Only $375 a Month to Save $6000 a Year for Retirement

Monthly salary $4000  Monthly salary $4000
Pretax retirement plan Pretax retirement plan
contribution 0 contribution 500
Taxable income 4000 Taxable income 3500
Federal taxes* 825  Federal taxes* 700
Monthly take-home pay 3175 Monthly take-home pay 2800
You put away for Cost to put away $500 per
retirement 0 month ($3175 — $2800 ) 375
You put away for retirement 6000

*From Chapter 4; 25 percent income tax rate, single.

immediate “return on investment” equals a fantastic 25 percent ($125 + $500). In
essence, the taxpayer puts $375 into his or her retirement plan and the government
contributes $125. (Without the plan, the taxpayer would pay the $125 directly to the
government.) A taxpayer paying a higher marginal tax rate realizes even greater
gains. Because a substantial part of your contributions to a tax-sheltered retirement
plan comes from money that you would have paid in income taxes, it costs you less
to save more.

Second Advantage: Employer's Matching Contributions To encourage
saving for retirement, many employers “match” all or part of their employees’ contribu-
tions, perhaps up to 6 percent of salary. An employee who saves $375 might receive an
additional $375 a month from his/her employer. That’s a 100 percent

return on the employee’s $375!

M Third Advantage: Tax-Deferred Growth Because
Instant Message interest, dividends, and capital gains from qualified plans are
taxed only after funds are withdrawn from the plan, investments
in tax-sheltered retirement plans grow tax free. The benefits of
Income Does Not Create Wealth tax deferral can be substantial.

For example, if a person in the 25 percent tax bracket invests
$2000 at the beginning of every year for 30 years and the investment
earns an 8 percent taxable return compounded annually, the fund
will grow to $167,603 at the end of the 30-year period. If the same
$2000 invested annually was instead compounded at 8 percent
within a tax-sheltered program, it would grow to $244,691! The
higher amount results from compounding at the full 8 percent and

not paying any income taxes. (Figure 1.3 on page 13 illustrates these
differences in returns.) Indeed, when the funds are finally taxed upon their withdrawal
some years later, the taxpayer may be in a lower marginal tax bracket.

People do not get wealthy by earning an income. Real
wealth comes from increases in the value of assets
over time, such as their home or the growth of their
investments within a 401 (k) retirement program.

Fourth Advantage: Starting Early Really Pays Off Big Recall the rule
of 72, which can be used to calculate the number of years it would take for a lump-sum
investment to double. A 9 percent rate of return doubles an investment every eight
years. Waiting eight years to begin saving results in the loss of one doubling.
Unfortunately, it is the /zst doubling that is lost, as illustrated in Table 1.3. In that
example, $48,000 ($96,000 — $48,000) is lost due to a hesitancy to invest $3000. This
is a tremendous opportunity cost for waiting eight years to start.

The gains are awesome when the one starts early and makes regular, continuing
investments instead of delaying. For example, a worker who starts saving $25 per week
in a qualified retirement plan at age 23 will have about $616,390 by age 65, assuming
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Careful planning can result in a
much more comfortable lifestyle
when you retire.

Table 1.3 Starting to Save Early Versus Starting Late

Starting Earlier Starting Later
Age $ Value Age $ Value
23 $ 3,000 23 $ 0
31 6,000 31 3,000
39 12,000 39 6,000
47 24,000 47 12,000
55 48,000 55 24,000
63 $96,000 63 $48,000

Starting to save $3000 eight years earlier (age 23 instead of 31) earns the investor an extra $48,000 ($96,000 — $48,000)
assuming a compound growth rate of 9 percent.

an annual rate of return of 9 percent. Waiting until age 33 to start saving, instead of
beginning at age 23, results in a retirement fund of only about $242,230. The benefit
of starting to invest early is about $374,000 ($616,390 — $242,230). And the total extra
dollars invested over the ten years was a mere $13,000. Putting in $13,000 early results
in an extra $374,000. This effect occurs because most of the power of compounding
appears in the last years of growth.

/ CONCEPT CHECK 1.5

1. Summarize the benéefits of participating in a high-deductible health
care plan at work.

2. Show a math example of why many employees participate in a tax-
sheltered employee benefit plan, such as an HSA or 401 (k) plan.

3. List two ways you can maximize the benefits from a tax-sheltered
retirement program.
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Did You Know?...

Examples of Poor Financial Behaviors

Poor financial behaviors to avoid include the following: 9. Paying service charge for paying a utility bill late
1. Purchasing something expensive that was wanted but ~ 10. Making vehicle loan/lease payment late

not needed 11. Paying rent/mortgage late

2. Reaching the maximum limit on credit card 12. Borrowing money from a coworker

3. Spending more money than available 13. Obtaining cash advance from employer

4. Making credit purchase after running out of money 14. Borrowing from 401 (k) retirement plan at work

5. thaining cash advance on a credit card after run- 15. Taking old employer's 401(k) money in cash when
ning out of money changing jobs

6. Using cash advance on a credit card to pay another 16, Wiiting a check with insufficient funds (“bounce” a

7. Receiving an overdue notice from a creditor check)

8. Paying credit card bill late

6 LEARNING OBJECTIVE
Identify the professional
qualifications of providers
of financial advice.

financial planner An investment
professional who evaluates the
personal finances of an individual
or family and recommends strate-
gies to set and achieve long-term
financial goals.

Where to Seek Expert Financial Advice

At various points in their lives, many people rely on the advice of a professional to
make financial plans and decisions. Often this consultation is focused on a narrow area
of their finances. Professional financial advisers, such as a family lawyer, tax preparer,
insurance agent, credit counselor, or stockbroker, can be helpful. Too often these
people are not impartial because they are salespeople for specific financial services.

They typically want to sell you something rather than have your best interests at

heart. People often find it helpful to obtain the services of more broadly qualified

financial experts.

A financial planner is an investment professional who evaluates the personal
finances of an individual or family and recommends strategies to set and achieve
long-term financial goals. A good financial planner should be able to analyze a
family’s total needs in such areas as investments, taxes, insurance, education goals,
and retirement and pull all of the information together into a cohesive plan. The
planner may help a client select and prioritize goals and then rearrange assets and
liabilities to fit the client’s lifestyle, stage in the life cycle, and financial goals.
When appropriate, planners should make referrals to outside advisers, such as
attorneys, accountants, trust officers, real estate brokers, stockbrokers, and insur-
ance agents. Effective financial advice helps you make better day-to-day financial
decisions so you have more to spend, save, invest, and donate.

You can check the background of the planner you are considering. Self-regulatory
organizations and government agencies are available to help.

* The Certified Financial Planner Board of Standards [(888) 237-6275; www.cfp.net]
assists those searching for a CFP as well as accepts complaints.

* The National Association of Insurance Commissioners [(816) 842-3600; www.naic
.org] directs inquiries to the appropriate state agency where you can check on plan-
ners who also sell insurance products.

* Financial Industry Regulatory Authority (FINRA) [(800) 289-9999; www
finra.org] oversees securities brokers.


www.cfp.net
www.naic.org
www.naic.org
www.finra.org
www.finra.org
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& Advice from a Pro...

Choosing a Financial Planner 6. Will you or an associate be involved in evaluating

. o ) and updating the plan you suggest, and how often
When interviewing financial planners, ask them these are formal reviews held with the client?
questions:

_ - ) 7. What process do you follow to identify a client's
1. Am | permitted a no-cost, initial consultation, and financial goals?

how much time is allowed? .
) o _ 8. How do you evaluate investment performance,
2. What education, formal training, and credentials do and how often?

you have to practice financial planning, is this your
primary activity, and how long have you been in
financial planning?

9. May | see representative examples of financial
plans, monitoring reports, and portfolios or actual

. : L case studies of your clients?
3. Are you licensed as an investment or life insurance

5 10. How are you personally compensated, and if you
broker? g
; . . earn commissions, how are they earned and from
4. How long have you resided in the community, whom?
and who can vouch for your professional

11. May | have a copy of the contract you use with

reputation? .
P clients?

5. Will you provide references that | can contact from
three or more clients you have counseled for at

least two years? ~ Joan Koonce
University of Georgia

12. To whom do | take a complaint, if | had one?

* The Securities and Exchange Commission [(800) 732-0330; www.sec.gov] regulates
investment advisers and all securities dealers.

How Financial Planners Are Compensated
Financial planners earn their income in one of four ways:

1. Commission-only financial planners/brokers live solely on the commissions they
receive on the financial products (such as investments or insurance) they sell to their
clients. In this case, the plan will be “free,” but a commission will be paid to the
adviser by the source of the financial product, such as an insurance company or
mutual fund. Advantage: Save money if you make only a few transactions.

2. Fee-based financial planner/brokers charge an up-front fee
for providing services and charge a commission on any securi-
ties trades or insurance purchases that they conduct on your
behalf. Advantage: Unlimited consultations with broker.

Instant Message

3. Fee-offset financial planners/brokers charge an annual or
hourly fee. That fee will be reduced by any commissions earned
off the purchase of financial products sold to the client.

Advantage: Fee will be reduced as you trade investments. Paying for Financial Advice

4. Fee-only financial planners earn no commissions and work
solely on a fee-for-service basis—that is, they charge a speci-
fied fee (typically $50 to $200 per hour or 1 percent of the
client’s assets annually) for the services provided. They usu-
ally need five or more one-hour appointments to analyze a
client’s financial situation and to present a thorough plan.
Fee-only planners do not sell financial products, such as

One way or another, you will pay to get financial
advice—commissions, fees, both, your mistakes—so
assess the total costs up front as well as the oppor-
tunity costs.



www.sec.gov
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Table 1.4 Financial Planner Professional Certifications

Many financial planners have voluntarily undergone training and satisfied various qualifi-
cations for particular professional certifications, as shown in Table 1.4. Certification exam-
inations often require three years of work experience prior to sitting for the examination.

Certification Description Contact Information
Certified Financial Comprehensive financial ~ (800) 322-4237
Planner (CFP®) planning; best-known  www.cfp.net
certification
Chartered Financial Comprehensive financial ~ (888) 263-7265
Consultant (ChFC) planning in insurance  www.theamericancollege.edu
industry
Chartered Life Life inurance (888) 263-7265
Undenwriter (CLU) www.theamericancollege.edu
Certified Public Income tax and estate (888) 777-7077
Accountant (CPA) planning WWW.aicpa.org
Personal Financial Personal finance credential (888) 777-7077
Specialist (PFS) for CPAs WWW.aicpa.org
Certified Trust and Financial ~ Trust, taxes, and personal  (202) 663-5092
Advisor (CTFA) finance credential for http://www.aba.com
bankers
Accredited Financial Financial counseling and ~ (614) 485-9650
Counselor (AFC) money management  www.afcpe.org
Mutual Fund Chartered Mutual funds (800) 237-9990
Counselor (MFCC) www.cffp.edu
Registered Investment Investment adviser (202) 551-6999
Adviser (RIA) WWW.SEC.80V

stocks or insurance. As a result and unlike other financial planners/brokers, they
are not inclined to recommend products that earn them the highest commission.
Finding a true fee-only financial planner is challenging. Advantage: Receive unbi-
ased advice.

Remember, it’s your money and your financial future. So when you use the services

of a financial planner, don’t be intimidated. Ask the hardest questions and don’t leave
the planner’s office until you understand the answers.

v’ CONCEPT CHECK 1.6

1. What are the four ways financial planners may be compensated?
2. Describe two professional certification programs for financial planners.

What Do You Recommend Now?

Now that you have read the chapter on the impor-
tance of personal finance, what do you recommend
to Lauren in the case at the beginning of the chapter
regarding:

1.

Participating in her employer's 401(k) retire-
ment plan?

Understanding the effects of income taxes on her decision to participate
in her employer's 401 (k) plan?


www.cfp.net
www.theamericancollege.edu
www.theamericancollege.edu
www.aicpa.org
www.aicpa.org
http://www.aba.com
www.afcpe.org
www.cffp.edu
www.sec.gov
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3. Factoring the current state of the economy into her personal financial

planning?

4. Using time value of money considerations to project what her IRA might

be worth at age 637

5. Using time value of money considerations to project what her 401 (k)
plan might be worth at age 63 if she were to participate fully?

Big Picture Summary
of Learning Objectives

1 Use the building blocks to achieving
financial success.

Financial success and happiness comes from using the
building blocks of personal finance, such as having a foun-
dation of regular income to provide basic lifestyle and sav-
ings, and establishing a financial base using employee
benefits and checking and savings accounts. Other building
blocks include setting financial goals, controlling expendi-
tures, managing income taxes, handling credit cards, and
investing in mutual funds and retirement plans.

2 Understand how the economy affects your
personal financial success.

Using your knowledge of where we are in the business
cycle and tracking a few economic statistics will guide you
to make modest adjustment in your long-term financial
strategy.

3 Apply economic principles when making
financial decisions.

Understanding and applying the basic economic princi-
ples of opportunity cost, marginal utility and cost, and
marginal income tax rate will affect your financial suc-
cess. The opportunity cost of a decision is the value of
the next best alternative that must be forgone. Marginal
cost is the additional (marginal) cost of one more incre-
mental unit of some item. When known, this cost can be
compared with the marginal utility received. One’s mar-
ginal tax rate is the tax rate at which your last dollar is
taxed.

4 Perform time value of money calculations
in personal financial decision making.

Dollars to be received or paid out in the future are not
equivalent to those received or paid out today. A dollar
received today is worth more than a dollar received a year
from now because today’s dollar can be saved or invested;
by next year, you expect it to be worth more than a dollar.
The time value of money involves two components: future
value and present value. The four basic time value of

money calculations involve finding the future value of a
lump sum, the future value of an annuity, the present value
of a lump sum, and the present value of an annuity.

5 Make smart decisions about your
employee benefits.

Smart decisions can increase your actual income by thou-
sands of dollars each year. You need to wisely select among
your employer-sponsored plans for health care, out-of-
pocket spending for health and dependent care, life insur-
ance, disability, and retirement. These decisions often
require you to calculate the tax-sheltered aspects of the
employee benefits.

6 Identify the professional qualifications
of providers of financial advice.

When choosing a financial planner, know that many pro-
fessional designations are meaningful in this field, such as
CFP® and ChFC. Costs may be charged on a fee-only,
commission-only, fee-based, or fee-offset basis.

Let's Talk About It

1. Where is the United States in the economic cycle now,
and where does it seem to be heading? List some indi-
cators that suggest in which direction it may move.

2. What are some common mistakes that people make in
personal finance? Which three are the worst, and why?

3. People regularly make decisions in personal finance
that have opportunity costs. List five financial decisions
you have made recently and identify the opportunity
cost for each.

Do the Numbers

1. As a graduating senior, Gwen Kumora of Manhattan,
Kansas, is eager to enter the job market at an antici-
pated annual salary of $34,000. Assuming an average
inflation rate of 5 percent and an equal cost-of-living
raise, what will Gwen’s salary be in 10 years? In
20 years? (Hint: Use Appendix Table A.1 or calcula-
tions on the Garman/Forgue website.) To make real
economic progress, how much of a raise (in dollars)
does Gwen need to receive next year?
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2. Rachael Berry, a freshman horticulture major at the
University of Minnesota, has some financial questions
for the next three years of school and beyond. Answers
to these questions can be obtained by using Appendix
‘Table A or the Garman/Forgue website.

(a) If Rachael’s tuition, fees, and expenditures for
books this year total $12,000, what will they be
during her senior year (three years from now),
assuming costs rise 6 percent annually? (Hint: Use
Appendix Table A.1 or the Garman/Forgue web-
site.)

(b) Rachael is applying for a scholarship currently
valued at $5000. If she is awarded it at the end of
next year, how much is the scholarship worth in
today’s dollars, assuming inflation of 5 percent?
(Hint: Use Appendix Table A.2 or the Garman/
Forgue website.)

(c) Rachael is already looking ahead to graduation
and a job, and she wants to buy a new car not
long after her graduation. If after graduation she
begins a savings program of $2400 per year in
an investment yielding 6 percent, what will be
the value of the fund after three years? (Hint:
Use Appendix Table A.3 or the Garman/Forgue
website.)

(d) Rachael’s Aunt Karroll told her that she would
give Kathryn $1000 at the end of each year for the
next three years to help with her college expenses.
Assuming an annual interest rate of 6 percent,
what is the present value of that stream of pay-
ments? (Hint: Use Appendix Table A4 or the
Garman/Forgue website.)

. Using the present and future value tables in Appendix
A, the appropriate calculations on the Garman/
Forgue website, or a financial calculator, calculate the
following:

(a) The future value of $400 in two years that earns
5 percent.

(b) The future value of $1200 saved each year for
ten years that earns 7 percent.

(¢) The amount a person would need to deposit today
with a 5 percent interest rate to have $2000 in
three years.

(d) The amount a person would need to deposit today
to be able to withdraw $6000 each year for ten
years from an account earning 6 percent.

(e) A person is offered a gift of $5000 now or $8000
five years from now. If such funds could be expected
to earn 8 percent over the next five years, which is
the better choice?

(f) A person wants to have $3000 available to spend
on an overseas trip four years from now. If such

funds could be expected to earn 7 percent, how
much should be invested in a lump sum to realize
the $3000 when needed?

(g) A person who invests $1200 each year finds one
choice that is expected to pay 9 percent per year
and another choice that may pay 10 percent.
What is the difference in return if the investment
is made for 15 years?

(h) A person invests $50,000 in an investment that
earns 6 percent. If $6000 is withdrawn each
year, how many years will it take for the fund to
run out?

4. You win a contest. The prize is cash, and you are
offered several alternative payment plans. Which plan
should you choose? Assume you can earn 5 percent on
your money and ignore inflation.

(a) $30,000 today
(b) $40,000 in five years

(c) $10,000 one year from today and $25,000 two
years later

(d) $4000 per year starting today for the next ten
years

5. Using the rule of 72, calculate how quickly $1000 will
double to $2000 at interest rates of 2 percent, 4 percent,
6 percent, 8 percent, and 10 percent.

Financial Planning Cases

Case 1

Reasons to Study Personal Finance

Lindsey Beliveau Bailey of Redding, California, is a
senior in college, majoring in sociology. She anticipates
getting married a year or so after graduation. Lindsey has
only one elective course remaining and is going to choose
between another advanced class in sociology and one in
personal finance. As Lindsey’s friend, you want to per-
suade her to take personal finance. Give some examples
of how Lindsey might benefit from the study of personal
finance.

Case 2

A Closer Look at Lifetime
Financial Objectives

You have been asked to give a brief speech on how to
achieve financial success. Define financial success and
financial happiness, and summarize the building blocks to
achieving financial success.
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Go to the Web pages indicated to complete these exercises.
You can also go to the Garman/Forgue website at college
.hmco.com/business/students for an expanded list of exer-
cises. Under General Business, select the title of this text.
Click on the Internet Exercises link for this chapter.

1. Visit the Bureau of Labor Statistics Consumer Price
Index homepage at http://www.bls.gov/cpi/ and link
to information for various areas of the country and
metropolitan areas of various sizes. Describe how
prices have been changing for your area and city size
during the past year.

2. Visit the Conference Board website, http://www
.conference-board.org/economics/consumer
Confidence.cfm/, for the latest information on the
consumer confidence index and the index of leading

economic indicators. What do the indexes say about
the direction of the economy over the next six months
to one year?

3. Visit the website of the Financial Planning Association
at http://www.fpanet.org/member/about/principles/
ethics.cfm. Read through the code of ethics for mem-
bers of the organization. What does the code tell you
about the members?

Visit the Garman/Forgue website ...

@college.hmco.com/business/students

Under General Business, select Personal Finance 9e. There,
among other valuable resources, you will find a complete
glossary, ACE questions, links to help you complete
the chapter exercises, and links to other personal finance
sites.
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Career Planning

You Must Be Kidding, Right?

o
. Jessica Springsteen is contemplating going to graduate school at night for a master's
a degree so she can advance her career and earn more than her current $44,000 salary
income. She is a sales account manager for a health care organization, and she has a
small online business selling gourmet foods. How much more income can Jessica expect
over an anticipated 40-year career if she obtains the advanced degree?

A. $100,000
B. $300,000
C. $600,000
D. $900,000

The answer is C, $600,000. Over a 40-year working career, a person with a postgraduate
degree can expect to earn more than $3 million, and this is about $600,000 more than a
person with a bachelor's degree will earn. Getting an advanced degree is no guarantee of
a bigger income, but the likelihood of such a reality is high!

LEARNING OBIJECTIVES

After reading this chapter, you should be able to:
1 !dentify the key steps in successful career planning.
2 Clarify your work-style personality.
% Analyze the financial and legal aspects of employment.
4

Practice effective employment search strategies.

30



What Do You Recommend?

Arthur Linkletter, age 21, expects to graduate next spring with a bachelor's
degree in business administration. Arthur's grades are mostly Cs and Bs, and he
has worked part time throughout his

college career. Arthur is vice president

of the Student Marketing Association on

his campus. He would like to work in
management or marketing for a medium-

to large-size employer. Because he loves the
outdoors, Arthur thinks he would prefer a job
in the Northwest, perhaps in northern
California, Oregon, or Washington.

What would you recommend to Arthur
on the importance of career planning
regarding:

1. Clarifying his values and lifestyle
trade-offs?

2. Enhancing his career-related
experiences before graduation?

3. Creating career plans and goals?

4. Understanding his work-style
personality?

5. Identifying job opportunities?

FOR HELP with studying this chapter, visit the
Online Student Center:

www.college.hmco.com/pic/garman9e

Online Study Center



www.college.hmco.com/pic/garman9e

career The lifework chosen by a
person to use personal talent,
education, and training.

LEARNING OBJECTIVE
Identify the key steps in
successful career planning.

career planning Finding employment
that will use your interests and abilities
and that will support you financially.

PART 1: Financial Planning

Career planning in the twenty-first century is an absolute necessity. Going from job to
job may be okay for American teenagers and college students. And working for $12, $15,
or $20 an hour and changing jobs for a $2-per-hour raise might be okay for a couple of
years. But for many working adults, that’s not an agreeable job advancement pattern. A
career is the lifework chosen by a person to use personal talent, education, and training,
and the general progression of one’s career may include a number of related jobs.

You can control much of your financial future with effective career planning.
Moving through the years in a career of your choice not only translates into jobs that
are personally satisfying but also improves your level of living. A career translates into
a base of income, employee benefits, additional educational experiences, advancement
opportunities, and confidence in a secure financial future. Treat your career as a high
priority, do-it-yourself project, and take control of where you are going and how you
are going to get there.

Key Steps in Successful Career Planning

Career planning can help you identify an employment pathway that aligns your
interests and abilities with the tasks expected and one that supports your preferred
lifestyle. You might take a job primarily to earn income. When you start looking
for employment positions in your career path, you consider income, of course, but
you also keep in mind opportunities for continued training, personal growth, and
advancement. A career that suits you will give you opportunities to display your
abilities in jobs you find satisfying while providing balance between work and your
personal life.

Career planning and financial planning go hand in hand. You can’t advance very
far in planning your financial life without also planning a career that will pay you
adequately. We include a chapter on career planning quite early in this book so that
the principles and other information in the remaining chapters are relevant to you
personally and to the way you want to make your living.

Career planning doesn’t stop when you take your first career job. Rather, career
planning is a vibrant process that lasts throughout your life. Every time your life circum-
stances change, you will likely reconsider your career. But first you have to start. As you
plan your career, you need to perform several steps, and you should take care to carry
each step out to the best of your ability. Why? Because your actions and the impression
you make upon prospective employers will affect the probability of getting a good job
in your field that satisfies your interests and provides an income to meet your financial
needs. The time and effort you put into your career planning effort will atfect how much
income you earn and how far you advance in your career. First, let’s take a look at the
key steps to successful career planning.

Figure 2.1
Steps in Career Planning

| Be willing to change career goals and plans

| Target preferred employers

| Take advantage of networking

| Align yourself with tomorrow’s employment trends

| Consider costs, benefits, and lifestyle trade-offs

| Identify your values

| Review your abilities, experiences, and education

| Clarify your interests

| Create your career goal and plan
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Create Your Career Goal and Plan
The workplace has changed dramatically. People used to take a single Good Money Habits
5

job and remain at the same company until they retired. Now, people
change jobs five to ten times during their working years. You are not

_ _ in Understanding Career
likely to remain with one employer a lifetime let alone ten years. You m Plannlng

probably will completely change careers two or three times.
Thinking about a career goal helps you focus on what you

Make the following your money habits in career

want to do for a living. A career goal can be a specific job (e.g., Pl .
cost accountant, teacher, human resources manager) or a particular 1. Take the time to plan and make the effort
field of work (e.g., health care, communications, construction). required to obtain employment in your career.
It helps guide you to do the kind of work you want in life rather 2. lIdentify your career planning values and live
than drift from job to job. Formulating a career goal requires them in your selection of jobs and in your
thinking about your interests, skills, and experiences and learning performance at work.
about different careers and employment trends. The process of 3. Do not miss an opportunity to continually
establishing a career goal motivates you to consider career possi- enhance your education and professional
bilities that you may not have thought of otherwise. training.

To create a career goal, explore the jobs, careers, and trends in 4. Understand your preferred work-style
the employment marketplace that fit your interests and skills. Ask personality.
people about careers. Search websites such as those for the Occupational 5. Practice effective employment search strategies,

Outlook Handbook (www.bls.gov/oco/) and the Occupational Outlook especially interviewing skills.
Quarterly (www.bls.gov/opub/oog/ooqhome.htm). Research the edu-

o "
A career plan identifies employment that interests you; fits

your abilities, skills, work style, and lifestyle; and provides strategic

guidance to help you reach your career goal. It includes short-, medium-, longer-,and  ¢career goal Identifying what you
long-term goals as well as future education and work-related experiences that will  want to do for a living, whether a
serve to advance your career interests. Figure 2.2 provides an illustrative career plan. specific job or field of employment

Harry Johnson began his working career following graduation from college by Figure 2.2
obtaining employment with a small commercial interior design firm. He has an
undergraduate degree from a university accredited by the American Society of Career Goals and Plans
Interior Designers. He is happy that his first professional job is in his major for Harry Johnson

field of interest.

Initial career goal: To become an interior designer. To design, plan, and
supervise commercial/contract design projects.

Long-term career goal (20-plus years): Own or become a partner in a
medium- to large-size commercial/contract interior design firm.

Short-term plans and goals in career establishment stage (3 to 6 years):
Gain work experience in current job; receive employer compliments on quality
of work; obtain continuing education credits for professional growth and
development; secure higher-level design responsibilities, such as lead
professional design team; volunteer for committee responsibilities in local and
state professional associations; obtain substantial increases in income;
receive promotions; learn operational aspects and marketing of the company.

Medium-term plans and goals in professional growth stage (7 to 12
years): Be promoted to the level of senior designer; consider going to work for
another employer as a senior designer and, if necessary, move to another
community; volunteer for higher-level service in professional associations;
obtain a master of fine arts degree in interior design; become assistant to the
firm’s general manager.

Longer-term plans and goals in advancement stage (13 to 20 years):
Become general manager of commercial design firm; seek out potential
partners and sufficient financing to either buy out or start up a medium-size
design firm.
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Did You Know?...
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Clarify Your Interests

Your interests are topics and activities about which you have feel-
ings of curiosity or concern. Interests engage or arouse your
attention. They reflect what you like to do. Interests, including
occupational interests, are likely to vary over time.

The Top 3 Financial Missteps You might consider making a list of your top ten interests. On

in Career Planning

that list will probably be some things you enjoy but have not done
recently. Because of conflicting interests and alternative claims on

People slip up in career planning when they do the your time, you cannot pursue all your interests. It is important in

following: career planning to evaluate your interests; if you plan your career

1. Don't learn as much as possible about with your interests in mind, you will increase the likelihood of
a company before going for an interview career satisfaction.

2. Change jobs and cash out all the money in Interest inventories are measures that assist people in
their employer-sponsored retirement savings assessing and profiling the interests and activities that give them
plan instead of leaving it there, transferring it to satisfaction. They compare how your interests are similar or dis-
their new employer's 401 (k) plan, or moving it similar to the interests of people successfully employed in various
to a rollover IRA account occupations; the theory behind these interest inventories is that

3. Fail to use the COBRA law (Consolidated individuals with similar interests are often attracted to the same
Omnibus Budget Reconciliation Act) to elect to kind of work. These inventories can help you identify possible
continue participating in their old employer's career goals that match your strongest personal interests.
medical health plan benefits for up to 18 months The Strong Interest Inventory assessment is considered by

many to be the gold standard of career exploration tools. The
D .,y to ke one or more interest inventory assessments,

interests Long-standing topics and
activities that engage your attention.

interest inventories Scaled surveys
that assess career interests and
activities.

professional abilities Job-related
activities that you can perform
physically, mentally, artistically,
mechanically, and financially.

aptitudes The natural abilities and
talents that individuals possess.

usually for free or at a nominal cost, is available at most colleges

and state-supported career counseling facilities. These assessments

can also be completed online for a fee. (See, for example, www.discoveryourpersonality
.com/Strong.html and www.careercc.com/career_assessment.shtml.)

Review Your Abilities, Experiences, and Education

Reviewing your abilities, aptitudes, experiences, and education is a key step in career
planning. The purpose is to see how well they match up with your career-related
interests.

Abilities Your professional abilities are the qualities that allow you to perform
physically, mentally, artistically, mechanically, or financially job-related tasks. Most of
us think of ability as a word describing how well we do something, a proficiency, dex-
terity, or technique, particularly one requiring use of the mind, hands, or body. Other
examples of abilities include being skilled in working with people, being able to easily
meet the public, and being good at persuading people. Employer surveys indicate that
the single most important ability needed for career success in the twenty-first century
is computer skills. Also very highly ranked are communication skills and honesty/
integrity. Consider making a list of your top ten abilities.

Aptitudes are the natural abilities and talents that people possess. Aptitudes sug-
gest that you have a tendency or inclination to learn and develop certain skills or
abilities. Are you good with numbers? Do you find public speaking easy to do? Do you
enjoy solving problems? What are your natural talents? Consider making a list of your
top ten aptitudes.

Experiences College graduates have much more going for them than a degree
and a string of part-time job experiences. Reviewing your experiences is a step in
career planning. Evaluate what you have been doing in your life, including jobs and
internships; participation in student organizations and community and church groups;
leadership on school projects; and volunteer activities.

Those still in college can enhance their résumés by learning as much as possible in
school, participating in clubs and other student organizations (including volunteering
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for committees and campus projects), getting involved in a faculty
research project, and attending off-campus professional meetings
in their major. Academic advisers can provide suggestions.
Employers want workers with good writing and public speaking
talents, strong computer skills, fluency in a second language, and
an understanding of global commerce and industry. Experiences
that use and develop these traits are a big plus for job seekers.

Education and Professional Training Going to col-
lege is excellent preparation for your career and your life. But
college may not have provided you with all the skills and abilities
to be successfully employed. A review of your abilities, experi-
ences, and education may suggest you need to seek additional
education and professional training.

Identify Your Values

Instant Message

Education and Earnings

Adults with a bachelor's degree earn an average of
$55,000 compared with $33,000 for high school
graduates and $81,000 for those with advanced
degrees, reports the U.S. Census Bureau.

Thinking about and discovering what you want out of life gives you guidance for what
to do to lead a satisfying life. Understanding yourself enables you to select a career

path that best suits you. This is a key step in career planning.

Values are the principles, standards, or qualities considered worthwhile or desir-
able. Values provide a basis for decisions about how to live, serving as guides we can

values The principles, standards, or
qualities that you consider desirable.

use to direct our actions. For something to be a value, it must be prized, publicly
affirmed, chosen from alternatives, and acted upon repeatedly and consistently. Values
are not right or wrong, or true or false; they are personal preferences.

People may place value on family, friends, helping others, religious commitment,
security, honesty, pleasure, good health, material possessions, financial achievement,
and a satistying career. Examples of conflicting values are family versus friends, stabil-
ity versus adventure, religious beliefs versus actions, and work versus leisure. When
you make important decisions, you might be wise to think carefully to clarify your
values before taking action. Consider making a list of your ten most important values.

Consider Costs, Benefits, and Lifestyle Trade-offs

Selecting a career involves making decisions about costs and benefits and lifestyle

trade-offs.

lifestyle trade-offs Weighing the
demands of particular jobs with your
social and cultural preferences.

Costs and Benefits When making career choices, you must weigh the benefits
against the costs. The benefits could include a big salary, likelihood of personal growth
and job advancements, and high job satisfaction. For some, the pluses

might include the psychic benefit of a prestigious job with a high
income. The costs might include living in a less desirable geo-
graphic area and climate, being too far from friends and family; sit-
ting at a desk all day, working long hours, and doing too much
travel.

Lifestyle Trade-offs When considering any career, think

about what lifestyle or social and cultural factors are important to

you. For example, if access to big-name live entertainment, muse-

ums, and artistic activities is important, then working and living

in a rural area may not be appropriate. If you like to visit new

places, you may choose a career that involves frequent travel.
Consider the following lifestyle options in your decision

making:

* Urban/rural setting

¢ Close/far from work

¢ Own/rent housing

Instant Message

Take a Temporary Job When Looking
for Permanent Employment

Accepting a temporary job eases the pressure of taking
the first decent real job opportunity offered. It also
gives you a chance to network, develop new skills,

and perhaps convert the temporary job into a full-time
position. The downside is that you have to conduct
your full-time job search activities after working hours.
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Career planning should take
lifestyle preferences into
consideration.

ity

City/suburban life
Warm/cold climate
Near/far from relatives
Constant/variable climate

In addition, employers in certain careers provide more support for working par-
ents. Employer-subsidized child care as well as flexible work hours might be available
at a “family-friendly” workplace.

These are all quality-of-life issues, your quality of life. The challenges are greater
for dual-career couples because they must communicate effectively when considering
the impact of one person’s career decisions on the other. (Chapter 5 offers some tips
on communication skills.) Remember, you always have the freedom to change your
life and career objectives as you learn more about yourself and the world of work.

Instant Message

More Women Than Men Are
Attending College

More women than men are going to college. Statistics
show that nearly six in ten college students are women,
and that proportion is expected to continue to increase.

Align Yourself with Tomorrow’s
Employment Trends

Right now, you may be focused on school—graduating and get-
ting a good job. But you also need to find out where the jobs will
be in the future. The job market today is rapidly changing—a
result of economic downturns, corporate restructuring, downsiz-
ing, and globalization—and the career path you are considering
now may not continue to be a good choice in the years ahead.
What, then, are the trends in employment? The aging U.S.
population will create jobs in the service industries of finance, insur-
ance, health care, recreation, and travel. Jobs are gravitating to exist-
ing population centers, particularly in warmer climates that have
superior transportation systems. Jobs in manufacturing are largely
going overseas to Mexico, Asia, Europe, and other countries, with

the U.S. job market primarily demanding highly skilled workers in the service industries.
Strong job growth is projected for the twenty-first century in computer technology, busi-
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Advice from a Pro

Competencies of Successful People 10. Adapt easily to change.

People who are successful in their chosen careers, with 11. Share knowledge to assist and mentor others.

their finances, and/or in life in general often possess and ~ 12. Acquire advanced education and technical training

exhibit certain competencies. and are life-long learners.
1. Set goals in the various aspects of life and track 13. Take on new assignments and capitalize on the
progress toward attaining goals. new skills learned.
2. Use organizational tools such as lists as well as time ~ 14. Anticipate problems and work proactively to
management techniques. implement solutions.
3. Exhibit integrity. 15. Work well in teams and know when to lead and
4. Understand their motives and behave ethically. whgn e fO_HOW' _ _ o
5. Make a quality effort every time. 16. \Ijgtl)dzgt an image consistent with organizational
6. Accept accountability for their decisions and actions. ' .
_ p _ ty o , 17. Understand operations, structure and culture of
7. Exhibit good written and oral communication skills. organization.
8. Demonstrate strong computer skills. 18. Loyal to and supportive of company and boss.
9. Open to new ideas. Caroline S. Fulmer

The University of Alabama
Certified Leadership Trainer for the Achieve Global Corporation

ness services, social services, child care, wholesale and retail sales, food services, hospital-
ity, retirement facilities, travel, and human resources. All require good communication
skills. High-demand occupations tend to pay high salaries and offer career advancement
opportunities. They often require good computer skills. Table 2.1 shows the projected
job growth in high-wage, high-growth occupations in the United States.

Take Advantage of Networking

Professional networking is the process of making and using contacts, such as  professional networking Making
individuals, groups, or institutions, to obtain and exchange information in career ~ and using contacts with individuals,

planning. Every person you know or meet is a possible useful contact. Networking ~ 8MOUPS, and other firms to exchange
career information.

requires that you make a conscious effort to use people you know and meet to
maximize your job search process. Networking involves utilizing your social con-
tacts, taking advantage of casual meetings, and asking for per-
sonal referrals. Most of your contacts will not be able to hire
you, but they could refer you to the person who can, or they
may be able to give you useful information about a potential -
employer. ~ Instant Message
Maintain a continually growing list of people who are family,
neighbors, friends, college associates, coworkers, previous supervi-

sors, teachers, pro.fessors, alurnni,' business.cor'ltacts, and others you Network Your way into a Comp any
know through civic and community organizations such as churches . .
and business and social groups. Take note of where your contacts The best way to find work at a company is to try to

network your way in. Find someone you know who
knows someone else in the company and can
arrange an introduction.

work and what types of jobs they have. Ask these people for 10 to
20 minutes of their time so you can seek information and sugges-
tions from them. Perhaps meet at their workplaces (where you
might meet other potential networking contacts), and afterward
send them thank-you notes.




preferred employer |dentifying
employers that would suit you best.
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Table 2.1 Projected High-Wage, High-Growth Occupations*

Job Title Employment in 2014 Median Annual Income
General and operations managers 2,100,000 $115,000
Property association managers 454,000 60,000
Business operations specialists 396,000 79,000
Computer system analysts 640,000 100,000
Sales managers 403,000 122,000
Medical/health service managers 305,000 102,000
Training and development specialists 261,000 74,000
Marketing managers 228,000 153,000
Industrial engineers 205,000 98,000
Compensation benefits managers 70,000 100,000
Technical writers 62,000 81,000
Human resource managers 72,000 122,000
Media and communications 46,000 61,000
Air traffic controllers 28,000 153,000
Accountants/auditors 1,440,000 76,000
Child and social workers 324,000 51,000
Public relations specialists 231,000 66,000
Market research analysts 227000 81,000
Advertising promotions managers 77,000 95,000

*Source: Bureau of Labor Statistics, Table 15, High-wage, high-growth occupations, by educational attainment cluster and
earnings; authors' income projections to 2014.

As many as three-quarters of all job openings may never be listed in want ads, so
the people in your network become a vital source of information about employment
opportunities. For this reason, expanding the number of people in your network is
advantageous; some of the people you know will also likely share their networking
contacts. Networking is the number one way people are successful in their job search.

Target Preferred Employers

Answering classified job advertisements probably is not the best way to start a career,
unless you are lucky and the job listed is actually in your field of interest. A key step
in the career search process is to think about both the industries in which you would
prefer employment and which employers might be best for you.

If, for example, you want to work in the health care industry, you must research
it. Get on the Internet. Go to the library. Visit the websites of health trade associa-
tions. Learn as much as you can about the health care industry. How broad is the
industry? What types of companies are at the retail level? At the wholesale level?
What kinds of firms provide services to the industry? Which companies are the larg-
est? Which have the fastest growth rates? Which employers have employment facili-
ties in geographic areas that are of interest to you? What are the leading companies?
Which are the “employers of choice” that are family friendly or offer especially good
benefits? What are the employee benefits at different companies? Knowing the
industry and specific employers of interest to you tells you whom to target for
employment in your career path.
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Be Willing to Change Career Goals and Plans

Your career plan should be realistic and flexible. Your career interests and goals will
change over time, especially as you continue your education, gain work experience,
and see how your friends fare with their jobs and avocations. Teaching music
education might be your first career, but you may eventually realize that the
accompanying small income could keep you on a tight financial budget forever.
This issue might encourage you to consider a total career change—perhaps to sales
in the music industry or a related field, where incomes are higher.

Some people go the other way. For example, after some years in the field of
accounting, you might change career goals and go to work in your longtime interest
area of horticulture, which pays less. Your interests might evolve over time as well. For
example, a person with a full-time job in retail store management might decide to turn
a hobby of gun collecting into selling guns as an online business. Staying in a career
path but changing jobs occurs, too. For example, some hospital nurses decide after a
few years that they have made a wrong career choice. While the job pays well, it
involves shift work and very long days. Those who want to remain in the nursing
profession may decide to leave the hospital setting and go to work for a nursing home
or college health facility.

Assessing yourself and your career plans every few years is important to achiev-
ing success in your working life. What do you find satisfying and not so satisfying?
Honest answers will help you, particularly as your interests evolve. Your work
experiences should hone your abilities and skills. Learning new skills on the job is
common, and if that is not happening in a job, move on and change employers and
perhaps careers.

v/ CONCEPT CHECK 2.1

1. Distinguish between a job and a career.

2. How do your values affect your trade-offs in career planning?

3. What can be done to enhance your abilities and experiences without
working in a job situation?

4. What are the components of career plans and goals?

Know Your Preferred Work-Style
Personality

Every job requires the worker to function in relation to data, people, and things in
differing work environments and corporate cultures. Your work-style personality
is a unique set of ways of working with and responding to your job requirements,
surroundings, and associates. When making a career selection, you must balance
your work-style personality against the demands of the work environment.

You can begin by rating each work value as shown in the “Decision-Making
Worksheet: What Is Your Work-Style Personality.” Next, go back to the list and circle
the activities that you prefer to do “most often.” Armed with this information, you can
now more clearly decide on careers that are most suitable for you.

/ CONCEPT CHECK 2.2

1. Summarize the three major parts of your work-style personality.

2 LEARNING OBJECTIVE
Clarify your work-style
personality.

work-style personality Your own
ways of working with and responding
to job requirements surroundings,
and associates.
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A

\

4 Decision-Making Worksheet

What Is Your Work-Style Personality?

It would be useful for you to consider a number of work values critical to the process of career selection, particularly
in the areas of work conditions, work purposes, and work relationships. Rate how you value the following work values
as either very important in my choice of career (VI), somewhat important in my choice of career (Sl), or unimportant
in my choice of career (Ul).

Your Rating of Importance

Work-Style Factor VI | ul

1. Work Conditions
Independence and autonomy
Time flexibility
Change and variety
Change and risk
Stability and security
Physical challenge
Physical demands
Mental challenge
Pressure and time deadlines
Precise work
Decision making

2. Work Purposes
Truth and knowledge
Expertise and authority
Esthetic appreciation
Social conditions
Material gain
Achievement and recognition
Ethical and moral
Spiritual and transpersonal

3. Work Relationships
Working alone
Public contact
Close friendships
Group membership
Helping others
Influencing others
Supervising others
Controlling others

For additional values clarification, go back to the list and circle the activities that you want to do more often. The goal
is to match your highest work-style values to career choices with similar work-style requirements.

Source: Adapted from D. C. Borchard, J. J. Kelly, and N. P. K. Weaver, Your Career: Choices, Chances, Changes (Dubuque, IA: Kendall/Hunt,
1990), Chapter 11.
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Financial and Legal Aspects
of Employment

This section examines financial and legal aspects of employment to consider when § LEARNING OBJECTIVE
analyzing your career plans, and it includes the Decision Making Worksheet: Assessing Analyze the financial and legal

the Value of a Second Income. aspects of employment.

Compare Salary and Living Costs in Different Cities

Incomes range by geographic region, community, and size of
employer. Median household income is lowest in the South, a little
higher in the Midwest, higher still in the West, and highest in the
Northeast. These regional differences reflect the industrial base,
unemployment rates, general economic conditions, costs of living
(especially for housing and transportation), and the supply and
demand for skilled workers. Incomes in rural areas are usually How to Work at Home Online
much lower than in urban areas. The highest incomes are paid in
metropolitan areas exceeding 1 million in population. Higher sala-
ries are paid in the largest communities for the reasons just men-
tioned but also because employers compete for the most skilled

Did You Know?...

Technology has made it possible for many people to
work at home online, as 1 in 15 workers has such an
alternative work arrangement. Some people work off
site for an employer, telecommuting (or teleworking)

workers since so many people often live in these communities. and perhaps spending one day every two weeks at
Employers with fewer than 100 employees typically pay lower sala- the company office. Other people are self-employed
ries for comparable positions than do larger employers. entrepreneurs who run microbusinesses. A good

computer and software make it possible.

Lots of scams exist in the work-at-home industry,
especially selling overpriced products and services that
people don't need or want. See scam information

Compare Using City Indexes Comparing salary offers
from employers located in different cities can be tricky without

sufficient information on the approximate cost of living in each at the National Fraud Information Center (www.fraud
community. Sometimes those costs vary drastically. Information org/tips/internet/workathome.htm).

from the Internet reveals, for example, that life in a high-cost Many excellent legitimate job opportunities exist.
city such as Seattle is more expensive than life in a lower-cost Examples of online employment are Web hosting,
city such as Portland, Oregon. The data are reported in index deskj[o.p pu.blishing, information processing, database
form, with the “average cost” community being given a rating admlnistratlon, resc_aarcher, public _relat|ons, employee
of 100. assistance counseling, telemarketing, personal care

services, data entry, accounting, consulting, technical
writing, editing, debt counseling, and project manage-
ment. For ideas on working at home, see the Small

The following example demonstrates how to compare salary
offers in two cities. Assume the Seattle (city 1) index is 138, and

Portland’s (city 2) is 114. You want to compare the buying power of Business Administration (wwwisba.gov), National
a salary offer of $52,000 in Portland with a $65,000 offer in Seattle. Association for the Self Employed (W.nase.org), and

"The costs can be compared using Equations (2.1) and (2.2). Service Corps of Retired Executives (www.score.org).

. o
index city 1

Seattle salary of $65,000 X % =$53,696 in buying power in Portland

ity ind C i d
Thus, the $65,000 Seattle salary offer would buy $53,695 of goods and services in Eloztlgf ﬁ:;sg f(;)rn\ﬂlgsggg évni%%y?w:ent

Portland, an amount more than the Portland offer of $52,000. All things being equal  |ocations.
(and they are both nice cities), the Seattle offer is slightly better ($53,696 — $52,000 =

$1,695).
To compare the buying power of salaries in the other direction, reverse the
formula:
Salary in city 2 X ],ndex—qtyl=equivalent salary in city 1 2.2
index city 2

Portland salary of $52,000 X % =$62,947 in buying power in Seattle


www.fraud.org/tips/internet/workathome.htm
www.fraud.org/tips/internet/workathome.htm
www.sba.gov
www.nase.org
www.score.org
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Did You Know?...

Value of Additional Education

College degree

High school
diploma

Annual income

Years of age

(Income over the Life Cycle Based on Education)

A recent high school graduate with a current income
of $27000 will earn a cumulative $2,036,000 over a
40-year working career. A person with an associate’s
degree earning $36,000 today will gross $2,700,000;
one with a bachelor's degree earning $44,000 now
will gross $3,300,000; and a person with a master's
degree and a current income of $52,000 will receive
a cumulative income of $3,900,000 over a 40-year
working career. (The figures are based on 3 percent
annual income increases in Appendix A.3.)

Income varies over the life cycle. Higher incomes
often go to those with more education or more spe-
cialized education. Additional formal education nor-
mally leads to greater decision-making responsibilities
in a career as well as a higher income.

Thus, the $52,000 Portland offer can buy only $62,947 of
goods and services in Seattle—an amount less than the $65,000
Seattle salary offer. All things being equal, the Seattle offer is still
better. For fairer comparisons, add the value of employee benefits
and redo the calculations.

Compare Salaries and Living Costs on the ‘Net You

may compare salary figures and the cost of living in different com-

munities at the following websites:

¢ CityRating.com (http://www.cityrating.com/costofliving.asp)

* CNNMoney.com (http://cgi.money.cnn.com/tools/costofliving/
costofliving.html)

* Moving.com (http://www.moving.com/find_a_place/relosmart/
rs.asp)

e Salary.com (http://swz.salary.com/costoflivingwizard/layoutscripts
/coll_start.asp)

Place Values on Employee Benefits

Employee benefits are tremendously important to employees, espe-
cially when comparing the benefits provided by one employer with
another. Nonsalary benefits (or employee benefits) are forms of
remuneration provided by employers to employees that result in
the employee not having to pay out-of-pocket money for certain
expenses. Examples include paid vacations, health care, paid sick
leave, child care, tuition reimbursement, and financial planning
services.

The topic of “making smart money decisions at work” was
examined in Chapter 1, which provided details on selecting among
employer benefits such as health care plans (including health sav-
ings accounts), flexible spending plans (such as dependent and
health care FSA accounts), insurance (such as life, disability, and
long-term care), and employer retirement plans.

You can place a monetary value on each employee benefit
that is available. Some nonsalary benefits might not be applica-
ble, such as child care if you are single. Others are supervaluable,
such as a health plan, since a policy purchased in the private
market for a single person might have a premium of $5000 a
year. To put monetary values on employee benefits, you may (1)
place a market value on the benefit or (2) calculate the future

value of the benefit. See www.salary.com to calculate the value of your employee

) benefits.
nonsalary benefits Forms of remu-

neration provided by employers to

employees that result in the
employee not having to pay out-of-
pocket money for certain expenses;
also known as employee benefits.

Place a Market Value on the Benefit If instead of enjoying a certain
employee benefit, you had to pay out-of-pocket dollars for it, you can easily determine
its market value. Private child care might cost $300 a week in your community; thus,
when provided free from your employer, that is a whopping $15,000 ($300 X 50 weeks)
saved annually. Actually, it is more because you would likely have to earn perhaps
$22,000 to have $15,000 left over after paying $7000 in income and Social Security
taxes. An employer-provided paid-for life insurance policy with a face value of $50,000
might cost $600 if you had to buy it yourself.

Calculate the Future Value of the Benefit The best income is income
that is never taxed, called tax-exempt income. Chapter 1 examined this topic. Many
employee benefits are of this type and that’s great from your personal finance per-


http://www.cityrating.com/costofliving.asp
http://cgi.money.cnn.com/tools/costofliving/costofliving.html
http://cgi.money.cnn.com/tools/costofliving/costofliving.html
http://www.moving.com/find_a_place/relosmart/rs.asp
http://www.moving.com/find_a_place/relosmart/rs.asp
www.salary.com
http://swz.salary.com/costoflivingwizard/layoutscriptscoll_start.asp
http://swz.salary.com/costoflivingwizard/layoutscriptscoll_start.asp
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spective. Future value calculations come into play when you are trying to place a
value on an employee benefit that is tax sheltered. Such income is exempt from
income taxes in the current year but is subject to taxation in a later tax year. An
employer that provides a 401(k) retirement plan offers a valuable benefit. If an
employer provides a match of $1200 a year to the regular contributions of the
employee, for example, those $1200 contributions will eventually be the worker’s
money. And it will grow free of income taxes until the funds are withdrawn. Over
20 years, the annual employer contributions of $1200 grow to more than $44,000
(using Appendix A.3) at 6 percent annual return. That’s a good employee benefit!

Know Your Legal Employment Rights

You have legal rights both during the hiring process and after you are hired. When
selecting employees, employers may not discriminate based on gender, race, color,
national origin, age, marital status, pregnancy, or mental or physical disabilities (if the
person can perform the essential job tasks). Laws in many states and cities also pro-
hibit discrimination against gays and lesbians in the hiring process.
Once hired, you have many rights. Employers must do the following:
* Pay the minimum wage established by federal, state, or local laws
* Provide unemployment insurance
* Provide workers’ compensation benefits to any employee who is injured or becomes
ill on the job
* Pay Social Security taxes to the government, which are then credited to the
employee’s lifetime earnings account maintained by the Social Security
Administration
Once hired, the law requires that hourly employees be paid overtime for extra
work hours put in beyond the standard 40-hour workweek. (Salaried employees are
not paid overtime, and the vast majority of college graduates have salaried jobs.) In
addition, a woman cannot be forced to go on maternity leave before she wants to do
so if she does choose to take leave. You have the rights not to be unfairly discriminated
against or harassed and to be employed in a safe workplace.

Seattle has a lot to offer, but it
comes at a price.
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4 Decision-Making Worksheet

Assessing the Benefits of a Second Income

A second income might add surprisingly little to your total earnings because of all the costs associated with earning it.
In this example, a nonworking spouse is considering a job that pays $30,000 annually. The accurate net amount of
the extra $30,000 income is a mere $9,205, thus adding only $767 a month to total earnings.

1. Second Income

Annual earnings $30,000
Value of benefits (life insurance) 300
Total 1 $30,300
2. Expenses
Federal income taxes (25% rate X $30,000) $ 7500
State/local income taxes (6% rate X $30,000) 1,800
Social Security taxes (7.65% X $30,000) 2,295
Transportation and commuting (50 weeks @$40) 2,000
Child care (8 months after-school only) 3,200
Lunches out (50 weeks, twice a week at $10) 1,000
Work wardrobe (including dry cleaning) 1,200
Other work-related expenses (magazines, dues, gifts) 300
Take-out food for supper (too tired to cook; $100 month) 1,200
Guilt complex purchases (to make up for time lost with others) 600
Total 2 $21,095
3. Net Value of Second Income
Total of 1 from above $30,300
Subtract total of 2 from above 21,095
Accurate net amount of second income $ 9,205

You have the right to take leave for personal or family medical problems, preg-
nancy, or adoption. You also have the right to privacy in such personal matters. When
you leave an employer, you have the right to continue your health insurance coverage,
perhaps for as long as 18 months, by paying the premiums yourself. If you believe you
have been wronged, you can assert your legal rights.

v/ CONCEPT CHECK 2.3

1. Summarize how education level and age affect income.
2. Explain how to compare salary and living costs in different cities.
3

. What two techniques can be used to place monetary values on
employee benefits?

4. Choose three career advancement tips and explain how each one
might apply in someone’s personal situation.
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The essence of career advancement is to build your job-
related knowledge and skills for the future by learning.
You do not want to fall behind your coworkers and those
who work for other employers, as they may be your
future job market competitors. To advance in your career,
consider the following:

1. Ask one or two people to serve as your mentors,
people with whom you can regularly discuss your
career progress. A mentor is an experienced per-
son, often a senior coworker, who offers friendly
career-related advice, guidance, and coaching to a
less experienced person.

2. \olunteer for new assignments.

3. Sign up for employer-sponsored seminars and
training opportunities.

4. Attend meetings and conferences in your field.

Did You Know?...

10.

Complete certification programs offered
by professional associations.

Take advanced college courses and complete a
graduate degree.

Stay alert to what is happening in your career field
by reading professional and trade publications.

Be up-to-date on current events and business
and economic news by reviewing websites
and reading newspapers, news magazines,
and business periodicals.

Be actively involved in something besides work,
such as coaching children’s athletics, playing soft-
ball, singing in a choral group, or teaching reading
to illiterate adults.

Change jobs when appropriate to obtain a different
or better position that advances your career, or when
deemed necessary to entirely alter your career.

Dana Wolff
Southeast Technical Institute

What You Give Up When Cashing Out Your 401 (k) Account

When changing jobs, nearly half of workers unwisely cash out all the money in their employer-sponsored retirement
plan instead of leaving it with the old employer, transferring it to a new employer's 401(k) plan, or moving it to an IRA
rollover account. If an individual has $50,000 in a 401(k) account and cashes it out, that person gives up $233,000 in

future dollars over the following 20 years.

200% federal income tax withholding
5% additional tax (in 25% tax bracket)
10% early-withdrawal penalty
5% state/local income tax
Total withdrawn
Money spent on new car, TV, home repair, vacation, etc.

Total
Additional investment actions taken
Investment balance after 20 years

If you cash out $50,000:

If you roll over $50,000:

—$10,000
—2,500
—5,000
—2,500
—$20,000 +$50,000
—$30,000 Money invested in another
tax-deferred retirement
account that earns
8 percent annually
—$50,000 +$50,000
None None
$0 $233,050



LEARNING OBJECTIVE
Practice effective employment
search strategies.

résumé Summary record of your
education, training, experience, and
other qualifications.

chronological format Résumé that
provides your information in reverse
order, with most recent first.

skills format Résumé that empha-
sizes your aptitudes and qualities.

functional format Résumé that
emphasizes career-related
experiences.

Did You Know?...

Résumé Buzzwords for Skills,
Traits, and Technical Expertise

When preparing your résumé, it is important to
include buzzwords for skills, traits, and technical
expertise that a potential employer will identify
as desirable. This is especially important when
computer software is used to scan résumés.
Following are examples of good buzzwords:

« Attributes: honesty, integrity

« Skills: oral, written, editing, mediating
- Interests: fun, avocations, volunteer efforts
« Teamwork: coordinated, designed, developed,

led, researched

«  Computer literacy and expertise: list programs

and applications

 Job responsibilities: initiated, managed,
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Effective Employment Search Strategies

Once you have undertaken some career planning, you will want to get a job in your
preferred career field. This is a process that takes much effort. A successful job search
might require 25 to 30 hours per week of your time. Effective search strategies follow.

Assemble a Résumeé

The Internet is a valuable resource for you in all aspects of career planning, including
preparing a résumé. A résumé is a summary record of your education, training, expe-
rience, and other qualifications. It is often submitted with a job application. Your
résumé, usually one or two pages in length, should be carefully written and contain
zero errors or inconsistencies in message, content, and appearance.

Its primary function is to provide a basis for screening people out of contention
for jobs. When you supply a résumé, you are providing documentation for some
kind of subjective evaluation against unknown criteria. Large employers, recruit-
ers, and local and national websites screen résumés, and computer software is fre-
quently used to scan them instead of humans. Use key buzzwords from the job
description such as “Microsoft Office” so the scanning process picks them up.

When it is necessary to technically fulfill a requirement in the employment
process, tailor a special edition of your résumé to fit that special set of circum-
stances. Résumés are usually presented in a chronological format (information in
reverse order with most recent first), skills format (aptitudes and qualities), or

functional format (career-related experiences). See Figures 2.3, 2.4,
and 2.5 for sample résumés. Colleges have career centers with
sample résumés and professional staff who can offer personal
advice. You can also find examples of résumés on the Internet.

Monster.com has 500,000 online résumés and ResumeMailman
.com forwards résumés to recruiters. Simply posting your résumé
on an Internet site or sending out résumés is not conducting a
significant job search. Realize, of course, that your current
employer can view your résumé if it is posted on the Internet.

Identify Job Opportunities

The next step is to identify job opportunities that fit your skill set
and provide opportunities for advancement in your career. Use
the following resources, and keep track of your job search prog-
ress using the Decision-Making Worksheet.

Career Fairs Career fairs are university-, community-, and
employer-sponsored opportunities for job seekers to meet with
perhaps hundreds or even thousands of potential employers over
one or more days. Here you can schedule brief screening inter-
views with a dozen or more employers in a single day. Career fairs
are advertised in local newspapers, on television, and on the
Internet. Searech “career fairs” on the Internet as well as at
CareerBuilder.com and NationalCareerFairs.com.

monitored, planned, trained, supervised

« Job accomplishments: achieved, administered,
built, created, designed, implemented, organized,

produced

Classified Advertisements Advertisements in newspapers
and professional and trade publications—as well as their Internet
equivalents—are an excellent starting place in the job search process.
Larger newspapers, such as the Atlanta Constitution and Chicago Daily

_ News advertise jobs in large geographic areas. Others such as the
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N Decision-Making Worksheet

Keeping Track of Your Job Search Progress

The job search process involves a tremendous number of details. Below is a list of task areas in worksheet format that
you can use to help keep track of your job search progress. Create lots of columns to the right so you can input
important information, such as dates.

1. Identify your values.

. Decide on economic, psychic, and lifestyle trade-offs.

. Clarify career-related interests.

. Review abilities, experiences, and education.

. Identify employment trends.

. Target preferred employers.

. Analyze your work-style personality.

2
3
4
5
6. Create career goals and plans.
7.
8
9

. Compare salary and living costs in different cities.

10. Place values on employee benefits.

11. Create an expanding list of networking contacts.

12. Obtain excellent letters of reference.

13. Compile revealing personal stories.

14. Assemble a résumé.

15. Assemble a cover letter.

16. Identify job opportunities:

a. Career fairs.

b. Classified advertisements.

¢. Employment agencies.

d. Internet.

17. Interviewing

Research the company.

Create responses for anticipated interview questions.

Create positive responses to list of negative questions.

Evaluate your interview performance.

18. Send a thank-you note.

19. Accept the job.
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Figure 2.3

Sample
Chronological
Résumé

CHRISTOPHER GORDON
SCHOOL ADDRESS: HOME ADDRESS:
2824 West Street 3055 Vallejo Street, Apt.12
Ames, IA 50211 Denver, CO 80303
(401) 555-1212 (303) 333-4141
E-mail: cgordon @yahoo.com
CAREER OBJECTIVE Entry-level position as a metallurgical engineer.
EDUCATION Bachelor of Science, Metallurgical Engineering, lowa State

University, Ames, A, June 2009.

Associate of Arts, Kishwaukee Community College, Malta,
IL, June 2006.

EXPERIENCE August 2008-May 2009 (academic year, part time), lowa
State University, Ames, IA, Research Assistant to Professor
John Binnion on metals and plastics, conducted research,
performed statistical analyses, wrote reports, led group
of interns.

Summer 2008 and Summer 2007 (full time), EMD Electro-
Motive Division, Metallurgical Engineering Department,
Chicago, IL, ip (paid), tested i prep:
reports, participated in team efforts.

September 2004-April 2005, Volunteer, Village Nursing
Home, Denver, CO, updated some resident activities,
organized weekend volunteers.

CAMPUS ACTIVITIES 2008-2009, Associate Editor college newspaper, lowa State
Progress; 2008, Vice President, ISU Metallurgical Society;
2006-2008, Hispanic Club, 2006-2008; Singer, University
Chorale; 2006, Tutor for College of Engineering computer
laboratory; 2007-2008, attended two national conferences
of American Society for Metals International.

HONORS Etta Mae Johnson Scholarship (2008); College of Engineering
Academic Scholarship (2007); Most Valuable Member, ISU
Metallurgical Society (2007); Julie Lynn Marshall Scholarship
(2005).

REFERENCES Available upon request.

Figure 2.4

Sample
Functional
Résumé

Jennifer Elizabeth Anklin
12144 Southwest 174th Loop
Tupelo, MS 38803
School: (662) 844-5698
Home: (662) 921-1213
Eanklin@hotmail.com

CAREER OBJECTIVE
Public relations or communications department with opportunities to learn.

EDUCATION

Bachelor of Science, University of Georgia, Consumer Economics and Housing with a minor
in communications, Athens, GA, May 2009; Associate of Arts, Mississippi Valley Community
College, Booneville, MS, August 2007.

CAREER-RELATED EXPERIENCES

Organized breakfast meetings, supervised new members, updated membership records,
organized annual auction, created administrative procedures, Chamber of Commerce,
Athens, GA, part time, 2008-09.

Maintained inventory records, monitored reordering systems, JC Penney Company, Athens,
GA, part time, 2007—08.

Updated merchandising records, redesigned sales floor layout, Johnson’s Shoes, Booneville,
MS, part time, 2005-07.

Overseas experience building a school in Botswana.

Translated Spanish and French for Atlanta Translation Services.

CAMPUS CAREER-RELATED ACTIVITIES

Vice presi Sales and ising Club; Aces Chorale Club; Secretary,
National Honor Society; Secretary, Alpha Kappa Alpha Sorority; Co-coordinator Speaker's
Committee, Consumer Club; Debate Club; attended SOCAP meetings in Atlanta; intramural
hockey; campus church choir.

COMPUTER SKILLS
Microsoft Office, Corel WordPerfect Office, Corel Paint Shop Pro X, Adobe Acrobat, Dazzle
Video Creator, QuickBooks Pro, Computer Assisted Design, Macromedia, FrontPage.

HONORS

Hanna Pallagrosi Academic Scholarship; Modu Samega-Janneh Service Award, College of
Family and Consumer Sciences, University of Georgia; Highest Monthly Sales Award,
JCPenney; Employee of the Month (twice), JCPenney.

REFERENCES
Furnished upon request.

New York Times and Wall Street Journal have jobs for the whole country. And others like
the Financial Times (www.ft.com/jobs) describe overseas opportunities. Specialized trade
publications and their Internet websites, in fields such as advertising (Advertising Age) and
accounting (Fournal of Accountancy), list numerous job openings. For other fields, see dir.

yahoo.com/News_and_Media/Journals/.



www.ft.com/jobs

CHAPTER 2: Career Planning

Figure 2.5

Joshua Fredrickson
2122 South 141th Street West, Apt. 340

San Antonio, TX 78204 Sample Skllls
School: (210) 207-5454 L 2
Home: (210) 419-1445 Résumé

JFredrickson @hotmail.com

CAREER OBJECTIVE:
Professional position in human development with administrative responsibilities.

EDUCATION:

Master of Science, 2009, University of Texas at San Antonio, Human Development, San
Antonio, TX; Bachelor of Science, 2007, University of Texas at San Antonio, Education and
Human Development, San Antonio, TX; Associate of Arts, 2005, San Antonio College, San
Antonio, TX.

CAREER-RELATED LEADERSHIP EXPERIENCES

- Organized and coordinated student session at national Family Relations Conference
- Hosted student session at Texas Family Relations Conference

- Led departmental graduate student study committee

- Treasurer of honor society Kappa Omicron Nu

- Organized speaker series for Kappa Omicron Nu

- Chaired Graduate Student Recruitment committee

- Vice President Study Body, San Antonio College

- Volunteer coordinator for neighborhood Meals-on-Wheels for adults

CAREER-RELATED WORK EXPERIENCE
- Administered intake procedures at Humanas Family Center
- Updated record-keeping systems for Humanas Family Center

- Planned learning activities for Gonzales Child Center .

- Supervised parental security for Gonzales Child Center employment agen(y Fl m that

- Presented research paper at Texas Family Relations Conference H

- Attended two state Texas Family Relations Conferences locates employment for certain WPeS
- Attended University of Utah summer seminar on human development

- Planned curriculum updates for Alamo Elder Center Of employees‘

- Trained and managed interns at campus family counseling center

CAREER-RELATED COMPUTER SKILLS . .
Word, Excel, Corel Graphics, Adobe Acrobat, SPSS, SAS. cover |ettEI’ A letter Of IntrOdUCtlon
HONORS sent to a prospective employer to
Henry B. Gonzales Public Service Scholarship, Lane Johnson Memorial Scholarship, get an inter\/ieW.

Outstanding Member of Kappa Omicron Nu.

Employment Agencies An employment agency is a firm specializing in locating
employment positions for certain types of employees, such as secretaries, salespeople,
engineers, managers, and computer personnel. Most employment agencies are paid fees
by organizations that hire them to find new employees. Others charge the job hunter fees,
sometimes very high amounts. Governments also have state or city employment offices
that offer free services.

The Internet If you do not use the Internet in your job search, you are not likely
to get the best job for your talents. You can use the Internet to
obtain career advice, review job opportunities by industry and
company, conduct specialized job searches, review résumés, create
your résumé, create a cover letter, post your résumé, review salary -

information, calculate living costs in different communities, and Did You Know?...
research career fairs. Just about all your search information on the
Web can be saved for your future use.

The Internet is robust with helpful resources for job seekers. Prospective Employefs Can Check
Check out these websites: Your Credit REPOI’t
e ajb.dni.us * jobster.com Employers today sometimes obtain the credit reports
e careerbuilder.com e monster.com of prospective job candidates. A lousy credit history
e careerjournal.com * nationjob.com can suggest a lot about a person’s inability to manage
i . important tasks. Federal law requires (1) that individu-
¢ flipdog.com ® resumemachine.com | that dit s b
. heiob.com e rileveuide. com als are aware that consumer credit reports may be
getthejob. yguide. used for employment purposes and must agree to
* hotjobs.yahoo.com such use and (2) that individuals are to be notified

. . promptly if information in a consumer report may
Write an Effective Cover Letter result in a negative employment decision.

Comloyer designed t expres you nserest i obtining o e
employer designed to express your interest in obtaining an inter-
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Instant Message

The Most Common Mistake
in Résumés

June 23, 2009

Figure 2.6

Sample Cover
L Mrs. Juanita M. Pena, President

etter Pena Public Relations Agency, Inc.
4235 International Blvd NW

Atlanta, GA 30303

Dear Mrs. Pena:

We met briefly in Atlanta at last January’s luncheon meeting of the Society of Consumer
Affairs Professionals in Business. My professor at that time, Julia Marlowe, introduced us
and stated that your company was “undoubtedly one of the most successful creative
agencies” in the Atlanta community.

My work experience in public relations and sales, academic background in consumer
economics and communications, and research about your firm has led me to the
conclusion that | am very interested in seeking employment in your organization. Also, a
former employee of yours, Amanda Allyson, now with Hewitt Advertising, told me that you
were a fine boss and encouraged me to join your fast-growing company.

My abilities to research, organize, communicate, and lead can provide Pena Public
Relations with a person with multiple skills who can adapt to fast-changing needs. My
strengths include fluency in three languages, serious computer skills, technical writing,
persuasion, and ease in meeting new people. Attending two colleges and living in three
states has broadened my perspectives as has studying public relations from the
consumer perspective. See my enclosed résumé for more details.

| look forward to the opportunity to meet with you to better communicate my qualifications
and evaluate how they might fit the Pena Public Relations Agency. You may contact me at
(662) 921-1213 or Eanklin @ hotmail.com. Also, | will telephone you in two weeks.

Sincerely,

Jennifer EligabetivAnklinv
Jennifer Elizabeth Anklin

12144 Southwest 174th Loop
Tupelo, MS 38803

Enclosure

view. The cover letter should be specifically written for each position for which you
are applying. See Figure 2.6 for an example. Expand upon a couple of details from
your résumé, explaining how your talents and experience can benefit the employer.
Communicate your enthusiasm for the job. When appropriate, mention a network-
ing contact. Address your cover letter, written on high-quality paper, to a specific
person and request a brief meeting. If the hiring manager’s name is not in the job
announcement, telephone the employer and speak with a receptionist in the cor-
rect department. Be candid about your reason for needing a specific person’s name.
Your letter should try to secure a face-to-face meeting to obtain more information
and gather impressions. End the letter with a sentence stating that you will be
telephoning or e-mailing within two weeks to reassert your interest in the position.
Then, do so!

Obtain Strong Reference Letters

College students too often simply ask a couple of professors they
like to write them a letter of recommendation. Professors typically
give their best judgments in these letters. This may include iden-
tifying some student weaknesses as well as strengths. Students
who ask for a letter from an instructor who does not know them
well also risk receiving a bland, boilerplate, or average kind of
reference. Always provide a résumé to professors from whom you
request letters.

The most common mistake in a résumé is to fill it up
with a long list of functions and responsibilities that
you had in your previous jobs instead of evidencing
the specific accomplishments that made a difference
in the companies for which you worked.

Ask only those professors who know you and your school-
work well. Approach them with a request similar to “Are you
willing to give me a positive letter of recommendation? I need one
that points out my better qualities and performance here at col-
lege.” If the instructor hesitates too long or gives you some nega-
tive feedback, it is time to consider asking a different professor for
a recommendation. If your recommenders are willing to give you
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a separate copy of their letters, you will have them in your per-
sonal files for future use.

Apply

You can’t get a job without applying for it. Personalize your
cover letter and résumé to fit the specific job of interest. Send
it to the prospective employer. Many large employers prefer to
receive job inquiries via the Internet, often through their web-
site. If so, follow the application instructions to the letter.
Other employers prefer a written letter and résumé. It’s often
smart to do both. If you have not received a response to a job
inquiry within two or three weeks, send a follow-up inquiry by
adding a brief new opening sentence to your cover letter and
send the revised letter with your résumé. When employers
express interest in you as a prospective employee, they may
request that you complete their official job application form. Be
accurate in your responses.

Interview for Success

The interview is the single most important part of your search
for employment. A job interview is a formal meeting to dis-
cuss an individual’s job qualifications and suitability for an
employment position. When you are invited for an interview,
be prepared.

Do Some Research Before the Interview Before
the interview, research the company. Iry to know more about it
than the interviewer. Learn how the company makes money, its
operations and history, profitability, expansion plans, and other
recent developments. Also research the company’s competitors
and the industry. You can find details on the Internet as most
companies have websites. Know what the company is good at
and how this relates to your skills. Be familiar with the job
description.

Compile Revealing Personal Stories Assemble some personal stories
about yourself that reveal some of your better characteristics. You could have five or
more interviews for a single job, and during the interview process you are expected

Instant Message

How Truthful Do You Have
to Be?

The short answer is to be as truthful as possible
when interviewing. Don't volunteer information

in an interview that might hurt you, but respond

to questions accurately. Misrepresenting facts, making
even small distortions, will cast doubt on everything
in your résumé and on everything you said in the
interview.

Instant Message

Get Staff Opinions on Employers

Find out what it is like to work at a specific company.
When you do a background check on companies,
you can seek out candid posts from current or
former employees about salaries, company culture,
and lousy bosses. But be wary about unsubstantiated
information. See Jobster (www.jobster.com), LinkedIn
(www.linkedin.com), and Vault (www.vault.com).

job interview Formal meeting
between employer and potential
employee to discuss job qualifica-
tions and suitability.

to talk about yourself. Therefore, prepare by writing down some concise stories or
statements, perhaps about the time you took over caregiver duties for your siblings
while your mother was hospitalized, or facilitated resolving some internal conflicts
among the officers in your student club, or assisted a high school teacher coordinate
and supervise 20 students on a field trip, or worked 17 straight hours at Wal-Mart
during a weather emergency. Preparing as many as 15 stories will give you many
ways to talk about your positive qualities without just saying, “I'm good.” Everyone
says that! Communicate that message about yourself in part by telling stories to

illustrate your better qualities.

Prepare Questions to Ask the Interviewer A key to success in any
interview is to show your enthusiasm and interest in the position and organization.
Prepare some questions to ask the interviewer, perhaps about future company
plans, company policies, employee benefits, specific duties, and job expectations.
You may want to inquire about the corporate culture, too. Write down your ques-

tions so you will have your thoughts clear in you mind.
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Instant Message

“Blink” Is Important in Interviewing

Malcolm Gladwell, author of Blink, argues that when
you meet someone for the first time, “your mind
takes about two seconds to jump to a series of
conclusions!” It is not intuition or a snap judgment;
it is rapid rational thinking. Your appearance, smile,
handshake, first few sentences, and tone of voice
send critically important information to the inter-
viewer. Practice and make your blink the best you
can communicate. (See www.gladwell.com/blink/.)

Instant Message

Only 20% Prepare for Interviews

Professional recruiters estimate that perhaps only
20 percent of college seniors adequately prepare
for their campus interviews.

Instant Message

Personality Tests

One-third of employers give job candidates personality
tests assessing team orientation, strengths important
to a job, emotional intelligence, motivation, and true
work-style inclinations. Don't try to game the employer
by telling them what they want to hear—the “right"
answer. Being honest confirms what the prospective
employer already knows about you.

Prepare Responses for Anticipated Interview
Questions Your responsibilities during the interview are to
remain calm, reveal your personality, be honest, convey your
best characteristics, handle questions well, and communicate
your enthusiasm about the job. Always answer in a controlled
manner. During the interview, be confident that you are the
best person for the job and project yourself accordingly.

Job interviewers seem to ask similar questions, so prepare
some articulate responses to the following inquiries:

1. 'Tell me about yourself.

2. How would your instructors and previous employers describe
>
you:

. What did you like the most about college, and the least?

. Tell me what you know about our company.

. Why are you interested in working for this company?

. What unique abilides and experiences qualify you for the job?

. Describe some of your strengths and weaknesses.
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. What experiences have you had working with teams and
coordinating such efforts?

9. Give an example of an ethical challenge you faced and tell
how you handled it.

10. Relate a time when you were faced with a very difficult prob-
lem and how you handled it.

11. Describe the supervisors who motivated you to do your best
work.

12. What were some of the best and worst aspects of your
last job?

13. What do you do in your leisure time?

14. Describe your career plans for five and ten years from now.

Create Positive Responses to Negative Questions
Be prepared to “turn any negative into a positive” when asked
such questions. One popular negative question, of course, is,
“What are your weaknesses?” Interviewers who ask these types of
questions want to determine whether the applicant possesses cer-
tain qualities such as honesty, self-awareness, humility, sincerity,
zest, and skill in managing shortcomings and mistakes. Denying
weakness or being evasive means you don’t get the job.

Beforehand, practice your interview skills. Practice your
responses, especially to negative questions. Perhaps make a video-
tape of a mock interview, and after evaluating your performance
do it again.

Be Ready for Telephone Interviews Present yourself in a professional
manner when returning a telephone call or engaging in an interview. Have a pen or
pencil and paper handy. Be aware of distractions in your surroundings, such as traffic
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Did You Know?...

How to Interview over a Meal

More people lose a job interview over lunch than during
the formal interview because they fail to realize that going
to lunch is a continuation of the interview rather than a
social situation. Employers want to hire people with some
degree of refinement, people who will mix well with clients
and executives. It is smart to engage in conversation over a
meal, of course, but let the boss do most of the talking.
Good etiquette tips include the following:

+ Order a meal less expensive than the host.
 Keep your elbows off the table.

 Break (don't cut) your bread or roll before buttering.

+ Use the bread knife (the small knife to the left of
your plate).

+ Use the small fork outermost from the plate for the
first course.

+ Don't salt and pepper your meal before tasting.

Cut your meat one bite at a time.
Don't talk with food in your mouth.
Don't order beer, wine, or liquor.

Avoid ordering soup or pastas because they can be
too messy.

Be extremely polite and respectful of the servers.
Never complain about a meal.
Leave it to your host to signal the server.

If confused, be patient and follow the lead of the
host.

Leave your napkin on your chair when excusing
yourself.

When the meal is over, thank the host and state
that you want the job.

When appropriate, shake hands and say goodbye.

noise. If needed, arrange to call the interviewer back when you
find a quiet place. Speak clearly, and eliminate the “uhs” and
“ums.” The interviewer will notice if you take a sip of coffee or a
bite out of a bagel. Try to eliminate as many annoyances as pos-
sible to improve your chances of getting the job.

After the Interview, Evaluate It and Send a
Thank-You Note After a job interview, take a few minutes
to objectively evaluate your performance. Write down any
questions you were asked that were different from what you
expected and make some notes about ways to improve in your
next interview. The more interviews you have, the better you
will be able to present yourself. Also, immediately mail a
thank-you note (don’t e-mail it) expressing your appreciation
for the opportunity to interview and restate your interest in the
position.

Negotiate and Accept the Job

Instant Message

Common Job Interview Mistakes

1. Displayed little knowledge of employer

2. Unprepared to discuss abilities, skills,
and experience

3. Unable to discuss career plans and goals
4. Demonstrated little enthusiasm
5. Exhibited poor eye contact

Wait until after the job has been firmly offered to discuss salary. Do not be the first
to give a definitive dollar amount. Ask for the salary range for the position. Your
objective in negotiating is to obtain a salary 20 percent above the highest figure
because you are an exceptional candidate and you will perform at the highest level

anticipated. Don’t sell yourself short.
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Did You Know?...

How to Deal with Rejection

The job search process is filled with rejections. Before
you land a job, you might have 5 or even 50 potential
employers say “No!" Don't let employment rejections
strip you of your self-esteem or you will begin to falsely
think that there is something wrong with you. A rejec-
tion is simply an indicator that there is an inadequate
match between your qualities and the employer's
needs as perceived in the interview.

After a turndown, when possible ask the com-
pany for a review of the strengths and weaknesses
of your interview. Make an effort to improve for the
next interview. Then, forget the disappointment and
move on with your job search.

Did You Know?...

How to Get a Raise

The first step in getting a raise is to talk with your boss
and write down well-defined, achievable, and measur-
able goals that you can work toward. This may occur
during a formal annual review. Throughout the year,
perhaps on a quarterly basis, discuss these with your
boss. Do so not in hallway conversations but in brief sit-
down meetings. Document your accomplishments in
writing and keep records. Find out what people in your
field earn by talking with others, reviewing trade publica-
tions, and checking online at sites such as Salary.com
and Yahoo's HotJobs.com. Schedule a meeting with
your boss before the scheduled time for the annual
personnel review. Avoid mentioning how much you
need a big raise (because bosses may not care and
you might imply you are a poor money manager) and
focus on your performance. If the boss cannot give you
all the money you deserve, ask for a bigger bonus,
enhanced health or retirement benefits, a more flexible
work schedule, a change in work hours, permission to
occasionally telecommute, or more vacation time.

Be comfortable with silence, and wait for a response. If the
offer is less than what you were expecting, explain that point.
Be firm but amicable. This will enhance the employer’s respect
for you. Tell the employer that you are not willing to start at
the bottom or middle of the salary ladder. Reiterate your two
or three strongest selling points. Be certain to make a short list
of these points beforehand. If the employer states that the offer
is final, reply that you need a day or two to think it over. Never
turn down an offer until you are absolutely positive you must
do so.

If the terms are right, accept the job. Give your new employer
your acceptance orally as well as in writing. Obtain a letter con-
firming your acceptance of the job at the agreed-upon salary with
benefits such as moving expenses, flexible hours, and extra vaca-
tion days.

v CONCEPT CHECK 2.4

1. Explain how networking can be used to one’s
advantage in career planning.

2. Offer suggestions on correctly assembling a résumé
and cover letter, and explain how the two docu-
ments differ.

3. Summarize the best methods to identify job oppor-
tunities.

4. List five suggestions for interviewing with success.

What Do You Recommend Now?

Now that you have read the chapter on the importance of
career planning, what do you rec-
ommend to Arthur in the case at
the beginning of the chapter
regarding:

1. Clarifying his values and life-
style trade-offs in career
planning?

2. Enhancing his career-related experiences before
graduation?

3. Creating career plans and goals?
4. Understanding his work-style personality?

5. |dentifying job opportunities?
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Big Picture Summary
of Learning Objectives

1 Identify the key steps in successful career
planning.

Career planning is identifying an employment pathway that
aligns with your interests and abilities and that is expected to
provide the lifestyle and work style you find enjoyable and
satisfying. It includes defining your values, making lifestyle
trade-offs, clarifying career-related interests, reviewing your
talents, understanding employment trends, creating career
goals, and targeting preferred employers.

2 Clarify your work-style personality.

Your work-style personality is a unique set of ways of
working with and responding to one’s job requirements,
surroundings, and associates.

3 Analyze the financial and legal aspects
of employment.

The financial side of career planning includes comparing
salary and living costs in different cities and placing values
on employee benefits.

4 Practice effective employment search
strategies.

Smart job search strategies include networking, obtaining
excellent reference letters, compiling revealing stories,
assembling a résumé and cover letter, identifying job
opportunities, and interviewing for success.

Let's Talk About It

1. Thinking about some common mistakes that people
make in job interviews, which five are the worst? Make
a list of ten things people should do to improve success
in an interview.

2. People regularly make decisions in career planning
that have trade-offs. List three career decisions that
people are likely to face, and identify some economic,
psychic, and lifestyle trade-offs for each.

3. Review the task areas in the “Decision-Making
Worksheet: Keeping Track of Your Job Search
Progress,” and identify what you think are the five that
likely are the most difficult for people to accomplish.
For each of the five, offer a suggestion that might help
people accomplish the task.

Do the Numbers

1. Delores Springsteen hopes to earn an extra $600,000
over her remaining 40-year working career by going to
night school to obtain a master’s degree. If her income
projection is correct, that’s an average of $15,000 more
income a year. Delores’s employer is willing to pay
$45,000 toward the $60,000 schooling costs, so she
must pay out $15,000 of her own money.

(a) What is the forgone lost future value of her
$15,000 over the 40 years at 6 percent? (Hint: See
Appendix A.1.)

(b) What would be the forgone lost future value of
$60,000 over 40 years if Delores had to pay all the
costs for her master’s degree? (Hint: See Appendix
Al)

2. Using Equation (2.1) or (2.2), if the cost-of-living
index was 132 for Chicago and 114 for San Antonio,

compare the buying power of a $50,000 salary in
Chicago with a $47,000 offer in San Antonio.

3. Johann Winkle’s employer makes a matching contrib-
uting of $1200 a year to his 401(k) retirement account
at work. If the employer’s match increases 4 percent
annually, how much will the employer contribute to
the plan in the 20th year from now? (Hint: See
Appendix A.1.)

4. Betty Amarrada has accepted a new job and is thinking
about cashing out the $30,000 she has built up in her
employer’s 401(k) plan to use to buy a new car. If]
instead, she left the funds in the plan and they earn 7
percent annually for the next 20 years, how much
would Betty have in her plan? (Hint: See Appendix
Al)

Financial Planning Cases

Case 1
Matching Yourself with a Job

After completing his associate of arts degree four months
ago from a community college in Birmingham, Alabama,
Jimmy Jackson has answered more than a dozen advertise-
ments and interviewed several times in his effort to get a
sales job, but he has had no success. Jimmy has never done
sales work before, but he did take some business classes in
college, including “Personal Selling.” After some of the
interviews, Jimmy telephoned some of those potential
employers only to find that even though they liked him,
they said they typically hired only those people with previ-
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ous sales experience or who seemed to possess terrific
potential.

(a) If Jimmy actually was well suited for sales, which
work values and work-style factors do you think
he would rate as “very important”?

(b) What would you recommend to Jimmy regarding
how to find out about the depth of his interest in
a sales career?

(¢) Assuming Jimmy has appropriate personal quali-
ties and academic strengths to be successful in a
sales career, what additional strategies should he
consider to better market himself?

Case 2

Career Promotion Opportunity

Nina and Ting Guo of Des Plaines, Illinois, have been
together for eight years, having married just after completing
college. Nina has been working as an insurance salesperson
ever since. Ting began working as a family counselor for the
state of Illinois last year after completing his master’s degree
in counseling. Recently Nina’s boss commented confiden-
tially that he was going to recommend Nina to be the next
person to be promoted, given a raise of about $15,000, and
relocated to the home office in St. Louis, Missouri. Nina
thinks that if offered the opportunity she would like to take
it, even if it means that Ting will have to resign his new job.

(a) What suggestions can you offer Nina when she
gets home from work and wants to discuss with
her husband her likely career promotion?

(b) What lifestyle factors and costs and benefits issues
should Nina and Ting probably discuss?

Case 3

Victor and Maria Hernandez

Throughout this book, we will present a continuing narra-
tive about Victor and Maria Hernandez. Following is a
brief description of the lives of this couple.

Victor and Maria, both in their late 30s, have two chil-
dren: John, age 13, and Joseph, age 15. Victor has had a
long sales career with a retail appliance store. Maria works
part time as a dental hygienist. Victor is somewhat satis-
fied with his career but has always wondered about a
career as a teacher in a public school. He would have to
take a year off work to go to college to obtain his teaching
certificate, and that would mean giving up his $43,000
salary. Victor expects that he could earn about the same
income as an inner-city teacher.

(a) What is the future value of $43,000 over 20 years
at six percent? (Hint: Use Appendix A.1.)

(b) What if Victor could earn $4000 each year teach-
ing in the summers? What is the future value of
earning those annual amounts over 20 years at six
percent? (Hint: Use Appendix A.3.)

Case 4

Harry and Belinda Johnson

Throughout this book, we will present a continuing narra-
tive about Harry and Belinda Johnson. Following is a brief
description of the lives of this couple.

Harry graduated with a bachelor’s degree in interior
design last spring from a large Midwestern university
near his hometown. Belinda has a degree in business
finance from a university on the West Coast. Harry and
Belinda both worked on their school’s student newspa-
pers and met at a conference during their junior year in
college. They were married last June and live in an
apartment in Kansas City.

(a) Harry receives $3000 in interest income annually
from a trust fund set up by his deceased father’s
estate. The amount will never change. What will
be the buying power of $3000 in ten years if infla-
tion rises at 3 percent a year? (Hint: Use Appendix
A2)

(b) Belinda and Harry have discussed starting a
family but decided to wait for perhaps five years
in order to get their careers off to a good start
and organize their personal finances. They also
know that having children is expensive. They
figure that the extra expense of a child would be
about $5000 annually until high school gradua-
tion. How much money will they likely cumula-
tively spend on a child over 18 years? (Hint: Use
Appendix A.3.)

Go to the Web pages indicated to complete these exer-
cises. You can also go to the Garman/Forgue website at
college.hmco.com/business/students for an expanded list
of exercises. Under General Business, select the title of
this text. Click on the Internet Exercises link for this
chapter.

1. Go to the website for the Occupational Outlook
Handbook at http://www.bls.gov/oco/home.htm.
Select two occupational areas that are of interest
to you and for each determine the likely starting sal-
ary, career path, future salary expectations, and
demand for people with the skills appropriate for the
occupation.

2. Go to the website for the Bureau of Labor Statistics’
assessment of the labor outlook in the United States
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at http://www.bls.gov/bls/employment.htm. Browse
through the information provided to determine the
current national unemployment rate for the nation
as a whole and for a city/area of interest to you.
Compare current statistics with those of one year
ago and with projections for five and ten years in
the future.

Visit the Garman/Forgue website...

@college.hmco.com/business/students

Under General Business, select Personal Finance Ye.
There, among other valuable resources, you will find a
complete glossary, ACE questions, links to help you
complete the chapter exercises, and links to other per-
sonal finance sites.
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You Must Be Kidding, Right?

The median net worth of American families is $93,000, and the mean amount is
$448,000. (Those with high net worth pull the mean above the median.) What are the
median and mean figures for families headed by a person less than 35 years of age?

A. $17000 and $88,000

B. $30,000 and $128,000
C. $47000 and $178,000
D. $60,000 and $198,000

The answer is A, $17,000 median and $88,000 mean. Median net worth goes up with
age. It is $83,000 for families ages 35 to 44, $174,000 for ages 45 to 54, and $298,000
for ages 55 to 64. It all about saving money and building wealth over time!

LEARNING OBIJECTIVES

After reading this chapter, you should be able to:
1 !dentify your financial values, goals, and strategies.

2 Use balance sheets and cash-flow statements to measure your
financial health and progress, just as businesses do.

3 Evaluate your financial strength and progress using financial
ratios.

4 Maintain the financial records necessary for managing your
personal finances.

5 Outline and work toward achieving your financial goals
through budgeting.



What Do You Recommend?

Robert and Nicole Patterson, both age 26, have been married for four years
and have no children. Robert is a licensed electrician earning $46,000 per year,
and Nicole earns $41,000 annually as a middle-school teacher. Robert would
like to go to half time on his job and return to school on a part-time basis; he is
one year short of finishing his bachelor's degree in engineering. His education
expenses would be about $10,000 per year, which
could be partially covered by student loans. He has

not yet discussed his plans with Nicole.

Robert and Nicole have recently started saving for
retirement through their employment and have set
aside some savings for emergencies. They have sub-
stantial credit card debt and are still paying off their stu-
dent loans. The couple rents a two-bedroom apartment.
Robert always thought it smart to save all of their
receipts, bank statements, and other financial docu-
ments. His system for organizing their records is very
simple; each month he puts everything in a manila
envelope and then puts the
12 envelopes into a box at the end of the year.

Robert knows that his educational plans will have
financial implications for the couple. He wants to fac-
tor these financial issues into his discussion with
Nicole about his plans. To this point, they have never
developed financial statements or explicit financial goals.

What do you recommend to Robert for his talk with Nicole on the
subject of financial planning regarding:

1. Determining what they own and owe?
2. Better understanding their patterns of family income and expenditure?

3. Using the information in Robert's newly prepared financial statements to
summarize the family’s financial situation?

4. Evaluating their financial progress?
5. Setting up a record-keeping system to better serve their needs?

6. Starting a budgeting process to guide saving and spending?

FOR HELP with studying this chapter, visit the
Online Student Center:

www.college.hmco.com/pic/garman9e

C.).i_*._iline Study Center
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LEARNING OBJECTIVE
Identify your financial values,
goals, and strategies.

financial planning The process of
developing and implementing a
coordinated series of financial plans
to help achieve financial success.

Did You Know?...

PART 1: Financial Planning

It is becoming harder to afford “the basics” in America. Housing, gasoline, food,
entertainment, and health care costs continue to rise. To maintain the lifestyle people
want, many spend every dollar they earn. They live paycheck to paycheck. Some turn
to debt. Three in 10 people rate themselves as fair or poor in managing money and
say they are living beyond their means. They do not set financial goals. They do not
save to build up a rainy-day fund to pay the unexpected bill. This chapter provides the
nitty-gritty details on how to go about becoming financially successful. You can attain
your financial goals by setting goals and strategies that are consistent with your values.
Along the way, you follow your spending plan, take appropriate actions to achieve
results, and regularly measure your financial strength and progress.

Financial Values, Goals, and Strategies

Identifying your financial values and goals sets the stage for financial success. Values
and goals keep a balance between spending and saving and help you stay committed
to your financial plans. Once goals are set, you can develop the strategies necessary
for their achievement. Financial planning, the process of developing and implement-
ing a coordinated series of financial plans, can help you achieve financial success. By
planning your finances, you seek to manage your income and wealth so that you reach
your financial goals.

Figure 3.1 provides an overview of effective personal financial planning, and
Table 3.1 illustrates one couple’s overall financial plan. Your managerial efforts
push you toward achieving financial success. The couple has made plans in 15 spe-
cific areas spread across three broad categories: spending, risk management, and
capital accumulation. Many people ignore certain areas (retirement planning is a
common example) and act with only partial knowledge in other areas (relying on
their employers’ often inadequate disability income insurance, for example). Yet
achieving success in financial matters requires effective financial planning in all 15
specific areas. The chapters in this book will provide enough detail so that you will
feel confident and competent as you implement your financial plans that address all
15 areas.

Values Define Your Financial Success

Your values provide the underlying support and rationale for
your financial and lifestyle goals. Your values are your funda-
mental beliefs about what is important, desirable, and worth-
while. They serve as the basis for your goals. All of us differ in
the ways we value education, spiritual life, health, employment,

The Financial Planning Process credit use, family life, and many other factors. Personal financial

The financial planning process includes the following

goals grow out of these values because we inevitably consider
some things more important or desirable than others. We

SiEps, ' - _ express our values, in part, by the ways we spend, save, invest,
1. Setting realistic financial and personal goals and donate our money.
2. Evaluating where you are now financially One major benefit of financial planning is using money
3. Developing a plan to reach your goals wisely. szople who are smart about personal finance typically
. . . value saving some of their income. They adhere to the personal
4. Putting your plan into action : « »
o _ finance philosophy of “Pay myself first.” If you earn money,
5. Monitoring your plan to stay on track with shouldn’t you be “paid” first? Successful money managers do this
changing goals and circumstances instead of spending it all, or even worse by spending more than
Source: The Financial Planning Association, www.FPAnet.org, they earn by using lots of credit. They establish a current spend-
reprinted with permission from the Financial Planning ing level based on the necessities of life. They set aside money for
Association.

future spending, such as for a vehicle purchase, home, child’s edu-

Y o occon oo ond Hving expenses during the years of
retirement.
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Financial Plans

for Spending

Financial Plans for
Risk Management

Throughput Processing

Financial Plans for
Capital Accumulation

Figure 3.1

How to Achieve Financial
Goals

Input g or Transformation

» Output

Financial Goals Follow from Your Values

Successful financial planning evolves from your financial goals.
Financial goals are the specific long-, intermediate-, and short-
term objectives to be attained through financial planning and
management efforts. Financial and lifestyle goals should be con-
sistent with your values. To serve as a rational basis for financial
actions, they must be stated explicitly in terms of purpose, dollar
amounts, and the projected dates by which they are to be
achieved.

Setting goals helps you visualize the gap between your cur-
rent financial status and where you want to be in the future.
Examples of general financial goals include finishing a college
education, paying off debts (including education loans), meeting
financial emergencies, taking a vacation, owning a home, accu-
mulating funds to send children through college, owning your
own business, creating a better peace of mind, ensuring family
harmony, and having financial independence at retirement.
None of these goals, however, is specific enough to guide finan-
cial behavior. Specific goals should be measurable, attainable,
relevant, and time related. Saving for retirement should begin
with a calculation of how much money you will need in retire-
ment (see Chapter 17), and saving for retirement should start
soon after you begin a full-time job. Saving for a child’s educa-
tion should begin when your first child is born, if not earlier.

Consider the example of Heather Vogel, a dance instructor
from Cincinnati, Ohio. Heather has just made the last $347 pay-
ment on her four-year car loan. She does not like being in debt,
so she does not want to take out such a large loan again. Heather

Make the following your money habits in financial

Good Money Habits
in Financial Statements,
Tools, and Budgets

planning statements, tools, and budgets:

1.

Identify your financial values, goals, and
strategies so you can always keep a balance
between spending and saving and stay
committed to your financial plans.

Develop your own balance sheet and update it
annually.

Develop your own cash-flow statements
monthly or quarterly and compile them into an
annual statement each year.

Calculate your financial ratios annually to assess
your financial progress.

Develop a list of your financial goals. Start with
the shorter-term goals and then expand your list
to longer-range goals. Update and revise your
goals annually.

Start an uncomplicated personal financial
record-keeping system that meets your
needs.
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Financial Plans, Goals, and Objectives for Harry (Age 23) and Belinda (Age 22) Johnson, Prepared in February 2008

Financial Plan Areas

Long-Term Goals and Objectives

Short-Term Goals and Objectives

FOR SPENDING
Evaluate and plan major pur-
chases

Manage debt

FOR RISK MANAGEMENT
Medical costs

Property and casualty losses

Liability losses

Premature death

Income loss from disability

FOR CAPITAL ACCUMULATION
Tax fund

Revolving savings fund

Emergency fund

Education

Savings

Investments

Purchase a new car in two years.

Keep installment debt under 10 percent
of take-home pay.

Avoid large medical costs.

Always have renter's or homeowner's
insurance.

Always have maximum automobile
insurance coverage.

Eventually buy $1 million liability
insurance.

Have adequate life insurance coverage
for both as well as lots of financial
investments so the survivor would
not have any financial worries.

Buy sufficient disability insurance.

Have enough money for taxes (but not
too much) withheld from monthly
salaries by both employers to cover
eventual tax liabilities.

Always have sufficient cash in local
accounts to meet monthly and annual
anticipated budget expense needs.

Build up monetary assets equivalent to
three months' take-home pay.

Maintain educational skills and credentials
to remain competitive.

Have employer assist in paying for
Belinda to earn a master of
business administration (MBA).

Have Harry complete a master of fine arts

(MFA), possibly a PhD in interior design.

Always have a nice-size savings balance.
Regularly save to achieve goals.

Save a portion of any extra income or gifts.

Save $26,000 for a down payment on a
home to be bought within five years.

Own substantial shares of a conservative
mutual fund that will pay dividends
equivalent to about 10 percent of
family income at age 45.

Own some real estate and common stocks.

Begin saving $200 a month for a down
payment for a new car.

Pay off charge cards at end of each month
and do not finance any purchases of appli-
ances or other similar products.

Maintain employer-subsidized medical
insurance policy by paying $135 monthly
premium.

Make semiannual premium payment of $220
on renter's insurance policy.

Make premium payments of $440 on
automobile insurance policy.

Rely on $100,000 policy purchased from same
source as automobile insurance policy.

Maintain employer-subsidized life insurance on
Belinda.

Buy some life insurance for Harry.

Start some investments.

Rely on sick days and seek disability insurance
through private insurers.

Confirm that employer withholding of taxes is
sufficient. Have extra money withheld to
cover additional tax liability because of
income on trust from Harry's deceased
father.

Develop cash-flow calendar to ascertain needs.

Put money into revolving savings fund to build it
up quickly to the proper balance.

Keep all funds in interest-earning accounts.

Put $150 per month into an emergency fund
until it totals one month'’s take-home pay.

Both take one graduate class per term.

Save enough to pay cash for a good-quality
DVD player.

Pay off Visa credit card balance of $390 soon.

Begin saving $400 per month for a down pay-
ment on a new home.

Start investing in a mutual fund before next
year.
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Table 3.1 Financial Plans, Goals, and Objectives for Harry (Age 23) and Belinda (Age 22) Johnson Prepared in February 2008—cont'd

Financial Plan Areas Long-Term Goals and Objectives Short-Term Goals and Objectives

Retirement Retire at age 60 or earlier on income that  Establish individual retirement accounts (IRAs)
is the same as the take-home pay for Harry and Belinda before next year.
earned just before retirement. Contribute the maximum possible amount to

employer-sponsored retirement accounts.

Estate planning Provide for surviving spouse. Each spouse makes a will.

would like to put at least part of the money she has been paying monthly for the loan
into a savings account, which would allow her to replace her current vehicle in five
years. Heather figures that it would take about $22,500 to buy a similar inexpensive
high-mileage vehicle in five years. She assumes she could earn a 3 percent return on
her savings and, using Appendix Table A.3, has determined that she would need to
save $4238 per year ($22,500 + 5.3091 for five years at 3 percent interest from
Appendix Table A.3), or roughly $353 per month.

Heather’ thinking offers a good example of how financial goal setting works. She
recognized the value she put on staying out of debt and proceeded to the general goal
of paying cash for her next car. After determining an overall dollar amount needed,
she broke that amount down into first annual and then monthly amounts. For only $6
more per month than she has been paying on her loan ($353 — $347), Heather will
be able to pay cash for her next car. This is the small sacrifice she is willing to make
to avoid using credit to buy a vehicle in the future.

Financial Strategies Guide Your Financial Success

Financial strategies are preestablished plans of action to be implemented in spe-
cific situations. Heather Vogel implemented a very effective strategy in the preced-
ing example. That is, when a loan has been repaid, start a savings program with the
same monthly payment amount. Saving may be easier for Heather if she arranges
for the amount she’d like to save to be automatically deposited from her paycheck
into her savings account. Another effective savings strategy is to arrange for one-
half of every raise to go into savings before you become accustomed to the addi-
tional income.

Heather’ actions have nothing to do with her earning more money. Many people
think that being wealthy is a function of how much you earn or inherit. Accumulating
wealth is much more related to your ability to understand trade-offs among current
and future wants and make the sacrifices that will save money and generate wealth for
you. In Heather’s case, all that remains for her to do is to put the strategy into action.
She can then review her strategy annually and adjust it as necessary to keep pace with
her shifting circumstances.

"To sum up, successful financial planning includes the following elements that guide
behavior: (1) specified values that underlie the plans, (2) explicitly stated financial goals,
and (3) logical and consistent financial strategies. Smart financial strategies will be pre-
sented throughout this book, as they help you keep a balance between spending and
saving. Only after this values-based process is complete do you take actions to achieve
the goals. In other words, your financial planning comes before you take action.

v CONCEPT CHECK 3.1

1. Summarize the financial planning process.
2. Explain the relationships among financial values, goals, and strategies.

financial strategies Preestablished
action plans implemented in specific
situations.
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Did You Know?...

Life Planning Issues When You Find the Right Partner

Personal finances are complex enough for just one
person, but when two people join their financial lives
together, things can get very complicated. When you find
the right partner, it is smart to do the following:

financial statements Compilations
that show financial conditions, includ-

ing balance
statements.

Change benéeficiaries. Life insurance policies,
retirement accounts, and mutual fund accounts all
have beneficiaries (the people who will receive the
funds at your death) named when you set them
up. (See Chapters 12, 15, 17, and 18.)

Coordinate employee benefits. Couples often have
two incomes today, so each has a menu of
employee benefits from which to choose. As a result,
one spouse may drop a benefit that is being received
via the other's plan. For example, if one partner
receives family coverage for health care for free or at
a low monthly cost, perhaps the other can drop that
aspect of his or her own plan. One spouse might
then be able to add another benefit at no cost, such
as paid education expenses. Your employee benefits
officer can help you decide which options to select.

Update life insurance coverage. Focus on term
life insurance for the bulk of your needs. (See
Chapter 12.)

Review auto and homeowner’s insurance
coverages. Also inventory your personal property.
(See Chapter 10.)

Get out of debt. One or both of you may bring
debts into the new family. Because a couple can
live together a little more cheaply than two individu-
als who live apart, funds can be freed up to pay off
credit card, student, and other loans. This debt

sheets and cash-flow

reduction has an added benefit: It sets the stage for
getting a mortgage to buy your first home. (See
Chapters 6, 7, and 9.)

Update names with government agencies. If one
or both partners’ names are changed as a result

of your new status, you need to notify the Social
Security Administration and driver's licensing

office of that change. You will need to show your
marriage certificate as proof of the change.

Save for retirement separately. Day-to-day living
expenses will go down somewhat when you team
up as a couple. Use some of that money to
allocate additional amounts to your individual
retirement plans. (See Chapter 17.)

Update estate transfer plans. With a new number
one in your life, you should change (or set up)
your will, durable power of attorney, living will, and
health care surrogate designations. (See Chapter

18 for more information on these documents.)

Close redundant bank and credit accounts.
Reducing the number of accounts that each
partner brings into the marriage can save money
on account fees. Decide which accounts are yours,
mine, or ours. Having excess credit cards can
reduce your credit scores and exposes you to the
potential for overuse. (See Chapters 5 and 6 for
more on managing accounts.)

Manage money together. All of the topics in this
chapter on financial planning should be undertaken
as a team. (See Chapter 5 for how to effectively
discuss money matters.)

Financial Statements Measure Your

Financial Health and Progress

Financial statements are compilations of personal financial data designed to com-
municate information on money matters. They are used—often along with other
financial data—to indicate the financial condition and behavior of an individual or
family. The two most useful statements are the balance sheet and the cash-flow
statement.

A balance sheet (or net worth statement) describes an individual’s or family’s
financial condition on a specified date (often January 1) by showing assets, liabilities,
and net worth. It provides a current status report and includes information on what
you own, what you owe, and what the net result would be if you paid off all of your
debts. It answers the question “Where are you financially right now?”

2 LEARNING OBJECTIVE
Use balance sheets and
cash-flow statements to
measure your financial
health and progress.

balance sheet (or net worth
statement) Snapshot of assets,
liabilities, and net worth on a
particular date.
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A cash-flow statement (or income-and-expense statement) lists and summa-  cash-flow statement (or income and
rizes income and expense transactions that have taken place over a specific period of ~ expense statement) Summary of all
time, such as a month or a year. It tells you where your money came from and where ~ income and expense transactions

it went. It answers the question “Where did your money go?” over a specific ime period.

The Balance Sheet Is a Snapshot of Your
Financial Status Right Now
To benchmark where you are on the wealth-building scale, deter-

mine your net worth. If you are indeed serious about your finan-
cial success, then you will sit down soon with pencil and paper or

Instant Message

at your computer to see exactly where you stand. You do so by Turn Your Goals into Reality
preparing your balance sheet, which summarizes the value of The path toward turning a wish into reality begins
what you own minus what you owe. Your balance sheet should be with writing it down. If buying a condo is your
updated at least once each year so that you can assess your prog- goal, tape a photograph of a beautiful one on your
ress. Net worth grows slowly. If you are successful in your career refrigerator. Then tell others about your financial
and follow the basic principles outlined in this book, there is no goal. Your mind will figure ways to make it into
reason why you cannot have a net worth of $1 million, or $2 mil- a reality.

lion or more, later in your life. Net worth typically peaks for
people in their 60s and declines thereafter as they live off their
financial nest egg in retirement.

Components of the Balance Sheet A balance sheet consists of three parts:
assets, liabilities, and net worth. Your assets include everything you own that has  assets Everything you own that has
monetary value. Your liabilities are your debts—amounts you owe to others. Your =~ monetary value.
net worth is the dollar amount left when what is owed is subtracted from the dollar
value of what is owned—that is, if all the assets were sold at the listed values and all ~liabilities What you owe.
debts were paid in full. Your net worth is the true measure of your financial wealth.
net worth What's left when you

What Is Owned—Assets The assets section of the balance sheet lists items subtract liabilities from assets.

valued at their fair market value—what a willing buyer would pay a willing seller, not
the amount originally paid or what it might be worth a year from now. It is useful to
classify assets as monetary, tangible, or investment assets.
Monetary assets (also known as liquid assets or cash equivalents) include cash ~ monetary assets/liquid assets/cash
and low-risk near-cash items that can be readily converted to cash with little or no loss ~ equivalents Assets that can be used

in value such as checking and savings accounts. They are primarily used for mainte- 35 cash.
nance of living expenses, emergencies, savings, and payment of bills.

Tangible (or use) assets are personal property whose primary purpose is to pro-  tangible (use) assets Personal prop-
vide maintenance of one’s everyday lifestyle. Tangible assets, such as furniture and  erty used to maintain your everyday
vehicles, generally depreciate in value over time. lifestyle.

Investment assets (also known as capital assets) include tangible and intangible ~ investment (capital) assets Tangible
items that have a relatively long life and high cost and that are acquired for the mon-  and intangible items acquired for

etary benefits they provide, such as generating additional income and appreciation (or their monetary benefits.

increasing in value). Examples include stocks and bonds. Investment assets generally

appreciate and are dedicated to the maintenance of one’s future level of living.

Following are some examples of each kind of asset.

Monetary Assets

* Cash (including cash on hand, checking accounts, savings accounts, savings bonds,
certificates of deposit, and money market accounts)

¢ 'Tax refunds due

* Money owed to you by others

Tangible Assets

¢ Automobiles, motorcycles, boats, bicycles

* House, condominium, mobile home

* Household furnishings and appliances



short-term (current) liability Obliga-
tion paid off within one year.

long-term liability Debt that comes
due in more than one year.

insolvent Carrying a negative net
worth.
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* Personal property (jewelry, furs, tools, clothing)

* Other “big ticket” items

Investment Assets

* Stocks, bonds, mutual funds, gold, partnerships, art, IRAs
e Life insurance and annuities (cash values only)

* Real property (and anything fixed to it)

* Personal and employer-provided retirement accounts

What Is Owed—Liabilities The liabilities section of the balance sheet sum-
marizes debts owed, including both personal and business-related debts. The debt
could be either a short-term (or current) liability, an obligation to be paid off
within one year, or a long-term liability, debts that do not have to be paid in full
until more than a year from now. To be accurate, record debt obligations at their
current payoff amounts (excluding future interest payments). Following are some
examples of items to include in the liabilities section of a balance sheet, with some
suggested subheadings.

Short-Term (or Current) Liabilities

* Personal loans owed to other people

¢ Credit card and charge account balances

* Other open-end credit obligations

* Professional services unpaid (doctors, dentists, chiropractors, lawyers)

¢ "Taxes unpaid

* Past-due rent, utility bills, and insurance premiums

Long-Term Liabilities

¢ Automobile loans

* Real estate mortgages

* Home equity (second mortgage) loan

Consumer installment loans and leases (although a lease is technically not a debt)
Education loans

Margin loans on securities

Net Worth—What Is Left Net worth is determined by subtracting liabilities
from assets, as indicated in Equation (3.1), the net worth formula:

Assets — liabilities = net worth (3.1)
or
What is owned — what is owed = net worth

This formula assumes that if you converted all assets to cash and paid off all
liabilities, the remaining cash would be your net worth. For example, if your items
of value had a fair market value of $8000 and the amount you owe to others is
$4500, your net worth, or wealth, is $3500 ($8000 — $4500). Figure 3.2 shows
household net worth figure by age group. Calculating your net worth will give you
a reading on where you stand and point out any trouble spots on your balance
sheet.

Sample Balance Sheets The total assets on a balance sheet must equal the
total liabilities plus the net worth. Both sides must balance, which is the source of the
name “balance sheet.” You decide how much detail to include to show your financial
condition accurately on a given date.

The balance sheets shown in Table 3.2 (page 68) and Table 3.3 (page 69) reflect
the degree of detail that might be included for a traditional college student and a
couple with two children, respectively. Notice that Table 3.2 includes very few items.
"This pattern is typical of single people who have not acquired many objects of value.
Observe also the excess of liabilities over assets. This situation is not unusual for col-
lege students, for whom debts often seem to grow much faster than assets do. In this
case, the person is technically insolvent because he or she has a negative net worth.
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When students graduate and take on full-time jobs, typically their balance sheets
change dramatically after a few years. The balance sheet in Table 3.3 shows greater
detail and more items, reflecting the increasing financial complexity that typically
occurs at later stages in a person’s life.

Strategies to Increase Your Net Worth

You can increase your net worth by increasing assets, decreasing liabilities, or doing
both. One way to increase assets and net worth is to cut back on spending. Perhaps
consider forgoing the cup of coffee or soda you buy each day as you head to class, as
any decrease in spending leaves money in the bank as an asset. Reducing expenses on
high-cost items such as housing and transportation will have an even greater effect on
assets. A second way to increase net worth is to increase income to build assets or pay
down debts. For example, as you earn more money, perhaps consider saving most of
the difference between your new income and your old income rather than using the
added money for more spending. Paying off debt, especially high-interest credit card
balances, increases net worth.

The Cash-Flow Statement Tracks Where Your Money
Came From and Went

The cash-flow (or income and expense) statement summarizes the total amounts that
have been received and spent over a period of time, usually one month or one year. It
shows whether you were able to live within your income during that time period. It
reflects the flow of funds in and out.
A cash-flow statement includes three sections: income (total income received);
expenses (total expenditures made); and surplus (or net gain or net income), when expenses Total expenditures made in
total income exceeds total expenses, or deficit (or net loss), when expenses exceed  a specified time.



cash basis Only transactions involving
actual money received or money
spent are recorded.

fixed expenses Expenses that recur
at fixed intervals.

variable expenses Expenses over
which you have substantial control.
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Table 3.2 Balance Sheet for a College Student—William Soshnik, January 1, 2008

Dollars Percent
ASSETS
Cash on hand $ 85 1.07
Checking account 335 421
Savings account 800 10.05
Personal property* 3140 39.45
Automobile 3600 4523
Total Assets $7960 100.00
LIABILITIES
Telephone bill past due $ 70 0.88
Bank loan—automobile 3130 39.32
College loan 1000 12.56
Government educational loan 4500 56.53
Total Liabilities $8700 109.30
Net Worth $ 740) —9.30
Total Liabilities and Net Worth $7960 100.00

*At fair market value, list includes clothing, $400; dresser, $50; television, $150; chair, $30; table, $40; desk, $120;
cooking/dining items, $50; and computer equipment, $2300.

income. Such statements are usually prepared on a cash basis, meaning the only trans-
actions recorded are those involving actual money received or money that was spent.

Income/Cash Coming In You may think of income as simply what is earned

from salaries or wages, but there are other types of income that you should include on

a cash-flow statement, such as the following:

* Bonuses and commissions

¢ Child support and alimony

* Public assistance

* Social Security benefits

* Pension and profit-sharing income

* Scholarships and grants

e Interest and dividends received (from savings accounts, investments, bonds, or
loans to others)

¢ Income from the sale of assets

¢ Other income (gifts, tax refunds, rent, royalties, capital gains)

Expenses/Cash Going Out All expenditures made during the period covered
by the cash-flow statement should be included in the expenses section. The number
and type of expenses shown will vary for each individual and family. Many people
categorize expenses according to whether they are fixed or variable.

Fixed expenses are usually paid in the same amount during each time period; they
are often contractual. Examples of such expenses include rent payments and automo-
bile installment loans. It is usually takes quite an effort to reduce a fixed expense.

Variable expenses are expenditures over which an individual has considerable control.
Food, entertainment, and clothing are variable expenses, for example. Some categories, such
as savings, can be listed twice, as both fixed and variable expenses. The following are exam-
ples of fixed and variable expenses that you might include in a cash-flow statement:

Fixed Expenses
* Savings and investments
* Retirement contributions (employer’s plan, IRA)
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Table 3.3 Balance Sheet for a Couple with Two Children—Victor and Maria Hernandez, January 1, 2008

Dollars Percent
ASSETS
Monetary Assets
Cash on hand $ 260 0.08
Savings account 1,500 0.48
Victor's checking account 600 0.19
Maria's checking account 700 0.23
Tax refund due 700 0.23
Rent receivable 660 0.21
Total monetary assets $4,420 1.43
Tangible Assets
Home $176,000 56.79
Personal property 9,000 2.90
Automobiles 11,500 3.71
Total tangible assets $196,500 63.40
Investment Assets
Fidelity mutual funds $ 4,500 1.45
Scudder mutual fund 5,000 1.61
General Motors stock 2,800 0.90
New York 2016 bonds 1,000 0.32
Life insurance cash value 5,400 1.74
IRA 6,300 2.03
Real estate investment 84,000 27.10
Total investment assets $109,000 35.17
Total Assets $309,920 100.00
LIABILITIES
Short-Term Liabilities
Dentist bill $ 120 0.04
Credit card debt 1,545 0.50
Total short-term liabilities $1,665 0.54
Long-Term Liabilities
Sales finance company: automobile $ 7700 2.48
Savings and loan: real estate 92,000 29.69
Total long-term liabilities $ 99,700 32.17
Total Liabilities $101,365 32.71
Net Worth $208,555 67.29

Total Liabilities and Net Worth $309,920 100.00
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Lattes are a variable expense
that can add up quickly.
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Housing (rent, mortgage, loan payment)

Automobile (installment payment, lease)

Insurance (life, health, liability, disability, renter’s, homeowner’, automobile)
Installment loan payments (appliances, furniture)

Taxes (federal income, state income, local income, real estate, Social Security, per-
sonal property)

Variable Expenses

Meals (at home and away)
Ultilities (electricity, water, gas, telephone)
"Transportation (gasoline and maintenance, licenses, registration, public transporta-
tion, tolls)
Medical expenses
Child care (nursery, baby-sitting)
Clothing and accessories (jewelry, shoes, handbags, briefcases)
Snacks (candy, soft drinks, other beverages)
Education (tuition, fees, books, supplies)
Household furnishings (furniture, appliances, curtains)
Cable television (beyond basic services)
Personal care (beauty shop, barbershop, cosmetics, dry cleaner)
Entertainment and recreation (hobbies, socializing, health club, tapes/CDs, video-
tape/DVD rentals, movies)
Charitable contributions (gifts, church, school, charity)
Magazine subscriptions
Vacations and long weekends
Credit card payments
Savings and investments
Miscellaneous (postage, books, magazines, newspapers, personal allowances,
domestic help, membership fees)
There is no rigid list of categories to be used in the expenses section, but you do

need to classify all of your expenditures in some way. Rather than just use fixed and
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variable expenses categories, you might also separate expenditures into savings/invest-
ments, debts, insurance, taxes, and household expenses. The more specific your cat-
egories, the deeper your understanding of your outlays.

Cash Surplus (or Cash Deficit) The surplus (deficit) section shows the amount
of cash remaining after you have itemized income and subtracted expenditures from
income, as illustrated by the following calculations using Equation (3.2), the surplus/deficit
Sformula. (A business would call this amount its net profit or net loss.)

Surplus (deficit) = total income — total expenses

or  $1100 surplus = $12,500 — $11,400

3.2)

($800 deficit) = $14,900 — $15,700

A surplus demonstrates that you are managing your financial resources suc-
cessfully and do not have to use savings or borrow money to make financial
ends meet. When the calculation shows a surplus, that amount
is then available (in your checking and savings accounts)
to spend, save, invest, or donate. A surplus is not really cash
lying around on the kitchen table; it is the cash value reflected
in the accounts on your balance sheet. Figure 3.3 shows the
typical personal financial situation over the life cycle in pres-
ent value dollars, from the wealth accumulation years through
retirement.

Finances

Sample Cash-Flow Statements Table 3.4 and Table
3.5 show the cash-flow statements for a college student and a
couple with two children, respectively. Table 3.5 vividly high-
lights the additional income needed to rear children and shows
the increased variety of expenditures that characterize a family’s

Instant Message

Take the Wheel of Your Personal

Financial expert Angie Hollerich says that it is easy
to be a passenger, but it takes courage to take the
wheel and control of your own personal finances.
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Table 3.4 Cash-Flow Statement for a College Student—William Soshnik,
January 1-December 31, 2008

Dollars Percent
INCOME
Wages (after withholding) $ 4,650 39.71
Scholarship 1,750 14.94
Government grant 2,500 21.35
Government loan* 2,600 22.20
Tax refund 210 1.79
Total Income $11,710 100.00
EXPENSES
Room rent (includes utilities) $ 1,500 12.81
Laundry 216 1.84
Food 1,346 11.49
Automobile loan payments 1,292 11.03
Automobile insurance 778 6.64
Books and supplies 932 7.96
Tuition 3,160 26.99
Telephone 282 2.41
Clothing 475 4.06
Gifts 300 2.56
Automobile expenses 600 5.12
Health insurance 102 0.87
Recreation and entertainment 360 3.07
Personal expenses 300 2.56
Total Expenses $11,643 99.43
Surplus (deficit) $ 67 0.57

*Technically, loans are not income. William plans to be a teacher, and his loan will be forgiven if he goes into teaching
and remains in the profession for five years.

(rather than an individual’s) lifestyle. As a person earns more income, the cash-flow
statement usually becomes more involved and detailed.

v CONCEPT CHECK 3.2

1. Distinguish between the balance sheet and cash-flow statement.

Financial Ratios Assess Your Financial
Strength and Progress

3 LEARNING OBJECTIVE

Evaluate your financial strength  ypancial ratios are numerical calculations designed to simplify the process of

and progress using financial evaluating your financial strength and the progress of your financial condition.
ratios. Ratios serve as tools or yardsticks to develop saving, spending, and credit-use pat-
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Table 3.5 Cash-Flow Statement for a Couple with Two Children—Victor
and Maria Hernandez, January 1, 2008-December 31, 2008

Dollars Percent
INCOME
Victor's gross salary $43,180 65.42
Maria's salary (part time) 12,500 18.94
Interest and dividends 1,800 2.73
Bonus 600 0.91
Tax refunds 200 0.30
Net rental income 7720 11.70
Total Income $66,000 100.00
EXPENSES
Fixed Expenses
Mortgage loan payments $12,000 18.18
Real estate taxes 2,400 3.64
Homeowner's insurance 760 1.15
Automobile loan payment 4,400 6.67
Automobile insurance and registration 1,191 1.80
Life insurance premiums 1,200 1.82
Medical insurance (employee portion) 2,980 452
Savings at credit union 1,260 1.91
Federal income taxes 6,800 10.30
State income taxes 3,100 4.70
City income taxes 720 1.09
Social Security taxes 4,260 6.45
Personal property taxes 950 1.44
Retirement IRAs 4,000 6.06
Total Fixed Expenses $46,021 69.73
Variable Expenses
Food $ 4,900 742
Utilities 2,100 3.18
Gasoline, oil, maintenance 3,100 4.70
Medical expenses 1,245 1.89
Medicines 750 1.14
Clothing and upkeep 1,950 2.95
Church 1,200 1.82
Gifts 900 1.36
Personal allowances 1,160 1.76
Children’s allowances 960 1.45
Miscellaneous 500 0.76
Total variable expenses $18,765 28.43
Total Expenses $64,786 98.16

Surplus (deficit) 1,214 1.84
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liquidity Speed and ease with which
an asset can be converted to cash.

basic liquidity ratio Number of
months you could meet expenses
using only monetary assets if all
income ceases.

asset-to-debt ratio Compares total
assets with total liabilities.

Instant Message
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terns consistent with your goals. Calculators for these ratios can be found on the
Garman/Forgue website.

Basic Liquidity Ratio: Can | Pay for Emergencies?

Liquidity is the speed and ease with which an asset can be converted to cash. You can
use the basic liquidity ratio to determine the number of months that you could con-
tinue to meet your expenses using only your monetary assets if all income ceases. A
high ratio is desirable. For example, compare the monetary assets on the balance sheet
for Victor and Maria Hernandez in Table 3.3 ($4420) with their monthly expenses in
Table 3.5 ($64,786 +~ 12 = $5399) using Equation (3.3):

monetary (liquid) assets (3.3)

Basic liquidity ratio =
asic lquidity rato monthly expenses

_$4420

T $5398
=0.82

This financial ratio suggests that the Hernandezes may have insufficient monetary
assets, unable to support them for even one month (0.82) if they faced with a loss of
income. According to researchers at the University of Texas, experts recommend that
people have monetary assets equal to three months’ expenses in emergency cash
reserves. Surveys reveal that more than half of American families do not have that
much savings. The exact amount of monetary assets necessary depends on your family
situation and your job. A smaller amount may be sufficient for your needs if you have
adequate income protection through an employee benefit program, are employed in
a job that is definitely not subject to layoffs, or have a partner who works for money
income. Households dependent on the income from a self-employed person with
fluctuating income need a larger emergency cash reserve.

Asset-to-Debt Ratio: Do | Have Enough Assets
Compared with Liabilities?

The asset-to-debt ratio compares total assets with total liabilities. It provides you
with a broad measure of your financial liquidity. This ratio measures solvency and
ability to pay debts, as shown in Equation (3.4). A high ratio is desirable.
Calculations based on the figures in the Hernandezes’ balance sheet
(Table 3.3) show that the couple has ample assets compared with their debts
because they own items worth more than three times what they owe. (Reversing
the mathematics shows that they owe less than one-third of what they own.)

Asset-to-debt ratio = tomlﬂ 3.4
total debt

_$309,920
$101,365
=3.057

Emergency Savings Breaks If you owe more than you own, then you are technically insolvent.

the Cycle of Debt

While your current income may be sufficient to pay your current
bills, you still do not have enough assets to cover all of your debts.

With some money in emergency savings, perhaps Many people in such situations seek credit counseling, and some

$500 or $2000, to pay for vehicle repairs and unex-
pected travel, you never will have to pay with plastic

for things that are not in your budget.

eventually declare bankruptcy. (These topics are discussed in
Chapter 6, “Building and Maintaining Good Credit.”) Many col-
lege students are temporarily insolvent, and that’s okay because
their earning capacity suggests that in only a few years their net
worth will change for the better.
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Debt Service-to-Income Ratio: Can | Meet My Total
Debt Obligations?

The debt service-to-income ratio provides a view of your total debt burden by
comparing the dollars spent on gross annual debt repayments (including rent or mort-
gage payments) with gross annual income. A ratio of 0.36 or less is desirable. Using
data in Table 3.5, Equation (3.5) shows that the Hernandezes’ $16,400 in annual loan
repayments ($12,000 for the mortgage loan and $4400 for the automobile loan)
amount to 24.85 percent of their $66,000 annual income. A ratio of 0.36 or less indi-
cates that gross income is adequate to make debt repayments, including housing costs,
and implies that you usually have some flexibility in budgeting for other expenses.
"This ratio should decrease as you grow older.

annual debt repayments (3.5)

Debt service-to-income ratio = -
gross income

$16,400
"~ $66,000
=24.85%

Debt Payments-to-Disposable Income Ratio:
Can | Pay My Debts?

The debt payments-to-disposable income ratio divides monthly disposable per-
sonal income (not gross income) into monthly debt repayments (excluding mortgage
debt). (Disposable personal income is the amount of your income remaining after
taxes and withholdings for such purposes as insurance and union dues.) It estimates
funds available for debt repayment. A ratio of 15 percent or less is desirable. A debt
payments-to-disposable income ratio of 16 percent or more is considered problematic
because the person is making high debt payments and quickly would be in serious
financial trouble if a disruption in income occurred.

In the Hernandezes’ case, their disposable monthly income from Table 3.5 is
$3932.50 [($66,000 — $2980 — $6800 — $3100 — $720 — $4260 — $950) + 12]. Their
monthly debt repayments from Table 3.5 are $366.67 ($4400 + 12). The result using
Equation (3.6) is a debt payments-to-disposable income ratio of 9.32 percent.

Debt payments-to-disposable income ratio (3.6)
_ monthly nonmortgage debt repayments

disposable income

_ $366.67

~ $3932.50
=932%

Investment Assets-to-Total Assets Ratio: Do | Need
to Invest More?

The investment assets-to-total assets ratio compares the value of your investment
assets with your net worth. This ratio reveals how well an individual or family is advanc-
ing toward their financial goals for capital accumulation, especially as related to retire-
ment. A ratio of 50 percent or higher is desirable. A ratio of 10 percent might be appro-
priate for people in their 20s, 11 to 30 percent for those in their 30s, and above 30 percent
for people in their 40s. Inserting the data from their balance sheet in Table 3.3 into
Equation (3.7) shows that the Hernandezes have a ratio of 0.352 or 35.2 percent. As you
can see, a little more than one-third of their total assets is made up of investment assets,
a typical proportion for this stage in their lives.
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debt service-to-income ratio
Compares dollars spent on gross
annual debt with gross annual
income.

debt payments-to-disposable income
ratio Divides monthly disposable
personal income into monthly debt
repayments.

disposable personal income Amount
of income remaining after taxes
and withholding.

investment assets-to-total assets
ratio Compares investment asset
value with net worth.
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4 LEARNING OBJECTIVE
Maintain the financial records
necessary for managing your
personal finances.

financial records Documents that
evidence financial transactions.

PART 1: Financial Planning

investment assets 3.7

Investment assets-to-total assets ratio =
total assets

~$109,000
7 $309,920
=0.352

Other Ways to Assess Financial Progress

You can use other data from your balance sheet and cash-flow statement to help ana-
lyze your finances. Consider the assets listed on the balance sheet for Victor and Maria
Hernandez in Table 3.3. Do they have too few monetary assets compared with tangible
and investment assets? Experts recommend that 15 to 20 percent of your assets be in
monetary form and that this proportion increase as you near retirement. Do you have
too much invested in one asset, or have you diversified, like the Hernandezes? Have
your balance sheet figures changed in a favorable direction since last year? Is a growing
proportion of your income coming from your investments? Are you making progress
toward your financial goals? If not, ask: “Am I spending money where I really want to?”
“In which categories can I reduce expenses?” “Could I increase income?”

/ CONCEPT CHECK 3.2

1. Distinguish between the basic liquidity ratio and debt-service-to-
income ratio.

Financial Record Keeping Saves Time
and Makes You Money

Financial records are documents that evidence financial transactions, such as bills,
receipts, credit card receipts and statements, bank records, tax returns, brokerage state-
ments, and paycheck stubs. Your financial records will help determine where you are,
where you have been, and where you are going financially. They also help you save money
as well as make money. Good records enable you to review the results of financial transac-
tions as well as permit other family members to find them in an emergency. Organized
records help you take advantage of all available tax deductions when filing income taxes
and provide you with more dollars to spend, save, invest, or donate. Table 3.6 shows
categories of financial records and the contents that might be included in each.

Some records may be safely stored at home in a fire-resistant file cabinet or a safe.
Other records should be kept in a safe-deposit box. Safe-deposit boxes are secured lock
boxes available for rent ($50 to $250 per year) in banks. Two keys are used to open such
a box. The customer keeps one key, and the bank holds the other. Many people keep
duplicates of important records at their workplace or with relatives because the likelihood
of records at both locations being stolen or destroyed simultaneously is very small. You
can purge or shred some of your records when you no longer need them, such as non-
tax-related checks and credit card receipts more than a year old, expired insurance poli-
cies, and financial reports when supplanted with updated summary information.

 CONCEPT CHECK 3.2

1. List some advantages of keeping good financial records.

2. Name three financial records that might best be kept in a safe-deposit
box.
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Table 3.6 Financial Records: What to Keep and Where

Contents
Category In Home Files and Fireproof Home Safe In Safe-Deposit Box
Financial Financial plans Names and contact information for financial
plans/ Balance sheets and cash-flow statements advisers
budgeting Current budget Copy of written financial plans, goals, and
List of safe-deposit box contents budgets
Names and contact information for financial advisers
Career and Current résumé
employment  College transcripts
Letters of recommendation
Employee benefits descriptions
Written career plans
Banking and Checkbook, unused checks, and canceled checks List of financial institutions and account
financial List of locations and account numbers for all bank accounts numbers for all financial services accounts
services Checking and savings account statements Certificates of deposit
Locations and access numbers for safe-deposit boxes
Account transaction receipts
Taxes Copies of all income tax returns, both state and federal, Copies of all income tax filings, both state
for the past three years, including all supporting and federal, for the past three years
documentation Records of securities purchased and sold
Receipts for all donations of cash or property
Log of volunteer expenses
Receipts for property taxes paid
Credit Utility and telephone bills List of credit accounts and telephone
Monthly credit card statements numbers to report lost/stolen cards
Receipts of credit payments
List of credit accounts and telephone numbers to report lost/
stolen cards
Unused credit cards
Credit reports and scores
Housing, Copies of legal documents (leases, mortgage, deeds, titles) Original legal documents (leases, mortgage,
vehicles, and  Property appraisals and inspection reports deeds, titles)
consumer Home repair/home improvement receipts Copies of property appraisals
purchases Warranties Vehicle purchase contracts (until vehicle is
Owners manuals for purchases sold)
Auto registration records Photographs or videos of valuable
Vehicle service and repair receipts possessions
Receipts for important purchases
Insurance Original insurance policies List of all insurance policies with company
List of insurance policies with premium amounts and due dates and agent names and addresses and policy
Premium payment receipts numbers
Calculation of life insurance needs Listing with photographs or videotape of
Insurance claims forms and reports personal property
Medical records for family, including immunization records and
list of prescription drugs
Investments Records of stock, bond, and mutual fund transactions and Contact information for all investment needs

certificate numbers
Mutual fund statements
Statements from brokers
Reports from financial planner
Company annual reports
Retirement plan quarterly and annual reports
Documents on business interests
Written investment philosophy
Written investment strategies

Stock and bond certificates
Rare coins, stamps, and other collectibles

Continued
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Table 3.6 Financial Records: What to Keep and Where—cont'd

Contents
Category In Home Files and Fireproof Home Safe In Safe-Deposit Box
Retirement Pension and retirement plan information Extra copy of all retirement plan transactions
Retirement statements and statements
Copies of all retirement plan transactions
Copy of Social Security card
Trust agreements
Information on Social Security
Estate planning  Copy of will Copy of will (original of all estate planning
Copies of advance directives (wills, living wills, medical powers documents should be placed in attorney’s
of attorney, durable powers of attorney with originals with office)
attorney)
Copies of trust documents (originals with trustees/attorney)
Personal Copy of birth certificate and marriage license Passports while not being used
information  Religious documents Military and adoption papers
Copy of divorce decree, property settlement, Originals of birth, marriage, death certificates
and custody agreement Originals of Social Security cards
Receipts for alimony and child support payments Originals of divorce decrees, property settle-
Custodial information for your children, relatives, and/or elderly ments, and custody agreements
parent Master list of all important documents and

their location
Memory stick or CD containing soft copies
of many financial records

5 LEARNING OBJECTIVE
Achieve your financial goals
through budgeting.

budget Paper or electronic docu-
ment used to record both planned
and actual income and expenditures
over a period of time.

long-term goals Financial targets to
achieve more than five years in the
future.

Reaching Your Goals Through Budgeting:
Your Spending/Savings Action Plan

Your financial success is largely a matter of choice, not a matter of chance. Your bud-
get is where you make and implement those choices. Your budget is your plan for
spending and saving. Budgeting forces you to consider what is important in your life,
what things you want to own, how you want to live, what it will take to do that, and,
more generally, what you want to achieve in life. The budgeting process gives you
control over your finances, and it empowers you to achieve your financial goals while
simultaneously (and successfully) confronting any unforeseen events. In short, bud-
geting answers the question, “What is my spending/savings action plan?”

Some people do all their budgeting mentally—and do so successfully. Good for
them! Many of us, however, need to see the actual numbers on paper or on a computer
screen. A budget is a paper or electronic document used to record both planned and
actual income and expenditures over a period of time. Your budget represents the major
mechanism through which your financial plans are carried out and goals are achieved.

Figure 3.4 illustrates how to think about financial statements and budgeting. The
cash-flow statement focuses on where you have been financially, the balance sheet shows
where you are financially at the current time, and the budget indicates where you want
to go in the future.

Action Before: Set Financial Goals

Creating and following a spending plan has three stages: before, during, and after.
Before establishing your budget, take action to set financial goals. Long-term goals
are financial targets or ends that an individual or family wants to achieve perhaps more
than five years in the future. Such goals provide direction for overall financial plan-
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ning as well as shorter-term budgeting. An example of a long-term goal is to create a
$1 million retirement fund by age 60. Goals must be specific. They should contain

dollar-amount targets and target dates for achievement.

If you have a small income or large debts, it may be unrealis-
tic to think of long-term goals until any current financial difficul-
ties are resolved. You may be unable to do much more than take
care of immediate necessities, such as housing expenses, food, and
utility bills. In such instances, you need to focus on short-term
efforts to improve your financial situation. You may need to focus
on paying down debt, not adding to it.

Intermediate-term goals are financial targets that can be
achieved between one year and perhaps three to five years.
Examples of intermediate-term goals are creating an emergency
fund amounting to three months of income within four years, sav-
ing $22,500 within three years for a down payment on a home,
taking a $4000 vacation to China in two years, paying off $8000
in credit card debt in one and a half years, and paying off a college
loan in five years. Short-term goals are financial targets or ends
that can be achieved in less than a year, such as finishing college,
paying off an auto loan, increasing savings, purchasing assets (i.e.,
vehicle, furniture, television, stereo, clothes), reducing high-
interest debt, taking an annual vacation, attending a wedding,
buying life insurance, and making plans for retirement.

You need to be as clear as possible about what your financial
goals are. The goals worksheet in Figure 3.5 (page 80) provides
examples of how much to save to reach long-, intermediate-, and
short-term goals. People can view such savings as a fixed expendi-
ture (such as withholding from a paycheck to contribute to an
employer’s retirement plan or to transfer to a savings account).
Other savings may be a variable such as saving what is left over
after all expenditures are made.

Prioritizing your goals makes sense. But what are your most

important goals? One certain priority should be to pay off high-interest credit cards
as soon as possible. Another is to contribute as much as you can afford to a retirement
plan. Many college graduates buy a new car soon after getting their first job to cele-

Did You Know?...

Wealth-Building Principles

—
.

Set financial goals and objectives.

Find money to save and pay off high-cost debt.
Start early.

Save automatically.

Take advantage of free dollars at work.

Use government tax breaks.

Buy a home and pay it off.

Don't spend accumulated wealth without good
reason.

R O e A

©

Make wealth accumulation, not consumption,
your main financial priority.

10. Be patient and optimistic.

Source: National City Corporation, NationalCity.com. Used with
permission.

intermediate-term goals Financial
targets that can be achieved within
one to five years.

brate having “made it.” Before you’re lured into following suit, give careful consider-
ation to your priorities and remember that every action carries not only the dollar cost
of the action taken but also the opportunity cost of the alternatives forgone. To
achieve your long-term goals, you may have to sacrifice by deferring some of your

short-term desires.
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Figure 3.5
Goals Date worksheet prepared FeY. 20, 200%
Worksheet for
Harry and 2 s ¢ ° ¢
Belinda LONG-TERM GOALS AMOUNT MONTH & YEAR MONTHS DATE START MONTHLY AMOUNT
Johnson NEEDED NEEDED* TO SAVE SAVING TO SAVE (2 = 4)
Euvopeam vacation $3,000  Aug. 2010 30 Feb. '08 $100
Douwn payment om new auto S000 oct. 2011 45 Jow. '08 111
Date worksheet prepared Feb. 20, 2008
2 3 4 5 6
INTERMEDIATE-TERM GOALS AMOUNT MONTH & YEAR MONTHS DATE START MONTHLY AMOUNT
NEEDED NEEDED* TO SAVE SAVING TO SAVE (2 +4)
Down payment on home 326,078  Dec. 2013 60 Jowm. '08 435
Date worksheet prepared Feb. 20, 200%
2 3 4 5 6
SHORT-TERM GOALS AMOUNT MONTH & YEAR MONTHS DATE START MONTHLY AMOUNT
NEEDED NEEDED* TO SAVE SAVING TO SAVE (2 = 4)
Pavtiol Aown payment on vew auto  $1,332 Dec. '08 12 Jowm. '08 1
House funa 48\|s Dec. '08 12 Jowm. '08 401
Chvistmas vacation 700 Dec. '08 12 Jowm. '08 Sg
Summeyr vacation ¢00 Aug. '08 (4 Maw. '08 100
Anviversavy pavty 250 June ‘08 S Fev. '08 S0
*Goals requiring five years or more to achieve require consideration of investment return and after-tax yield, which will be presented in Chapter 4.

budget estimates Projected dollar
amounts to receive or spend in a
budgeting period.

take-home pay/disposable

income Pay received after employer
withholdings for taxes, insurance, and
union dues.

discretionary income Money left
over after necessities such as hous-
ing and food are paid for.

Action Before: Make and Reconcile Budget Estimates

Before the month begins, you make and reconcile budget estimates of income and
expenditures. Here you resolve conflicting needs and wants by revising estimates as
necessary. You can’t have everything in life—especially this month—even though you
might want it.

Make Budget Estimates Budget estimates are the projected dollar amounts
in a budget that one plans to receive or spend during the period covered by the bud-
get. Begin by estimating total gross income from all sources, and review take-home
pay and then discretionary income. For example, Jonny Deppe’s annual gross income
is $60,000 and after employer withholdings for taxes, insurance, and union dues, his
take-home pay (also called disposable income) is $48,000. This is the money avail-
able for spending, saving, investing, and donating. Focus also on your discretionary
income. This is the money left over once the necessities of living are covered, such as
paying for housing, food, and other necessities. It is usually the money that is really
“controllable” and often makes up the bulk of your variable expenses. After Jonny pays
his rent, food, utilities, and car payment, his discretionary income is $18,000.
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"Table 3.7 presents budget estimates for a college student, a
single working person, a young married couple, a married couple
with two young children, and a married couple with two college-
age children. The college student’s budget requires monthly
withdrawals of previously deposited savings to make ends meet.
The single working person’s budget allows for an automobile
loan, but not much else. The young married couple’s budget

\\ Instant Message

Set Reachable Goals at First

permits one automobile loan, an investment program, contribu- Establishing unrealistic short-term goals sets up a
tions to individual retirement accounts, and significant spending high likelihood of failure. Instead, set financial targets
on food and entertainment. The budget of the married couple that are almost too easy to meet. For example, you
with two young children allows for only an inexpensive automo- may want to save $350 per month to use as a down
bile loan payment even though one spouse has a part-time job to payment on a home in five years. That may seem

help with the finances. The budget of the married couple with
two college-age children permits a home mortgage payment,
ownership of two paid-for automobiles, savings and investment
programs, and a substantial contribution for college expenses.

It is essential to make reasonable budget estimates. If you
have seven Christmas gifts to buy and expect to spend $50 for
each, it’s easy to make an estimate of $350. If you want to go out
to dinner once each week at $50 per meal, estimate an expense of
$200 per month. Avoid using unrealistically low figures by simply
being fair and honest in your estimates. Then add up your totals.

Revise Budget Estimates Sometimes the math is
alarming! When initial expense estimates exceed income esti-

like a lot. Start perhaps painlessly by saving $100 per
month for a few months. Then put away $150 for
two months, $200 for two months, then $250,

then $300, and finally $350.

\\ Instant Message

mates, three choices are available: (1) earn more income, (2) cut List th_e Ben_eﬁts of ReaChlng
back on expenses, or (3) try a combination of more income and Your Financial Goals

fewer expenses. The process of reconciling needs and wants is a
healthy exercise. It helps identify your priorities by telling you

List the benefits to yourself that will occur when
you reach a particular financial goal. You are likely

what is important in your life at the current time, and it identi- to achieve a financial goal when you are convinced
fies areas of sacrifice that you might make. Revising your short- that it is “your goal,” when you make an emotional
term financial goals may also be required. commitment to the goal, when your short-term
You have no choice: You must reconcile conflicting wants goals lead to your long-term goals, and when you
to revise your budget until total expenses do not exceed can visualize receiving the benefits of your goals.

income. Perhaps you can change some “must have” items to
“maybe next year” purchases. Perhaps you can keep some
quality items but reduce their quantity. For example, instead of
$200 for four meals at restaurants each month, consider dining
out twice each month at $60 per meal. You'll save $40 and still have two really nice
meals. Your actions on money matters override your words, so act accordingly.

"Table 3.8 presents the annual budget for Harry and Belinda Johnson and reflects
their efforts to reconcile their budget estimates until the total planned expenses fall
below the total planned income. Harry and Belinda are “paying themselves first,” in
the amount of $400 per month, to save to buy their own home. The Johnsons have a
little way to go to fully reconcile their annual budget estimates.

Action Before: Plan Cash Flows

Before the month begins, you plan your cash flows. Income usually remains some-
what constant month after month, but expenses do rise and fall sharply. As a result,
people occasionally complain that they are “broke, out of money, and sick of bud-
geting.” This challenge can be anticipated by using a cash-flow calendar and
eliminated with a revolving savings fund.

The budget estimates for monthly income and expenses in Table 3.8 have been
recast in summary form in Table 3.9, providing a cash-flow calendar for the
Johnsons. This is a very useful budgeting tool. Annual estimated income and expenses
are recorded in this calendar for each budgeting time period in an effort to identify
surplus or deficit situations. In the Johnsons’ case, planned annual income exceeds

cash-flow calendar Budget estimates
for monthly income and expenses.
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Table 3.7 Sample Monthly Budgets for Various Family Units

Young Married Couple Married Couple
College Single Working Married with Two Young with Two College-
Classifications Student Person Couple Children Age Children
INCOME
Salary $ 300 $2800 $2200 $3500 $4400
Salary 0 0 2100 860 1600
Interest and dividends 5 15 15 15 80
Loans/scholarships 300 0 0 0 0
Savings withdrawals 570 0 0 0 500
Total Income $1175 $2815 $4315 $4375 $6580
EXPENSES
Fixed Expenses
Retirement contributions $ O $ 20 $ 360 $ 180 $ 340
IRA 0 20 160 180 200
Savings (withheld) 0 20 20 10 100
Housing 350 750 900 1100 1300
Health insurance 0 0 60 150 140
Life and disability 0 0 20 60 40
insurance

Homeowner's or renter's insurance 0 0 40 60 80
Automobile insurance 0 80 90 60 140
Automobile payments 0 280 345 220 0
Loan 1 (TV and stereo) 0 80 80 40 0
Loan 2 (other) 0 40 40 0 50
Federal and state taxes 30 455 715 600 710
Social Security taxes 23 210 330 305 385
Real estate taxes 0 0 0 0 40
Investments 0 0 60 100 300

Total Fixed Expenses $ 403 $1955 $3220 $3065 $3825
Variable Expenses
Other savings $ 0 $ 60 $ 150 $ 0 $ 0
Food 180 230 270 340 350
Utilities 40 80 90 140 145
Automobile gas, oil, maintenance 0 90 110 90 100
Medical 10 30 40 70 50
Child care 0 0 0 260 0
Clothing 20 50 60 50 40
Gifts and contributions 10 20 40 60 80
Allowances 20 75 60 100 180
Education 400 0 0 0 1500
Furnishing and appliances 10 10 30 20 20
Personal care 10 45 25 30 30
Entertainment 40 120 100 60 120
Vacations 17 30 40 30 60
Miscellaneous 15 20 80 60 80
Total variable expenses $ 772 $ 860 $1095 $1310 $2755

Total Expenses $1175 $2815 $4315 $4375 $6580
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Table 3.8 Annual Budget Estimates for 2009 for Harry and Belinda Johnson

Yearly Monthly
Jan. Feb. Mar. Apr. May June July Aug. Sept. Oct. Nov. Dec. Total Average

INCOME
Harry's salary $2,500 $2,500 $2,500 $2,500 $2,500 $2,500 $2,575 $2,575 $2,575 $2,575 $2575 $2,575 $30,450 $2,537.50
Belinda's salary 3,000 3,000 3,300 3300 3,300 3300 3300 3,300 3,300 3,300 3,300 3,300 39,000 3,250.00
Interest 24 24 24 25 26 27 27 28 30 31 33 33 332 2767
Trust 0 0 0 0 0 0 0 0 3,000 0 0 0 3,000 250.00
Total Income $5,524 $5,524 $5,824 $5,825 $5,826 $5,827 $5902 $5903 $8,905 $5906 $5908 $5908 $72,782 $6,065.17
EXPENSES
Fixed Expenses
Rent $900 $900 $900 $900 $900 $900 $950 $950 $950 $950 $950 $950 $11,100 $ 925.00
Health insurance 135 135 135 135 135 135 135 135 135 135 135 135 1,620 135.00
Life insurance 9 9 9 9 9 9 9 9 9 9 9 9 108 9.00
Home purchase fund 400 400 400 400 400 400 400 400 400 400 400 400 4,800 400.00
Renter's insurance 0 0 0 0 0 220 0 0 0 0 0 0 220 18.33
Automobile insurance 0 0 0 0 0 440 0 0 0 0 0 440 880 73.33
Auto loan payment 285 285 285 285 285 285 285 285 285 285 285 285 3,420 285.00
Student loan 145 145 145 145 145 145 145 145 145 145 145 145 1,740 145.00
Savings/emergencies 24 24 70 150 85 150 150 28 150 150 150 150 1,281 106.75
Harry's retirement plan 150 150 150 150 150 150 154 154 154 154 154 154 1,824 152.00
Belinda's retirement 120 120 132 132 132 132 132 132 132 132 132 132 1,560 130.00
Health club 50 50 50 50 50 50 50 50 50 50 50 50 600 50.00
Cable television 35 35 35 35 35 35 35 35 35 35 35 35 420 35.00
Federal income taxes 767 767 848 848 848 848 854 854 854 854 854 854 10,050 83750
State income taxes 266 266 284 284 284 284 289 289 289 289 289 289 3,402 283.50
Social Security 421 421 444 444 444 444 450 450 450 450 450 450 5318 44317
Total fixed expenses $3,707 $3,707 $3,887 $3,967 $3,902 $4,627 $4,038 $3916 $4,038 $4,038 $4,038 $4,478 $48,343 $4,028.58
Variable Expenses
Savings/investments $0 $0 $0 $0 $0 $0 $0 $0 $3,000 $0 $0 $0  $3,000 $250.00
Revolving savings fund 140 140 140 140 140 0 250 0 215 190 0 0 1,355 112.92
Food 350 350 350 350 350 350 350 350 350 350 350 350 4,200 350.00
Utilities 150 150 150 150 100 100 100 100 100 125 125 150 1,500 125.00
Telephone 70 70 70 70 70 70 70 70 70 70 70 90 860 71.67
Auto expenses 115 115 115 115 115 115 115 115 115 115 115 115 1,380 115.00
Medical 100 100 100 100 100 100 100 100 100 100 100 100 1,200 100.00
Clothing 180 180 180 180 180 180 180 180 180 180 180 180 2,160 180.00
Church and charity 100 100 100 100 175 100 100 100 100 100 100 100 1,275 106.25
Gifts 80 80 160 75 120 20 20 60 60 60 60 20 815 6792
Christmas gifts 0 0 0 0 0 0 0 0 0 0 400 300 700 58.33
Public transportation 60 60 60 60 60 60 60 60 60 60 60 60 720 60.00
Personal allowances 200 200 200 200 200 200 200 200 200 200 200 200 2,400 200.00
Entertainment/meals 240 240 240 240 240 240 240 240 240 240 240 240 2,880 240.00
Automobile license 0 0 0 0 0 40 0 0 0 0 0 0 40 355
Vacation (Christmas) 0 0 0 0 0 0 0 0 0 0 0 700 700 58.33
Vacation (summer) 0 0 0 0 0 0 0 600 0 0 0 0 600 50.00
Anniversary party 0 0 0 0 0 250 0 0 0 0 0 0 250 20.83
Miscellaneous 32 32 72 78 74 75 79 62 77 78 75 75 809 6742
Total variable expenses $1,817 $1,817 $1,937 $1,858 $1,924 $1,900 $1,864 $2,237 $4,867 $1,868 $2,075 $2,680 $26,844 $2,237
Total Expenses $5,524 $5,524 $5,824 $5,825 $5,826 $6,527 $5902 $6,153 $8,905 $5906 $6,113  $7,158 $75,187 $6,265.58
Difference (available for $0 $0 %0 $0 $0 —$700 $0 —$250 $0 $0 —$205 -$1,250 —$2,405

spending, saving, and

investing)
Revolving savings 700 250 205 200 1355

withdrawals

Uncovered shortfall $0 $0 $0 $0 $0 $0 $0 $0 $0 $0 $0 —$1,050 —$1,050
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Table 3.9 Cash-Flow Calendar for Harry and Belinda Johnson

Estinl1ated Estinfated Surplu:/Deficit Cumu4lative
Month Income Expenses (1-2) Surplus/Deficit
January $ 5,524 $ 5,524 $ 0 $0
February 5,524 5,524 0 0
March 5,824 5,824 0 0
April 5,825 5,825 0 0
May 5,826 5,826 0 0
June 5,827 6,527 —700 —700
July 5,902 5,902 0 —700
August 5,903 6,153 —250 —950
September 8,905 8,905 0 —950
October 5,906 5,906 0 —950
) ) _ November 5,908 6,113 —205 —1,155
in savings to cover large irregular Total $72,782 $75,187 —2,405

or higher-than-usual expenses.

Instant Message

Rules for Successful Budgeting

Keep it simple.
Make it personal.
Keep it flexible.

PR

Be positive.

Instant Message

Cut the Dollars Not the Pennies

Harvard law professor and bankruptcy expert Elizabeth
Warren says that you should not cut out the caffe
lattes to manage your money better. Instead of making
penny cuts, enjoy the coffee and then make real dollar
cuts elsewhere in your spending such as in housing,
cars, preschool, child care, and health care. And cut
back on the credit card charges.

expenses. The couple starts out the year with many expenses,
resulting in deficits for the next six months. Later in the year,
income usually exceeds expenses, but they are still faced with a
deficit at year’s end.

Effective management of cash flow can involve curtailing
expenses during months with financial deficits, increasing income,
using savings, or borrowing. If you borrow money and pay finance
charges, the credit costs will further increase your monthly expenses.

For this reason alone, it is smart to “borrow from yourself” by
using a revolving savings fund. This is a variable expense clas-
sification budgeting tool into which funds are allocated in an
effort to create savings that can be used to balance the budget
later so as to avoid running out of money. Establishing such a fund
involves planning ahead—much like a college student does when
saving money all summer (creating a revolving savings fund) to
draw on during the school months. You establish a revolving sav-
ings fund for two purposes: (1) to accumulate funds for large
irregular expenses, such as automobile insurance premiums,
medical costs, Christmas gifts, and vacations, and (2) to meet
occasional deficits due to income fluctuations.

Table 3.10 shows the Johnsons’ revolving savings fund.
When preparing their budget, the Johnsons realized that in
June, August, November, and December they were going to
have significant deficits. They decided to begin setting aside
$140 per month to cover the June deficit. To do so, they decided
to wait to start building their emergency fund. By June they had
$700 in their revolving savings fund to cover the June deficit.
Continued use of the revolving savings fund helped them meet
the August and November deficits as well.

The Johnsons will still be $1050 short in December. Lacking
that much money, the couple has three alternatives: (1) use some
of Harry’s trust fund money to cover the deficit, (2) dip into their
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Table 3.10 Revolving Savings Fund for Harry and Belinda Johnson

Amount Deposit Withdrawal Fund
Month Large Expenses Needed into Fund from Fund Balance
January $ 0 $ 140 $ 0 $ 140
February 0 140 0 280
March 0 140 0 420
April 0 140 0 560
May 0 140 0 700
June Party and insurance 700 0 700 0
July 0 250 0 250
August Vacation 250 0 250 0
September 0 215 0 215
October 0 190 0 405
November  Holiday gifts 205 0 205 200
December  Holiday gifts and 1250 0 200 0
vacation
Total $2405 $1355 $1355 —$1050

emergency savings in December, or (3) cut back on their expenses
enough throughout the year to create sufficient surpluses. Ideally,
the Johnsons want to have sufficient emergency funds by the end
of the year to establish their revolving savings fund for the follow-
ing year. Cutting back on expenses may be their best option.

Action During Budgeting Period: Control
Spending

Budget controls are techniques to maintain control over per-
sonal spending so that planned amounts are not exceeded. They
give feedback on whether spending is on target and provide infor-
mation on overspending, errors, emergencies, and exceptions or
omissions. Following are examples of budget controls:

Monitor Unexpended Balances to Control
Overspendlng "The number one method to control overspend-
ing is to monitor unexpended balances in each of your budget clas-

sifications. You can accomplish this task by using a budget design that

Did You Know?...

The Top 3 Financial Missteps
in Budget Planning

People slip up in budget planning when they do the
following:

1. Fail to plan for occasional, nonmonthly
expenditures

2.
3.

Underestimate how much they spend each month
Use credit cards to “balance” their budget

keeps a declining balance, as illustrated by parts (a) and (b) of Figure 3.6 (page 89). Other
budget designs, such as those shown in parts (c) and (d) of Figure 3.6, need to be moni-
tored differently. As illustrated in parts (c) and (d) of the figure, simply calculate subtotals

every week or so, as needed, during a monthly budgeting period.

Budget for Shopping Trips Set a budget for every shopping trip, and don’t

spend a penny more.

Use a Subordinate Budget A subordinate budget is a detailed listing of
planned expenses within a single budgeting classification. For example, an estimate of
$1200 for a vacation could be supported by a subordinate budget as follows: motel, $700;

restaurants, $300; and entertainment, $200.

subordinate budget Detailed listing
of planned expenses within a single
budgeting classification.



budget exceptions When budget
estimates differ from actual
expenditures.

envelope system Placing exact
amounts into envelopes for each
budgetary purpose.

budget variance Difference between
amount budgeted and actual amount
spent or received.

Instant Message
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Pay by Check to Record the Purpose of Expenditures Each check
contains a space to record the purpose. The check stub or register also provides a
place to record explanations of expenditures. If you use automatic teller machines
(ATMs) to withdraw cash or use debit cards to pay for day-to-day expenditures, record
these withdrawals in the check register immediately. Retain the paperwork and write
the purpose of each expense on the back of each. Deposit all checks received to your
checking account without receiving a portion in cash; if you need cash, write a check
or make an AT'M withdrawal.

Keep Track of Credit Transactions Some people do not record their credit
transactions until they receive a statement. It is easy to continue buying on credit
without recognizing the amount of indebtedness until the statement arrives. Record
each credit transaction when it occurs; if you misplace a receipt, you still have a record
available for verification.

Justify Exceptions to Avoid Lying to Yourself Budget exceptions occur
when budget estimates in various classifications differ from actual expenditures.
Exceptions usually take the form of overexpenditures, but can also occur in the over-
or underreceipt of earnings. Simply spending extra income instead of recording it is
not being honest with yourself. Recording the truth—by writing a few words to
explain the exception—gives you the information to control your finances. If the
exception is an expenditure, then immediately determine how to make up for the
overexpenditure by reducing other expenses in your spending plan.

For the Strongest Control, Use the Envelope System The envelope
system of budgeting entails placing exact amounts of money into envelopes for pur-
poses of strict budgetary control. Here you place money equal to the budget estimate
for the various expenditure classifications in envelopes at the start of a budgeting
period and write the classification name and the budget amount on the outside of each
envelope. As expenditures are made, record them on the appropriate envelope and
remove the proper amounts of cash. When an envelope is empty, funds are exhausted
for that classification.

Action After: Evaluate Budgeting Progress

Evaluation occurs at the end of each budgeting cycle. The purpose is to determine
whether the earlier steps in your budgeting efforts have worked, and it gives you feed-
back to use for the next budget cycle. You review by comparing actual amounts with

budgeted amounts, evaluating whether your objectives were met, and
assessing the success of the overall process as well as your progress
toward your short- and long-term goals.

In some budget expenditure classifications, the budget
estimates rarely agree with the actual expenditures—particularly in
variable expenses. A budget variance is the difference between the
amount budgeted and the actual amount spent or received. The

Get Started on a Wealth-BuiIding remarks column, as illustrated in parts (c) and (d) of Figure 3.6

(page 89), can help clarify why variances occurred. Overages on a

Goal few expenditures may cause little concern. If excessive variances
Set a wealth-building goal and strategy that will allow have prevented you from achieving your objectives or making the
you to achieve the goal, such as building a retirement budget balance, then take some action. Serious budget controls
fund by contributing to a 401(k) retirement plan or might have to be instituted or current controls tightened.

saving for the down payment on a home. find the Whatever your goals, it feels good when you make progress

money to save by reducing expenses or earning extra

income.

toward them, and it is thrilling to achieve them. If you did not achieve
some of your objectives, you can determine why and then adjust your

s budget and objectives accordingly. It is “okay” to revise your plans.

Suppose the Johnsons find that they are unable to set aside the
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Keep to a budget when
shopping, and use checks
to keep track of purchases.

planned $400 for their new home. By evaluating their budget, they
find that unexpected medical expenses and an out-of-state trip to
visit a sick relative led them to dip into their savings. Because they
understand why the objective was not achieved, they can set their
sights on reaching the goal during the next budgeting time period.

Instant Message

Manage Your Finances Using
Web Portals

Some comprehensive Web portals on personal

Financial Software and Planning Tools
Make Managing Your Money a Snap

Financial software and planning tools, including many on the finances are Yahoo! Finance (finance.yahoo.com), MSN
Internet, make managing your money—including record keep- Money Central (moneycentral.com), and Quicken.com
ing—a snap. Financial software offers many benefits. Laborious (quicken.com). You will find all kinds of easy-to-use
calculations are sharply reduced, banking transactions can be per- financial tools, including bill paying, banking, vehicle
formed with automatic updating of financial records, the balance loan rate comparisons, mortgage shopping, online

tax preparation, stock screening, stock quotes, online
brokers, retirement calculators, and breaking news
stories.

sheet and cash-flow statements are automatically updated when

transactions occur, and your financial plans can be developed.
Quicken and Microsoft Money are the two most popular user-

friendly brands of personal finance software. Both provide com- o

plete financial planning systems. Several other programs focus

primarily on income tax preparation, including TurboTax, which

works with your day-to-day financial software to help you do your taxes.

Many companies have financial planning tools and calculators on their websites, includ-

ing CNNmoney.com, Fool.com, Kiplinger.com, USAToday.com, and Yahoo.com.

Record Keeping In the process of budgeting, record keeping is the process of  record keeping Recording sources
recording the sources and amounts of dollars earned and spent. Recording the esti- ~ and amounts of dollars earmed and
mated and actual amounts for both income and expenditures helps you monitor your ~ spent.

money flow. Keeping track of income and expenses is the only way to collect sufficient

information to evaluate how close you are to achieving your financial objectives. For

those who keep records on paper, Figure 3.6 shows four samples of self-prepared

record-keeping formats that vary in complexity. Most people record earnings and

expenditures when they occur. When writing in the “activity” and “remarks” columns

in your record, be descriptive because you may need the information later.
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Advice from a Pro

Crisis Steps to Take If Budget Deficits 5. Drop landline telephone service and use only a cell
Occur Repeatedly SIS _ -
) 6. Use a list when shopping, and stick to it.
If you always run out of money before the month is d shopoi lls and di
over, you may need to take some drastic steps to get Avoid shopping malls and discount stores.

your finances under control. Consider the following: 8. Sell an asset, especially one that requires additional
expenses, such as a second car.

N

1. Stop using credit cards.

2. Spend only cash or money that you have, and 9. Move to lower-cost housing.

leave debit and credit cards at home. 10. Increase income by working overtime or finding a

3. Stop making ATM withdrawals and getting cash second job.

back from purchases to use for pocket money. Alena C. Johnson

. . . Utah State Universi
4. Reduce or stop spending on luxuries such as eating v

out, clothing, movies, entertainment, memberships,
hobbies, clothing, CDs, DVDs, and expanded cable
channels.

Adding Up Actual Income and Expenditures After the budgeting period
has ended—usually at the beginning of a new month—you need to add up the actual
income received and expenditures made during that period. You can perform this calcu-
lation on a form for each budget classification, as shown in parts (a) and (b) of Figure
3.6 or on a form with all income and expenditure classifications, as in parts (¢) and (d)
of Figure 3.6. Such calculations indicate where you may have overspent within your
budget categories. If you are new at budgeting, do not be too concerned about over-
spending; it occurs in some classifications almost always, only to be balanced by under-
spending in other categories. Use such information to refine your budget estimates in
the future. In three or four months, you will be able to estimate your
expenses much more accurately. The Garman/Forgue website pro-
vides budgeting software as well as numerous other templates, cal-
culators, and worksheets that you can use in your own personal
financial planning.

Instant Message

What to Do with Budgeted Money Left Over at
Instant Budget Analyses the End of the Month At the end of the budgeting time
on the Internet period, some budget classifications may still have a positive bal-
ance. For example, perhaps you estimated the electric bill at $100,
you, describe your situation on the CNNMoney but it was only $80. You may ‘t‘hen ask, “What do I do with the $20
website at cgi.money.cnn.com/tools/instantbudget/ syrplus? You also may ask, “What happens to budget classifica-
instantbudget_101.jsp. tions that were overspent?”

People handle the net surplus (the amount remaining after
all budget classification deficits are subtracted from those with
surpluses) in any of the following ways:

¢ Carry the surpluses forward

Put into a revolving savings fund

Build a cash reserve by depositing in a savings account
Pay down credit card debt

Put toward a mortgage or other loan

Invest in a retirement account

Spend like “mad money”

To compare your spending with that of people like

net surplus Amount remaining after
all budget dlassification deficits are
subtracted from those with surpluses.
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Food Budget: $90 \ Figure 3.6
DATE  ACTIVITY AMOUNT BALANCE Record-Keeping Formats
26 Grocevies 320 $70
29 Dinner out 1 S
2-14 Grocevies I DATE ACTIVITY AMOUNT BUDGETED EXPENDITURES BALANCE
N —
2-1 Budget estimate 390 390
2-¢ Grocevies 320 70
® 29 Diuner out 18 S2
2-14 Grocevies I 41
2-20 Grocevies 25 ¢
Februavy Totals 374
(c)
EXPENDITURES
DATE ACTIVITY Food Clothing Auto Rent Savings Utilities TOTAL REMARKS
Budget: $90 | Budget: $30 | Budget: $60 | Budget: $275 | Budget: $60 | Budget: $40 | Budget: $680
2-1 Gasoline 10 10
2-6 Gvocevies 20 20 Had Briends over
2-8 Gasoline 17 17 Good price
2-9 Diuner out 18 &
2-14 Grocevies Il 11 Pepsi on sale
2-1s Subtotals /49 /27 /76
— —— —————
(d)
INCOME EXPENDITURES REMARKS
s ls |2 <|E ]| | 8| & 2
g |5 |B||&|8|2|&|& |5 B
Estimates || 700 | 40 | 740 90| 30| ¢0|27S| <0 | 40 ¢80
Balance forwarded from January = = = 4 = 14 = = 2 28
Sum || 700 | 40 | 740 94c| 30| 74| 27S| <O 42 708
DATE ACTIVITY CASH IN
2-1 | Paycheck 700 700
2-1 | Texaco-gasoline 10 10
2¢ | Sabeway-groceries 20 20 Had Priends over
28 | 7/11-gasoline 17 17 Good price
2-9 | Duner out-pizzar |8 \g
2-14 | Giawmt-gvocevies 11 Pepsi o sale
215 Subtotals /700 /41 /27
2-1¢ | Cell phone 41 |
228 Totals 700 40 | 740 3| 28 27| 275 | ¢0 | 4| GooA wonth

"The budgeting form in part (d) of Figure 3.6 allows for carrying balances forward to
the next period. Some people carry forward deficits, with the hope that having less avail-
able in a budgeted classification the following month will motivate them to keep expen-
ditures low. Because variable expense estimates are usually averages, it is best not to
change the estimate based on a variation that occurs over just one or two months. If esti-
mates are too high or low for a longer period, you will want to make adjustments.

Using financial software for budgeting takes the drudgery out of making and
using a spending plan. And it gets to be easy after a few months. Budgeting can help
you succeed financially.
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v CONCEPT CHECK 3.5

1. List two actions that should be performed before establishing a

budget.

2. What are budget estimates and offer some suggestions on how to go
about making budget estimates for various types of expenses.

3. Distinguish between a cash flow calendar and a revolving savings
fund, and tell why each is important.

4. Offer three suggestions for effective budget controls.

What Do You Recommend Now?

Now that you have read the chapter on financial
planning, what do you recommend to Robert for his
talk with Nicole on the subject of financial planning

regarding:

1. Determining what they own and owe?

2. Better understanding their patterns of family
income and expenditure?

3. Using the information in Robert's newly prepared financial statements to
summarize the family’s financial situation?

4. Evaluating their financial progress?

5. Setting up a record-keeping system to better serve their needs?

6. Starting a budgeting process to guide saving and spending?

Big Picture Summary
of Learning Objectives

1 Identify your financial values, goals, and
strategies.

By identifying your financial values, goals, and strategies,
you can always keep a balance between spending and saving
and stay committed to your financial success. You may create
financial plans in three broad areas: plans for spending, plans
for risk management, and plans for capital accumulation.

2 Use balance sheets and cash-flow
statements to measure your financial
health and progress.

Financial statements are compilations of personal financial
data designed to furnish information on money matters.
The balance sheet provides information on what you own,
what you owe, and what the net result would be if you paid

off all your debts. The cash-flow statement lists income
and expenditures over a specific period of time, such as the
previous month or year.

3 Evaluate your financial strength and
progress using financial ratios.

Financial ratios are numerical calculations designed to
simplify the process of evaluating your financial strength
and the progress of your financial condition. Ratios serve
as tools or yardsticks to develop saving, spending, and
credit-use patterns consistent with your goals.

4 Maintain the financial records necessary
for managing your personal finances.
Your financial records will help determine where you are,

where you have been, and where you are going financially.
They also help you make money.
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Achieve your financial goals through
budgeting.

Budgeting is all about logical thinking about your finances.
Budgeting forces you to consider what is important in your
life, what things you want to own, how you want to live,
what it will take to do that, and, more generally, what you
want to achieve in life. A budget is a process used to record
both projected and actual income and expenditures over a
period of time, and it represents the major mechanism
through which your financial plans are carried out and
goals are achieved.

Let's Talk About It

1.

What are your three most important personal values?
Give an example of how each of those values might
influence your financial plans.

. College students often have little income and many

expenses. Does this reduce or increase the importance
of completing a cash-flow statement on a monthly

basis? Why?

. Of the financial ratios described in this chapter, which

two might be most revealing for the typical college stu-
dent? Which two are the most revealing for a retiree?

. Do you have a budget? Why or why not? What do you

think are the major reasons why people do not make
formal budgets?

. What is the biggest budget-related mistake that you

have made? What would you do differently?

Do the Numbers

L.

Review the financial statements of Victor and Maria
Hernandez (Table 3.3 and Table 3.5) and respond to
the following questions:

(a) Using the data in the Hernandezes’ balance sheet,
calculate an investment assets-to-net worth ratio.
How wouldyouinterprettheratio? The Hernandez
family appears to have too few monetary assets
compared with tangible and investment assets.
How would you suggest that they remedy that
situation over the next few years?

(b) Comment on the couple’s diversification of their
investment assets.

(¢) Calculate the asset-to-debt ratio for Victor and
Maria. How does this information help you
understand their financial situation? How do their
total assets compare with their total liabilities?

(d) The Hernandezes seem to receive most of their
income from labor rather than investments.
What actions would you recommend for them to
remedy that imbalance over the next few years?

(¢) The Hernandezes want to take a two-week vaca-
tion next summer, and they have only eight
months to save the necessary $2400. What rea-
sonable changes in expenses and income might
they consider to increase net income and make
the needed $200 per month?

2. John Green has been a retail salesclerk for six years. At

age 35, he is divorced with one child, Amanda, age 7.
John’s salary is $36,000 per year. He regularly receives
$250 per month for child support from Amanda’s
mother. John invests $100 each month ($50 in his
mutual fund and $50 in U.S. savings bonds). Using the
following information, construct a balance sheet and a
cash-flow statement for John.

ASSETS Amount
Vested retirement benefits (no employee $3000
contribution)
Money market account (includes $150 of 5000
interest earned last year)
Mutual fund (includes $200 of reinvested 4000
dividend income from last year)
Checking account 1000
Personal property 5000
Automobile 3000
U.S. savings bonds 3000
Outstanding
LIABILITIES Balance
Dental bill (pays $25 per month and is $ 450
included in uninsured medical/dental)
Visa (pays $100 per month) 1500
Student loan (pays $100 per month) 7500
ANNUAL EXPENSES Amount
Auto insurance $ 780
Rent 9100
Utilities 1200
Phone 680
Cable 360
Food 3000
Uninsured medical/dental 1000
Dry cleaning 480
Personal care 420
Gas, maintenance, license 2120
Clothes 500
Entertainment 1700
Vacations/visitation travel 1300
Child care 3820
Gifts 400
Miscellaneous 300
Taxes 6400
Health insurance 2440

. Sharon and Dick DeVaney of West Lafayette, Indiana,

have decided to start a family next year, so they are
looking over their budget (illustrated in Table 3.7 as
the “young married couple”). Sharon thinks that she
can go on half-salary ($1050 instead of $2100 per
month) in her job as a graduate assistant for about 18
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months after the baby’s birth; she will then return to
tull-time work.

(a) Looking at the DeVaneys’ current monthly bud-
get, identify categories and amounts in their
$4315 budget where they realistically might cut
back $1050. (Hint: Federal and state taxes
should drop about $290 as their income drops.)

(b) Assume that Sharon and Dick could be persuaded
not to begin a family for another two to three
years until Sharon finishes graduate school. What
specific budgeting recommendations would you
give them for handling (i) their fixed expenses and
(ii) their variable expenses to prepare financially
for an anticipated $1050 loss of income for 18
months as well as the expenses for the new baby?

(c) If the DeVaneys’ gross income of $4315 rises
6 percent per year in the future, what will their
income be after five years? (Hint: See Appendix
Table A.1 or the Garman/Forgue website.)

Financial Planning Cases

Case 1

Manipulation of a Cash-Flow
Statement

Using the cash-flow statement developed by William
Soshnik (see Table 3.4), enter the data from the Garman/
Forgue website. The program will calculate the totals.

(a) Print the cash-flow statement, and compare the
results with the text for accuracy.

(b) What original source records might William use
to develop his cash-flow statement?

(¢) Use the data in the cash-flow statements for
William (Table 3.4) and for Victor and Maria
Hernandez (Table 3.5) to advise William on how
his financial life will change as he becomes
older.

Case 2

Budget Control for a Recent
Graduate

Joseph Jackson, a political scientist from Tucson, Arizona,
graduated from college eight months ago and is having a
terrible time with his budget. Joseph has a regular monthly
income from his job and no really large bills, but he likes to
spend. He exceeds his budget every month, and his credit
card balances are increasing. Choose three budget control
methods that you could recommend to Joseph, and explain
how each one could help him gain control of his finances.

Case 3

A Couple Creates an Educational
Savings Plan

Stanley Marsh and Wendy Testaburger of Gary, Indiana,
have two young children and have been living on a tight
budget. Their monthly budget is illustrated in Table 3.7
on page 81 as the “married couple with two young chil-
dren.” Wendy and Stanley are nervous about not having
started an educational savings plan for their children.
Wendy has just begun working on a part-time basis at a
local accounting firm and earns about $860 per month;
this income is reflected in the Marsh-Testaburgers’ bud-
get. They have decided that they want to save $200 per
month for the children’s education, but Wendy does not
want to work more hours away from home.

(a) Review the family’s budget and make suggestions
about how to modify various budget estimates so
that they could save $200 per month for the edu-
cation fund.

(b) Briefly describe the effect of your recommended
changes on the Marsh-"Testaburgers’ lifestyle.

Case 4

Victor and Maria Hernandez

Victor and Maria, both in their late 30s, have two chil-
dren: John, age 13 and Joseph, age 15. Victor has had a
long sales career with a major retail appliance store.
Maria works part time as a dental hygienist. The
Hernandezes own two vehicles and their home, on which
they have a mortgage. They will face many financial
challenges over the next 20 years, as their children drive,
go to college, and leave home and go out in the world on
their own. Victor and Maria also recognize the need to
further prepare for their retirement and the challenges
of aging.

Victor and Maria Hernandez Think About
Their Financial Statements and Budgets
Victor and Maria Hernandez spent some time making up
their first balance sheet, which is shown in Table 3.3.

(a) Victor and Maria are a bit confused about how
various financial activities can affect their net
worth. Assume that their home is now appraised
at $192,000 and the value of their automobile has
dropped to $9500. Calculate and characterize the
effects of these changes on their net worth.

(b) If Victor and Maria take out a bank loan for $1545
and pay off their credit card debts totaling $1545,
what effects would these changes have on their
net worth?
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(¢) If Victor and Maria sell their New York 2016
bond and put the cash into their savings account,
what effects would this move have on their net
worth ratio?

(d) Use the sample budgets in Table 3.7 to explain to
the couple how their budget might change when
their children go to college.

Case 5

Harry and Belinda Johnson

Harry graduated with a bachelor’s degree in interior design
last spring from a large Midwestern university near his
hometown. Belinda has a degree in business finance from
a university on the West Coast. Harry and Belinda both
worked on their school’s student newspapers and met at a
conference during their junior year in college. They were
married last June and live in an apartment in Kansas City.
They currently own one car and Belinda uses public trans-
portation to commute to work. Harry and Belinda look
forward to advancing in their careers, buying their own
home, and having children.

The Johnsons’ Financial Statements Suggest
Budgeting Problems

Harry and Belinda both found jobs in the same city. Harry
works at a small interior design firm and earns a gross sal-
ary of $2500 per month. He also receives $3000 in interest
income per year from a trust fund set up by his deceased
father’s estate; the trust fund will continue to pay that
amount until 2020. Belinda works as a salesperson for a
regional stock brokerage firm. She earns $3000 per month,
and when she finishes her training program in another two
months, her gross salary will increase $300 per month.
Belinda has many job-related benefits, including life insur-
ance, health insurance, and a credit union. The Johnsons
live in an apartmentlocated approximately halfway between
their places of employment. Harry drives about 10 min-
utes to his job, and Belinda travels about 15 minutes via
public transportation to reach her downtown job. Harry
and Belinda’s apartment is very nice, but small, and it is
furnished primarily with furniture given to them by their
families. Soon after starting their first jobs, Harry and
Belinda decided to begin their financial planning. Each
had taken a college course in personal finance, so after
initial discussion, they worked together for two evenings
to develop the two financial statements presented below
and on the next page.

(a) Briefly describe how Harry and Belinda probably
determined the fair market prices for each of their
tangible and investment assets.

(b) Using the data from the cash-flow statement
developed by Harry and Belinda, calculate a basic
liquidity ratio, asset-to-debt ratio, debt service-
to-income ratio, debt payments-to-disposable

income ratio, and investment assets-to-total assets
ratio. What do these ratios tell you about the
Johnsons’ financial situation? Should Harry and
Belinda incur more debt?

(¢) The Johnsons enjoy a high income because both
work at well-paying jobs. They have spent parts of
three evenings over the past several days discuss-
ing their financial values and goals together. As
shown in the upper portion of Figure 3.5, they
have established three long-term goals: $3000 for
a European vacation to be taken in 2V years,
$5000 needed in October 2011 for a down pay-
ment on a new automobile, and $26,078 for a
down payment on a home to be purchased in
December 2013. As shown in the lower portion of
the figure, the Johnsons did some calculations to
determine how much they had to save for each
goal—over the near term—to stay on schedule to
reach their long-term goals as well as pay for two
vacations and an anniversary party. After develop-
ing their balance sheet and cash-flow statement,
the Johnsons made a budget for the year (shown in
Table 3.8). They then reconciled various conflict-
ing needs and wants until they found that total
annual income exceeded expenses. Next, they cre-
ated a revolving savings fund (Table 3.10) in which
they were careful to include enough money each
month to meet all of their short-term goals. When
developing their cash-flow calendar for the year
(Table 3.9), they noticed a problem: substantial
cash deficits during four months of the year. In
fact, despite their projected high income, they
anticipate a deficit for the year. To meet this prob-
lem, they do notanticipate increasing their income,
using savings, or borrowing. Instead, they are con-
sidering modifying their needs and want to reduce
their budget estimates to the point where they
would have a positive balance for the year. Make
specific recommendations to the Johnsons on how
they could make reductions in their budget esti-
mates. Do not offer suggestions that would alter
their new lifestyle drastically, as the couple would
reject these ideas.

Balance Sheet for Harry and Belinda Johnson—
January 1, 2008

Dollars Percent
ASSETS
Monetary Assets
Cash on hand $ 1,178 5.48
Savings (First Federal Bank) 890 4.14
Savings (Far West Savings and Loan) 560 2.60
Savings (Smith Brokerage Credit 160 0.74
Union)
Checking account (First Federal Bank) 752 3.50
Total monetary assets $ 3,540 16.45




PART 1: Financial Planning

Tangible Assets

Automobile (3-year-old Toyota) $ 11,000 51.13
Personal property 2,300 10.69
Furniture 1,700 7.90
Total tangible assets $15,000 69.72
Investment Assets

Harry’s retirement account $ 1,425 6.62
Belinda’s retirement account 1,550 7.20
Total investment assets $ 2,975 13.83
Total Assets $21,515 100.00
LIABILITIES

Short-Term Liabilities

Visa credit card $ 390 1.81
Sears card 45 0.21
Dental bill 400 1.86
Total short-term liabilities $ 835 3.88
Long-Term Liabilities

Student loan (Belinda) $ 3,800 17.66
Automobile loan (First Federal Bank) 8,200 38.11
Total long-term liabilities $ 12,000 55.78
Total Liabilities $ 12,835 59.66
Net Worth $ 8,680 40.34
Total Liabilities and Net Worth $21,515 100.00

Cash-Flow Statement for Harry and Belinda Johnson
July 1-December 31, 2007 (First Six Months of Marriage)

Dollars Percent

INCOME

Harry’s gross income ($2500 X 6) $15,000  41.64

Belinda’s gross income ($3000 X 6) 18,000  49.97

Interest on savings account 24 0.07

Harry’s trust fund 3,000 8.33

Total Income $36,024  100.00

EXPENSES

Fixed Expenses

Rent $ 5,400 14.99

Renter’s insurance 220 0.61

Automobile loan payment 1,710 4.75

Automobile insurance 420 1.17

Medical insurance (withheld 750 2.08
from salary)

Student loan payments 870 2.42

Life insurance (withheld from 54 0.15
salary)

Cable television 540 1.50

Health club 300 0.83

Savings (withheld from salary) 900 2.50

Harry’s retirement plan (6% of salary) 900 2.50

Belinda’s retirement plan 720 2.00
(4% of salary)

Federal income taxes (withheld 4,600 12.77
from salary)

State income taxes (withheld 1,600 4.44
from salary)

Social Security (withheld 2,520 7.00
from salary)

Automobile registration 90 0.25

Total fixed expenses $21,594  59.94

Variable Expenses

Food $ 2,300 6.38
Utdlities 750 2.08
Telephone 420 1.17
Gasoline, oil, maintenance 700 1.94
Doctor’s and dentist’s bills 710 1.97
Medicines 345 0.96
Clothing and upkeep 1,900 5.27
Church and charity 800 2.22
Gifts 720 2.00
Christmas gifts 350 0.97
Public transportation 720 2.00
Personal allowances 1,040 2.89
Entertainment 980 2.72
Vacation (holiday) 700 1.94
Vacation (summer) 600 1.67
Miscellaneous 545 1.51
Total variable expenses $13,580 37.70

Total Expenses $35,174  97.64
Surplus (deficit) $ 850 2.36

Go to the Web pages indicated to complete these exer-
cises. You can also go to the Garman/Forgue website at
college.hmco.com/business/students for an expanded list
of exercises. Under General Business, select the title of
this text. Click on the Internet Exercises link for this
chapter.

1. Visit Kiplinger’s Personal Finance Magazine website at
hetp://www.kiplinger.com/tools/. There you will find
a link to a long list of calculators that can be used in
various present and future value calculations. Select
four that you believe would be particularly useful in
the aspects of personal financial planning that were
discussed in this chapter.

2. Visit the website for SRI Consulting at http://www
.sric-bi.com/VALS/presurvey.shtml where you will
find the VALS questionnaire. This short questionnaire
will help you identify your values in the context of the
values of other members of American society.

3. Visit the website for the Economic Policy Institute at
http://www.epi.org/content.cfm/datazone_fambud_
budget where you can find an example of a family
budget for many areas of the United States. Calculate
the budget for an area of interest to you. How useful
do you think such a calculator would be for a family
interested in developing its own budget?

Visit the Garman/Forgue website...

@college.hmco.com/business/students

Under General Business, select Personal Finance 9e. There,
among other valuable resources, you will find a complete
glossary, ACE questions, links to help you complete the
chapter exercises, and links to other personal finance sites.


http://www.kiplinger.com/tools/
http://www.sric-bi.com/VALS/presurvey.shtml
http://www.sric-bi.com/VALS/presurvey.shtml
http://www.epi.org/content.cfm/datazone_fambud_budget
http://www.epi.org/content.cfm/datazone_fambud_budget
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CHAPTER 4

Managing Income Taxes

You Must Be Kidding, Right?

. Bharat Persaud’s employer gave him a $2000 bonus last year, and when Bharat was
n filling out his federal income tax form, he discovered that $1000 of it moved him from
the 15 percent marginal tax rate to 25 percent. How much tax will Bharat pay on the
$10007

A. $150
B. $180
C. $250
D. $380

The answer is C. The federal marginal tax rate is applied to your last dollar of earnings.
The first $1000 of Bharat's bonus is taxed at the marginal tax rate of 15 percent ($150),
but the second $1000 is taxed at 25 percent ($250). Be aware of your marginal tax rate!

LEARNING OBIJECTIVES

After reading this chapter, you should be able to:

1 Explain the nature of progressive income taxes and the
marginal tax rate.

2 Differentiate among the eight steps involved in calculating
your federal income taxes.

3 Use appropriate strategies to avoid overpayment of
iIncome taxes.
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What Do You Recommend?

Jeffrey Hutchinson and Amber Martin plan to get married in two years.
Jeffrey earns $44,000 per year managing a fast-food restaurant. He also
earns about $10,000 per year selling
jewelry that he designs at craft shows

held monthly in various nearby cities. Right
after they get married, Jeffrey plans to go
back to college full time to finish the last
year of his undergraduate degree. Amber
earns $58,000 annually working as an
institutional sales representative for an
insurance company. Both Jeffrey and
Amber each contribute $100 per month
to their employer-sponsored 401 (k) retire-
ment accounts. Jeffrey has little additional
savings, but Amber has accumulated
$18,000 that she wants to use for a down
payment on a home. Amber also owns
300 shares of stock in an oil company
that she inherited four years ago when the
price was $90 per share; now the stock is
worth $130 per share. Jeffrey and Amber
live in a state where the state income tax
is 6 percent.

What would you recommend to
Jeffrey and Amber on the subject of
managing income taxes regarding:

1. Using tax credits to help pay for Jeffrey's college expenses?

2. Determining how much money Amber will realize if she sells the stocks,
assuming she pays federal income taxes at the 25 percent rate?

3. Buying a home?
4. Increasing contributions to their employer-sponsored retirement plans?

5. Establishing a sideline business for Jeffrey's jewelry operation?

FOR HELP with studying this chapter, visit the
Online Student Center:

www.college.hmco.com/pic/garman9e

C-).i_;_iline Study Center



www.college.hmco.com/pic/garman9e

Good Money Habits in

Managing Income Taxes

Make the following your money habits

in managing your income taxes:

1. Reduce your income taxes by signing up for
tax-advantaged employee benefits at your

workplace.

2. Contribute to your employer-sponsored 401 (k)
retirement plan at least up to the amount of the
employer's matching contribution.

3. Buy a home to reduce income taxes.

4. Do your own tax return so you can learn how
to reduce your income tax liability.

5. Maintain good tax records.

tax planning Seeking legal ways to
reduce, eliminate, or defer income
taxes.

taxable income Income upon which
income taxes are levied.

‘l LEARNING OBIJECTIVE
Explain the nature of progres-
sive income taxes and the
marginal tax rate.

taxes Compulsory government-
imposed charges levied on citizens
and their property.

progressive income tax Tax rate
increases as taxable income
increases.

marginal tax bracket (MTB)/marginal
tax rate One of six income-range
segments at which income is taxed
at increasing rates.

IRS tax table Used to figure income
tax for taxable incomes up to
$100,000.

tax rate schedules Equations to fig-
ure taxes for returns with taxable
incomes above $100,000.

PART 2: Money Management

Managing your money effectively includes efforts to avoid paying
unnecessary sums to the government in taxes. You should pay
your income tax liabilities in full, but that’s all—there is no need
to pay a dime extra. To achieve this goal, you need to adopt a tax
planning perspective designed to reduce, defer, or eliminate some
income taxes. To get started, you should recognize that you pay
personal income taxes only on your taxable income. This amount
is determined by subtracting your allowable exclusions, adjust-
ments, exemptions, and deductions from your gross income, with
the result being the income upon which the tax is actually calcu-
lated. Details for these calculations are provided later. For now,
simply remember that the main idea in managing income taxes is
to reduce your taxable income as much as possible, which, in turn,
reduces your tax liability. By carefully analyzing and managing the
subject of income taxes to your advantage, you can avoid overpay-
ment of income taxes. Then you will have more money available
every year to manage, spend, save, invest, and donate—activities
that are the focus of the remainder of this book.

Progressive Income Taxes
and the Marginal Tax Rate

Taxes are compulsory charges imposed by a government on its citizens and their
property. The U.S. Internal Revenue Service (IRS) is the agency charged with the
responsibility for collecting federal income taxes based on the legal provisions in the
Internal Revenue Code.

The Progressive Nature of the Federal Income Tax

"Taxes can be classified as progressive or regressive. The federal personal income tax is
a progressive tax because the tax rate increases as a taxpayer’s taxable income
increases. A higher income implies a greater ability to pay. As Table 4.1 shows, the
higher portions of a taxpayer’s taxable income are taxed at increasingly higher rates
under the federal income tax.* A regressive tax operates in the opposite way. That is,
as income rises, the tax demands a decreasing proportion of a person’s income. An
example is a state sales tax, since a rate of perhaps 5 percent might have to be paid by
everyone regardless of income.

The Marginal Tax Rate Is Applied to the
Last Dollar Earned

The marginal tax bracket (MTB) is one of the six income-range segments that are
taxed at increasing rates as income goes up. This is also called the marginal tax rate.
Recall from Chapter 1 that the marginal tax rate is applied to your last dollar of earnings.
Depending on their income, taxpayers fit into one of the six tax brackets (as shown in
Table 4.1) and, accordingly, pay at one of those marginal tax rates: 10 percent, 15 percent,
25 percent, 28 percent, 33 percent, or 35 percent. Each year the taxable income levels for

*All tax rates cited in this chapter are for income tax returns filed in 2008. The mathematics shown in
Figure 4.1 is based on the Internal Revenue Service’s tax table (used for returns with taxable incomes up
to $100,000) and tax-rate schedules (used for returns with taxable incomes above $100,000). Figures in
the chapter may vary due to adjustments for inflation and tax law changes.
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Table 4.1 The Progressive Nature of the Federal Income Tax (Taxable Income Brackets)

Segment of Taxable Income Marginal Tax Rate*
First $7,825 10%
Over $7.825 but not over $31,850 15%
Over $31,850 but not over $77,100 25%
Over $77,100 but not over $160,850 28%
Over $160,850 but not over $349,700 33%
Over $349,700 35%

*Tax rates for single taxpayer.

the tax brackets are adjusted to reduce the effects of inflation, a process called indexing.  indexing Yearly adjustments to tax
Indexing keeps taxpayers from being unfairly forced to pay more taxes as they receive ~ brackets that reduce inflation’s
raises simply to keep up with inflation. effects on tax brackets.
Your marginal tax rate is perhaps the single most important concept in personal
finance. It tells you the portion of any extra taxable earnings—from a raise, investment
income, or money from a second job—you must pay in income taxes. Correspondingly,
it measures the tax reduction benefits of a tax-deductible expense that allows you to
reduce your taxable income.
Consider this example of how the marginal tax rate might apply. Susan Bassett is
from Syracuse, New York (see Figure 4.1). Part of her $60,000 gross income ($3400
+ $5350) is not taxed, the next $7825 is taxed at 10 percent, the next $24,025 is taxed
at 15 percent, and the remaining $19,400 of Susan’ $60,000 taxable income is taxed
at 25 percent. Thus, Susan is in the 25 percent marginal tax bracket because the /ast
dollar that she earned is taxed at that level.

The Marginal Tax Rate Affects Your Financial Decisions

The marginal tax rate can affect many financial decisions that you make. Consider, for
example, what happens if you are in the 25 percent marginal tax bracket and you make
a $100 tax-deductible contribution to a charity. The charity receives the $100, and you
deduct the $100 from your taxable income. This deduction results in a $25 reduction
in your federal income tax ($§100 X 0.25). In effect, you give $75 and the government
“gives” $25 to the charity.

$3,400 personal exemption is not taxed Figure 4.1
$5,350 standard deduction is not taxed How Your
Next $7,825 of income Income Is Really
is taxed at 10% Taxed (Example:
TOTALS  Susan Bassett
with a $60,000
Income _Next $24,025 of income _Remaini_ng $19,400 of - $60,000 Gross Income)
Segment is taxed at 15% income is taxed at 25% [ ’
Amount of
Income Tax 0+ 0+$782.50+ $3,603.75 + $4,850.00 = $9,236

Susan’s marginal tax rate is 25%.
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Did You Know?...

How to Determine Your Marginal
Tax Rate

You can determine your marginal tax rate by following
this example.

1. Robert Heatherton is single and has a taxable
income of $27,825, and looking at the illustrated
tax table (Table 4.3 on page 111) he finds his
tax on that amount of income ($3783).

2. Add $100 to that income for a total of $27.925,
and find the tax on that amount ($3798).

3. Calculate the difference between the two tax
amounts ($3798 — $3783). The extra $15 in
taxes from a $100 increase in income reflects a
federal marginal tax rate of 15 percent.

effective marginal tax rate The total
marginal rate reflects all taxes on a
person's income, including federal,
state, and local income taxes as well
as Social Security and Medicare
taxes.

average tax rate Proportion of total
income paid in income taxes. 1.

Your Effective Marginal Tax Rate
Is Probably 43 Percent

The effective marginal tax rate describes a person’s total marginal
tax rate on income after including federal, state, and local income
taxes as well as Social Security and Medicare taxes. To determine
your effective marginal tax rate on income, add all of these other
taxes to your federal marginal tax rate. For example, a taxpayer
might have a federal marginal income tax rate of 25 percent, a com-
bined Social Security and Medicare tax rate of 7.65 percent, a state
income tax rate of 6 percent, and a city income tax rate of 4 percent.
These taxes result in an effective marginal tax rate of 43 percent
(25 + 7.65 + 6 + 4 = 42.65, rounded to 43). Many employed tax-
payers pay an effective marginal tax rate of 43 percent or higher!

Your Average Tax Rate Is Lower

Many people wonder what proportion of their total income they
pay in income taxes.

Your average tax rate gives the answer to this question. For
example, the average tax rate on Susan Bassett’s total income (the
illustration in Figure 4.1) is 15.39 percent ($9236 + $60,000),
about the same for all U.S. taxpayers. Because total income is not
fully taxed by the federal government, the average tax rate is

always less than the marginal tax rate. But it is the marginal tax
bracket that is most important because knowing what that rate is helps you make bet-
ter financial decisions.

v/ CONCEPT CHECK 4.1

Distinguish between a progressive and a regressive tax.

2. What is a marginal tax bracket, and how does it affect taxpayers?

3. Explain why many taxpayers have a marginal tax rate as high as
43 percent.

2 LEARNING OBJECTIVE
Differentiate among the eight
steps involved in calculating
federal income taxes.

Eight Steps in Calculating
Your Income Taxes

There are eight basic steps in calculating federal income taxes:

N

Determine your total income.
Determine and report your gross income after subtracting exclusions.
Subtract adjustments to income.

Subtract either the IRS’s standard deduction amount for your tax status or your

itemized deductions.

® N oW

Subtract the value of your personal exemptions.
Determine your preliminary tax liability.
Subtract tax credits for which you qualify.

Calculate the balance due the IRS or the amount of your refund.
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Did You Know?...

Determine Whether You Should File an Income Tax Return

Citizens and residents of the United States and Puerto Rico
must file federal income tax returns if they have sufficient
earned income (compensation for performing personal
services, such as salaries, wages, tips, and net earnings from
self-employment). To file simply means to report formally
to the IRS income earned and your tax liability for the year.
The minimum levels of income that require filing a return
are $8750 for single individuals and $17,500 for married
people filing jointly. These numbers represent the sum
of the value of the personal exemption and the standard
deduction for taxpayers of the appropriate filing status
(discussed later).

The law also requires you to file a return (even if
you owe no taxes) when someone (such as your parent)
can claim you as a dependent and you have unearned
income (investment returns in the form of rents,
dividends, capital gains, interest, or royalties) exceeding
$1700, or if you have earned income greater than $5350
(the value of a standard deduction). There are several
other cases in which it is wise to file a tax return, even
though it is not required:

1. To get a refund of any federal income taxes
withheld. People who have had federal income
taxes withheld from paychecks but who did not
receive enough income to be required to file must
submit a return to obtain a refund. If you moved
and never received a filed-for, deserved refund,

submit IRS Form 8822, the official change-of-
address notification, and the agency will forward
you a check.

. To get a refund if you neglected to file for

refunds in the past. If you have neglected to file
for refunds in the past, you can complete the
appropriate tax form for the year in question:
1040EZ (which the IRS calls its “very short form”),
1040A (short form), or 1040 (the long form).

. To get a refund if you overpaid your taxes in

the past three years. You may file an amended
return for a refund on Form 1040X to correct
returns filed in error during the past three years.
For example, you might have overpaid your tax on
your original return because you neglected to take
all allowable deductions or credits (details are
given later in this chapter), or you might need to
correct a mistake on an original or previously
amended return.

. To get a refund if you can qualify for a refund-

able tax credit. You also may qualify for the earned
income credit or child tax credit. Claiming a credit
may allow you to get money from the government
even though you owed no income taxes for the
year. (More information about credits is found on
pages 111-113).

Figure 4.2 (page 102) graphically depicts these eight steps in the overall process
of federal income tax calculation. The idea is to reduce your income so that you pay
the smallest amount possible in income taxes. You do so by reducing total income by
removing nontaxable income and then subtracting exclusions, deductions, exemp-
tions, and tax credits, as indicated in the unshaded boxes in Figure 4.2.

1. Determine Your Total Income

Practically everything you receive in return for your work or services and any profit from

the sale of assets is considered income, whether the compensation is paid in cash, prop-

erty, or services. Listing these earnings will reveal your total income—compensation  total income Compensation from all
from all sources—and much of it, but not all, will be subject to income taxes. sources.

Income to Include For most people, earned income is reported to them annu-
ally on a Form W-2, Wage and Tax Statement. Employers must provide W-2 infor-
mation (see Figure 4.3) by January 31 of the next year. If you receive income from
interest or dividends or other sources, those sources may send you a Form 1099. All
this information is provided to the IRS.
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Did You Know?...

Ways to Pay Income Taxes

The federal income tax is a “pay as you go” tax. Through
payroll withholding, an employer takes a certain
amount from an employee’s income as a prepayment of
an individual's tax liability for the year and sends that
amount to the IRS, where it is credited to that particular
taxpayer's account. The amount withheld is based on the
amount of income earned, the number of exemptions
reported to the employer by the employee on Form W-4
(the Employee’s Withholding Allowance Certificate), and
other factors.

You may be exempt from payroll withholding (for
example, if you are a student who works only summers)
if you meet three tests:

1. You had no income tax liability last year and were
entitled to a full refund of any tax withheld.

2. You expect to owe no tax in the current year on an
income of no more than $850 and investment
income of no more than $300.

3. You are not claimed as an exemption on another
person'’s tax return.

If you satisfy these criteria, request a Form W-4 from
your employer and write the word exempt in the appro-
priate place. If you do not satisfy all three tests, you must
file a tax return after the end of the year to obtain a
refund of the money withheld. Withholding for Social
Security and Medicare taxes occurs regardless of whether
you are exempt from income tax withholding.

People who are self-employed or receive substantial
income from an employer that is not required to practice
payroll withholding, such as lawyers, accountants, consul-
tants, and owners of rental property, must pay estimated
taxes. They are required to estimate their tax liability and
pay their estimated taxes in advance in quarterly install-
ments on April 15, June 15, September 15, and the fol-
lowing January 15.

Figure 4.2

Income Tax

Subtract exclusions Calculation

(tax-exempt
income)

Subtract
adjustments
to income

Step 1
Step 2
Step 3
Subtract standard
Step 4 deduction or total
itemized deductions
of exemptions

Apply tax table or
Step 6 | tax-rate schedule to
determine tax liability

Final tax Subtract tax
Step 7 | jiability credits
Calculate

Step 8 | balance owed
or refund

The Process of
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a Control number
I 22222 | OMB No. 1545-0008
b Employer identification number (EIN) 1 Wages, tips, olher compensation | 2 Federal incame tax withheld
37-12345678 ¢5,000.00 10,400.00
¢ Employer's name, address, and ZIP code 3 Soclal security wages 4 Social security tax withheld
Finemcial knowledge Communications . mfgfooo'ggl . M:/o;o H
care wages and 1 icare tax withhel
124S 0ok Stveet cg,évgo,oo iz 9425
Ok Pavk, IL ¢0302 7 Social security lips 8 Allocated tips
d Empioyee’s social security number 9 Advance EIC payment 10 Dependent care benefits
123-45-¢789
e Employes’s first name and initial Last nama Suff. |11 Nonqualified plans
Yasuo Konowat
C— A
0O 0 0
14 Other
f Employes's address and ZIP code
16 sue  Employer's state ID number 16 State wages, tips, efc. | 17 State income tax | 18 Local wages, lips, etc.
L dBlAl AT NSO
I
Wage and Tax D
Form W'2 Statement

Copy 1—For State, City, or Local Tax Department

Figure 4.3
W-2 Form

The following types of income are included when you report your income to

the IRS:

Wages and salaries

Commissions

Bonuses

Professional fees earned

Income from stock options

Tips earned

Fair value of anything received in a barter arrangement

Alimony received

Scholarship and fellowship income spent on room, board, and other living
expenses

Grants and the value of tuition reductions that pay for teaching or other services
Annuity and pension income received

Withdrawals and disbursements from retirement accounts, such as an individual
retirement account (IRA) or 401(k) retirement plan (discussed in Chapter 17,
“Retirement Planning”)

Withdrawals from retirement accounts and tax-deferred annuities

Military retirement income

Social Security income (a portion is taxed above certain income thresholds)
Disability payments received if you did not pay the premiums

Damage payments from personal injury lawsuits (punitive damages only)

Value of personal use of employer-provided car

State and local income tax refunds (only if the taxpayer itemized deductions during
the previous year)

Employee productivity awards

Awards for artistic, scientific, and charitable achievements unless assigned to a
charity

Prizes, contest winnings, and rewards

Gambling and lottery winnings

All kinds of illegal income

Fees for serving as a juror or election worker

Unemployment benefits
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* Partnership income or share of profits

* Net rental income

* Royalties

* Investment, business, and farm profits

¢ Interest income (this includes credit union dividends)

¢ Dividends from mutual funds (including capital gains distribu-

File a Return to Get Your Refund tions even though they are reinvested)

Your tax return is the form you send to the IRS for
filing your taxes. You must file a return to get a refund

of overwithheld taxes.

asset Property owned by a taxpayer
for personal use or as an investment
that has monetary value.

capital gain Net income received
from sale of an asset above its pur-
chase price.

short-term gain/loss A profit or loss
on the sale of an asset that has been
held for one year or less.

long-term gain/or loss A profit or
loss on the sale of an asset that has
been held for more than a year.

gross income All income in the form
of money, goods, services, and/or

property.

exclusions Income not subject to
federal taxation.

e Dividend income

Include Capital Gains and Losses in Total Income An

asset is property owned by a taxpayer for personal use or as an

investment that has monetary value. Examples of assets include

stocks, mutual funds, bonds, land, art, gems, stamps, coins, vehi-
cles, and homes. The net income received from the sale of an asset
above the costs incurred to purchase and sell it is a capital gain. A capital loss results
when the sale of an asset brings less income than the costs of purchasing and selling the
asset. Capital gains and losses on investments must be reported on your tax return.
Capital gains from the sale or exchange of property held for personal use, such as on a
vehicle or vacation home, must be reported as income, but losses on such property are
not deductible. There is no tax liability on any capital gain until the stock, bond, mutual
fund, real estate, or other investment is sold.

A short-term gain (or loss) occurs when you sell an asset that you have owned for
one year or less; it is taxed at the same rates as ordinary income. A long-term gain (or
loss) occurs when you sell an asset that you have owned for more than one year (at least
ayear and a day), and it is taxed at special low rates. Long-term capital gains are taxed at
a maximum rate of 15 percent, and the rate is only 5 percent for taxpayers in the lower
two brackets (15 and 10 percent).

Capital losses may be used first to offset capital gains. If there are no capital gains,
or if the capital losses are larger than the capital gains, you can deduct the capital loss
against your other income, but only up to a limit of $3000 in one year. If your net
capital loss is more than $3000, the excess carries forward to the next tax year, up to
an annual $3000 maximum.

2. Determine and Report Your Gross Income After
Subtracting Exclusions

Gross income consists of all income (both earned and unearned) received in the form
of money, goods, services, and property that a taxpayer is required to report to the
IRS. To determine gross income, you need to determine which kinds of income are
not subject to federal taxation and, therefore, need not be reported as part of gross
income. These amounts are called exclusions.

Income to Exclude The more common exclusions (some are subject to limits)

are as follows:

* Gifts

¢ Inherited money or property

* Income from a carpool

* Income from items sold at a garage sale for a sum less than what you paid

® Cash rebates on purchases of new cars and other products

¢ 'Tuition reduction, if not received as compensation for teaching or service

* Federal income tax refunds

e State and local income tax refunds for a year in which you claimed the standard
deduction

* Scholarship and fellowship income spent on course-required tuition, fees, books,
supplies, and equipment (degree candidates only)
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* Withdrawals from state-sponsored Section 529 plans (prepaid tuition and savings)
used for education

® Prizes and awards made primarily to recognize artistic, civic, charitable, educa-
tional, and similar achievements

* Return of money loaned

* Withdrawals from medical savings accounts used for qualified expenses

* Earnings accumulating within annuities, cash-value life insurance policies, Series
EE bonds, and qualified retirement accounts

* Interest income received on tax-exempt government bonds issued by states, coun-

ties, cities, and districts

Life insurance benefits received

Combat zone pay for military personnel

Welfare, black lung, workers’ compensation, and veterans’ benefits

Value of food stamps

First $500,000 ($250,000 if single) gain on the sale of a principal residence

Disability insurance benefits if you paid the insurance premiums

Social Security benefits (except for high-income taxpayers)

Rental income from a vacation home if not rented for more than 14 days

First $5000 of death benefits paid by an employer to a worker’s beneficiary

"Travel and mileage expenses reimbursed by an employer (if not previously deducted

by the taxpayer)

Employer-provided per diem allowance covering only meals and incidentals

* Amounts paid by employers for premiums for medical insurance, workers’ compen-
sation, and health and long-term care insurance

* Moving expense reimbursements received from an employer (if not previously
deducted by the taxpayer)

* Employer-provided commuter highway vehicle transportation and transit passes
(up to $110 per month for both) and parking (up to $215 per month)

* Value of premiums for first $50,000 worth of group-term life insurance provided by
an employer

* Employer payments (up to $5000) for dependent care assistance (for children and
parents)

* Benefits from employers that are impractical to tax because they
are so modest, such as occasional supper money and taxi fares
for overtime work, company parties, holiday gifts (not cash),
and occasional theater or sporting events

¢ Employee contributions to flexible spending accounts

* Reimbursements from flexible spending accounts

® Reimbursements for medical expenses from health reimburse-
ment accounts funded solely by employer contributions

Instant Message

Tax-Free Employee Benefits

¢ Employer-provided educational assistance payments for under- Many employers offer tax-free benefits to employees,
graduate and graduate classes (up to $5250 annually) including company car, chauﬁeur services, transit

¢ Interest received on Series EE and Series I bonds used for col- passes, van pooling, parking, cell phone, company
lege tuition and fees eating facility, business subscriptions, membership

dues in professional associations, product testing,
education assistance, job placement services, and
meals and lodging as a condition of employment.

¢ Child support payments received

* Property settlement in a divorce

¢ Compensatory damages in physical injury cases
I

3. Subtract Adjustments to Income

In the process of determining your taxable income, you make adjustments to income  adjustments to income Allowable
(or adjustments). These allowable subtractions from gross income include items such as  subtractions from gross income.
moving expenses to a new job location (including college graduates who move to take

their first job); higher-education expenses for tuition and fees (up to $4000); student loan

interest for higher education ($2500 maximum); reservists’ travel expenses (for more than

100 miles); contributions to qualified personal retirement accounts [IRA and 401(k)



adjusted gross income (AGI) Gross
income less any exclusions and
adjustments.

qualified retirement accounts (RS-
approved retirement savings
programs.

above-the-line deductions
Adjustments subtracted from gross
income whether taxpayer itemizes
deductions or not.

standard deduction Fixed amount
that all taxpayers may subtract from
their adjusted gross income if they
do not itemize their deductions.
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Table 4.2 Tax-Rate Schedules

SINGLE
If taxable income is over- But not over- The tax is:
$0 $7,825 10% of the amount over $0
$7,825.00 plus 15% of the amount
$7,825 $31,850 over $7.825
$4,386.25 plus 25% of the amount
$31,850 $77,100 over $31,850
$15,698.75 plus 28% of the amount
$77,100 $160,850 over $77,100
$39,148.75 plus 33% of the amount
$160,850 $349,700 over $160,850
$101,469.25 plus 35% of the amount
$349,700 No limit over $349,700
MARRIED FILING JOINTLY
If taxable income is over- But not over- The tax is:
$0 $15,650 10% of the amount over $0
$1,565.00 plus 15% of the amount
$15,650 $63,700 over $15,650
$8,772.50 plus 28% of the amount
$63,700 $128,500 over $63,700
$24,972.50 plus 28% of the amount
$128,500 $195,850 over $128,500
$43,830.50 plus 33% of the amount
$195,850 $349,700 over $195,850
$94,601.00 plus 35% of the amount
$349,700 No limit over $349,700

accounts] and health savings accounts; alimony payments; interest penalties for early
withdrawal of savings certificates of deposit; business expenses; net operating losses;
capital losses (up to $3000); and certain expenses of self-employed people (such as health
insurance premiums). Adjustments are subtracted from gross income to determine
adjusted gross income (AGI). Subtracting adjustments to income from gross income
results in a subtotal.

To illustrate the value of adjustments to income, consider a person with a gross
income of $41,000 who contributes $1000 to certain types of qualified retirement
accounts (plans that the IRS has approved to encourage saving for retirement). The
adjustment reduces gross income to $40,000 and, therefore, saves $250 in income
taxes (calculated using Table 4.2). (Contributions to retirement plans are covered later
in this chapter and in Chapter 17.)

Adjustments are called above-the-line deductions because they may be sub-
tracted from gross income even if itemized deductions are not claimed. Adjustments
may be taken regardless of whether the taxpayer itemizes deductions or takes the
standard deduction amount (discussed next).

4. Subtract Either the IRS’s Standard Deduction
for Your Tax Status or Your Itemized Deductions
Taxpayers may reduce income further by the amount of the standard deduction. Or

they can list, or itemize their deductions. They can use either method, but not both.
You would want to use the larger of the two. The standard deduction is a fixed
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‘*@' Advice from a Pro

A Sideline Business Can Reduce Your Income Taxes

A sideline business can open many doors to tax deduc- employees, even if they are your children, other rela-
tions. We would never recommend spending money for tives, or friends.
a tax deduction; however, if you're going to spend the The business does not have to be your primary
money anyway, you should do everything you can to employment. If you lose money in the business, you
make it tax deductible. can deduct those losses from your other income. The
By having your own business, every dollar you spend  IRS says that you must do what a “reasonable business
attempting to make a profit becomes tax deductible. person” would do to make a profit. If you do not meet
You can deduct expenses for auto, travel, office, office that test, the IRS will classify the operation as a hobby
equipment (e.g., desk, chair, computer), contributions business, require you to report the income, and disal-
to self-funded retirement accounts, health insurance low the deductions.
premiums, educational expenses, entertainment, busi- Anthony J. Campolo

ness gifts, and more. You can deduct salaries of Columbus State Community College

amount that all taxpayers (except some dependents) who do not choose to itemize
deductions may subtract from their adjusted gross income. In effect, it consists of the
government’s permissible estimate of any likely tax-deductible expenses these taxpay-
ers might have.

The standard deduction amount depends upon filing status, a description filing status Description of a tax-
of your marital status on the last day of the year. A return can be filed with a status ~ payer's marital status on last day of
of a single person, a married person (filing separately or jointly), or a head of  taxyear (December 31).
household. For example, the standard deduction amounts are $5350 for single
individuals and twice as much, $10,700, for married people filing jointly. Those
who are age 65 or older and/or blind may claim an extra amount for their standard
deduction.

Taxpayers whose tax-deductible expenses, called itemized deductions, exceed  itemized deductions Tax-deductible
the standard deduction amount may deduct the larger amount instead of taking the  expenses.
standard deduction. For example, single people might list all of their possible tax
deductions and find that they total $6000, which is more than the standard deduction
amount of $5350 permitted for single taxpayers. The tax form lists the following six
classifications of itemized deductions:

1. Medical and Dental Expenses
Taxes You Paid

Interest You Paid

Gifts to Charity

Casualty and Theft Losses

o vk uWN

Job Expenses and Most Other Miscellaneous Deductions

Examples of deductions in each of these categories follow.

1. Medical and Dental Expenses (Not Paid by Insurance)
in Excess of 7.5 Percent of Adjusted Gross Income

* Medicine and drugs

* Insurance premiums for medical, long-term care and contact lenses

* Medical services (doctors, dentists, nurses, hospitals, long-term health care)



Charitable contributions are
typically tax deductible.
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2,

3.

4,

Sterilizations and prescription contraceptives

Costs of a physician-prescribed course of treatment for obesity

Expenses for prescription drugs/programs to quit smoking

Medical equipment and aids (contact lenses, eyeglasses, hearing devices, orthopedic
shoes, false teeth, wheelchair lifts)

Fees for childbirth preparation classes

Costs of sending a mentally or physically challenged person to a special school
Home improvements made for the physically disabled (ramps, railings, widening
doors)

Travel and conference registration fees for a parent to learn about a child’s
disease

Transportation costs to and from locations where medical services are obtained,
using a standard flat mileage allowance

Taxes You Paid
Real estate property taxes (such as on a home or land)
Personal property taxes (such as on an automobile or boat when any part of the tax
is based on the value of the asset)
State, local, and foreign income taxes
State and local sales taxes (instead of state and local income taxes)

Interest You Paid
Interest paid on home mortgage loans
“Points” treated as a type of prepaid interest on the purchase of a principal
residence
Interest paid on home-equity loans
Interest paid on loans used for investments
Mortgage insurance premiums on new loans after January 1, 2007 (this is not
interest)

Gifts to Charity

Cash contributions to qualified organizations such as churches, schools, and chari-
ties (receipt required for $250 or more)
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* Noncash contributions at fair market value (what a willing buyer would pay to a  fair market value Amount a willing
willing seller); IRS says that personal property must be in “good used condition or ~ buyer would pay to a willing seller
better” to qualify for a charitable item.

* Mileage allowance for travel and out-of-pocket expenses for volunteer charitable
work

¢ Charitable contributions made through payroll deduction

5. Casualty and Theft Losses (Not Paid by Insurance) in Excess

of 10 Percent of Adjusted Gross Income

* Casualty losses (such as from storms, vandalism, and fires) in excess of $100

* Theft of money or property in excess of $100

® Mislaid or lost property if the loss results from an identifiable event that is unex-
pected or unusual (such as catching a diamond ring in a car door and losing the
stone)

6. Job Expenses and Most Other Miscellaneous Deductions in

Excess of 2 Percent of Adjusted Gross Income (Partial Listing)

¢ Union or professional association dues and membership fees

* Subscriptions to magazines, journals, and newspapers used for business or profes-

sional purposes

Books, software, tools, and supplies used in a business or profession

"Tools and supplies for use in a profession

Cost of computers and cell phones required as a condition of your job

Clothing and uniforms not suitable for off-the-job usage as ordinary wearing apparel

(protective shoes, hats, safety goggles, gloves, uniforms), laundering and cleaning

¢ Unreimbursed employee business expenses (but only a portion of the cost of meals
and entertainment), including long-distance telephone calls, cleaning and laundry,
and car washes (of business vehicle)

¢ Investment-related expenses (e.g., computer software, fees for online trading,
adviser fees, investment club expenses, IRA fees, safe-deposit box rental, subscrip-
tions to investment magazines and newsletters, tax preparation fees)

* Legal fees that pertain to tax advice in a divorce or alimony payments

* Travel costs between two jobs, using a flat mileage allowance

* Job-related car expenses (but not commuting to a regular job), using a flat mileage
allowance or actual expenses

¢ Commuting costs to a temporary workplace

¢ Commuting costs that qualify as a business or education expense

* Medical examinations required (but not paid for) by an
employer to obtain or keep a job

* Appraisal fees for charitable donations or casualty losses

* Education expenses if required to keep your job or improve Did You Know?...
your job or professional skills (but not if the training readies 7
you for a new career)

¢ Job-hunting expenses for typing, printing, résumé advice,
career counseling, want ads, telephone calls, employment

Keep Your Tax Records

agency fees, mailing costs, and travel for seeking a job in your a Long Time
current career field You should never discard records relating to home
* ‘Transportation, food, and entertainment costs for job hunt- purchases, contributions to retirement accounts, and
ing (which does not have to be successful) in your current investments. Because you have the burden of proving
career that the numbers you provided to the IRS are accurate,
when in doubt about keeping a tax record, do not
Other Miscellaneous Deductions Allowed throw it out. Record keeping is fundamental in tax mat-
at 100 Percent ters, and being able to prove your deductions is crucial

* Gambling losses (but only to offset reported gambling 5 hespling e off ol mneme)

income) .
* Business expenses for workers with disabilities
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Given the considerable number of deductions listed here and numerous others for
which you might qualify, it makes sense to take time to estimate how much you can
count up in possible itemized deductible expenses. If the amount exceeds the standard
deduction amount or is even close, go back and carefully itemize deductions and
deduct the larger amount.

5. Subtract the Value of Your Personal Exemptions

exemption (or personal exemption) An exemption (or personal exemption) is a legally permitted amount deducted from
Legally permitted amount deducted adjusted gross income based on the number of people supported by the taxpayer’s
from AGI based on number of peo- income. An exemption may be claimed for the taxpayer and qualifying dependents, such

ple that taxpayer's income supports. as a spouse (if filing jointly), children, parents, and other dependents earning less than a

specific income and for whom the taxpayer provides more than half of their financial
support. For example, a husband and wife with two young children would have four
exemptions.

A person can serve as an exemption on only one tax return—his or her own or
another person’s (usually a parent). Each exemption reduces taxable income by $3400.
The value of an exemption is phased out for higher-income taxpayers.

Claiming Another Person as an Exemption To claim someone else as a
dependent for tax purposes and, therefore, that person’s exemption value, the depen-
dent must meet five criteria:

1. The dependent must be a relative or, if unrelated, must have resided in your home
as a member of your household.

2. If the person was younger than age 19 or was a full-time student younger than
age 24, his or her income does not matter. A person not meeting this age and
student status requirement must have received less than $3400 in gross income
for the year to be claimed as a dependent.

3. You must have provided more than half of the dependent’s total support. (Exceptions
include children of divorced parents, who generally can be claimed
only by the custodial parent.)

4. The dependent must be a U.S. citizen or a legal resident of
the United States, Canada, or Mexico.

Did You Know? ...

5. The dependent must not have filed a joint return with his or
her spouse. If the person and the person’s spouse file a joint
return only to obtain a refund, you may claim him or her if
the other criteria apply.

Income Tax Preparation Guidance

Your Federal Income Tax: For Individuals, Publication

17, is the IRS's 100-plus-page book for preparing What If You Are Claimed as an Exemption? If you
your income taxes. In addition, all federal income tax are claimed as a dependent on someone else’s return or are eligible

forms, regulations, guides, and answers to frequently . . .
fet quesiens e b ehimina e dhe 10 6 to be claimed, you may not claim a personal exemption for your-
(800) TAX-3676, or at www.irs.gov. The IRS help line self, as only one person receives the exemption.

is (800) TAX-1040.
Tax guides that offer advice on how to reduce

income taxes and computer software to assist in filling 6. Determine Your Preliminary

out your return are available at bookstores. The best o hil;

and most readable tax guide is the annual J. K. Lasser’s Tax I'Iablhty

Your Income Tax. Popular computer software programs The steps detailed to this point have explained how to determine
to help prepare income tax returns include Quicken your taxable income. Taxable income is calculated by taking the

TurboTax (www.turbotax.com), TaxACT (www.taxact

taxpayer’s gross income, subtracting the adjustments to income
.com), and H&R Block's TaxCut (www.taxcut.com). bayers & ’ 5 4 )

subtracting the amount permitted for the number of exemptions

Y . oooacng cither the stndard deduction or ot
itemized deductions.


www.irs.gov
www.turbotax.com
www.taxcut.com
www.taxact.com
www.taxact.com
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The amount of taxable income is then used to determine taxpayers’ preliminary
tax liability via the tax tables or tax-rate schedules for their filing status (such as single
or married filing jointly).* The following examples illustrate how to determine tax
liability. Table 4.3 shows segments of the tax table.

1. A married couple filing jointly has a gross income of $47,675, adjustments of
$5350, two exemptions ($3400 each), and itemized deductions of $8285. They
take the standard deduction of $10,700 because their itemized deductions do not
exceed that amount.

Gross income $47,675
Less adjustments to income — 5,000
Adjusted gross income 41,675
Less standard deduction for married couple — 10,700
Subtotal 30,975
Less value of two exemptions - 6,800
Taxable income 24,175
Tax liability (from Table 4.3) $ 2,844

2. Asingle person has a gross income of $47,300, adjustments of $5220, one exemp-
tion, and itemized deductions of $8400. She subtracts her itemized deductions
because the amount exceeds the $5350 standard deduction value.

Gross income $47,300
Less adjustments to income - 5,220
Adjusted gross income 42,080
Less itemized deductions - 8,400
Subtotal 33,680
Less value of one exemption - 3,400
Taxable income 30,280
Tax liability (from Table 4.3) $ 4,150

3. A married couple with a gross income of $137,000 has adjustments of $4400, two
exemptions, and itemized deductions of $9800. The standard deduction value for
a married couple is taken because it exceeds the itemized deductions.

Gross income $ 137,000
Less adjustments to income — 4,400
Adjusted gross income 132,600
Less itemized deductions — 10,700
Subtotal 121,900
Less value of two exemptions - 6,800
Taxable income 115,100
Tax liability (from Table 4.2)t $21,622.59

7. Subtract Tax Credits for Which You Qualify

You may be able to lower your preliminary tax liability through tax credits. Tax credits
provide bigger tax breaks than deductions because they represent a dollar-for-dollar
subtraction from your tax liability. A credit directly reduces your tax liability, as opposed
to deductions that reduce the income subject to tax. A $1000 deduction saves $250 in

*Instead of paying income taxes at the standard tax rates, about 3 million high-income taxpayers must pay
a higher alternative minimum tax (AMT). The AMT rate (26 or 28 percent) is triggered for people with
excessive deductions. Examples include taxpayers who have several children and income from tax-exempt
sources. When the value of those benefits is added back to your income, it results in an AMT amount that
may exceed your regular tax.

tThe tax liability is calculated from the tax-rate schedules in Table 4.2 because the taxable income exceeds
$100,000. The tax liability is computed on taxable income as follows: $8,772.50 + 0.25 X over $63,700, or
$8,772.50 + 0.25 X $51,400 ($115,100 — $63,700) = $8,772.50 + $12,850 = $21,622,50.

Table 4.3 Tax Table*

If Taxable Income Is Your Tax Is
Married
But Less Filing

At Least Than Single Jointly

20,200 20,250 2,643 2,251
20,250 20,300 2,650 2,259
24,150 24,200 3,235 2,844
24,200 24,250 3243 2,851
26,050 26,100 3520 3,129

26,100 26,150 3528 3,136
27400 27450 3723 3331
27450 27500 3730 3,339
27800 27850 3783 3301
27850 27900 3790 3,399
27900 27950 3798 3,406
27950 28,000 3,805 3414
30250 30300 4,150 3,759
30300 30350 4,158 3,766
33950 34000 4918 4314
34000 34050 4930 4,321
42550 42,600 7068 5,604
42,600 42,650 7080 5611
49700 49750 8855 6,676
49750 49,800 8,668 6684
53,000 53,050 9,680 7,171
53,050 53,100 9,693 7,179
53,100 53,150 9705 7,186
53,150 53200 9718 7,194
58,050 58,100 10,943 7,929
58,100 58,150 10955 7936
71,950 72,000 14,418 10,841
72,000 72,050 14430 10,854
74,100 74,150 14955 11,379
74,150 74200 14,968 11,391
90,200 90,250 18980 15404
90,250 90,300 18993 15416

*These segments of the tax table are derived
from IRS tax-rate schedules.

tax credit Dollar-for-dollar decrease
in tax liability; also known as credit.

alternative minimum tax (AMT) Tax
rate (26 or 28 percent) triggered for
people with excessive deductions.
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Income Tax Websites
Popular websites for income taxes include the payer. Credits are often subject to income limits, meaning that

following:

* Internal Revenue Service (www.irs.gov)
e H&R Block (http://www.hrblock.com/taxes/tax_

tips/index.html)
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taxes if you are in the 25 percent bracket. A $1000 tax credit saves
you $1000.

You may take tax credits regardless of whether you itemize
deductions. A nonrefundable tax credit may reduce your tax
liability only to zero; if the credit is more than your tax, the excess
is not refunded to you. A refundable tax credit can reduce your
taxes to below zero and the excess will be refunded to the tax-

high-income taxpayers may not be eligible for a particular credit.
Hope Scholarship Credit The Hope Scholarship credit is

$1650 per eligible student. The money must have been spent for
qualified tuition and expenses for books, supplies, equipment, and

* LK Lasser (http://www.wiley.com/WileyCDA/ student activity fees if required as a condition of enrollment. The

Section/id-301689.html)

credit can be claimed in two taxable years (but not beyond the year

 Kiplinger (http://kiplinger.com/money/taxes/) when the student completes the first two years of college) for indi-

—————— VIdUAlS enrolled on at least a half-time basis during any part of the

refundable tax credit Credit that
reduces taxes to below zero and the
excess is refunded to taxpayer.

year. The Hope Scholarship credit is nonrefundable.

Lifetime Learning Credit The lifetime learning credit
(nonrefundable) may be claimed every year for tuition and related expenses paid for all
years of postsecondary education undertaken to acquire or improve job skills. The
expenses for one or more courses may be for yourself, your spouse, or your dependents.
The student need not be pursuing a degree or other recognized credential. This credit
amounts to 20 percent of the first $10,000 paid, for a maximum of $2000 for all eligible
students in a family. There is no limit on the number of years the credit may be taken for
the student. The lifetime learning and Hope Scholarship credits may not be claimed for
the same student expenses for the same tax year.

Earned Income Credit The earned income credit (EIC) is refundable, and it
may be claimed not only by workers with a qualifying child but also, in certain cases,
by childless workers. This credit (or a portion of it) is available for joint filers whose
earned income and adjusted gross income are less than about $40,000. The maximum
credit is about $4700 for a family with two children, about $2900 for a family with one
child, and about $420 for a single person with no qualifying children. The greatest
EIC credits go to those with the lowest taxable incomes.

Child Tax Credit You may claim a refundable $1000 child tax credit for each
qualifying child younger than age 17 claimed as a dependent.

Child and Dependent Care Credit The child and dependent care credit
(nonrefundable) may be claimed by workers who pay employment-related expenses for
care of a child or other dependent if that care gives them the freedom to work, seek work,
or attend school full time. Depending on your income, the maximum credit is 35 percent
of qualifying care expenses up to a $1050 maximum credit ($3000 in expenses X 0.35) for
one dependent and a maximum credit of $2100 for two or more dependents. Taxpayers
may claim both a dependent care tax credit and a child tax credit.

Adoption Credit An adoption tax credit (nonrefundable) of up to $11,390 is
available for the qualifying costs of an adoption.

Mortgage Interest Credit A mortgage interest tax credit (nonrefundable) of
up to $2000 for mortgage interest paid may be claimed under special state and local
government programs that provide a “mortgage credit certificate” for people who
purchase a principal residence or borrow funds for certain home improvements. The
home must not cost more than 90 to 110 percent of the average area purchase price.


www.irs.gov
http://www.hrblock.com/taxes/tax_tips/index.html
http://www.hrblock.com/taxes/tax_tips/index.html
http://www.wiley.com/WileyCDA/Section/id-301689.html
http://www.wiley.com/WileyCDA/Section/id-301689.html
http://kiplinger.com/money/taxes/
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Retirement Savings Contribution Credit A credit of 50 percent of the
amount contributed to a qualified retirement plan applies if adjusted gross income

does not exceed $31,000 on a joint return or $15,500 for singles.
A 20 percent credit applies if AGI is $31,001 to $34,000 on a joint
return and $15,001 to $17,000 for singles. A 10 percent credit
applies if AGI is from $34,001 to $52,000 on a joint return and
$17,001 to $26,000 for singles. The retirement savings contribu-
tion credit (also known as a saver credit) is nonrefundable.

Elderly or Disabled Tax Credit Individuals who are age
65 or older or who are permanently and totally disabled may claim
a nonrefundable federal tax credit that can be as much as $1125.

Energy-Savings Tax Credit Congress keeps changing the
laws on these types of credits. If you placed an energy-savings vehicle
(such as a hybrid car) in service during the year or upgraded heating
and cooling equipment, windows, solar panels, solar water heaters,
and fuel cell equipment, you may qualify for a refundable credit.

8. Calculate the Balance Due the IRS or
the Amount of Your Refund

If the amount withheld (shown on your W-2 form) plus any
estimated tax payments you made is greater than your final tax
liability, then you are entitled to receive a tax refund. If the
amount is less than your final tax liability, then you have a tax
balance due. If you owe money, you pay by check, money
order, or credit card. The IRS imposes a convenience fee of
2.5 percent of the amount charged on a credit card.

Taxpayers may file their returns by mail or online; visit www
.drs.gov and click on Free File link. You should file your return
on time to avoid a penalty. If you owe the IRS and you are broke,
you can borrow to pay the taxes or contact the IRS about setting
up an installment plan that will repay the debt within three years.
Taxpayers hear from the IRS within three weeks if they have
failed to sign the return, neglected to attach a copy of the Form
W-2, made an error in arithmetic, or figured the tax incorrectly.
Figure 4.4 shows a completed 1040 Form for a taxpayer.

 CONCEPT CHECK 4.2

1. Give five examples of income that must be included in income

reported to the Internal Revenue Service.

2. How are long-term and short-term capital gains treated differently for

income tax purposes?

Instant Message

File 1040X to Obtain
Refunds for Previous Years

Anyone who was eligible for a refundable tax credit
may file to receive it retroactively for the previous three
tax years using Form 1040X. Use this easy-to-complete
form to obtain a refund when correcting any tax filing
mistakes.

Instant Message

Invest Your Tax Refund
into Your IRA

Taxpayers may direct the IRS to split their refund into
various checking, saving, or investment accounts.
Thus, you may earmark all or part of it into a new or
existing individual retirement account (IRA) online
with a financial institution or mutual fund. An IRA
can be opened online in minutes without making

an initial deposit.

tax refund Amount the IRS sends
back to taxpayer if withholding and
estimated payments exceed tax
liability.

tax balance due Money you must
pay to the IRS if withholding and
quarterly payments are insufficient to
cover tax liability.

3. Give five examples of income that is excluded from IRS reporting.

4. List three examples of adjustments to income.

5. Distinguish between a standard deduction and a personal exemption.

6. What advice on filing a Form 1040X can you offer someone who did
not file a federal income tax return last year or in any one of the past

three years?
7. List five examples of tax credits.


wwwirs.gov
wwwirs.gov
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Department of the Treasury—Internal Revenua Service

Figure 4.4
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For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see page BO. Cat. No. 113208 Form 1040 (2008
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Form 1040 (2008) Page 2
Tax 38 Amount from line 37 (adjusted gross income) . . . . . . . . . . . 60, 100 | —
and 39a Check [ [J You were bom before January 2, 1942, [ Blind. | Total boxes
Credits if: { O spouse was bom before January 2, 1942, [ Bnnd.} chacked > 39a
Standard b If your spouse itemizes on a separate retum or you were a dual-status alien, see page 34 and check here »39b
Peduction  "40  Itemized deductions (irom Schedule A) or your standard deduction (see left margin) . . 1000 | —
41  Subtractline 40 from line 38 . . . . . . . o 3,100 | —
® People who
checked any |42  Ifline 38 is over $112,875, or you provided housing to a person displaced by Hurricane Katrina,
g’g; g'r":;'!"’g = see page 36. Otherwise, multiply $3,400 by the total number of exemptions claimed on line 6d 3[400
who canbe |43  Taxable income. Subtract line 42 from line 41. If ine 42 is more than line 41, enter 0~ . 49100 | —
g‘:‘m’”m_‘* 44 Tax (see page 36). Check if any tax is from: a [] Form(s) 8814 b [J Form 4972 . §85S | —
see page 34. | 45 Alternative minimum tax (see page 39). Attach Form&251 ., . . . . . . . . .
® Allothers: |46 Addlinesd44and45. . . . ; A LG AR R e
Single or 47  Foreign tax credit. Attach Form 116 i reqmred ; 47
Sopmatety |48 Credit for child and dependent care expenses. Attach Form 2441 | 48
$5,150 49  Credit for the elderly or the disabled. Attach Schedule R . 49 fes
Married fiing | 50  Education credits. Attach Form 8863 . . 50 i
iy |51 Retirement savings contributions credit. Attach Form 8880, 51
er), 52 Residential energy credits. Attach Form 5695 ., . . 52 e
$10,300 53  Child tax credit (see page 42). Attach Form 8901 if required | 53 :
mﬁ:ud 54  Credits from: a [] Form 8396 b [] Form 8839 ¢ [[] Form 885 | 54 ]
$7,550 |55 Other credits: a [ Form 3800 b [] Form 8801 ¢ [ Form L55 il
56 Add lines 47 through 55. These are your total credits . . . N s oa E_E 56
57  Subtract line 56 from line 46. If line 56 is more than line 46, enter ~D- . i = s oM | BY
Other 58  Self-employment tax. Attach Schedule SE . . . . ; 58
Taxes 59  Social security and Medicare tax on tip income not reported to amplwar. Maah Fnrm 413? . | 59
60  Additional tax on IRAs, other qualified retirement plans, etc. Attach Form 5329 if required . 60
61 Advance earned income credit payments from Form(s) W-2, box9., . . . . . . 61
62 Household employment taxes. Attach Schedule H . . . WO o kO
63  Add lines 57 through 62. This is your total tax T T 63
Payments 64 Federal income tax withheld from Forms W-2 and 1099 . . | 64 10400 | —
65 2006 estimated tax payments and amount applied from 2005 retum | 65
66a Eamed income credit (EIC) . e Sta a
b Nontaxable combat pay election P l_l | e
Schedule EIC. | 67  Excess social security and tier 1 RRTA tax withheld (see page 60) 67 o
68  Additional child tax credit. Attach Form 8812 . . . . 68
69 Amount paid with request for extension to file (see page 80) 69 . :":
70  Payments from: a []Fom 2439 b (] Fom 4136 ¢ (] Fomsess , | 70 d
71 Credit for federal telephone excise tax paid. Attach Form 8813 if required 7
72  Add lines 64, 65, 66a, and 67 through 71. These are yourtotalpayments . . . . » | 72 10400 | —
Refund 73 Ifline 72 is more than line 63, subtract line 63 from line 72. This is the amount you overpaid
Direct deposit? 74a Amount of line 73 you want refunded to you. If Form 8888 is attached, check here » []
mwgb » b Routing number » ¢ Type: (] Checking [ Savings
74c,and 749, » 9 Account number I B I
or Form 8888. 75  Amount of line 73 you want applied to your 2007 estimated tax_» | 75 |
Amount 76  Amount you owe. Subtract line 72 from line 63. For details on how to pay, see page 62 »
You Owe 77 Estimated tax penalty (see page 62) . . . . oo LT |
Third Party Do you want to allow another person to discuss this return wﬂh the IRS (see page 63)7 [J Yes. Complete the following. E] No
Desigree o=} oy N FTTT T
Slgn Undet penalties of perjury, | declare lhal I have aocamned this retum and accompanying schedules and statements, and to the best of my knowledge and
belief, they are true, correct, and of prep {other than taxpayer) is based on all information of which preparer has any knowledge.
.ll-:igtr:twn‘? Your signature Date Your occupation Daytime phone number
See page 17. Yasuo- Konawmis 3-1-0% Media Specialist (630) S55-1234
E:ﬁy%grwﬂ? Spousa’s signature. If a joint return, both must sign. | Date Spouse's occupation R o B e
records. Gl y
Paid P " ’ Date —_— Preparer’s SSN or PTIN
P ; signature self-employed []
Use Only. E) i
Y L 7iP cod phonenc. __ L)

o L

Take larger of
itemized
deductions or
standard
deduction

Subtract value
of exemptions

Taxable
income

Subtract
tax credits

Calculate
balance owed
or refund

Do not forget
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3 LEARNING OBJECTIVE
Use appropriate strategies to
avoid overpayment of income
taxes.

tax avoidance Reducing tax liability
through legal techniques.

opportunity cost Most valuable
alternative that must be sacrificed to
satisfy a want or need.
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Avoid Taxes Through Proper Planning

While the U.S. tax laws are strict and punitive about compliance (although the IRS audits
less than 0.5 percent of all returns), they remain neutral about whether the taxpayer
should take advantage of every “break” and opportunity possible. Economist John
Maynard Keynes said, “The avoidance of taxes is the only intellectual pursuit that carries
any reward.” The strategies described here will enable you to reduce your tax liability.

Practice Legal Tax Avoidance, Not Tax Evasion

Tax evasion involves deliberately and willfully hiding income, falsely claiming
deductions, or otherwise cheating the government out of taxes owed. It is illegal.
A waiter who does not report tips received and a baby-sitter who does not report
income are both evading taxes, as is a person who deducts $150 in charitable con-
tributions but who fails to actually make the donations.

Tax avoidance means reducing tax liability through legal techniques. It involves
applying knowledge of the tax code and regulations to personal income tax planning.
Tax evasion results in penalties, fines, interest charges, and a possible jail sentence. In
contrast, tax avoidance boosts your income because you pay less in taxes; as a result,
you will have more money available for spending, saving, investing, and donating.

A Dollar Saved from Taxes Is Really Two Dollars—
or More

These three reasons ought to motivate you to find legal ways to reduce your tax
liability.

1. The opportunity cost. As noted in Chapter 1, the most valuable alternative
that must be sacrificed to satisty a want is called an opportunity cost. An
opportunity cost is measured in terms of the value of this forgone option,
and it is reflected by the cost of what one must do without or what one could

have bought instead. By paying $1 in taxes, you lose the alternative use of that
dollar.

2. Earning another dollar to replace one given to the IRS. If you pay a dollar
too much in taxes, you may need to earn another dollar to replace it. A dollar
saved in taxes, therefore, may be viewed as two dollars in your pocket.

3. Earnings on a dollar not given to the IRS. If the two dollars saved are invested,
the earnings from that investment further expand your savings.

Strategy: Reduce Taxable Income via Your Employer

It may seem illogical to suggest that to lower your tax liability you should reduce your
income. The objective is to reduce faxable income. Reducing your federal taxable
income also will reduce the personal income taxes imposed by state and local govern-
ments. Three useful ways of reducing taxable income are premium-only plans, depen-
dent care flexible spending accounts, and defined-contribution retirement plans.
Employees often are already paying for these expenses out of their own pockets with
after-tax dollars, thus these plans allow people to reduce taxes on money they are
already spending.

Contributions to these employer-sponsored plans are entirely free of federal,
state, and Social Security and Medicare taxes. The amount withheld to pay for the
benefit is deducted from a worker’s salary before taxes are calculated. In effect, the
IRS subsidizes or helps pay for part of your planned expenses. If your effective mar-
ginal tax rate is 43 percent, that is how much savings you obtain by participating. So
if you contribute $5000 in pretax income per year to one or more employer-
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sponsored plans, you immediately save $2150 because you do not
have to pay that amount to the IRS.

Did You Know?...

Premium-Only Plan Many large employers offer a pre-
mium-only plan (POP) that allows employees to withhold a por-
tion of their pretax salary to pay their premium contributions for
employer-provided health benefits. Benefits could include health,

Cafeteria Plans Offer Tax-Free

dental, vision, and disability insurance. Amounts withheld are not Employee Benefits
reported to the IRS as taxable income. For example, if Nhon Ngo, Employers often offer some benefits via a cafeteria
a restaurant manager in Dallas, has $40 per month ($480 annually) plan. This is a program in which the employer gives
withheld through his employer to pay for his share of the the employee a specified number of credits that the
employer-sponsored health insurance premium, he saves $206 employee can “spend” on different employee benefit
[$480 X 0.43 (effective marginal tax rate)] a year because he does plans or contribute to a flexible spending account. A
not have to send that amount to the government in taxes. cafeteria plan might offer tax-free benefits such as
accident and health insurance, group life insurance,
Transportation Reimbursement Plan A transporta- long-term disability insurance, dependent care, adop-

tion assistance, medical expense reimbursements, or
transportation benefits. For example, an employer
might offer $4000 annually to each employee to
spend on these benefits. The employee is not taxed

tion reimbursement plan is a similar pretax program. This
employer plan allows you the opportunity to save money by
using payroll deduction with pretax salary dollars to pay for

work-related transportation expenses, such as transit passes, van- s rE vElE Gl e e
pool commuting, and qualified parking. If Nhon contributes Typically, there are sufficient employer credits for
$600 in pretax income to his employer’s transportation plan, he employees to choose a low-cost medical plan and a
saves $258 ($600 X 0.43). small amount of life insurance coverage without hav-
ing to contribute their own money. If employees
Dependent Care Flexible Spending Account An choose more costly benefits, they will have to make
attractive benefit for employees who pay for child care or provide contributions out of their own money. Some plans
care for a parent is a salary reduction plan known as a flexible give the employee a choice of selecting either cash or

the benefits. Employees working for employers that
offer a cafeteria plan avoid having to pay out-
of-pocket money for certain expenses.

spending account (FSA). This is also called an expense reim-
bursement account. An FSA allows an employee to fund quali-
fied medical expenses on a pretax basis through salary reduction to
pay for out-of-pocket unreimbursed expenses for health care (usu- _
ally a maximum of $3000 annually) and dependent care (maximum

$5000 annually) that are not covered by insurance. Examples are

annual deductibles, office copayments, over-the-counter drugs, pre-

scriptions, and orthodontia. The salary reductions are not included in the individual’s ~ flexible spending account (FSA)

taxable earnings reported on Form W-2, and reimbursements from an FSA account 9! €*Pense reimbursement account

are tax free. Allows employees to fund qualified

Suppose Nhon in the preceding example has $1200 annually withheld through his g:ggialle?srisdgs erggﬁgitngxgekg?ﬁgrgg
employer to be used to pay out-of-pocket medical expenses (e.g., eyeglasses, chiro-  salary,
practors, physician copayments) plus another $3000 to pay out-of-pocket expenses for
dependent care of his child. Nhon’s $4200 ($1200 + $3000) in FSA withholdings
reduces his costs by $1806 ($4200 X 0.43).

FSAs are subject to a use-it-or-lose-it rule, which means that any unspent dollars use-it-or-lose-it rule An IRS regula-
in the account at the end of the year are forfeited and not returned to the employee.  tion requiring that unspent dollars in a
The IRS allows a 2/2-month additional “grace period” if your employer provides this flexible spending account at the end
extension. As a result, you should make conservative estimates of your expenses when ~ Of @ calendar year be forfeited, unless
you elect your choices. For example, if you had $1000 withheld for medical expenses the emplpyjrfallows ad'threi—mfontg
but spent only $700 over the year, the balance of $300 goes back to your employer, not grace period for spending the funds.

to you.

Defined-Contribution Retirement Plan Contributing money to a qualified

employer-sponsored retirement plan reduces income taxes. A defined-contribution  defined-contribution retirement plan

retirement plan (described in Chapters 1 and 17) is an IRS-approved retirement plan  IRS-approved retirement plan

sponsored by an employer to which employees may make pretax contributions that sponlsored by emEloyers that allc_)I;/vs

lower their tax liability. The most popular plan is known as a 401(k) retirement plan, ~ S'P9Ye®> {0 make pretax contribu-
. . tions that lower their tax liability.

although other variations exist as well.



matching contributions Employer
programs that match employees’
401(k) contributions up to a
particular percentage.

Instant Message

Health Savings Accounts

A health savings account (HSA) is funded by an
employee working for an employer who offers a high-
deductible health plan (HDHP) from which tax-free
distributions can be taken to pay for qualified medical
expenses that are not reimbursed by the HDHP. An
employee can contribute about $2850 annually to an
HSA (about $5650 for family coverage). Any unspent
money in the account rolls over to the next year.

after-tax dollars Money on which
employee has already paid taxes.

tax-sheltered investments Invest-
ments that yield returns that are tax
advantaged.

pretax income Income before taxes
are calculated.

tax deferred Interest, dividends, or
capital gains that are allowed to grow
without taxes until distributions are
taken.

tax-deferred compounding Tax-free
growth of tax-deferred investments.
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The amount of money that an employee contributes to his or her individual
account is not taxable income to the employee. For example, if you contribute $2000
to your employer’s retirement plan, this immediately saves you $500 that you will not
have to pay in taxes, assuming you pay taxes at the 25 percent marginalized tax rate.

An extra benefit of a defined-contribution retirement plan is that employers often
offer full or partial matching contributions to employees’ accounts up to a certain
proportion and/or limit of the contributions made by the employee participant. For
example, if you invest $2000 into your 401(k) plan and your employer matches half of
what you contribute, that is an immediate return of 50 percent ($1000 <+ $2000) on your
investment! The employer’s “match” is essentially free money.

All of the dollars in a qualified retirement plan are likely to be
invested in alternatives such as stocks and stock mutual funds, where
they will grow free of income taxes. Income taxes must be paid when
withdrawals are made, presumably during retirement.

Strategy: Make Tax-Sheltered Investments

Investments are often made with after-tax dollars, which means
that the individual earned the money and paid income taxes on it.
They take their after-tax money and invest it. (Investment alterna-
tives are examined in Chapters 13 through 16.) The returns earned
from these investments usually result in taxable income.

"Tax laws encourage certain types of investments or other tax-
payer behaviors by giving them special tax advantages over other
activities. As a result, numerous tax-sheltered investments exist.
The tax laws allow certain income to be exempt from income taxes
in the current year or permit an adjustment, reduction, deferral, or
elimination of income tax liability. When making investment deci-
sions, investors should consider tax-sheltered investments.

Some of the best tax-sheltering opportunities are offered to people who wish to
save and invest for their retirement. Retirement accounts are not investments them-
selves but rather the “housing” for tax-advantaged investments. Several additional
tax-sheltered opportunities exist that can help reduce one’s tax liability.

Investing with Pretax Income Making an investment contribution with
pretax income means that you do not have to pay taxes this year on the income. For
example, Britney Speigel made a $1000 contribution into an IRA that qualified as an
adjustment to income. Britney’s $1000 will not count as taxable income this year. This
will save her $250 ($1000 X 0.25), assuming she pays income taxes at the 25 percent
rate. Instead of paying the $250 in taxes on the $1000 in income, she can invest the
$1000 in a stock mutual fund (discussed in Chapter 15) within her IRA account.
Britney’s $1000 includes $250 that otherwise would have gone to the government in
taxes. This tax shelter is available with most retirement accounts. In effect, investing
with pretax income is an interest-free deferral of taxes, $250 in this case, to fund one’s
investment.

Tax-Deferred Investment Growth When interest, dividends, or capital
gains are tax deferred, the investor does not pay the current-year tax liability. For
example, if Adam Reynolds received $2000 in interest from his investments, he
would owe $500 in income taxes this year assuming he pays at the 25 percent mar-
ginal tax rate. If his investments were either in tax-deferred alternatives or made
within tax-deferred accounts, the law allows the taxes to be paid sometime in the
future (or perhaps never at all). This benefit is substantial. Investments can grow
faster because the money that would have gone to the government in taxes every
year can remain in the investment to accumulate. The tax-free growth of such
investments is called tax-deferred compounding.



CHAPTER 4: Managing Income Taxes

Assume that Kyle Broflosken, who pays combined federal and state income taxes
at the 30 percent rate, opens two mutual fund accounts: a regular taxable investment
account and a tax-sheltered IRA investment account. Kyle puts $1000 into each
account. One year later, each account is worth $1090. The extra $90 in each case
represents investment growth derived from interest, dividends, and capital gains. The
$90 increase in the regular taxable account is considered taxable income. If Kyle took
out $27 to pay the tax liability, that would leave a net amount of $1063 in the account.
In contrast, the whole $90 increase in the tax-sheltered account can stay there and
continue to grow at a pretax annual rate of return rather than an after-tax rate. This
means that the extra $27 in the tax-sheltered account is an asset that Kyle can keep
out of Uncle Sam’s reach for years and years; it can be invested and reinvested
again and again. By the time income taxes must finally be paid—probably during
retirement—Kyle might be in a lower tax bracket. In effect, the government “loans”
tax-free money to Kyle to help fund his retirement plan.

IRA The amount contributed (up to $5000 annually) to an individual retirement
account (IRA) is considered an adjustment to income, which reduces your current-
year income tax liability. Investments inside the IRA (such as stocks and stock mutual
funds) accumulate tax free. Income taxes are owed on any eventual withdrawals, likely
during retirement. This type of IRA is also known as a traditional individual retire-
ment account.

Roth IRA Contributions (up to $4000 annually) to a Roth IRA accumulate tax free
and withdrawals are tax free. There is no tax break on contributions, as they are made
with after-tax money. This is an excellent investment vehicle for people with a long-
term investment horizon. IRAs are examined in Chapter 17.

Coverdell Education Savings Account Contributions of up to
$2000 per year of after-tax money may be made to a Coverdell education savings
account (also known as an education savings account and formerly known as an
education IRA) to pay the future education costs for a child younger than age 18.
Earnings accumulate tax free and withdrawals for qualified expenses are tax free.
The money can be used to pay for public, private, or religious school expenses, from
kindergarten through trade school or college, including tuition, fees, room and
board, tutoring, uniforms, home computers, Internet access and related technology,
transportation, and extended day care.

Qualified Tuition (Section 529) Programs There are two types of quali-
fied tuition (Section 529) programs. Under the prepaid educational service plan,
an individual purchases tuition credits today for use in the future. Also known as a
state-sponsored prepaid tuition plan, this program allows parents, relatives, and
friends to purchase a child’s future college education at today’s prices by guaranteeing
that amounts prepaid will be used for the future tuition at an approved institution of
higher education in a particular state. The funds may be used to pay for tuition
only—not room, board, or supplies.

The second qualified (Section 529) tuition program, called a college savings
plan, is set up for a designated beneficiary. You may contribute up to $12,000 per year
per child of after-tax money to a 529 college savings plan. Withdrawals are tax free if
made for qualified education expenses such as tuition, room, and board. If one child
does not go to college, the funds may be transferred to another relative. One may
contribute to both a Section 529 plan and an education IRA for the same beneficiary
in the same year.

Government Savings Bonds Series EE and Series I government savings bonds
are promissory notes issued by the federal government. The income is exempt from state
and local taxes. You may defer the income tax until final maturity (30 years) or report the

(traditional) individual retirement
account (IRA) Investment accounts
that reduce current year income and
that are allowed to accumulate tax
free.

Roth individual retirement

accounts Investments made with
after-tax money; the interest on such
accounts is allowed to grow tax free,
and withdrawals are also tax free.

prepaid educational service plan
Type of qualified tuition program that
allows purchase of a child's future
college education at today's prices,
locking in tuition prices.
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Did You Know?...

Consider the Tax Consequences of Managing Income Taxes

This is an example of how one couple—model taxpayers—
took numerous tax deductions to reduce their income
taxes. Ron and Marilyn West of Longmont, Colorado, have
a complex income return because they have both made it
a habit to learn about tax-saving strategies and to take
advantage of them whenever possible. The Wests have a
son in elementary school and a daughter in college; Ron’s
disabled mother, who requires in-home nursing care, lives
in their home as well. Because Marilyn went to work
immediately after high school, she only recently started
taking college classes at night. Last year, she spent $1000
on night-school tuition.

Part of the Wests' income comes from tax-exempt
sources. The table shows their total income and
demonstrates how they arrived at a very low final tax
liability. The couple has taken advantage of applicable
exclusions, adjustments, deductions, exemptions, and
credits. Their deductions and tax credits, typical for a
couple with three dependents, result in a tax liability of
only $3044. The marginal tax rate for the West family
is 15 percent. Their average tax rate for all income is
3.0 percent ($3044 =+ $100,550). For a family with
such a substantial income, they have been quite suc-
cessful in lowering their tax liability.

Total Income

Ron'’s salary (self-employed)
Marilyn's salary

Marilyn's year-end bonus

Interest on savings account
Interest on tax-exempt state bonds
Gift from Marilyn's mother
Carpool income (Ron's van pool)

Total all income
Minus* Excludable Income

Gross Income

Adjustments to Income
Contribution—Ron’s retirement account
Contribution—Marilyn’s IRA

Flexible spending account for health care

College tuition and fees (daughter)
Minus Adjustments to Income
Adjusted Gross Income (AGl)

Deductions

Exclusion (7.5% of AGI)
Total net medical expenses

State income tax refund (itemized last year)

Reimbursements from flexible spending accounts

($2,000 + $2500 + $250 + $4,500 from above)

Flexible spending account for dependent care

Medical expenses (includes long-term care premiums)

$ 54,200
35,570
1,000
180
350
2,000%*
2,500%*
250*
4,500%*
$100,550

— $9,250
$91,300

$ 4,000
2,500
500
4,000
3,000
—14,000
$77,300

$ 6,900
- 5,798
$1,102




CHAPTER 4: Managing Income Taxes

Taxes

Real property $2,800

Personal property (vehicles) 210

Total deductible taxes $3,010

Interest Expenses

Home mortgage interest $10,800

Home-equity loan interest 460

Total deductible interest expenses $11,260

Contributions

Church $1,200

Other qualified charities 240

Charitable travel 90

Total deductible contributions $1,530

Casualty or Theft

Lost diamond ring (uninsured) $8,100

Insurance reimbursement -0

Reduction - 100

Exclusion (10% of AGI) — 7730

Total deductible casualty loss $ 270

Miscellaneous

Union dues (Ron) $480

Safe-deposit box 30

Unreimbursed job expenses 460

Cost of Ron looking for a new job 900

Investment publications 60

Financial planning tax advice 150

Tax publications 40

Subtotal 2,120

Less 2% of AGI — 1,546

Total net miscellaneous deductions $574

Total Itemized Deductions — 17746
Minus Exemptions (5 @$3400) — 17,000
Taxable Income $42,554
Tax Liability (from Table 4.3) $5,604

Tax Credits

Hope Scholarship credit (Marilyn) —1,000

Dependent care credit (Ron’s mother) — 960

Child tax credit (son) — 600

Minus total tax credits —2,560
Final Tax Liability $3,044
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interest annually. Reporting the interest in a child’s name is advisable when it can be
offset totally by the child’s standard deduction. You may exclude accumulated interest
from bonds from income tax in the year you redeem the bonds to pay qualified educa-
tional expenses. (See Chapter 14 for more information on these and similar bonds.)

Municipal Bonds Municipal bonds (also called munis) are long-term debts
issued by local governments and their agencies used to finance public improvement
projects. Interest is free from federal and state taxes if the bond is purchased in one’s
state of residence. Taxpayers in higher-income brackets (28 percent or more) often
take advantage of these kinds of investments. (See Chapter 14.) Smart investors
choose the bonds that pay the better return after payment of income taxes. The for-
mula to decide whether a taxable investment or nontaxable investment is better for

municipal bonds (munis) Long-term
debt issued by state and local gov-
ernments and their agencies to
finance public improvement projects;
usually tax-free interest to buyer.

you appears in the box “Compare Taxable and After-Tax Yields.”

Did You Know?...

How to Compare Taxable and After-Tax Yields

Investors may choose to put their money into vehicles
that provide taxable income, such as stocks, corporate
bonds, and stock mutual funds. Taxpayers also have the
opportunity to lower their income tax liabilities by invest-
ing in tax-exempt municipal bonds, money market funds
that invest in municipal bonds, and other tax-exempt
ventures. (These investment alternatives are discussed in
Chapter 14.)

Because of their tax-exempt status, these investments
offer lower nominal returns than taxable alternatives. But
after considering the effects of taxes, the actual return to
an investor on a tax-exempt investment may be higher
than the after-tax yield on a taxable corporate bond.

To find out whether a taxable investment pays a
higher after-tax yield than a tax-exempt alternative, the
investor must determine the after-tax yield of each alter-
native. The after-tax yield is the percentage yield on a
taxable investment after subtracting the effect of federal
income taxes that will need to be paid on the invest-
ment. The after-tax yield on a tax-exempt investment is
the same as the nominal yield because you do not have
to pay income taxes on income from this kind of invest-
ment. So the question is, “How does the investor calcu-
late the after-tax yield on a taxable investment?”

When you know the taxable yield, use Equation (4.1)
to determine the equivalent after-tax yield on a taxable
investment. Only then can you decide which investment
is better. For example, suppose Bobby Bigbucks pays
income taxes at the 35 percent combined federal and

state marginal tax rate and is considering buying either a
municipal bond that pays a 3.5 percent yield or a taxable
corporate bond that pays a 5.7 percent yield. Equation
(4.1) calculates the equivalent after-tax yield on the cor-
porate bond:*

After-tax yield = taxable yield X
(1 — federal marginal tax rate)
= 5.7 % (1.00 — 0.35)
=57 X 0.65 (4.1
=371

The answer is 3.71 percent. Thus, a 5.7 percent tax-
able yield is equivalent to an after-tax yield of 3.71 per-
cent. Eureka! Now Bobby knows that he should buy the
corporate bond paying 5.7 percent because its after-tax
yield of 3.71 percent is higher than the 3.5 percent paid
by the municipal bond. These differences may look small,
and they are, but over time they add up. For example,
the extra 0.21 percent (3.71 — 3.50) yield on a $20,000
bond investment for 20 years amounts to $840
[$20,000 X 0.0021 X 20 (bond interest is not com-
pounded)]. That's real money!f

The higher your federal tax rate, the more favorable
tax-exempt municipal bonds become as an investment
compared with taxable bonds. The tax-exempt status of
municipal bonds does not apply to capital gains. When
you sell an investment for more than what you paid for
it, you will owe federal income taxes on the capital
gain.

*This and similar equations can be found and used on the Garman/Forgue website.
1The formula can be reversed to solve for the equivalent taxable yield when one knows the tax-exempt yield. To continue the example, the return for Bobby on
a 3.71 percent tax-exempt bond is equivalent to a taxable yield of 5.7 percent [3.71 -+ (1.00 — 0.35)]. If Bobby finds a tax-exempt bond paying more than

3.71 percent, he should consider buying it.
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dvice from a Pro

Buy a Home to Reduce Taxes

Hanna Pallagrosi of Rome, New York, took a sales posi-
tion at a retail chain store two years ago, where she
earned a gross income of $46,736. Hanna wisely made
a $1000 contribution to her IRA. Her itemized deductions
came to only $3800, so she took the standard deduction
and personal exemption amounts. The result was a tax
liability of $6046. Hanna was not happy about paying
what she thought was a large tax bill that year.

Gross income $46,736
Less adjustment to income — 1,000
Adjusted gross income 45,736
Less value of one exemption (old figure) — 3,200
Subtotal 42,536
Less standard deduction (old figure) — 5,000
Taxable income 37536
Tax liability (from old tax table not shown) $ 6,046

Last year Hanna did not receive a raise. Nonetheless,
Hanna continued to contribute $1000 into her IRA. To
reduce her federal income taxes, she also became a
homeowner after using some inheritance money to
make the down payment on a condominium. During the
year, she paid out $9126 in mortgage interest expenses

and $1995 in real estate taxes. After studying various tax
publications, Hanna determined that she had $3814 in
other itemized deductions that, when combined with the
interest and real estate taxes, totaled $14,935. These
deductions reduced Hanna's tax liability dramatically.

Gross income $46,736
Less adjustment to income — 1,000
Adjusted gross income 45,736
Less itemized deductions —14,935
Subtotal 30,801
Less value of one exemption — 3,400
Taxable income 27401
Tax liability (from Table 4.3) $ 3,723

Hanna correctly concluded that the IRS “paid” $2323
(86046 — $3723) toward the purchase of her condo-
minium and her living costs because she did not have to
forward those dollars to the government. An additional
benefit for Hanna is that she now owns a home whose
value could appreciate in the future. The best advice is to
buy a home to reduce income taxes.

Frances C. Lawrence
Louisiana State University

Here is an example to illustrate the benefits of municipal bonds. Assume that
Lauren Rider, a retiree living in Lincoln, Nebraska, currently has $100,000 in a cer-
tificate of deposit earning 4.5 percent, or $4500 annually ($100,000 X 0.045). She
pays $1125 in tax on this income at her 25 percent federal marginal tax rate ($4500 X
0.25), leaving her a net after-tax return of $3375. Investing in a tax-exempt $100,000
municipal bond paying 3.9 percent would provide Lauren with a better after-tax
return. She would receive $3900 ($100,000 X 0.039) tax free from a municipal bond,
compared with $3375 ($4500 — $1125) after taxes on the certificate of deposit. The
increase in her after-tax income would be $525 ($3900 — $3375).

Capital Gains on Housing A big tax shelter is available to homeowners
when they sell their homes. Those with appreciated principal residences are
allowed to avoid taxes on capital gains of up to $500,000 if married and filing
jointly and on gains up to $250,000 if single. The home must have been owned and
used as the taxpayer’s private residence for two out of the past five years prior to
the date of the sale.

Strategy: Postpone Income

Another way to reduce income tax liability is to postpone income. This goal is achieved
by purposefully making arrangements to receive some of this year’s income in the next
year, when your marginal tax rate might be lower, perhaps only 25 percent rather than
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28 percent. A 3 percent tax savings (paying at the 25 percent rate rather than 28 percent)
on $2000 of income is $60 ($2000 X 0.03), enough to pay for a meal in a quality restau-
rant. For example, if you expect a year-end commission check of $2000, the extra income
this year might be enough to push you into a higher marginal tax bracket. If your
employer is willing to give the commission check a January date, the income need not be
reported until the following year.

You might expect to be in a lower tax bracket in the following year because you
anticipate less sales commissions or know that you will not work full time (for exam-
ple, if you return to school, have a child, or decide to travel). Retired people may be
able to postpone withdrawals of income from retirement plans, and entrepreneurs
may delay billing customers for work.

Strategy: Bunch Deductions

Many people find that they do not have enough itemized deductions to exceed the
standard deduction amount. By shifting the payment dates of some deductible
items, you can increase your deductions. For example, if a single person has about
$5000 of deductible expenses this year, she could prepay some items in December
to push the total over the $5350 threshold and benefit by taking the excess deduc-
tions now. The next year she can take the standard deduction amount instead of
itemizing.

This process is known as bunching deductions. Items that may be prepaid
include medical expenses, dental bills, real estate taxes, state and local income taxes,
the January payment of estimated state income taxes, personal property taxes that
have been billed (e.g., on autos and boats), dues in professional associations, and
charitable contributions. You may mail the payments or charge them on credit cards
by December 31.

bunching deductions For taxpayers
who do not meet floor for itemizing
deductions every year, strategy of
prepaying expenses in one year so
that itemizing works every other year.

Strategy: Take All of Your Legal Tax Deductions

Although you should not spend money just to create a tax deduction, you are encour-

aged to take all of the deductions to which you are entitled. One
way to increase itemized deductions, for example, is to purchase
a home with a mortgage loan. The large amounts of money
homeowners expend for both interest and real estate taxes are
deductible.

Here are some other approaches to increase your deductions
and keep more tax dollars in your pocket. Assume you are in the
15 percent marginal tax bracket and itemize deductions. Cash
contributions made to people collecting door to door or at a

Did You Know?...

Overwithholding

Overwithholding occurs when employees have their
employers withhold more in estimated taxes than the
tax liability ultimately due the government. Approximately
four-fifths of all taxpayers practice overwithholding, which
is a form of forced savings. These taxpayers receive their
refunds (which averaged more than $2300 last year)
approximately six weeks after filing their income tax
returns. The IRS does not pay interest on such refunded
monies, so overwithholding has an opportunity cost—the
interest you could be earning on such amounts. If you
anticipate that your tax liability will be lower than the
amount in the federal government's withholding sched-
ule, you can file a new W-4 form with your employer to
decrease the amount withheld, which will in turn
increase the amount of your take-home income.

shopping center during holidays are deductible, even though
receipts are not given. Fifty dollars in contributions deducted can
save you $7.50 in taxes. Instead of throwing out an old television
set, donate it. An $80 charitable contribution for a TV will save
you $12 in taxes. These amounts may sound like “small change,”
but lots of little tax deductions can quickly add up to more than
$100, and that’s real money!

Expenses for business-related trips can be a fruitful area for
tax deductions. If you are in the 15 percent tax bracket and take
one business trip per year, perhaps incurring $400 in deductible
expenses, you will save another $60 in taxes, assuming your mis-
cellaneous deductions already exceed 2 percent of your AGI. The
IRS also permits tax deductions for the costs expended on occa-
sional job-hunting trips. In other words, depending on your tax
bracket, the U.S. government pays the bill for 15 or 25 percent of
such expenditures.
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Strategy: Buy and Manage a Real Estate
Investment

Tax losses are paper losses in the sense that they may not represent
actual out-of-pocket dollar losses. They are created when deduc-

Instant Message

Fions generated from an inves.tment (such as c!epreciation and net Kiddie Tax for Children Under
investment losses) exceed the income from an investment.

Taxpayers are allowed to deduct certain real estate losses Age 18
against ordinary taxable income, such as salary, interest, divi- If a child is under age 18 and has net investment
dends, and self-employment earnings. Deductions are allowed for income exceeding $1700, the excess is taxed as
real estate investors who (1) have an adjusted gross income of though it were the income of the parent. This is
$150,000 or less and (2) actively participate in the management of called the kiddie tax. The parent's marginal tax rate
the property. Here the investor may deduct up to $25,000 of net is probably higher than that of the child, which is
losses from a “passive investment,” such as real estate, against usually 10 percent.

income from “active” sources, such as salary. For example, a resi-
dential real estate investment property might generate an annual
cash income $1000 greater than the out-of-pocket operating costs

associated with it. After depreciation expenses on the building are tax losses Paper losses that may not

taken as a tax deduction, the resulting $1500 tax loss may then be used to offset other ~ represent actual losses created when

income. This tax break begins to phase out for those with an AGI of $100,000. deductions generated from an invest-
ment exceed income from the
Investment.

v/ CONCEPT CHECK 4.3

1. Distinguish between two types of tax-sheltered investment returns.

2. Explain how to reduce income taxes via your employer, and name
three employer-sponsored plans to do so.

3. Summarize the differences between an individual retirement account
(IRA) and a Roth IRA.

4. Identify three strategies to avoid overpayment of income taxes (different
from above), and summarize the essence of each.

Certain real estate losses are tax
deductible.
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What Do You Recommend Now?

Now that you have read the chap-
Did You Know?... | ter on managing income taxes,

W\ % what advice can you offer Jeffrey
Hutchinson and Amber Martin in

Top 3 Financial Missteps in the case at the beginning of the
Managing Income Taxes chapter regarding:
People slip up in managing income taxes when they 1. Using tax credits to help pay
do the following: ) o)
for Jeffrey's college expenses?
1. Turn all your income tax planning over to . _ o
someone else 2. Determining how much money Amber will realize if
NG ehholdo o ncometiohcces she sells the stocks, assuming she pays federal income
a refund next year taxes at the 25 percent rate?

3. Ignore the impact of income taxes in your
personal financial planning

4. Increasing contributions to their employer-sponsored
Y oot pans?

5. Establishing a sideline business for Jeffrey's jewelry
operation?

3. Buying a home?

Big Picture Summary of Learning

sheltered investments, reducing taxable income via your
employer, and investing pretax money for tax-deferred
compounding. Other strategies are to postpone income,
bunch deductions, take all your legal deductions, and buy
and manage a real estate investment.

Objectives

1 Explain the nature of progressive income
taxes and the marginal tax rate.

The federal personal income tax is a progressive tax
because the tax rate increases as a taxpayer’s taxable income Let's Talk About It
jnereases. The marginal tax rate 1s ap plied to your last dol- 1. Many college students choose not to file a federal
lar of earnings. Your effective marginal tax rate is probably : . .
income tax return, assuming that the income taxes

43 percent. withheld by employers “probably” will cover their
tax liability. Is such an assumption correct? What are
the negatives of this practice if the employers with-
held too much in income taxes? What are the nega-

2 Differentiate among the eight steps
involved in calculating your federal income

taxes. tives if the employers did not withhold enough in
There are eight steps in calculating your income taxes. income taxes?
Certain types of income may be excluded. Regulations 2. Long-term capital gains are taxed at a rate of 15 or
permit you to subtract adjustments to income, exemptions, 5 percent. What is your opinion on the fairness of
deductions, and tax credits before determining your final these lower capital gains tax rates as compared with
tax liability. the marginal rates applied to income earned from

i ) ) employment that range as high as 35 percent?

3 Use appropriate strategies to avoid 3. Some college students earn money that is paid to them

overpayment of income taxes. in cash and then do not include this as income when

You can reduce your tax liability by following certain tax they file their tax returns. What are the pros and cons
avoidance strategies, such as putting your money in tax- of this practice?
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4. Identity two possible sideline businesses that you ian food store. The Nichols-Sandler family income con-
might engage in to reduce your income tax liability. sists of the following: $40,000 from Stephanie’s salary;
5. Name three tax credits that a college student might $42,000 from Glenn’s salary; $10’00(_) ir.l life insur?nce
take advantage of while still in college or during the proceeds from a deceased aunt; $140 in interest savings;
first few years after graduation. $4380 in alimony from Stephanie’s ex-husband; $14,200

in child support from her ex-husband; $500 cash as a
Christmas gift from Glenn’s parents; $90 from a friend
who rides to work in Stephanie’s vehicle; $60 in lottery

winnings gained from playing the lottery at $5 every
Do the Numbers week; $170 worth of dental services traded for a quilt
1. What would be the tax liability for a single taxpayer ~»\DIMie €ave to the dentist; and a $1600 tuition-and-
who has a gross income of $33,975? (Hint: Use Table art time last eals P v & &
4.3, and don’t forget to first subtract the value of a P y ‘ .
standard deduction and one exemption.) (a) What is the total of the Nichols-Sandler report-

able gross income?

6. Identify five strategies to reduce income tax liability
that you will likely take advantage of in the future.

2. What would be the marginal tax rate for a single person

who has a taxable income of (a) $20,210, (b) $27,800, (b) After putting $2800 into qualified retirement plan
() $26,055, and (d) $90,230? (Hint: Use Table 4.3.) accounts last year, what is their adjusted gross

3. Find the tax liabilities based on the taxable income of tneomes ) ) '
the following people: (a) married couple, $74,125; (b) () How many exemptions can the family claim, and
married couple, $53,077; (c) single person, $27,880; how much is the total value allowed the house-
(d) single person, $53,000. (Hint: Use Table 4.3.) hold?

4. Joseph Addai determined the following tax infor- (d) How much is the allowable standard deduction
mation: gross salary, $59,400; interest earned, $90; IRA for the household?
contribution, $1000; personal exemption, $3400; and (e) Their itemized deductions are $12,200, so
itemized deductions, $3950. Calculate Joseph’s taxable should they itemize or take the standard
income and tax liability. (Hint: Use Table 4.3.) deduction?

5. Brandon and Rachael Timmerman determined the (f) What is their taxable income for a joint return,
following tax information: gross salaries, $234,000 and and what is their marginal tax rate?
$222,009, respectively; interest earned, $11,000; qual- (g) What is their final federal income tax liability?
ified retirement plan contributions, $60,000; personal (Hint: Use Table 4.3.)

exemptions, $68QO; and 1tem’med deduf:tlons, $26,000. (h) Tf Stephanic’s and Glenn’s employers withheld
Calculate the Timmermans’ taxable income and tax .
$6000 for income taxes, does the couple owe

liability. (Hint: Use Table 4.2.)
. ) ] money to the government or do they get a refund?
6. Anthony Clark determined the following tax informa- How much?

tion: salary, $144,000; interest earned, $2000; personal
exemption, $3400; itemized deductions, $9000; quali-
fied retirement plan contribution, $7000. Calculate
Anthony’s taxable income and tax liability. (Hint: Use Ca se 2

Table 4.2.) Taxable Versus Tax-Exempt Bonds

” ” ” Art Williams, radio station manager in Franklin County,
Financial Pla““mg Cases New Jersey, is in the 25 percent federal marginal
tax bracket and pays an additional 5 percent in taxes

to the state of New Jersey. Art currently has more

case l than $20,000 invested in corporate bonds bought at
A New Familv Calculates Income various times that are earning differing amounts of tax-
. _Y_ able interest: $10,000 in ABC earning 5.9 percent; $5000

and Tax Llablllty in DEF earning 5.5 percent; $3000 in GHI earning
5.8 percent; and $2000 in JKL earning 5.4 percent.

Stephanie Nichols and her two children, Austin and What is the after-tax return of each investment? To cal-
Alexandra, moved into the home of her new husband, culate your answers, use the after-tax yield formula (or
Glenn Sandler, in Ames, Iowa. Stephanie is employed the reversed formula) on page 122, or the Garman/

as a union organizer, and her husband manages a vegetar- Forgue website.
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Case 3

Taxable Versus Nontaxable Income

Identify each of the following items as either part of tax-
able income or an exclusion from taxable income for
LaDainian Tomison and Megan Smithfield, a married
couple from San Diego:

(a) LaDainian earns $45,000 per year.

(b) LaDainian receives a $1000 bonus from his
employer.

(¢) Megan receives $40,000 in commissions from her
work.

(d) Megan receives $300 in monthly child support.
(e) LaDainian pays $200 each month in alimony.

() LaDainian contributes $2000 to his retirement
account.

(g) Megan inherits a car from her aunt that has a fair
market value of $3000.

(h) LaDainian receives a $5000 gift from his mother.

Case 4

Victor and Maria Reduce Their
Income Tax Liability

The year before last, Victor earned $51,000 from his retail
management position and Maria earned $45,000 as a dental
hygienist. After they took the standard deduction and claimed
four exemptions (themselves plus their two children), their
federal income tax liability was about $12,500. After hearing
from friends that they were paying too much in taxes, the
couple vowed to try to never again pay that much. Therefore,
the Hernandezes embarked on a yearlong effort to reduce
their income tax liability. This year they tracked all of their
possible itemized deductons, and both made contributions
to qualified retirement plans at their places of employment.

(a) Calculate the Hernandezes’ income tax liability for
this year as a joint return (using Table 4.3) given
the following information: gross salary income
(Victor, $55,000; Maria $49,000); state income tax
refund ($400); interest on checking and savings
accounts ($250); carpool income from Maria’s
coworkers ($240); contributions to qualified retire-
ment accounts ($6000); itemized deductions (real
estate taxes, $4000; mortgage interest, $6000; char-
itable contributions, $2700); and exemptions ($3400
each) for themselves and their two children.

(b) List five additional strategies that Victor and
Maria might consider for next year’s tax planning
to reduce their tax liability.

Case 5

The Johnsons Calculate Their
Income Taxes

Several years have gone by since Harry and Belinda gradu-
ated from college and started their working careers. They
both earn good salaries. They believe that they are paying
too much in federal income taxes. The Johnsons’ total
income last year included Harry’s salary of $60,000,
Belinda’s salary of $90,000, $400 interest on savings and
checking, and $3000 interest income from the trust that is
taxed in the same way as interest income from checking
and savings accounts.

(a) What s the Johnsons’ reportable gross income on
their joint tax return?

(b) What is the total value of their exemptions?

(c) How much is the standard deduction for the
Johnsons?

(d) The Johnsons are buying a home that has monthly
mortgage payments of $3000, or $36,000 a year.
Of this amount, about $32,000 goes for interest
and real estate property taxes, both of which are
tax deductible. The couple has an additional
$6400 in itemized deductions, thus they have a
total of $38,400 ($32,000 + $6400). Using these
numbers and Table 4.2, calculate their taxable
income and tax liability.

(e) Assuming they had a combined $24,000 in federal
income taxes withheld, how much of a refund will
the Johnsons receive?

() What is their marginal tax rate?

(z) Based on gross income, what is their average tax
rate?

(h) List three additional ways that the Johnsons might
reduce their tax liability next year.

Go to the Web pages indicated to complete these exer-
cises. You can also go to the Garman/Forgue website at
college.hmco.com/business/students for an expanded list
of exercises. Under General Business, select the title of
this text. Click on the Internet Exercises link for this
chapter.

1. Visit the website for the Internal Revenue Service.
Use the search function to find “Publication 501.”
Use this publication to determine (a) whether you
must file a return, (b) who can claim you as an
exemption, and (¢) how much your standard deduc-
tion is.
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2. Visit the website for the Internal Revenue Service’s states that levy an income tax. Based on what you
primary tax information document for taxpayers— found, what is your combined federal and state mar-
Publication 17, Your Federal Income Tax—at http:// ginal tax rate?

www.irs.gov/publications/p17/index.html. ~ Scroll
down the menu to “Education Credits.” There you
will find information on the Hope Scholarship credit Visit the Garman/Forgue website...
and the lifetime learning credit. How might these two
credits help you lower your or your parents’ overall

@college.hmco.com/business/students

federal income tax bill? Under General Business, select Personal Finance 9e. There,
3. Visitthewebsite for the Federation of Tax Administrators among other valuable resources, you will find a complete
at http://www.taxadmin.org/fta/rate/. Click on “tax glossary, ACE questions, links to help you complete the

rates.” There you will find a table with tax rates for all chapter exercises, and links to other personal finance sites.


http://www.irs.gov/publications/p17/index.html
http://www.irs.gov/publications/p17/index.html
http://www.taxadmin.org/fta/rate/

CHAPTER 5

Managing Checking
and Savings Accounts

1o
.
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You Must Be Kidding, Right?

Patti Patterson realized about two weeks ago that she had misplaced her ATM card. At first
she was not worried because she reasoned that it had to be somewhere in the house. Last
week she received her savings account statement. She looked at her statement today and
found that $200 had been illegally withdrawn from her account on five different occasions
($1000 total). She immediately called her bank to report the fraudulent withdrawals. How
much of this money will Patti lose because of the unauthorized withdrawals?

A. $0 B. $50 C. $500 D. $1000

The answer is C, $500. Because Patti waited more than two days after realizing the card was
lost to report it to her financial institution, federal law states that she is liable for the first $500 in
unauthorized uses. If she had notified the bank within two days, her loss would have been only
$50. If Patti failed to notify her bank of the loss within 60 days, the law states that she would
lose all of the money taken fraudulently. It's smart to immediately report a lost debit card!

LEARNING OBIJECTIVES

After reading this chapter, you should be able to:

T List and define the tools of monetary asset management and
identify the types of financial services firms that provide those tools.

2 Earn interest and pay no or low fees on your checking accounts.
3 Malke the best use of the benefits of savings accounts.

4 Explain the importance of placing excess funds in a money
market account.

B Describe electronic money management, including your legal
protections.

6 Discuss your personal finances and money management
more effectively with loved ones.



What Do You Recommend?

Mark Rosenberg and Trina Adams are to be married in two months. Both are
employed full time and currently have their own apartments. Once married, they
will move into Trina's apartment because it is
larger. They plan to use Mark's rent money to
begin saving for a down payment on a home
to be purchased in four or five years. Mark
has a checking account at a branch of a large
regional commercial bank near his workplace
where he deposits his paychecks. He also
has three savings accounts—one at his bank
and two small accounts at a savings and loan
association near where he went to college.
Mark pays about $30 per month in fees on
his various accounts. In addition, he has a
$10,000 certificate of deposit (CD) from an
inheritance; this CD will mature in five
months. Trina has her paycheck directly
deposited into her share draft account at the
credit union where she works. She has a sav-
ings account at the credit union as well as a
money market account at a stock brokerage
firm that was set up years ago when her
father gave her 300 shares of stock. She also
has $4300 in an individual retirement
account invested through a mutual fund.

What would you recommend to Trina and Mark on the subject of
managing checking and savings accounts regarding:

1. Where they can obtain the monetary asset management services that
they need?

2. Their best use of checking accounts and savings accounts as they begin
saving for a home?

3. The use of a money market account for their monetary asset management?
4. Their use of electronic banking in the future?

5. How they can best discuss the management of their money and finances?

FOR HELP with studying this chapter, visit the
Online Student Center:

www.college.hmco.com/pic/garman9e

C-).Eline Study Center
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PART 2: Money Management

Good Money Habits

in Managing Checking
and Savings Accounts

Make the following your money habits when
managing checking and savings accounts:

1. Use a free, interest-earning checking account for
your day-to-day spending needs.

2. Use high-interest savings accounts for funds you
will not need for six months to about five years
in the future.

3. Use investments for needs that will not occur
until five or more years in the future.

4. Maintain an emergency fund sufficient to cover

Your financial success will depend heavily on how well you save
money. Savings allows you to accumulate excess funds, or mon-
etary assets. These assets were defined in Chapter 3 as cash and
low-risk, near-cash items that can be readily converted to cash
with little or no loss in value. If you are a typical college student,
your monetary assets are the largest component of your net worth
and are the major focus of the activities you consider “personal
finance.”

People use monetary assets in one of three ways. First, they
spend them. They buy food, clothing, entertainment, and a
long list of products and services. Spending often requires cash
or the use of a check or a debit card to access funds in a check-
ing account. (Using credit is covered in Chapters 6 and 7.)
Checking accounts are appropriate places to keep money that
you will spend within the next three to six months or so.
The second way that people use monetary assets is to set
aside funds to meet needs that will occur six months to five

three months of expenses.

5. Buy certificates of deposit when saved funds
will not be needed until a specific future date.

6. Reconcile your account statements monthly.

monetary assets Cash and low-risk,
near-cash items that can quickly be
converted into cash.

‘l LEARNING OBJECTIVE
List and define the tools of
monetary asset management
and identify the types of
financial services firms that
provide those tools.

monetary asset (cash) management
How you handle your monetary
assets.

liquidity Ease with which an asset
can be converted to cash.

years in the future. You could keep these funds in a checking
account, but savings accounts pay more interest. With savings
accounts, the focus is on holding money safely until needed
in the future. The third way that people use monetary assets
is to make investments. Here the goal is to earn an even better
return and actually earn money on your money. Investments
are the best places to put money you will not need for 5, 10,
or even 20 years in the future. The beauty of investments is
that over long periods of time it is quite possible to earn three or four times
more than the original amount deposited. Investments are examined in Chapters
13 through 16.

What Is Monetary Asset Management?

Monetary asset (cash) management encompasses how you handle all of your
monetary assets, including cash on hand, checking accounts, savings accounts and
certificates of deposit, and money market accounts. The goal is to maximize interest
earnings and to minimize fees while keeping funds safe and readily available for liv-
ing expenses, emergencies, and saving and investment opportunities. Successful
monetary asset management allows you to earn interest on your money while main-
taining reasonable liquidity and safety. Liquidity refers to the speed and ease with
which an asset can be converted to cash. Your funds are safe when they are free from
financial risk.

The Three Tools of Monetary Asset Management

As illustrated in Figure 5.1, monetary asset management relies on three major
tools:

1. Low-cost, interest-earning checking accounts from which to pay ongoing, cur-
rent living expenses.

2. Interest-earning savings accounts in local financial institutions in which you
deposit funds for upcoming expenditures or to accumulate funds for future
investments.

3. Money market accounts in local financial institutions or other financial services
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Checking account

Savings account

Money market account

* NOW checking
(pays interest)

* Statement savings (+1/4%)
* Certificate of deposit
(+1% to +3%)

* Money market deposit account
(+1/2%)

* Super NOW (+3/4%)

* Money market mutual fund
(+1% to +5%)

* Asset management account
(+1% to +5%)

Figure 5.1
The Three Tools of Asset
Management

(Percents are the amounts above
NOW accounts.)

providers. These accounts pay higher interest rates than checking and savings
accounts. They have limited check-writing privileges and, thus, are a cross
between a checking and a savings account.

Who Provides Monetary Asset Management Services?

The financial services industry comprises companies that provide monetary asset
management and other services. The firms in this industry provide checking, savings,
and money market accounts. Quite often they also provide credit, insurance, invest-
ment, and financial planning services. These firms include depository institutions such
as banks and credit unions, stock brokerage firms, mutual funds, financial services com-
panies, and insurance companies. Table 5.1 matches these various types of firms with the
financial products and services that they sell. As you can see, there is considerable over-
lap among the services they sell. For example, State Farm, which most people recognize
as an insurance company, also owns a mutual fund and a bank.

Table 5.1 Today's Providers of Monetary Asset Management Services
Examples of Well-Known
Providers What They Sell Company Names

Depository institutions
(banks, mutual savings
banks, savings and loan
associations, and credit
unions)

Mutual funds

Stock brokerage firms

Financial services
companies

Insurance companies

Checking, savings, lending,
credit cards, investments,
and trust advice

Money market mutual funds,
tax-exempt funds, bond
funds, and stock funds

Securities investments (stocks
and bonds), mutual funds,
and real estate investment
trusts

Checking, savings, lending,
credit cards, securities
investments, real estate,
investments, insurance,
accounting and legal advice,
and financial planning

Property and liability, health
and life insurance, credit
services, financial planning
services

Bank One, Chase,
Wells Fargo, Wachovia,
Everbank (online)

Fidelity, T. Rowe Price,
Vanguard

Merrill Lynch,
Goldman/Sachs

American Express,
A. G. Edwards,
Raymond James

Allstate, Aetna,
State Farm

financial services industry Companies
that provide monetary asset manage-

ment and other services.




depository institutions Organizations
licensed to take deposits and make
loans.

Did You Know?...

Top 3 Financial Missteps
in Managing Checking
and Savings Accounts

People slip up in managing checking and savings

accounts when they do the following:
1. Pay high fees unnecessarily

PART 2: Money Management

Depository Institutions Depository institutions are organizations licensed to
take deposits and make loans. They all can offer some form of government account insur-
ance on their customers’ deposits and are government regulated. They offer a wide range
of financial services. Examples of depository institutions are commercial banks, savings
banks, and credit unions. Although each is a distinct type of institution, people often call
them all simply banks.

Commercial banks are corporations chartered under federal and state regulations.
They offer numerous consumer services, such as checking, savings, loans, safe-deposit
boxes, investment services, financial counseling, and automatic payment of bills.
Accounts in federally chartered banks are insured against loss by the Bank Insurance
Fund (BIF) of the Federal Deposit Insurance Corporation (FDIC), which is an
agency of the federal government.

Savings banks (or savings and loan associations-S&Ls) focus
primarily on accepting savings and providing mortgage and con-
sumer loans. They offer checking services through interest-earning
NOW accounts (discussed later in this chapter). Savings banks gen-
erally pay depositors an interest rate about 0.10 to 0.20 percentage
points higher than the rate found at commercial banks. The FDIC
insures accounts in all federally chartered savings banks through the
FDIC’s Savings Association Insurance Fund (SAIF).

A mutual savings bank (MSB) is similar to a savings bank in
that it also accepts deposits and makes housing and consumer loans.
These banks are legally permitted in only 17 states, primarily those
in the eastern United States. They are called “mutual” because the
depositors own the institution and share in the earnings. Generally,
MSBs have the FDIC’ BIF coverage. Like savings banks, they offer

2. Keep most of your excess funds in your interest-earning checking accounts to checking customers.
checking account where it earns you very A credit union (CU) also accepts deposits and makes loans.
little interest Credit unions operate on a not-for-profit basis and are owned by

3. Fa|| to reconcile your accounts on a regu|ar basis their members. The members/owners Of the Credit union 2.11

share some common bond, such as the same employer, church,

credit union (CU) Member-owned,
not-for-profit federally insured
financial institutions that provide
checking, savings, and loan
services to members.

deposit insurance Insures deposits,
both principal amounts and accrued
interest, up to $100,000 per account
for most accounts ($200,000 for
retirement accounts).

member are also eligible to join. Federally chartered credit

unions have their accounts insured through the National Credit

Union Share Insurance Fund (NCUSIF), which is administered by the National

Credit Union Administration (NCUA). State-chartered credit unions are often

insured by NCUSIE, and most others participate in private insurance programs.

Credit unions usually pay higher interest rates and charge lower fees than commer-
cial banks, savings banks, or MSBs.

Deposit Insurance Is a Real Plus Deposits in depository institutions are
insured against loss of both the amount on deposit and the accrued interest by various
insurance funds. This deposit insurance for your deposits at any one institution
works as follows:

1. The maximum insurance on all of your single-ownership (individual) accounts
(held in your name only) is $100,000.

2. 'The maximum insurance on all of your joint accounts (accounts held with other
individuals) is $100,000.

3. The maximum insurance on all of your retirement accounts is $200,000.

4. A maximum of $100,000 in insurance per beneficiary is available for “payable on
death accounts” (accounts set up so that the funds go to a spouse, child, parent,
or sibling upon the death of the account holder).

Thus, individuals might have several increments of insurance for their accounts
at any one institution. Funds on deposit at other institutions will also have these same
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limits. So if you had $80,000 in individual accounts at each of two different institu-
tions, you would have a total of $160,000 of deposit insurance.

Other Financial Services Providers Other providers offer monetary asset
management services. Most purchase private insurance to cover potential losses in
their monetary asset accounts. No insurance is available for stocks, bonds, and other
investment accounts.

Mutual funds are investment companies that raise money by selling shares to
the public and then invest that money in a diversified portfolio of investments. Most
have created mutual fund accounts that can be used for monetary asset management
purposes. For example, cash management accounts in mutual funds provide a conve-
nient and safe place to keep money while awaiting alternative investment opportuni-
ties. Note that money deposited in a mutual fund is not insured by the federal gov-
ernment, although some mutual fund companies purchase insurance privately for the
noninvestment portions of customers’ accounts. Mutual funds are the subject of
Chapter 15.

Stock brokerage firms are licensed financial institutions that specialize in selling
and buying stocks, bonds, and other investments. Such firms provide advice and assis-
tance to investors and earn commissions based on the buy and sell orders that they
process for their clients. Stock brokerage firms typically offer money market mutual
fund accounts (operated by mutual funds) into which clients may place money while
waiting to make investments. The noninvestment portion of an account (for example,
cash held in the account prior to making an investment) is insured by the Securities
Investor Insurance Corporation, a nongovernment entity.

Insurance companies provide property, liability, health, life, and other insurance
products. Many offer monetary asset services, such as money market accounts. Some
also offer vehicle loans and credit cards.

v/ CONCEPT CHECK 5.1

1. Identify the primary goals of monetary asset management.

2. Explain the circumstances when it would be appropriate to have funds
in a checking account, a savings account, or in investments.

3. Describe the primary differences between depository institutions and
other financial services providers.

4. Describe your insurance protections when you have funds on deposit
in a depository institution.

Tool #1—Interest-Earning Checking
Accounts

A checking account at a depository institution allows you to write checks against
amounts you have on deposit. Checks transfer your deposited funds to other people
and organizations. Checking accounts also can be accessed by using a debit (or check)
card in an automated teller machine (AT'M) or a point-of-sale (POS) terminal at a
retail store. When you use a debit card, funds are instantaneously removed from your
account. They are given to you as cash or sent electronically to an account owned by
any other person or organization you designate to receive the funds. You can also
access your checking account via telephone or home computer. When you use a
checking account, record the date, check number, amount of the check, and to whom
it was written into the check register you received when you obtained your blank

mutual funds Investment companies
that raise money by selling shares to
the public and then invest that
money in a diversified investment
portfolio.

2 LEARNING OBJECTIVE
Earn interest and pay no or
low fees on your checking
accounts.

checking accounts At depository
institutions, allow depositors to write
checks against their deposited funds,
which transfer funds to other people
and organizations.



Checks transfer your deposited
funds.

interest-earning checking account
Any account on which you can write
checks that pays interest.

tiered interest Common type

of NOW account that pays lower
interest on smaller deposits and
higher interest on larger balances.

stop-payment order Notifying your
bank not to honor a check when it's
presented for payment.

Instant Message
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checks. Also subtract the amount of the check from your previous balance in the
account. Deposits into the account are added as they occur, as well. This section
examines the types of checking accounts available and checking account charges, fees,
and penalties.

Types of Checking Accounts

Checking accounts may or may not pay interest. If you have an account that does not
pay interest, you may pay no fees or lower fees than an account that does pay interest.
However, interest-paying accounts with no or very low fees are available since all
depository institutions can offer some form of interest-earning checking account
[also called a negotiable order of withdrawal (NOW) account]|. A share draft
account is the credit-union version of a NOW account. Its name arises because mem-
bers of the credit union actually own the organization and their deposits are called
shares. Costs for a share draft account are often lower than those for a checking
account at a bank or savings bank. NOW accounts and share draft accounts may pay
higher interest rates on larger balances (such as amounts above
$1000). The combination of a base rate and a higher rate is called
tiered interest. For example, an account might pay 2.1 percent
on the first $2000 and 3.0 percent on any additional funds in the
account.
A lifeline banking account offers access to certain minimal
financial services that every consumer needs—regardless of

Free Checking Is Not Totally Free income—to function in our society. An applicant’s income and net

More and more banks are offering “free” checking
accounts. What this means is that there is no

worth determine acceptance into a lifeline program. The cost of
lifeline banking accounts is extremely low, often about $5 per

minimum-balance requirement or monthly mainte- month; however, they do not pay interest.

nance fee on the account and no activity fee for

writing too many checks. However, there will be fees Checking Account Minimum-Balance
for writing bad checks, using another bank’s ATM, p

inactivity on the account, and many others. Requwements

s Most interest-earning checking accounts have a minimum-balance

requirement that, if not met, will result in the assessment of a
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Did You Know?...

What Happens When You Write a Check

Years ago checks were sent from institution to institution
and ultimately were returned to account holders as can-
celed checks. That rarely happens anymore, as checks
are now processed electronically. Instead, you are simply
sent a listing of the checks you have written that have
been paid, or cleared, by the depository institution. Some
banks also send customers monthly image statements
that show miniature computer pictures of their checks.
When you write a check, you either simultaneously
make a copy that serves as your record that the check
was written or record the transaction in your check regis-
ter. The check itself is treated in one of two ways. First, in
the traditional method, the check is sent to your bank so
that the funds can be paid to whomever you had written
the check. Second, in the method now being frequently
used, the check is scanned by the receiving bank (or
even the business to which you gave it) and an elec-
tronic substitute check is created and transmitted
immediately to your bank. As a result the check can clear
your bank in a matter of minutes or hours. Your checking

Did You Know?...

account statement will indicate which checks cleared via
a substitute check. Substitute checks are an acceptable
version of the original check written by you. Under the
Check Clearing for the 21st Century Act, your bank must
quickly correct any errors in the processing of your check
if the substitute check and the original check are both
paid by your bank. Check your statement each month to
ensure that this type of error has not occurred.

A stop-payment order tells your bank not to honor a
check when it's presented for payment. To issue such an
order, you can telephone your bank and stop payment on
the check. In any event, a stop-payment order works only if
the check has not yet cleared. And with electronic process-
ing, check clearing can occur in a matter of minutes as can
debit card transactions. Be aware that if the verbal stop-
payment order is not followed up with a written instruction
to the bank, the person or merchant to whom the check
was written can still cash the check after 14 days. Even
with a written request, the check can be cashed after six
months unless the order has been renewed.

Payment Instruments for Special Needs

There are four types of payment instruments that you
might find useful from time to time.

Traveler’s Checks

Traveler’s checks are issued by large financial institutions
(such as American Express, Visa, and Carte Blanche) and
sold through various outlets. They are accepted almost
everywhere. Purchasers typically pay a fee of 1 percent
of the amount of the traveler's checks, or $1 per $100.
Traveler's checks come in specific U.S. denominations
(810, $20, $50, and $100) and in many foreign curren-
cies. All traveler's check companies guarantee replace-
ment of lost checks if their serial numbers are identified.

Money Orders

Many financial institutions, retailers such as Wal-Mart,
and the U.S. Postal Service sell money orders. A money
order is a checking instrument bought for a particular
amount. Money orders are written for relatively small
amounts, and the fee charged—usually from $0.50 to
$8.00—is based on the amount of the order.

Certified Checks

A certified check is a personal check drawn on your
account on which your financial institution imprints the
word certified, signifying that the account has sufficient
funds to cover its payment. The financial institution
simultaneously places a hold on that amount in the
account and then waits for the check to come back
through the banking system before actually subtracting
the funds. Checks certified by an officer of the financial
institution generally cost $5 to $15.

Cashier’s Checks

To be even more certain that a check is good, some pay-
ees insist on receiving payment in the form of a cashier’s
check. Such a check is made out to a specific party and
drawn on the account of the financial institution itself;
thus, it is backed by the institution’s finances. To obtain
such a check, you would pay the financial institution the
amount of the cashier's check and have an officer pre-
pare and sign it. Generally, a fee of $5 to $15 is charged.



Instant Message

Using Checking Accounts

in Budgeting

Copies of your written checks, your check register,
and your debit card receipts are very useful in bud-
geting as they provide a record of money spent.
Keep track of all checks written and retain all debit
card receipts until you can verify their accuracy in

your account statement.

traveler’s checks Financial instru-
ments issued by extremely large
institutions that are accepted virtually
anywhere in the world upon counter-
signature.

certified check Personal check on
which your financial institution
imprints the word certified, signifying
that the account has sufficient funds
to cover its payment.

minimum-balance account Checking
account that requires customers to

keep a certain minimum amount for
a specified time period to avoid fees.

average-balance account Checking
account for which service fees are
assessed if the account's average
daily balance drops below a certain
level during specified time.

LEARNING OBJECTIVE
Make the best use of the
benefits of savings accounts.

savings account Account that provides
an accessible source of emergency
cash and a temporary holding place
for extra funds that will earn some
interest.

time deposits Savings accounts that
financial institutions expect to remain
on deposit for an extended period.
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monthly fee. In addition, interest is usually not paid for a month
when the account falls below the minimum. An account with no
minimum-balance requirement is preferable but not always avail-
able. Checking account users must consider the amount of interest
that will be lost and the fees that will be imposed.

Decision making becomes more difficult when the institution
offers an interest-earning account in combination with either a
minimum- or average-balance requirement. With a minimum-
balance account, the customer must keep a certain amount (per-
haps $500 or $700) in the account throughout a specified time
period (usually a month or a quarter) to avoid a flat service charge
(usually $5 to $15). A fee is assessed whenever the triggering event
occurs—that is, when the balance drops below the specified
minimum. With an average-balance account, a service fee is
assessed only if the average daily balance of funds in the account
drops below a certain level (perhaps $800 or $1000) during the

specified time period (usually a month or a quarter).

In addition to monthly fees, institutions may assess lots of other fees. People
interested in getting their money’s worth in banking would be wise to avoid as many
of the charges shown in Table 5.2 as possible.

' CONCEPT CHECK 5.2

1. Distinguish between an interest-paying checking account and a lifeline
account.

2. What is meant by free checking?

3. List three checking account fees or penalties that you could easily
avoid by using your account appropriately.

Tool #2—Savings Accounts

"The second tool of monetary asset management is a savings account. A savings account
provides you with a readily accessible source of emergency cash and a temporary hold-
ing place for funds in excess of those needed for daily living expenses. Interest rates on
savings accounts are typically 0.20 to 0.50 percentage points higher than those paid on
interest-paying checking accounts.

Funds on deposit in a savings account are considered time deposits rather than
demand deposits (another term for checking accounts). Time deposits are savings
that are expected to remain on deposit in a financial institution for an extended
period. Institutions have a rule requiring that savings account holders give 30 to 60
days’ notice for withdrawals, although this restriction is seldom enforced. Some
time deposits are fixed-time deposits, which specify a period that the savings mzust
be left on deposit, such as six months or three years; certificates of deposit (CDs) fit
this description.

Statement Savings Accounts

The typical savings account offered by financial institutions is the statement savings
account (also called a passbook savings account). Statement savings accounts permit
frequent deposits or withdrawals of funds. No fees are assessed as long as a low minimum
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Table 5.2 Costs and Penalties on Checking and Savings Accounts

Account Activity

Reasons for Assessing Costs or Penalties

Assessed on
Checking or Savings

Automated teller machine (ATM)
transactions

Telephone, computer, or teller
information

Maintenance fees on a minimum-
balance account (often waived if
paychecks are directly deposited
electronically)

Maintenance fees on an average-
balance account (often waived if
paychecks are directly deposited
electronically)

Stop-payment order

Bad check “bounced” for insufficient
funds

Early account closing

Delayed use of funds

Inactive accounts

Excessive withdrawals

Early withdrawal

Deposit penalty

A customer’s account is assessed a fee (often $1) for each
transaction on an ATM; an additional fee may be charged for
using an ATM not owned by the financial institution.

Fees are assessed for access or requests for account information
by telephone, by computer, or in person (often $2 per
transaction) after a number of free requests (perhaps three)
have been made.

The account balance falls below a set minimum amount, such as
$300. A set fee of $5 to $15 per month is often charged.

The average daily account balance for the month falls below a set
amount, such as $500. The cost is usually based on a set fee, a
scaled amount (the more the account falls below the average,
the greater the cost), or a percentage of the amount the account
falls below the average.

A customer asks the financial institution to not honor a particular
check; the fee is $15 to $30 per check.

Costs of $20 to $40 or more are assessed for each check written or
deposited to your account marked “insufficient funds.”

Charges are assessed if a customer closes an account within a
month or quarter of opening it. Charges range from $5 to $10.

Amounts deposited by check cannot be withdrawn until rules
allow it.

A monthly penalty may be assessed for inactive accounts
(ones with no activity for six months to a year).

Some savings institutions assess a penalty ($1 to $3) when
withdrawals exceed a certain number per month.

Amounts withdrawn before the end of a quarter earn no interest for
that quarter.

Deposits made during the current quarter earn no interest until the
beginning of the next quarter.

Checking, savings

Checking, savings

Checking

Checking

Checking
Checking
Checking, savings
Checking, savings
Checking, savings
Savings

Savings

Savings

balance ($25 to $100) is maintained. Statement savings account holders are provided with
printed receipts to document their account transactions, and transactions usually can be
accessed through ATMs. The process for opening a savings account is similar to that for
a checking account.

All depository institutions offer time deposits. In the following subsections, we
examine ways to save, savings account interest, the implications of the Truth in
Savings Act, and grace periods.

Certificates of Deposit

A certificate of deposit (CD) is an interest-earning savings instrument purchased
for a fixed period of time. The required deposit amounts range from $100 to
$100,000, while the time periods range from seven days to eight years. The interest
rate in force when the CD is purchased typically remains fixed for the entire term
of the deposit. Depositors collect their principal and interest when the CD expires.
Certificates of deposit are insured through the FDIC or the NCUSIF if purchased
through an insured depository institution.

certificate of deposit (CD) An
interest-earning savings instrument
purchased for a fixed period of time.
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& Advice from a Pro

Endorse Your Checks Properly

Endorsement is the process of writing on the back of a
check to legally transfer its ownership, usually in return
for the cash amount indicated on the face of the check.
Choosing the proper type of endorsement can protect
you from having the check cashed by someone else
against your wishes.

A check with a blank endorsement contains only the
payee’s signature on the back. Such a check immediately
becomes a bearer instrument, meaning that anyone who
attempts to cash it very likely will be allowed to do so,
even if the check has been lost or stolen. You would be
wise to never make a blank endorsement prior to depos-
iting or cashing a check.

A special endorsement can be used to limit who
can cash a check; to make this kind of endorsement,
you write the phrase Pay to the order of [name] on the

- Advice from a Pro

back along with your signature. A special endorsement
can easily be put on a check that you want to sign over
to another person. Such a “two-party check” is hard to
cash other than by depositing it in an account at a finan-
cial institution.

A restrictive endorsement uses the phrase For
deposit only written on the back along with the signa-
ture. It authorizes the financial institution to accept the
check only as a deposit to an account. No one else can
cash such a check. Checks deposited by mail should
always be endorsed this way. In addition, you can
include the name of the financial institution and the
account number as part of the endorsement to make it
even more restrictive.

Kathleen Prochaska-Cue
University of Nebraska—Lincoln

Profect Yourself from Bad Check Fees

A bad check is one for which there are insufficient funds
in the account. If funds to cover the check are not avail-
able, the bank will charge you a fee of perhaps $25 or
even $40, and the merchant to whom the check was
written will charge you a similar fee. The fees could total
$80 for one bad check!

Almost all banks in the United States subscribe to
Chex Systems, a company that lists several million peo-
ple who have either written bad checks in the past or
committed checking account fraud. It does not matter
to Chex Systems whether the overdraft was later
repaid—the person’s name stays on the list anyway.
Most banks and credit unions will not open a new
account for five years for anyone on the list. (You can
get a copy of your Chex Systems report at www
.chexhelp.com.) Writing too many bad checks will also
reflect poorly on a person’s credit rating. (This topic is
examined in Chapter 6.)

Your bank offers three ways to avoid bad check fees:

1. Automatic funds transfer agreement. The
amount necessary to cover a bad check will be
transmitted from your savings account to your
checking account, as long as you keep sufficient
funds in your savings account. An automatic funds

transfer agreement is usually the least expensive of
these three alternatives.

2. Automatic overdraft loan agreement. The
needed funds will be automatically loaned to you
by your bank or charged to your Visa or MasterCard
account as a cash advance. Note that the loan may
be advanced in fixed increments of $100. If you
need only $10, for example, you will consequently
be responsible for paying interest on amounts not
needed. A cash advance fee of $10 or more may
also be assessed.

3. Bounce protection agreement. The bank will
honor checks written against insufficient funds up
to a certain limit, such as $1000. In return, the cus-
tomer must pay a $20 to $30 fee for each over-
draft check and has one week to repay the funds.
Bounce protection protects only against the fees
that might be charged by a merchant to whom the
check was written. Be aware that your bank might
automatically sign you up for bounce protection
unless you specifically decline it.

Cora Newcomb
Technical College of the Lowcountry, South Carolina
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Did You Know?...

How to Ladder Your CDs

Most people who place money in CDs like them
because the funds are insured and, thus, have no risk.
But that is not exactly true. You see, when you put
money in a CD, you have locked in an interest rate.
What if rates in general go up while your money is in the
CD? You are stuck at the lower rate. Or if rates come
down, you will have to renew at the lower rate when the
CD matures. Laddering is a technique that smoothes out
the fluctuations in interest rates.

Here's how laddering works. Let's say you have
$10,000 you would like to put into a CD. To start, simply

$2000 for a four-year term, and CD #5 for $2000 for a
five-year term. If you want to have fewer rungs on the
ladder, simply divide your initial funds by three or four
rather than five.

As the CDs mature, you renew each of them for five
years. After five years, you continue to have one CD
mature each year, and you renew at the highest current
market rate you can find (you do not have to stay with
the same financial institution). As interest rates fluctuate
over time, you always have some CDs at lower rates and
some at higher rates. As a result, you are always earning

an average rate overall, thus avoiding the possibility of
having all of your money accruing very low rates. And
you always will be able to access at least some of your
money within a relatively short time frame.

go to bankrate.com and find the best rate you can get at
the time. Then you purchase five CDs: CD #1 for $2000
for a one-year term, CD #2 for $2000 for a two-year

term, CD #3 for $2000 for a three-year term, CD #4 for

automatic funds transfer agreement
Agreement whereby the amount
necessary to cover a bad check will
be transmitted from your savings
account to your checking account.

Interest rates on longer-term CDs are usually higher than the comparable rates
on shorter-term instruments. This difference is meant to reward savers for accepting
higher risk: The longer they own a CD, the more their money is subject to inflation
risk. The purchasing power of their funds on deposit and the interest received goes
down because of inflation. This is why longer-term savers demand higher returns than
shorter-term savers.

Variable-rate certificates of deposit (or adjustable-rate CDs) are also avail-
able. These instruments pay an interest rate that is adjusted (up ordown) periodi-
cally. Typically, savers are allowed to “lock in,” or fix, the rate at any point before
their CDs mature. This variability detracts from the main virtue of the fixed-rate
CD—predictability. The best variable-rate CDs have a guaranteed minimum inter-
est rate. Bump-up CDs allow savers to bump up the interest rate once to a higher
market rate, if available, and to add up to 100 percent of the initial deposit whenever
desired.

Money withdrawn from a CD before the end of the specified time period is
subject to interest penalties. For certificates held less than one year, the depositor
may lose a minimum of one month’s interest; on certificates held more than a year,
the depositor may lose a minimum of three months’ interest. If
the penalty exceeds the interest amount, you will get back less
than you deposited. Consequently, before putting money into a
CD, make sure that it is appropriate to tie up your funds in this
way.

Because you do not make deposits and withdrawals after ini-
tially investing in a CD, you have no reason to restrict yourself to
a nearby institution when searching for the highest yields. Lists
of institutions paying the highest yields on CDs are updated
weekly at www.bankrate.com. You might also check with a stock-
broker for high CD yields because brokerage firms often buy
CDs in volume to resell to individuals as brokered certificates
of deposit. All types of CDs are excellent tools for managing
monetary assets, and as banking deposits, they enjoy the added
protection of federal deposit insurance.

automatic overdraft loan agreement
Arrangement whereby the needed
funds will be automatically loaned to
you by your bank or charged to your
Visa or MasterCard account as a cash
advance.

brokered certificates of deposit CDs
purchased through a stock brokerage
firm.

Instant Message

Uninsured CDs

Beware that some so-called CDs are actually “invest-
ment certificates.” They are not insured and can be
recalled by the financial institution and reissued at a
lower interest rate prior to their maturity. Always ask
“Is this a CD or an investment certificate?”


www.bankrate.com
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How to Reconcile Your Bank Accounts

It is a very good idea to maintain records of the activities
occurring in your various banking accounts. You should
record all checks written, debit card transactions, and
deposits in your check register as they take place. It is
also a good idea to go online every few days to confirm
deposit and withdrawal (or checking) transactions.

You also should conduct an account reconciliation
in which you compare your records with your bank's
records, checking the accuracy of both sets of records
and identifying any errors. The best time to do so is
when you receive your monthly account statement from
your bank. Account reconciliation is a three-step process:

If the revised balance in your records and the revised
balance from the bank statement differ, you will need to
find where the error occurred. First, check the additions
and subtractions in your records. Next, make sure that all
previous entries in your records are properly reported on
the account statement.

Looking for errors when Steps 1 and 2 vyield differing
results is a necessary but tedious task. Fortunately, it is
less likely to be necessary today because of electronic
banking. Many people go online frequently to check their
balances and review their account activity for accuracy. In
this way, they can catch errors early and are always very

confident that their balances are exactly as shown in
their own records. Here is a table you can use to guide
your reconciling efforts.

1. Bring your own records up-to-date.
2. Bring the bank's records up-to-date.
3. Reconcile the results from Steps 1 and 2.

STEP 1: Bring Your Own Records Up-to-Date Amount Comment
1. Enter balance from your check register. $
2. Add deposits not yet recorded. ¥
3. Subtract checks and other withdrawals not yet recorded. $
4. Subtract bank fees and charges included in the monthly statement and not yet $
recorded.

5. Add interest eamed. $
ADJUSTED CHECKBOOK REGISTER BALANCE $
STEP 2: Bring the Account Statement Up-to-Date

1. Enter ending balance from bank statement. $
2. Add deposits made since bank statement closing date. $
3. Add outstanding checks written since bank statement closing date. ¥
ADJUSTED BANK STATEMENT BALANCE $

STEP 3: Compare adjusted checkbook register balance and adjusted bank
statement balance. If the two balances do not match, identify where the
error occurred.

account reconciliation Comparing
your records with your bank's
records, checking the accuracy of
both sets of records, and identifying
any errors.

How to Save

Americans have the lowest savings rates among the major countries of the world.
When asked, they typically complain that there simply is no money left over at the
end of the month. In a sense, they are correct, but they are thinking about savings in
the wrong way. Wise financial planners take a different approach. They follow the
adage “pay yourself first,” which means to treat savings as the first expenditure after—
or even before—getting paid. Build savings into your budget right from the begin-
ning. In this way, you can effectively build funds to provide for large, irregular expen-



CHAPTER 5: Managing Checking and Savings Accounts

ditures or unforeseen expenses; meet short-term goals; or save for
retirement, a down payment on a home, or children’s college
education. Saving is not glamorous; slow and steady wins the
race.

Your first savings goal is to accumulate enough money to cover
living expenses (perhaps 70 percent of gross income) for three to six
months. This money will serve as an emergency fund in case of
job layoft, long illness, or other serious financial calamity. For a
person with a $30,000 gross annual income, a three-month emer-
gency fund would be $5250 ($30,000 + 12 = $2500; $2500 X 0.70
= $1750 for each month). People who should consider keeping
more funds available—perhaps income to cover six months to a
year of living expenses—include those who depend heavily on com-
missions or bonuses or who own their own businesses.

Most people do not have a sufficient emergency fund. Instead,
they rely on credit cards when an emergency or unforeseen need
arises. This is an unwise way to manage finances. Other savings goals
can be broken down into short-term goals and then monthly savings
amounts calculated using the methods discussed in Chapter 3. If you
have more than one or two goals, you can set up savings, or invest-
ment, accounts for each goal. In this way, you can keep track of your
progress and keep money separately identified.

Savings Account Interest

The calculation of interest to be paid on deposits in financial
institutions is primarily based on four variables:

1. Amount of money on deposit

2. Method of determining the balance
3. Interest rate applied
4

Instant Message

Be a Regular Saver

Start saving regularly when you are young. Break
long-term goals into short-term benchmarks. Then
when sufficient amounts are accumulated, move the
funds from savings into higher-yielding investments.

Instant Message

Use a Savings Calculator

A very easy-to-use savings calculator can be found

at http://partners.financenter.com/kiplinger/calculate/
us-eng/savings03.fcs. You can determine how much
to save to reach your goal or find out what your
savings will be worth at a future date.

. Frequency of compounding (such as annually, semiannually, quarterly, monthly,

or daily)

The Truth in Savings Act requires depository institutions to disclose a uniform,
standardized rate of interest so that depositors can easily compare various savings
options. This rate, called the annual percentage yield (APY), is a percentage based
on the total interest that would be received on a $100 deposit for a 365-day period
given the institution’s annual rate of simple interest and frequency of compounding.
The more frequent the compounding, the greater the effective

return for the saver. The institution must use the APY as its inter-
est rate in advertising and in other disclosures to savers.

Wise money managers select the savings option that pays the
highest APY and avoid institutions that assess excessive costs and
penalties. Given the same APY, savers should choose an institu-
tion that compounds interest daily. Comparison shopping could
easily earn you an extra $10 to $20 each year on a $1500 savings
account balance. Smart savers also consider the fees and penalties
outlined in Table 5.2 when deciding where to open a savings
account.

An account with a grace period provides the depositor with a
small financial benefit. A grace period is the period (in days) dur-
ing which deposits or withdrawals can be made and still earn the

same interest as other savings from a given day of the interest
period. For example, if deposits are made by the tenth day of the month, interest
might be earned from the first day of the month. For withdrawals, the grace period

annual percentage yield

(APY) Return on total interest
received on $100 deposit for 365-
day period, given institution’s simple
annual interest rate and compound-
ing frequency.

Instant Message

Focus on the APY

The best checking or savings account is the one with
the highest APY. Once you have selected the account,
make sure you manage it so that you avoid fees.

grace period Period (in days) for
which deposits or withdrawals can
be made without any penalty.
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The Tax Consequences of Saving for Children’s College

A long-term goal of many families is saving for their chil-
dren’s college education. The best ways follow:

Put Money in a Section 529 College Savings
Plan. Named after the related section of the Internal
Revenue Service Code, many states have established a
Section 529 college savings plan. Deposits into a 529
plan are not deductible, but withdrawals for qualified
educational expenses are tax free. Section 529 plans
offer two options: prepaid tuition or an investment plan.
A state-sponsored prepaid tuition plan allows parents,
relatives, and friends to purchase a child's future college
education at today's prices by guaranteeing that today's
payment will be used for the future tuition payments at
an approved institution of higher education in a particular
state. In a 529 investment plan, the state offers an
investment program from which to draw when the child
is in college.

Put Money in a Coverdell Education Savings
Account (ESA). Nondeductible contributions up to
a maximum of $2000 per year may be made to a
Coverdell education savings account (formerly known
as an education IRA) to pay the future education
costs for a child younger than age 18. The money
and earnings on the account can be withdrawn later
tax free to pay for public, private, or religious school
expenses, K—12 (expires in 2011), trade school, or
college, including tuition, fees, tutoring, uniforms,
home computers, educational computer software,
and room and board.

Put Money for College in a Custodial Account. A
custodial account is one opened in the name of a child
younger than age 14 under the provisions of the Uniform
Cifts to Minors Act (or Uniform Transfers to Minors Act).
These funds can be used for college expenses. Beginning
in 2008, taxpayers in the 10 percent and 15 percent tax
brackets will be able to sell assets, such as stocks or
mutual funds, without paying any capital gains taxes.
However, a so-called kiddie tax rule applies to unearned
income (such as interest and dividends) of a minor child.
This rule limits the ability of children to have their
unearned income taxed at the child's low tax rate (pre-
sumably lower than the parent’s tax rate). For children
younger than age 18, the first $850 of unearned income

(the income earned from an investment) earned on cus-
todial account assets is tax free to the child. The next
$850 is taxed at the child's tax rate. Unearned income in
excess of $1700 is taxed at the parent's (likely higher)
rate. When children reach age 18, they will pay tax solely
based on their own income tax bracket. Assets held in a
custodial account for a long time should not be sold until
the individual reaches age 18. At that point, the kiddie tax
rules will no longer apply and, assuming the child falls
into one of the two lowest tax brackets, he or she will
qualify for the 10 or 5 percent tax rate on capital gains,
making the profit largely free of federal taxes.

Discount bonds (also called zeroes or zero bonds)
are municipal, corporate, and government bonds that pay
no annual interest. Discount bonds are sold to investors
at sharp discounts from their face value and may be
redeemed at full value upon maturity. For example,

a $100 Series EE savings bond sold by the federal
government can be purchased for $50, one-half its face
amount. The interest, which is usually compounded
semiannually, accumulates within the bond itself, and
the return to the investor comes from redeeming the
bond at its stated face value at the maturity date. Parents
can invest in discount bonds through a custodial account
to help pay for a child's college education. The phantom
income “paid” to the child is generally so small that little,
if any, income taxes are due each year as the interest
accrues. An advantage of Series EE savings bonds is that
taxes on the interest that accrues each year are deferred
until redemption. The interest is tax free at redemption

if the proceeds are used to fund the child's college
education.

Put Money in a Roth IRA. Contributions to a Roth
IRA account and the earnings within it accumulate tax
free, and withdrawals are entirely free of tax after age
59%4. Withdrawals before age 591~ are subject to the
IRS's early distribution 10 percent withdrawal penalty.
Before age 59'%, the contributions to a Roth IRA
account, but not the earnings, can be used for college
expenses (or any purpose) without incurring the penalty.
Withdrawals of deposits in a traditional IRA for college
expenses also avoid the 10 percent penalty, but income
taxes are due on the amounts withdrawn.

Section 529 Plan Provides a tax-free
way to save for college.
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generally ranges from three to five days. Thus, if a saver withdrew
money from an account within three to five days of the end of the ~
interest period, the savings might still earn interest as if the " Instant Message

money remained in the account for the entire period.

Interest Is Taxable

/ CONCEPT CHECK 5.3 Any interest eared on your checking and savings
accounts must be reported as income on your federal
1. Describe reasons to keep money in a savings and state income tax returns. Your financial institutions
account rather than a checking account. should send you a Form 1099 statement that reports
2. Distinguish between statement savings accounts your interest income for the previous year; that infor-
il o mation also is sent to the IRS.
3. Explain the benefits of a pay-yourself-first approach U
to saving.

4. Describe how can you use information about APY
to your advantage.

Tool #3—Mon ey Market Accounts [ LEARNING OBJECTIVE

Explain the importance of
placing excess funds in a
money market account.

Most people use checking and savings accounts as the cornerstones of their monetary
asset management efforts. When income begins to exceed expenses on a regular basis,
perhaps by $200 or $300 each month, a substantial amount of excess funds can quickly
build up. Although this situation is a comfortable one, it is wise from a monetary asset
management point of view to move some of the excess funds into an account that pays
more interest.

A money market account is any of a variety of interest-earning accounts that pays ~ money market account Interest-
relatively high interest rates (compared with regular savings accounts) and offers some  earning accounts that pay relatively
limited check-writing privileges. A money market account provides both checking and ~ high interest rates and offer limited
savings tools at a higher interest rate. Such accounts are offered by banks, savings check-writing privileges.
banks, credit unions, stock brokerage firms, financial services companies, and mutual
funds. The types of money market accounts are super NOW accounts, money market
deposit accounts, money market mutual funds, and asset management accounts.

Super NOW Accounts

A super NOW account is a government-insured money market account offered
through depository institutions. It takes the form of a high-interest NOW account with
limited checking privileges (usually a maximum of six checks per month). The initial
minimum deposit typically ranges from $1000 to $2500. If the average balance falls
below a specified amount (such as $1000), the account reverts to earning interest at the
lower rate offered on a regular NOW checking account. Depositors can withdraw their
funds (using checks or a debit card or electronically) at any time without penalty.

Money Market Deposit Accounts

A money market deposit account (MMDA) is also a government-insured money  money market deposit account
market account offered through a depository institution. It has minimum-balance (MMDA) Government-insured
requirements and tiered interest rates that vary with the size of the account balance. ~ mMoney market account with
Institutions are allowed to establish fees for transactions and account maintenance, ~ Minimum-balance requirements
and account holders typically are limited to three to six transactions each month. and tiered interest rates.

Often the customer must deposit $1000 to open an account. If the average monthly
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How Ownership of Accounts (and Other Assets) Is Established

When you open a new account, you will be asked to sign
a signature card that can be used to verify the
signatures of the owners of the account. Accounts

can be owned either individually or jointly.

An individual account has one owner who is solely
responsible for the account and its activity. At the death
of the individual owner, the account becomes part of his
or her estate and will go to heirs in accordance with the
owner's will. If desired, individual accounts can be set up
with a payable at death designation, whereby a person
is named in the account to receive the funds upon the
death of the individual owner. This allows that person to
gain quick access to the funds after the owner's death
but does not give the person any rights to the account
while the owner is still alive.

A joint account has two or more owners, each of whom
has legal rights to the funds in the account. The forms of
joint ownership discussed here apply to all types of prop-
erty, including automobiles and homes, as well as checking
and savings accounts. Three types of joint ownership exist:

1. Joint tenancy with right of survivorship (also called
simply joint tenancy) is the most common form of
joint ownership, especially for husbands and wives. In
this case, each person owns the whole of the asset
and can dispose of it without the approval of the
other(s). With accounts at financial institutions, the
financial institution will honor checks or withdrawal
slips possessing any of the owners' signatures. An
advantage of a joint account is that in case of death of
one of the owners, the property continues to be
owned by the surviving account holder(s).

2. Tenancy in common is a form of joint ownership in
which two or more parties own the asset, but each
retains control over a separate piece of the property
rights. In most states, the ownership shares are pre-
sumed to be equal unless otherwise specified.
When one owner dies, however, his or her share in
the asset is distributed to his or her heirs according
to the terms of a will (or if no will exists, according
to state law) instead of automatically going to the
other co-owners.

3. Tenancy by the entirety, which exists in about 30
states, is restricted to property held between a hus-
band and a wife. Under this arrangement, no one
co-owner can sell or dispose of his or her portion of
an asset without the permission of the other. This
restriction prevents transfers by one owner without
the knowledge of the other.

Generally, dual-earner couples prefer to own some
property together and some property separately. If you
own a business and default on a loan, for example, your
creditors usually cannot attach your home if it is in your
spouse’s name. Nonworking spouses, however, should get
their name on all deeds and investments; in the event of
divorce, courts typically award property to the people who
legally own it. In community property states—in which
most of the money and property acquired during a mar-
riage are legally considered the joint property of both
spouses—the rights of both husbands and wives are
equally protected. (These jurisdictions include Arizona,
California, Idaho, Louisiana, Nebraska, Nevada, New
Mexico, Puerto Rico, Texas, Washington, and Wisconsin.)

individual account Has one owner
who is solely responsible for the
account and its activity.

joint tenancy with right of survivor-
ship (also simply called joint tenancy)
Arrangement whereby each person
owns the whole of the asset and can
dispose of it without the approval of
the other(s).

community property Arrangement in
which most of the money and prop-
erty acquired during a marriage are
legally considered the joint property
of both spouses.

money market mutual fund (MMMF)
Money market account in a mutual
fund rather than at a depository
institution.

balance falls below a certain amount, such as $2500, the entire account earns interest
at the lower rate of a regular NOW account. MMDASs generally pay higher interest
rates than super NOW accounts.

Money Market Mutual Funds

A money market mutual fund (MMMF) is a money market account in a mutual
fund investment company (rather than at a depository institution). It pools the cash of
thousands of investors and earns a relatively safe and high return by buying debts with
very short-term maturities (always less than one year). Interest is calculated daily, and
an investor can withdraw funds at any time. Money market mutual funds typically pay
the highest rate of return that can be earned on a daily basis by small investors.
MMMFs, which require a minimum deposit ranging from $500 to $1000, can
prove convenient in cases of special financial needs because checks can be drawn on
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the account. On the other hand, the minimum check limit is
often $200, which serves to discourage use of the MMMEF as an ~

everyday checking account. At least three dozen mutual funds - Instant Message
offer unlimited check writing with no minimums on check
amounts, however. Electronic transfers are permitted, but ATMs
cannot be used because MMMFs are not depository institutions.
Although MMMFs are not insured by any federal agency, they

It Is Easy to Find a Money Market

are considered extremely safe. Some funds buy only debts of the Mutual Fund

U.S. government and therefore are Virtually risk free. To open You can find money market mutual funds easily
an MMMF account, you can contact a mutual fund company; online. Some of these MMMFs are managed
more details are provided in Chapter 15. by American Century (americancentury.com),

Dreyfus (dreyfus.com), Fidelity (fidelity.com),
Scudder (scudder.com), and T. Rowe Price
Asset Management Accounts (troweprice.com).

An asset management account (AMA; also known as an all-
in-one account) is a multiple-purpose, coordinated package
that gathers most of the customer’s monetary asset management
vehicles into a unified account and reports them on a single monthly statement. asset management account (AMA,
Included in this package might be transactions in a money market mutual fund and  central asset accounts, or all-in-one
in checking, credit card, debit card, loan, and stock brokerage accounts. Also  account) Multiple-purpose, coordi-
known as central asset accounts, AMAs are offered through depository institu- ~ nated package that gathers most
tions, stock brokerage firms, financial services companies, and mutual funds. Such monetary asset management vehi-
. . . T cles into a unified account and

an account enables you to conduct all of your ﬁnancn?l busmess with one institu- eports activity on a single monthly
tion. Typically, $10,000, spread across all subaccounts, is required to open an AMA. statement to the client.
Some AMAs assess an annual fee, usually $100. Notice that this would be a 1 per-
cent fee on a $10,000 deposit ($100 + $10,000) and reduce your return by 1 per-
centage point.

Institutions that offer AMAs use computer programs to manage the funds in
these accounts. Daily or weekly, the program checks the various subaccounts and
sweeps funds in and out of the MMMEF to ensure that the highest interest rates
apply to the funds. AMAs usually have other features that attract investors as well—
for example, free credit and debit cards, a rebate of 1 percent on credit card pur-
chases, free traveler’s checks, inexpensive term life insurance, and a free investment
advisory newsletter.

v’ CONCEPT CHECK 5.4

1. Explain the benefits of opening a money market account.

2. Distinguish between a super NOW account and a money market
account.

3. Identify the feature of depository institution accounts not available
with money market mutual funds.

4. List some benefits of an asset management account.

Electronic Money Management 5 LEARNING OBIECTIVE

Describe electronic money
management, including your
legal protections.

Monetary asset management can be summed up today with the phrase “paper, plastic,
or neither.” “Paper” comprises the traditional cash- and check-based systems. “Plastic”
is the use of a debit or other type of card to access your funds via an ATM or point-
of-sale (POS) terminals at a store. “Neither” is the use of your computer to access and
use your accounts.
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Using Plastic in Monetary Asset Management

There are many types of plastic devices used to access
your money.

1. ATM cards allow you to withdraw money from or
transfer money among your checking and savings
accounts at an automatic teller machine. You must

account you can use wherever the card is accepted.
A gift card is an example of a stored-value card.

So are cards given for refunds and rebates. Some
stored-value cards can be “reloaded” with additional
funds such as Wal-Mart's reloadable VISA debit

use a personal identification number (PIN) to use card,

the card. 4. Electronic benefits transfer (EBT) cards are used
by the government to pay military personnel and
provide Social Security and other government ben-
efits. They are much like a stored-value card, but
the holder does not “load” the card—the payer
does so.

2. Debit cards do ATM cards one better—you can use
them to make purchases via a point-of-sale (POS)
terminal at retail outlets. Using a debit card to make
a purchase immediately transfers money from your
account. You typically use a PIN or provide your
signature when using a debit card. 5. Credit cards allow you make purchases or obtain

cash with credit from the bank or retailer that

issued the cards. These are debts that must be paid
back, often with interest.

3. Stored-value cards contain a magnetic strip or
bar code that encrypts the amount of money stored
via the card. They are much like a mini-checking

Most major banks now provide access to their banking services via websites.
“Internet banks” operate entirely online. Electronic money management occurs
whenever transactions are conducted without using paper documents. Most of these
activities involve electronic funds transfers (EFTs), in which funds are shifted elec-
tronically (rather than by check or cash) among your various accounts and to and from
other people and businesses.

electronic funds transfers (EFTs)
Electronic fund transfers among
various accounts or to and from
other people and businesses.

Electronic Money Management Can Be Easy But
Is Not Always Free

There are costs assessed for the use of some electronic banking.

An ATM transaction fee may be assessed for using an ATM. Fees may be lev-
ied by your financial institution as well as by the institution that provides the ATM
if you are using an ATM linked to a national network. For exam-

ple, you might pay your institution $1 to $3 and another $1 to
$3 (or more) to the machine provider. Making frequent, small
withdrawals can be expensive: a $2 ATM fee is 10 percent of a
$20 withdrawal but just 1 percent of a $200 withdrawal.

Transaction fees of $1 to $3 also may be assessed whenever you
make a purchase via a point-of-sale terminal at a retail store. This
is most likely to happen when you use a PIN number. Such a usage
is called an “online” transaction and occurs when you hit the “debit”
button on the terminal. You can usually avoid the fee if you hit
“credit” instead and the transaction becomes an “off-line” transac-
tion. Rather than use your PIN, you sign for the purchase. The
transaction is still a debit transaction but is processed in a way that
costs less for your bank. You also have additional legal protections
for “off-line” transactions as discussed later.

ATM transaction fee Payments levied
each time an ATM is used.

Instant Message

Reduce and Avoid ATM Fees

Minimize your ATM fees by making fewer large
withdrawals rather than more frequent small
withdrawals. Avoid fees altogether by using your
own bank’s ATMs.
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Fees can be assessed for other uses of electronic money man-
agement. Some banks charge for online banking services such as
bill paying and verification of your account balances. Often these
fees for these services are a fixed monthly rate for all usage that
may be cheaper than writing checks and mailing payments. These
paper-based services are often free.

Instant Message

Use Direct Deposit to Save

Consumer Protection Regulations Money—and Time

Many financial institutions offer no-fee checking
accounts to customers who have their paychecks
electronically sent from their employer via direct

Federal and state regulations have been adopted to provide pro-
tections for the use of debit cards and other electronic banking.

The Electronic Funds Transfer Act is the governing law, and the deposit. In addition, the institution may charge a
Federal Reserve Board’s Regulation E provides specific guidelines lower interest rate on loans and credit card
on ATM and debit card llablllty Cards can be issued Ol’lly if the accounts for customers who use direct deposit_

card cannot be used until validated and the user is informed of his
or her liability for unauthorized use as well as other terms and
conditions. When you sign up for electronic banking services, the
depository institution must inform you of your rights and respon-
sibilities in a written disclosure statement.

Users must be provided with written receipts when using an AT'M or POS ter-
minal. These receipts show the amount of the transaction, the date on which it took
place, and other pertinent information. General protection of a customer’s account
takes the form of a periodic statement sent by the financial institution that shows  periodic statements Consumer-
all electronic transfers to and from the account, fees charged, and opening and  protecting recaps that show all
closing balances. Smart users of electronic banking services and electronic funds  electronic transfers to and from

transfers regularly compare the information on this periodic statement with their ~ 3CCOUnts, fees charged, and
. 3 opening and closing balances.
written receipts.

Fixing Errors If you find an error in your periodic statement, notify the issuing
organization in writing as soon as possible. Use the notification procedures found
in the disclosure statement accompanying your monthly statement. If the institu-
tion needs more than ten business days to investigate and correct a problem, gener-
ally it must return the amount in question to your account while it conducts the

Did You Know?...

How to Protect Your Privacy When Banking Online

Your privacy is a big concern whenever you conduct + When finished, always hit the log off button at the
banking transactions online. Here are some tips for top of the page instead of just closing the browser
reducing the risk: window.
+ Never check your bank account online via wireless + Regularly change your password and keep it to
systems away from home. These are easily hacked. yourself.
Even home wireless systems are at risk, however. - Study your statements. Ask about anything that
+ Avoid using someone else's computer to manage looks unusual or the least bit in error.
your account. If you do, shut down the computer - Make and save paper copies of all your online

completely when finished. transactions until you can verify their accuracy on

+ Do not provide any account information if you get your next account statement.
an unsolicited e-mail. It's likely from a scam artist.
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Guard Your PINs

Your personal identification numbers “unlock” your
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investigation. If an error did occur, the institution must perma-
nently correct it promptly. If the institution decides that no
error occurred, it must explain its decision in writing and let
you know that it has deducted any amount temporarily credited
during the investigation. In such a case, the institution must
honor withdrawals against the credited amount for five days,
allowing you time to deposit additional funds. You may ask for
copies of the documents on which the institution relied in its

accounts. You should write them down in case you investigation and again challenge the outcome if you believe

forget them, but never keep the written record with that a mistake was made.
the card. Do not use easily guessed PINs such as

your birth date or names.

card registration service Firm that
will notify all companies with which
you have debit and credit cards if
your cards are lost or stolen.

6 LEARNING OBJECTIVE
Discuss your personal finances
and money management
more effectively with loved
ones.

Protections for Lost Cards The sooner you report the

loss of an AT'M or debit card, the more likely you will be to limit

your liability if someone uses the card without your permission.

Cardholders are liable for only the first $50 of unauthorized use if
they notify the issuing company within two business days after the
loss or theft of their card or PIN. Note that fraudulent “online” debit card transac-
tions using a PIN are noz afforded this protection. After two days, cardholder liability
for unauthorized use rises to $500. Some issuers, including Visa and MasterCard, have
voluntarily waived enforcement of this liability. However, you risk unlimited loss for
the card’s misuse if, within 60 days after the institution mails your financial statement
to you, you do not report an unauthorized transfer or withdrawal. Thus, you could
lose all of the money in your account. These regulations apply to debit cards and other
cards used to make electronic funds transfers. States may have laws that provide addi-
tional protection for consumers in EFT transactions.

Most homeowner’s and renter’s insurance policies (discussed in Chapter 10)
already cover your liability for theft of both debit and credit cards. If you are not cur-
rently protected, such insurance coverage generally can be added. Many companies sell
similar insurance as a separate policy for an annual premium of $30 to $60. In addition,
some firms sell a card registration service that will notify all companies with which
you have debit and credit cards in the event of loss. For $15 to $50 per year, you need
make only one telephone call to report all card losses. You can also notify debit and
credit card companies yourself at no cost.

v/ CONCEPT CHECK 5.5

1. Distinguish among credit cards, debit cards, and a stored-value card.

2. List the steps you should take if you find an error in your periodic
statement regarding an electronic transaction.

3. Summarize the rules that apply if you lose your ATM or debit card and
it is used without your authorization.

The Psychology of Money Management

A common cause of tension in personal relationships is conflict over money. Some
people seem unable to work together to perform even the fundamental tasks of man-
aging money, such as reconciling the checking account, creating a workable budget,
and paying bills on time. Often one of the partners brings a great deal of debt to a
relationship. Other couples get into financial trouble because they use credit too
often. Mutual trust in money matters can be developed—and must be—to have happy
interpersonal relationships and achieve financial success.
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Managing Money and Making Financial Decisions
Are Different

Managing money includes such tasks as handling the checkbook, overseeing the bud-
get, and doing the household shopping. Couples should agree on who will carry out
these day-to-day chores and then carry through on their responsibilities. Financial
experts recommend that each person in a relationship keep some money of his or her
own. For dual-earning couples, this can be accomplished by setting up three checking
accounts: a discretionary account for each individual (two accounts) and a third joint
account. Then clearly specify the budget categories related to each account. Each
partner can then feel that he or she has access to money that the other partner does
not control. These feelings of autonomy encourage independence and self-control in
a relationship rather than dependency on the other person.

While managing family money is a major task, decision making is where disagree-
ments typically arise. Shared decision making is the best model when setting goals;
when contemplating any major expense, such as buying automobiles and housing; and
when conferring on key topics such as insurance, estate planning and investments, and
long-term financial plans. One useful rule is to give each other veto power over any
decision to borrow.

People Ascribe Strong Emotions to Money

People often ascribe a number of emotions to money, including freedom, trust, self-
esteem, guilt, indifference, envy, security, comfort, power, and control. They bring
with them the patterns, beliefs, and attitudes that were prevalent in their family of
origin. It is essential to recognize the importance of these emotions. Many people
want to hold on to their fiscal autonomy as long as possible, and they may be embar-
rassed to inquire about how much others—even loved ones—spend, earn, or owe. For
many people, money is an area of self-suspected incompetence. Judith Viorst, author
of Necessary Losses, suggests that becoming responsible and adept at managing one’s
financial matters represents a true passage into adulthood. This evolution involves
communicating effectively with others on money matters.

How to Talk About Financial Matters

Discussions about money matters are not always easy. Some people who are entirely
rational about other issues are unpredictable or even careless in money matters. Adults
need to accept that honest differences may exist among people and respect these values.
The following ideas will help you discuss money with more confidence and candor.

Get to Know Yourself The first step in learning to talk with others about finan-
cial matters is to understand your own approach to money. Consider the emotions
described earlier to help get you started. It is constructive to discuss any differences
in how you view yourself as compared with how your partner views you.

Focus on Commonalities Successful communication about money requires
that the effort be aimed toward agreeing on common goals and reaching a consensus
of opinion without substantially compromising the views of others.

Learn to Manage Financial Disagreements Give all family members time
to express their views when discussing financial matters. Each also needs to listen to what
others are saying and feeling. If talking proves too difficult, have each person separately
write down his or her concerns. By swapping notes, ideas and concerns can be shared.
Schedule a time and place for financial talks, decide on agenda items, and leave other
conflicts outside the door. When necessary, agree to disagree or postpone difficult deci-
sions until a later time—but do so consciously and not simply out of procrastination.
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Did You Know?...

How to Develop Money Sense in Children

A major theme of this chapter is that checking, savings,

amounts and the areas of discretionary spending

and investments are an integral part of reaching your

financial goals. By progressively building savings funds,

you can achieve financial success. Parents can help

children develop money sense by providing them with

opportunities to manage their own money while still
young and guiding this behavior toward appropriate

can increase as the child becomes older. A seven-
year-old might be allowed to spend his or her
own money on toys, snacks, and gifts to charity at
church or school. A 14-year-old might be allowed
to buy meals and clothing as well. More responsi-
bility and autonomy should be given only as the

child exhibits the ability to handle previous, less
complicated tasks.

patterns. Parents can do the following to increase their
children’s ease in handling money:

1. Give an allowance. Even children as young as 5. Help them learn to wait. Children should have
five years old should have some money of their autonomy over at least some of their own money.
own. An allowance should be the source of these But the remainder, perhaps 50 percent, should be
funds in the preteen years. The amounts of saved. Then when children desire some high-cost
allowance should fit the family income level. item, they can see that saving for a while can help
Allowances are a means for teaching money them reach their goal.

management. 6. Talk about family finances with children. In many

families, money matters are a taboo subject.
Children need to see that parents must work at
managing the family finances. They should know
what it costs to raise a family and to make ends
meet. Otherwise, kids will grow up with unrealistic

3. Set reasonable limits. Children should be given expectations and behaviors that will be passed on
age-appropriate limits for spending in various to their children.
categories and should be required to save a 7. Be a role model. Children learn more from what
portion, perhaps 50 percent, of their money. But they see than what they are told. Avoid borrowing
parents should not stop children from “wasting money from a child. They will learn that credit is
their money” or bail them out of every mistake. easy. And, certainly, pay them back on time if you
We learn best from experience, not from what do borrow. Otherwise, they will think they can
someone else tells us is best. borrow without paying back. Save money yourself,

4. Teach them to make good choices through and tell your children that saving means that you
increasingly complex activities. The dollar can't have something you, or they, want right way.

2. Encourage work. Once children reach their pre-
teen years, there are many opportunities to earn
their own money. When children see what it takes
to make money, it is easier for them to know the
real cost of spending.

Use Positive “1” Statements Messages focusing on “I”
describe the behavior in question, the feelings you experienced
because of the behavior, and any tangible effect on you. For
example, a spouse might say, “I feel upset when we use credit
cards because I do not know where we will find the money to pay
the bills at the end of the month.” “I” messages say three things:
what (the behavior), I feel (feelings), because (reason). Using “I”
messages helps build stronger relationships because they tell the
other person “I trust you to decide what change in behavior is
necessary.” Beware of “I” statements that begin with “I need you
to ....” “You” statements are blaming statements, such as “You
always ...,” “You never ...,” and “If you don’t, I will ....” These
statements have a high probability of being condescending to

Instant Message

Lifeline Banking May Save
You Money

College students who are independent of their parents
may qualify for a very low-cost lifeline banking account.
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Each member of the family should
be aware of and involved with
important financial decisions.

other people, of making them feel guilty, and of implying that their needs and wants
are not as important as yours.

Be Honest and Talk Regularly Achieving consensus requires that each per-
son be honest when talking about money matters. It further demands that couples
regularly talk about finances. Be prepared to compromise. When you make decisions
together, act on them. Focus attention on both current financial activities and issues
as well as long-term financial planning. Use these discussions to forge overall long-
term strategies for dealing with your family finances. Once the proper base has been
established, short-term issues are more likely to fall into place.

Complications Brought by Remarriage

Remarriage merges financial histories, values, and habits as well as households. Some
remarried couples—and those choosing to live together following a previous relation-
ship—have substantial combined incomes bolstered by child-sup-
port payments from a former spouse. In many cases, at least one
person may be paying (instead of receiving) alimony and child
support. When “his,” “her,” and “our” children are included in -

the household, living expenses can be quite steep. Special con- Instant Message
cerns for blended families include determining who assumes
financial responsibility for biological offspring and stepchildren;

handling resentment over alimony and child—§uppgrt payments; Press “Credit” When Using Your
and managing unequal assets, incomes, responsibilities, and debts. bi
SN Debit Card
ven gift giving can become a quandary.
Many remarried people use “his” and “hers” funds and Debit card fees are now much more common when
require the legally responsible parent owing financial support to you make purchases with the card. Press the “credit’
a previous spouse or to children to make such payments out of key instead and sign your name on the receipt and no

his or her own money. Professor Jean Lown of Utah State fee is charged.

University suggests that, “What is best is what the couple can
agree on.”




154 PART 2: Money Management

 CONCEPT CHECK 5.6

1. Explain why it is difficult for many people in relationships to talk about

money matters.

2. Identify four ways you could more effectively communicate about

money matters.

3. List four things that parents can do to help their children be better

money managers.

What Do You Recommend Now?

Now that you have read the chapter on managing
checking and savings accounts, what would you
recommend to Mark Rosenberg and Trina Adams
in the case at the beginning of the chapter

regarding:

1. Where they can obtain the monetary asset
management services that they need?

2. Their best use of checking accounts and savings accounts as they begin

saving for a home?

3. The use of a money market account for their monetary asset

management?

4. Their use of electronic banking in the future?

5. How they can best discuss the management of their money and

finances?

Big Picture Summary of Learning

Objectives

1 List and define the tools of monetary asset
management and identify the types of
financial services firms that provide those
tools.

Maximizing interest earnings and minimizing fees on savings
and checking accounts is the goal of monetary asset manage-
ment. The five primary providers of monetary asset manage-
ment services include depository institutions (such as banks
and credit unions), stock brokerage firms, mutual funds,
financial services companies, and insurance companies.

2 Earn interest and pay no or low fees on
your checking accounts.

"The first tool of monetary asset management is an interest-
earning checking account that is used to pay monthly living

expenses. When setting set up an account, consider charges,
fees, and penalties.

3 Make the best use of the benefits of
savings accounts.

Your second tool of monetary asset management is a sav-
ings account in which you can place funds not needed for
six months to five years into the future. Some longer-term
savings instruments such as certificates of deposit allow
you to safely earn even higher returns if you are willing to
forgo liquidity.

4 Explain the importance of placing excess
funds in a money market account.

Your third tool of monetary asset management is a money
market account. When your income begins to exceed
expenses on a regular basis, it is wise to move excess funds
into such an account, which typically pays a higher interest
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rate. The funds can be left in the account while you con-
sider other investment options. Money market accounts
include super NOW accounts, money market deposit
accounts, money market mutual funds, and asset manage-
ment accounts.

5 Describe electronic money management,
including your legal protections.

Electronic money management occurs whenever bank-
ing transactions are conducted via computers without
the customer using paper documents. Electronic banking
includes the use of automatic teller machines (ATMs),
point-of-sale (POS) terminals, debit cards, and stored-
value cards. The Electronic Funds Transfer Act protects
consumers who use electronic money management.

6 Discuss your personal finances and money
management more effectively with loved
ones.

Recognize the psychological and emotional aspects of
money and identify your own approaches to money.
Communicate openly and frequently about money matters
by using “I” statements.

Let's Talk About It

1. Describe some examples of checking and savings
account transactions that result in assessment of costs
or penalties.

2. You know someone who recently wrote several bad
checks. Explain to him the relative benefits of having
an automatic funds transfer agreement versus an auto-
matic overdraft loan agreement.

3. When would you recommend using an individual
account, a joint tenancy with right of survivorship
account, and a tenancy by the entirety account for
money management needs?

4. When might it be appropriate for you to open a
money market account?

5. What should you do if your ATM or debit card is lost
or stolen? Why?

6. Have you ever had a disagreement with a friend
or family member over a money issue? How might
you communicate differently now than you did
previously?

Do the Numbers

1. Twins Barbara and Mary are both age 22. Beginning at
age 22, Barbara invests $2000 per year for eight years
and then never sets aside another penny. Mary waits
ten years and then invests $2000 per year for the next
30 years. Assuming they both earn 8 percent, how

much will each twin have at age 65? (Hint: Use
Appendix Tables A.1 and A.3 or visit the Garman/
Forgue website.)

2. You need to amass $20,000 in the next ten years to
help with a relative’s college expenses. You have
$10,000 available to save. What annual percentage
rate must be earned to realize the $20,000? (Hint: Use
Appendix Table A.1 or visit the Garman/Forgue
website.)

3. You want to create a college fund for a child who
is now three years old. The fund should grow to
$30,000 in 15 years. If a current investment yields
7 percent, how much must you invest in a lump sum
now to realize the $30,000 when needed? (Hint:
Use Appendix Table A.2 or visit the Garman/Forgue
website.)

4. How many years of investing $2000 annually at
8 percent will it take to reach a goal of $20,000?
(Hint: Use Appendix Table A.3 or visit the Garman/
Forgue website.)

5. You plan to retire in 22 years. To provide for your
retirement, you initiate a savings program of $6000
per year yielding 7 percent. What will be the value of
the retirement fund at the beginning of the 23rd year?
(Hint: Use Appendix Table A.3 or visit the Garman/
Forgue website.)

Financial Planning Cases

Case 1
A Lobbyist Considers Her Checking
Account Options

Shudan Lee, a lobbyist for the textile industry living in
Springfield, Virginia, has maintained a checking account at
a commercial bank for three years. The bank requires a
minimum balance of $100 to avoid an account charge, and
Shudan has always maintained this balance. Recently, she
heard that a nearby savings and loan association is offering
NOW accounts paying 3 percent interest on the average
daily balance of the account. This institution requires a
minimum balance of only $300, but a forfeiture of monthly
interest occurs if the account falls below this minimum.
Given her past habits at the commercial bank, Shudan
feels that the $300 minimum would not be too difficult to
maintain. She is seriously thinking about moving her
money to the NOW account.

(a) What is the main reason Shudan should move her
checking account?

(b) What should Shudan know about the differences
among NOW accounts offered at various finan-
cial institutions?
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(c) If Shudan maintained an average balance of $350
in a NOW checking account earning 3 percent
interest, how much interest would she have
earned on her money after one year? (Hint: Use
Appendix Table A.1 or visit the Garman/Forgue
website. Do not forget to subtract Shudan’s initial
lump-sum deposit from the derived answer.)

(d) How much more would Shudan have earned in
one year if she decided to invest in a money
market mutual fund paying 4 percent interest
instead of the NOW account? (Hint: Use
Appendix Table A.1 or visit the Garman/Forgue
website.)

Case 2

Deciding Among the Tools of
Monetary Asset Management

Kwaku Addo earns $4200 per month take-home pay and
has the funds directly deposited in his checking account.
He spends only about $3500 per month, and the excess
funds have been building up in his account for about one
year.

(a) What other types of accounts are available to
Kwaku?

(b) How might he manage his accounts to earn as much
interest as possible and keep his money safe?

(¢) How might he use electronic money management
to accomplish these tasks?

Case 3

Use of a Computer Banking Service

Trent Searle, a service station owner from Roy, Utah, pays
a $10 monthly fee for a computerized home banking ser-
vice. His friend Scott Simpson feels that Trent is wasting
his money on the service. Trent has a net income of $3000
per month, plus other earnings from some investments. In
addition, he is part owner of an apartment complex, which
gives him approximately $1000 per month in income. He
always tries to put his excess earnings into solid investments
so that they might bring future income and security.

(a) What specific computer banking services would
help a person such as Trent?

(b) Justify Trent’s paying the $10 monthly fee for
computer banking.

Case 4

Victor and Maria Hernandez Need
to Save Money Fast

The Hernandez family is experiencing some financial
pressures, even though the couple has a combined income
of $66,000. Also, their eldest son, Joseph, will start college
in only three years. Maria is contemplating going to work
full time to add about $15,000 to the family’s annual
income.

(a) If Maria begins working full time, how much
federal income and Social Security tax will the
couple pay on this amount if their marginal tax
rate is 25 percent and the Social Security and
Medicare tax rate is 7.65 percent?

(b) How much should they save annually for the next
three years if they want to build up Joseph’s col-
lege fund to $20,000, assuming a 7 percent rate of
return and ignoring taxes on the interest? (Hint:
Use Appendix Table A.1 or visit the Garman/
Forgue website.)

(c¢) Given their 25 percent marginal tax rate, what is
the Hernandezes’ after-tax return and how would
that affect the amount they would need to save
each year?

(d) Whatsavings options are open to the Hernandezes
that could reduce or eliminate the effects of taxes
on their savings program?

Case 5

How Should the Johnsons Manage
Their Cash?

In January, Harry and Belinda Johnson had $3540 in mon-
etary assets (see page 93): $1178 in cash on hand; $890 in
a statement savings account at First Federal Bank earning
1.5 percent interest compounded daily; $560 in a state-
ment savings account at the Far West Savings and Loan
earning 1.5 percent interest compounded semiannually;
$160 in a share account at the Smith Brokerage Credit
Union earning a dividend of 1.6 percent compounded
quarterly; and $752 in their non—interest-earning regular
checking account at First Interstate.

(a) What specific recommendations would you give
the Johnsons for selecting a checking account and
savings account that will enable them to effec-
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tively use the first and second tools of monetary forms of payment are more evolutionary than revolu-
asset management? tionary?

(b) Their annual budget, cash-flow calendar, and 2. Visit the website for Bankrate.com at http://www
revolving savings fund (see Tables 3.8, 3.9, and .bankrate.com/brm/rate/chk_sav_home.asp for infor-
3.10 on pages 83-85) indicate that the Johnsons mation about checking accounts. Use the search box
will have additional amounts to deposit in the to find articles on “Check 21,” which governs check
coming year. What are your recommendations for clearing and processing. How might. the rules of
the Johnsons regarding use of a money market Check 21 affect your use of your checking account?
account? Why? 3. Visit the Bankrate.com website at http://www.bankrate

.com/brm/rate/deposits_home.asp where you will find
information about rates of return on certificates of
deposit. What is the best rate for a one-year CD and
a five-year CD in a large city near your home (look in

(c) What savings instrument would you recommend
for their savings, given their objective of saving
enough to purchase a new home? Support your

answet. ) the state, then the city)? How do these rates compare
(d) If the Johnsons could put most of their cash on with the average rates nationally and the highest rates

hand ($1000) into a money market account earn- nationally?

ing 4 percent, how much would they have in the 4. Visit the website for Federal Reserve Bank of Chicago

account after one year? at http://www.chicagofed.org/. Use the search box to

find articles on “internet bank.” Read the article titled
“What You Should Know About Internet Banking.”
m After reading the information, make a list of impor-
Go to the Web pages indicated to complete these exer- tant positive and negative aspects of Internet banking.

cises. You can also go to the Garman/Forgue website at Is Internet banking right for you?
college.hmco.com/business/students for an expanded list

of exercises. Under General Business, select the title of Visit the Garmal‘l/ Forgl.le website ...

this text. Click on the Internet Exercises link for this .
@college.hmco.com/business/students

chapter.

1. Visit the website for Economzic Review, published by the Under General Business, select Personal Finance 9e. There,
Federal Reserve Bank of Kansas City, where you will among other valuable resources, you will find a complete
find an article (scroll down) on electronic payment glossary, ACE questions, links to help you complete the
mechanisms in retail trade. What is the major reason- chapter exercises, and links to other personal finance

ing behind the contention in the article that such sites.


http://www.bankrate.com/brm/rate/chk_sav_home.asp
http://www.bankrate.com/brm/rate/chk_sav_home.asp
http://www.bankrate.com/brm/rate/deposits_home.asp
http://www.bankrate.com/brm/rate/deposits_home.asp
http://www.chicagofed.org/

CHAPTER 6

Building and Maintaining
Good Credit

You Must Be Kidding, Right?

o
People with no prior credit history or one that shows poor repayment patterns in the past
n often wonder if they will ever be able to get credit. Simply put, why would any lender want
to trust them? Which of the following is true today about the availability of credit for people
in such situations?

A. No one will ever grant them credit.

B. If they wait a few years, their situation could change.

C. If they keep searching, they will find a lender that will treat them like everyone else.
D. Credit is relatively easy to obtain.

The answer is D. There are plenty of lenders that accept people with no or poor credit his-
tories. The reason is the interest rate they will charge. Charging a high rate makes them
willing to grant credit to high-risk applicants. Building and maintaining your good credit his-
tory will get you low interest rates!

LEARNING OBIJECTIVES

After reading this chapter, you should be able to:
1 Explain reasons for and against using credit.

Establish your own debt limit.

Achieve a good credit reputation.

Describe common sources of consumer credit.

g & U N

Identify signs of overindebtedness and describe options
available for debt relief.
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What Do You Recommend?

Carrie Savarin, age 25, is a nurse practitioner with the local health department.

She earns $50,000 per year, with about $4000 of her income coming from

overtime pay. Her employer provides a
qualified tax-sheltered retirement plan to
which Carrie contributes 4 percent of her
salary and for which she receives an addi-
tional 4 percent matching contribution from
her employer. (She could contribute up to
6 percent with an equal employer match.)
Carrie has $19,000 in outstanding student
loans on which she will pay $354 per
month over the next five years, and her
total credit card debt is $3000. Otherwise,
she is debt free. Carrie would like to pur-
chase a new or late-model used car to
replace the car she has been driving since
her senior year in high school. She has
$2000 to use as a down payment.

What would you recommend to
Carrie on the subject of building and
maintaining good credit regarding.

1. Factors she should consider regarding
her ability to take on additional debt?

2. The impact of her current debt on her

ability to obtain a loan to buy a vehicle?

3. Where she might obtain financing for a vehicle loan?

4. The effect of taking on a loan on her overall financial planning?

FOR HELP with studying this chapter, visit the

Online Student Center:

www.college.hmco.com/pic/garman9e

O.f_l'line Study Center
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Good Money Habits

in Building and
Maintaining Good Credit

Make the following your money habits for building

and maintaining good credit:

1. Protect your credit reputation just as you would
guard your personal reputation.

2. Calculate your own debt limits before taking on

any credit.

3. Obtain copies of your credit bureau reports
regularly, and challenge all errors or omissions

on them.

4. Never cosign a loan for anyone, including

relatives.

5. Always repay your debts in a timely manner.

credit A term used to describe
an arrangement in which goods,
services, or money is received in
exchange for a promise to repay
at a future date.

loan Consumer credit that is repaid
in equal amounts over a set period
of time.

credit cards Cards that allow repeated
use of credit as long as the consumer
makes regular monthly payments.

‘l LEARNING OBJECTIVE
Explain reasons for and against
using credit.

credit card blocking Hotels or other
service providers use a credit card
number to secure reservations and
charge the anticipated cost of services.
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Your financial success hinges on your ability to make the sacri-
fices necessary to spend less than you earn. This means that you
must use credit only when necessary, pay low interest rates, and
pay off debts as quickly as possible. The term credit describes
an arrangement in which goods, services, or money is received
in exchange for a promise to repay at a future date. Most com-
monly, consumer credit takes the form of a loan that is repaid
in equal payments over a set period of time or credit cards,
which allow repeated use of credit as long as regular, monthly
payments are maintained.

Most of us have conflicting feelings about the use of credit.
On one hand, we may be attracted to the ease of using a credit
card to pay for a vehicle or college expenses. On the other hand,
we have all heard troubling stories about people who have over-
used credit. There are good reasons for using credit despite its
negative aspects. The key is to set reasonable debt limits for
yourself. You also need to build a good credit reputation and
know the best sources of credit. You need to be aware of your
options for eliminating excessive debt if you ever get into credit

difficulty.

Reasons For and Against Using Credit

Credit represents a form of trust established between a lender and a borrower. If the
lender believes that a prospective borrower has both the ability and the willingness to
repay money, then credit will be extended. The borrower is expected to live up to that
trust by repaying the lender. For the privilege of borrowing, a lender requires that a
borrower pay interest and some other charges, such as processing fees.

One can distinguish between good and bad uses of credit. Among the good uses
are mortgage loans to buy a home, loans to open a business, and student loans. These
uses are seen as wise choices because the funds are invested in ways that have a long-
term payoff. Bad uses of credit include using a credit card to support a lifestyle that
you could not otherwise atford and taking out loans to buy overly expensive and oth-
erwise unaffordable vehicles.

Good Uses of Credit

Credit can be used in very positive ways to enhance personal financial planning.
Following are some of the reasons people use credit:

1. For convenience. Using credit cards simplifies the process of making many pur-
chases. It provides a record of purchases, and it can be used as leverage if disputes
later arise. Convenience use of credit is growing. For example, many of us now
use credit cards at the grocery store and the gas station. Convenience use is justi-
fied only if the card balance is paid in full each month, however. After all, you do
not want to be paying for today’s restaurant meal for months or years in the
tuture.

2. For emergencies. Consumers may use credit to pay for unexpected expenses
such as emergency medical services or automobile repairs.

3. To make reservations. Most motels, hotels, and car rental agencies require some
form of deposit to hold a reservation. A credit card number can serve as such a
deposit, allowing guaranteed reservations to be made over the telephone. In
many cases, the hotel will notify the credit card issuer to put a hold on your
account for the anticipated total amount of the charge. This process is called
credit card blocking.
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4. To own expensive products sooner. Buying “big ticket” items such as a com-
puter or automobile on credit allows the consumer to enjoy immediate use of the
product. Many expensive items would not be purchased (or would be bought
only after several years of saving) without the opportunity to pay for them over
time. The expected life of the product should be at least as long as the repayment
period on the debt.

5. To take advantage of free credit. Merchants sometimes offer “free” credit for a
period of time as an inducement to buy. Known as “same as cash” plans, these
programs allow the buyer to pay later without incurring finance charges. The free
credit lasts for a defined time period, but interest may be owed for the entire time
period if the buyer pays even one day after the allotted free-credit period ends.

6. To consolidate debts. Consumers who have difficulty making credit repayments
may resort to a debt-consolidation loan, through which the debtor exchanges
several smaller debts with varying due dates and interest rates for a single large
loan. Even when the debt-consolidation loan has a higher interest rate, the new
payment can be smaller than the combined payments for the other debts because
the term of the new loan is longer than the terms of the old ones.

7. For protection against rip-offs and frauds. Internet and telephone purchases
made on a credit card can be contested with the credit card issuer under the
guidelines of the Fair Credit Billing Act (discussed later).

8. To obtain an education. The high cost of education has forced many students
to use student loans. This may be one of the better uses of credit, as the borrower
is investing in himself or herself to raise the quality of life and/or income in the
future.

The Downside of Credit

Despite its benefits, the use of credit has a downside. Negative aspects include interest
costs, the potential for overspending, credit’s negative effect on your financial flexibil-
ity, and concerns about privacy.

Use of Credit Reduces Financial Flexibility The greatest disadvantage of
credit use comes from the loss of financial flexibility in personal money management. The
money that you pay each month on your debts is money you could have spent elsewhere
on other opportunities. Credit use also reduces your future buying power, as the money
you pay out on a loan includes a finance charge as well as the principal. In fact, credit can
be seen as a promise to “work for the creditor” in the future to pay off the debt.

It Is Tempting to Overspend A major disadvantage of credit is that its use
often leads to overspending. Using a credit card to buy $425 worth of new clothes and
paying $25 per month for 20 months (a total of $500: $425 + $75 interest charge) may
seem less painful than paying cash for a planned purchase of only $300 worth of
clothes. The problem is this: Once you begin carrying credit card debt, it may seem
easier to buy more on credit, especially if you have more than three or four cards—as
is typical for U.S. credit card holders.

Overindebtedness can be a real problem for credit users. Consumers with monthly
nonmortgage debt repayments amounting to 16 percent of monthly take-home pay or
more are considered to be seriously in debt. Misusing credit and not paying bills on time
can give a consumer a poor credit reputation, damage employment prospects, increase
the rates paid for insurance, and sometimes result in the loss of items purchased.

Interest Is Costly Interest represents the price of credit. It is the “rent” you pay
while you use someone else’s money. When stated in dollars, interest makes up part
of the finance charge, which is the total dollar amount paid to use credit (including
interest and any other required charges such as a loan application fee). The Truth in
Lending Act requires lenders to state the finance charge both in dollars and as an

debt-consolidation loan A loan taken
out to pay off several smaller debts.

interest In this context, interest is the
“rent” you pay for using credit.

finance charge Total dollar amount
paid to use credit.




PART 2: Money Management

annual percentage rate (APR). The APR expresses the cost of credit on a yearly
basis as a percentage rate. For example, a single-payment, one-year loan for $1000
with a finance charge of $140 has a 14 percent APR.

Knowing the APR simplifies making comparisons among credit arrangements.
The lower the APR, the lower the true cost of the credit. The APR can be used to
compare credit contracts with different time periods, finance charges, repayment
schedules, and amounts borrowed. Many states have usury laws (sometimes called
small loan laws) that establish the maximum loan amounts, interest rates, and credit-
related fees for different types of loans from various sources. These maximum rates
can vary from 18 percent to as much as 54 percent. The laws of the state in which the
lending institution is located apply, rather than the laws of the state in which the bor-
rower lives. These regulations apply to the annual fee, late payment fee, and other fees
charged on a bank credit card.

annual percentage rate (APR)
Expresses the cost of credit on a
yearly basis as a percentage rate.

v CONCEPT CHECK 6.1

identity theft When someone else

uses your personal information to 1. Which two good uses of credit seem most reasonable to you? Which

run up debt in your name or access do not?

your financial accounts. 2. Explain the two downsides of credit that would be most worrisome
- for you?

card verification value The three- or L ; .

four-digit code on the signature strip 3. Distinguish between the APR and the finance charge on a debt.

on the back of credit cards.

Guard Your Privacy

Identity theft is the most common form of consumer
fraud in the United States. It occurs whenever someone
else uses your personal information, such as a credit
card number, to steal from merchants, from credit card
companies, or from you. Armed with a very little personal
information, a clever thief can borrow someone’s credit
identity and run up thousands of dollars in debt. To
protect your privacy, follow these guidelines:

digit code in the signature strip on the back of a
credit card.

Review your credit bureau report at least once each
year.

Report lost or stolen credit cards and suspicious billing
information without delay, especially if you make
Internet purchases.

If your credit card is lost or stolen, or if you ever
suspect fraudulent use of an account, contact one
of the national credit bureaus because any one of
them can put a “fraud alert” on your file at all three
companies.

Offer no personal information (such as your address,
telephone number, or Social Security number) to
merchants when using a credit card. If the merchant
requires identification beyond the credit card (for
example, a driver's license), do not allow such informa-
tion to be written down or photocopied.

Save all purchase and ATM receipts, and regularly check
them against statements from creditors and sellers.

Tell all of your financial services companies (banks,
lenders, insurance companies) that you want to “opt
out” of any information-sharing programs they maintain
with affiliated or external companies.

Do not give out your credit card or checking account
number on the telephone to anyone you do not know
or did not telephone directly yourself.

Immediately change the marital status linked to your
credit card account if you become married, separated,
or divorced.

Never give your card verification value over the phone

or online to a merchant unless you initiated the
contact with the merchant. This is the three- or four-

Brenda Cude
University of Georgia
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You Should Set Your Own Debt Limit

You, rather than a lender, should set your own debt limit, which is the overall maximum
you believe you should owe based on your ability to meet the repayment obligations.
Most people’s debt limit is, and should be, lower than what lenders are willing to tender.
Lenders are willing to take chances that some borrowers will not repay. By contrast, you
should not take such a chance when making your own credit decisions.

When considering a new loan, many people simply look at the monthly payment
required. This view is shortsighted as it is easy to get a low monthly payment simply
by lengthening the time period over which the loan will be repaid. You should assess
your overall debt obligations. There are three ways to determine your debt limit:

1. Debt payments-to-disposable income method
2. Ratio of debt-to-equity method
3. Continuous-debt method

Debt Payments-to-Disposable Income Method

"To use the debt payments-to-disposable income method, you first need to decide
the percentage of your disposable personal income that can be spent for regular debt
repayments, excluding the first mortgage loan on a home and credit card charges that
are paid in full each month. Disposable income is the amount of your income
remaining after taxes and withholding for such purposes as insurance and union dues.
Table 6.1 shows some monthly debt-payment limits expressed as a percentage of dis-
posable personal income. As the table indicates, with monthly payments representing
16 to 20 percent of monthly disposable personal income, a borrower is seriously over-
indebted and fully extended; taking on additional debt would be unwise. This means
that someone with an average income and an expensive car loan might not be able to
afford to carry any credit card balances that carry over from month to month.

Once you decide the percentage that is appropriate for you, you can compare it
with your debt payments-to-disposable income ratio as discussed in Chapter 3. In
that chapter, we calculated a debt payments-to-disposable income ratio for the
Hernandez family of 9.32 percent. As indicated by Table 6.1, they could take on new
debt—but only cautiously.

LEARNING OBJECTIVE
Establish your own debt limit.

debt limit Overall maximum you
believe you should owe based on
your ability to meet repayment
obligations.

debt payments-to-disposable income
method Percentage of disposable
personal income available for regular
debt repayments aside from set
obligations.

disposable income Amount of
income remaining after taxes and
withholding for such purposes as
insurance and union dues.

Table 6.1 Debt-Payment Limits as a Percentage of Disposable Personal Income*

Percent Current Debt Situationt Borrower’s Feelings Take on Additional Debt?

0 No debt at all No stress about personal finances Taking on some consumer debt is fine

10 or less  Little debt Borrower feels no stress from debt repayment ~ More debt could be undertaken
obligations cautiously

11to 15  Safe debt limit but fully Borrower is moderately stressed about Should not acquire more debt, and a

extended financially pressure from debt repayment obligations debt consolidation loan from a
credit union may be a good option

16 to 20  Seriously overindebted Borrower starts to feel seriously stressed about  Absolutely should not take on more
debts and hopes no emergency arises debt

21to25  Precariously overindebted  Borrower feels overwhelming stress and is Contact a nonprofit credit counseling
desperate about debts company

26 t0 30 Excessively overindebted Borrower feels hopeless and is painfully Contact a bankruptcy attorney
stressed about debts

311 Dangerously overindebted ~ Borrower knows his or her debts are so large Contact a bankruptcy attorney

that he or she is doomed to financial failure

*Excluding home mortgage loan repayments and convenience credit card purchases to be repaid in full when the bill arrive
tPeople with a 16 percent or higher debt-payment limit as a percentage of personal income are “seriously overindebted." Tl
finances and begin to wonder if they are so overly indebted that they may never be able to get out of debt.

.
hey may feel “seriously stressed” about their personal
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Table 6.2 Effects of Increasing Debt Payments on a Budget*

Gross income $34,000

Deductions for taxes, 401(k), insurance $ 7600

Disposable personal income $26,400

Monthly Disposable income $ 2,200

No Debt 10% Debt 15% Debt 20% Debt 25% Debt

Rent $ 700 $ 700 $ 700 $ 700 $ 700
Savings and investments 250 180 120 80 50
Food 280 250 240 220 210
Utilities (telephone, electricity, heat) 130 130 130 120 120
Insurance (automobile, renter’s, and life) 80 80 80 80 80
Transportation expenses 100 20 90 80 80
Charitable contributions 60 50 50 40 40
Entertainment 140 120 110 100 80
Clothing 50 40 30 20 20
Vacations and long weekends 60 50 40 40 30
Medical/dental expenses 60 50 50 50 50
Newspapers and magazines 40 30 30 30 0
Cable TV 50 50 40 40 30
Personal care 30 20 20 20 20
Gifts and holidays 40 30 30 30 30
Health club 60 60 60 60 60
Miscellaneous 70 50 50 50 50
Debt repayments 0 220 330 440 550
TOTAL $2,200 $2,200 $2,200 $2,200 $2,200

*One person'’s decisions on where to cut back expenses to make increasing monthly debt payments.

Table 6.2 shows the effects on a budget of increasing debts. In the table, after
deductions, disposable personal income amounts to $2200 per month. Current bud-
geted expenses (totaling the full $2200) are allocated in a sample distribution through-
out the various categories. As you can see, increasing debt payments from $0 to $550
per month (for example, to buy a new automobile or home entertainment system on
credit) has dramatic effects on this budget. A responsible financial manager must
decide where to cut back to meet monthly credit repayments. As the debt load grows,
each 5 percentage point increase makes it much more difficult to “find the money”
and make the cutbacks. In this case, the borrower reduced expenditures on savings and
investments immediately and then finally reduced the amount in this category to $50.
Food was cut back, but only slightly. Utilities, automobile insurance, and rent are
relatively fixed expenses; as a consequence, it is difficult to reduce these amounts
without moving or buying a less expensive car. Entertainment expenses were steadily
reduced, and newspapers and magazines were eliminated altogether.

Where would you make reductions? Spending a few minutes changing the
figures in Table 6.2 will give you an idea of your priorities and the size of the
debt limit that you might establish. Note that the debt payments-to-disposable
income method focuses on the amount of monthly debt repayment—not the total
debt. As a result, it also would be wise to consider the length of time that the severe
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financial situation caused by high debt payments might last. It could be years, many
years.

Ratio of Debt-to-Equity Method

Another method for determining your debt limit involves calculating the ratio of your
consumer debt to your assets. In Chapter 3, we performed such an analysis for the
Hernandez family when we calculated their asset-to-debt ratio. The debt-to-equity  debi-to-equity ratio Ratio of your
ratio is similar except that it uses the equity in a person’s assets (the consumer debt to your assets.
amount by which the value of those assets exceeds debts), exclud-
ing the value of a primary residence and the first mortgage on that
home. This ratio recognizes that mortgage debt does not get L
people into trouble. In fact, mortgage debt is backed up by excel- ~ Instant Message
lent collateral—one’s own home.

From Table 3.3 on page 69, we see that the Hernandez family

has assets of $133,920 ($4420—monetary assets; $20,500—tangible : P

assets less the value of their home; and $109,000—investment Credit Worries Are Prevalent TOday
assets). Their debts (excluding their home mortgage) total $9365 One in three US. hou_seh0|d5 truly fears becoming
($120 + $1545 + $7700). With $9365 in debts and $133,920 in overextended on credit, and more than one-half are
assets, the Hernandezes have equity of $124,555 ($133,920 — concerned about making their monthly credit card
$9365), or a debt-to-equity ratio of 0.08 (§9365 + $124,555). payments.

The ratio of debt-to-equity method provides a quick idea of
one’s financial solvency. The larger the ratio, the riskier the likeli-
hood of repayment. A ratio in excess of 0.33 is considered high.
The Hernandezes are well under that limit, unlike the result found by calculating
their debt payments-to-disposable income ratio. This contrast occurs primarily
because of their real estate investment asset, on which they have no debt.

Continuous-Debt Method

Another approach for determining your debt limit is the continuous-debt method.
If you are unable to get completely out of debt every four years (except for a mortgage
loan), you probably lean on debt too heavily. You could be developing a credit lifestyle
in which you will never eliminate debt and will continuously pay out substantial
amounts of income for finance charges—likely $1000 or more per year.

Dual-Earner Households Should Consider
a Lower Debt Limit

Having two incomes in a household has its benefits. Two people, each of whom earns
$32,000 per year, will gross $64,000, with a disposable personal income of around
$48,000, or $4000 monthly. It may seem that the couple can afford a much higher
level of debt than before the incomes were combined. While the guidelines given in
Table 6.1 are realistic, they would allow a doubling of debt payments if the addition
of a second earner doubled household earnings.

Many young couples adopt a lifestyle based on two incomes. Their spending grows
in tandem with their rising incomes. After a while, they are spending and borrowing to
the limit. This situation cannot go on forever, of course. Eventually they may begin to
feel financially stressed and wonder, “How can we be so broke when we make so much
money?” When a child comes along or a financial setback occurs, they may be in deep
trouble. If one earner’s income is reduced, perhaps because of a need to take care of
family responsibilities, debts that had been manageable with two incomes quickly
become overwhelming. Couples should avoid taking on excessive debt. Instead, they
should set a reasonable limit and build savings accounts and make investments early in
their lives together. That will truly protect their future financial security.



PART 2: Money Management

Did You Know?...

How to Manage Student Loan Debt

You should minimize your student loan debt because
large debts make it more challenging to meet other finan-
cial goals such as buying a home and saving for retire-
ment. Here are some tips for managing student loan debt:

1. Choose the most advantageous repayment pat-
tern allowed. The standard repayment plan for stu-
dent loan debt calls for equal monthly installments
paid over ten years, but to pay the debt off faster,
you can establish a graduated repayment plan
whereby the payments are lower in the early years
but then increase in later years.

2. Pay electronically. Make arrangements to have the
monthly payment transferred electronically out of a
checking account and you can receive a reduction
in the interest rate.

3. Make your repayments on time, every time. In
some programs, if you make the first 48 payments

on time, the interest rate will be reduced by 2 per-
centage points. Failing to repay in a timely manner
can have dire consequences, including forfeiture of
federal and state income tax refunds, as well as
Social Security and veterans’ benefits.

. Consolidate your student loans. Consolidating your

education loans means that all your existing loans
are paid off and one new loan is created. This strat-
egy may allow for a much more convenient repay-
ment schedule. The interest rate may be lower, the
monthly payment is usually lower, and the amount
of time for repayment may be longer under the new
loan. Loans can be consolidated through a private
bank or through one of three government programs:
Collegiate Funding Services (www.cfsloans.com),
Sallie Mae (www.salliemae.com), or Federal Direct
Consolidation Loans (www.loanconsolidation.ed.gov).

Double incomes should not r
mean double debt
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 CONCEPT CHECK 6.2

1. Distinguish among the debt payments-to-disposable income, ratio
of debt-to-equity, and continuous-debt methods for setting your
debt limit.

2. What are the threshold levels for both the debt payments-to-disposable
income and ratio of debt-to-equity methods that would indicate that a
person is carrying too much debt?

3. Discuss how dual-earner households should consider their ability to
carry additional debt.

Obtaining Credit and Building
a Good Credit Reputation

Credit is widely and readily available to many of us today. It is not unusual for a cus-
tomer to walk into a retail store such as Target or Home Depot and be offered a credit
card account that can be used immediately. However, if the applicant has not used
credit previously (no credit) or if he or she has failed to honor credit agreements in
the past (bad credit), an offer of credit is typically not extended. Your success in
obtaining credit hinges on an understanding the credit approval pro-

cess and having a good credit reputation.

The Credit Approval Process

To obtain credit, you must first complete a credit application.
Based on the information in this application, the lender will inves-
tigate your credit history. The information is then evaluated
(sometimes instantly via computer), and the lender decides
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3 LEARNING OBJECTIVE
Achieve a good credit
reputation.

Did You Know?...

The Top 3 Financial Missteps
whether to extend credit. When an application is approved, the with Credit

rules of the account are contained in the credit agreement. People slip up in building and maintaining good
credit when they do the following:

You Apply for Credit A credit application is a form or
interview that requests information that sheds light on your ability
and willingness to repay debts. This information helps lenders
make informed decisions about whether they will be repaid by

1. Make late payments on credit cards

2. Pay more than 15 percent of disposable
income toward nonmortgage debt payments

borrowers. Answering questions completely and honestly both on 3. Fail to regularly check the accuracy of credit

an application form and during an interview (if any) is important. bureau files

If inconsistencies arise during the lender’s subsequent investiga-
tion of the applicants credi history, the lender could refusc the (U

request for credit or charge a higher interest rate. At the time of

application, always ask for a copy of the rules governing the account,

including the APR and various repayment terms. However, these terms are not final
and can change when the actual decision to lend is made. That is why you should read
all credit contracts before signing.

Approximately 12 percent of all people who apply for credit are denied. Half of the
unsuccessful applicants have no established credit history (a continuing record of a
person’s credit usage and repayment of debts) or their credit history contains negative
information. A bad credit history is like having high blood pressure—you may not
know you have a problem until something bad happens, such as when your loan appli-
cation is rejected.

credit application Form or interview
that provides information about your
ability and willingness to repay debts.

credit history Continuing record of a
person’s credit usage and repayment
of debts.




credit report Information compiled
by a credit bureau from merchants,
utility companies, banks, court
records, and creditors about your
payment history.

credit bureau Firm that collects and
keeps records of many borrowers’
credit histories.

credit scoring (risk scoring) system
Statistical measure used to rate appli-
cants based on various factors
deemed relevant to creditworthiness
and the likelihood of repayment.

credit agreement Contract that
stipulates repayment terms for credit
cards.

promissory note (note) Contract that
stipulates repayment terms for a
loan.

unfair discrimination Making distinc-
tions among individuals based on
unfair criteria when granting credit.
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The Lender Conducts a Credit Investigation Upon receiving your com-
pleted credit application, the lender conducts a credit investigation and compares
the findings with the information on your application. The goal of the investigation
is to assign a credit rating to the applicant; this rating is the lender’s evaluation of the
applicant’s creditworthiness. In assigning a credit rating, lenders will look at the
applicant’s prior credit usage; repayment patterns; and other important characteristics,
such as income, length of employment, home ownership status, and credit history.

To conduct its investigation, the lender obtains a credit report from a credit
bureau that keeps records of many borrowers’ credit histories. Lenders pay a fee for
each credit report requested. Credit bureaus compile information from merchants,
utility companies, banks, court records, and creditors. Most of the more than 2000
local credit bureaus in the United States belong to national groups that collectively
have access to the credit histories of more than 160 million adults.

Lenders use a credit scoring system (also known as risk scoring) in which a
statistical measure is used to rate applicants on the basis of various factors deemed
relevant to creditworthiness and the likelihood of repayment. All three of the major
credit-reporting bureaus calculate and report credit scores to lenders. You also have
the right to know your scores, although you usually must pay a fee to do so. The most
well-known score is the FICO score developed by Fair, Isaac and Company.

The Lender Decides Whether to Accept the Application and Under
What Terms The approval or rejection of credit is based on the lender’s judgment
of the willingness and ability of the applicant to repay the debt. If the application is
accepted, a contract is created that outlines the rules governing the account. For credit
cards, this contract is called a credit agreement. For loans, the contract is called a
promissory note (or simply, the note).

The actual lender always makes the decision about whether to grant credit. Credit
scoring simply allows lenders to categorize credit users according to the perceived
level of risk. Under the concept of tiered pricing, lenders may offer lower interest
rates to applicants with the highest credit scores while charging steeper rates to more
risky applicants. Even people with low credit scores usually can find some lender that
will say yes, however. The interest rates will be higher for those borrowers. Of course,

Did You Know?...

Unfair Credit Discrimination Is Unlawful

The Equal Credit Opportunity Act (ECOA) prohibits certain
types of unfair discrimination (making distinctions
among individuals based on unfair criteria) when granting
credit. Under this law, a lender must notify an applicant
within 30 days about the lender's acceptance or rejection
of a credit application. The ECOA also requires the credi-
tor to provide the applicant with a written statement, if
requested, detailing the reasons for refusing credit.
Rejecting a credit application due to poor credit history is
legal. Conversely, it is illegal to reject applicants on the
basis of gender, race, age, national origin, religion, or
receipt of Social Security income or public assistance.
Credit applications cannot ask for information that could
be used in a biased manner, such as marital status and
childbearing plans. (Applicants may offer such information

voluntarily, however.) If discrimination is proved in court,
the lender may be fined as much as $10,000.

A creditor cannot require an applicant to disclose
income from alimony, separate maintenance payments,
or child support payments. If the borrower wants this
income to be counted during the lender's evaluation of
the application, the creditor can consider whether that
income stream is received consistently. Information
about a spouse or former spouse may not be requested
unless the spouse will use the account, it is a joint
account, or repayment of debts will rely on the spouse’s
income or other financial support. The law requires that
credit granted in both spouses’ names be used to build
a credit history for the parties as a couple as well as for
each individual spouse.
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Did You Know?...

How to Make Sense of FICO Credit Scores

Although the credit-scoring systems in use today go by a
number of brand names, the most well known is the
FICO score developed by Fair, Isaac and Company.
(www.myfico.com). Because your credit file at each of
the three major credit bureaus may differ, your credit
score at each may differ as well. (See “Managing Your
Credit Bureau File for Free” on page 170). Your FICO
scores are vitally important because they dictate whether
you will be granted credit and at what interest rates.
Under the Fair and Accurate Credit Transactions Act of
2003, consumers must be told their credit scores upon
request. A nominal fee (about $12) is charged for a
credit score report.

FICO scores are produced via complex statistical
models that correlate certain borrower characteristics
with the likelihood of repayment. The exact methodolo-
gies employed in the models are closely held secrets,
but the factors that are used in them are shared openly
by Fair, Isaac and Company on the company's website:

1. Payment history. Are you late with your payments?
How late? How often? On how many of your
accounts?

2. Amounts owed. What is the balance on each of
your credit obligations? (Even if you pay in full each
month, there might be a balance on a given date.)
How do the amounts owed vary on various types of
accounts, such as credit cards versus loans? How
many accounts have balances? Are you “maxed out”
or nearly so on your cards, regardless of the dollar
amount of your balances? (Credit scores are nega-
tively affected if you have a balance on any card in
excess of 30 percent of the credit limit on that card.)
On loans, how much of the origi