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How do you feel when you look at this cover? We hope the image s s S i i

on the book conveys a feeling of relaxation and overall peace of
mind—both achieved, in part, by developing a solid financial plan.
From cover to cover, this text's goal is to actively help you gain the
financial literacy and personal finance skills you need to make sound

financial decisions for life. Use this book as a tool to help you plan
for a successful financial future!
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Jack Kapoor is a professor of business and econom-
ics in the Business and Technology Division of the
College of DuPage, Glen Ellyn, Illinois, where he has
taught business and economics since 1969. He received
his BA and MS from San Francisco State College and
his EdAD from Northern Illinois University. He pre-
viously taught at Illinois Institute of Technology’s
Stuart School of Management, San Francisco State
University’s School of World Business, and other col-
leges. Professor Kapoor was awarded the Business and
Technology Division’s Outstanding Professor Award
for 1999-2000. He served as an assistant national
bank examiner for the U.S. Treasury Department and
has been an international trade consultant to Bolting
Manufacturing Co., Ltd., Bombay, India.

Dr. Kapoor is known internationally as a co-author
of several textbooks, including Business: A Practical
Approach (Rand McNally), Business (Cengage Learn-
ing), Business and Personal Finance (Glencoe), and Per-
sonal Finance (McGraw-Hill). He served as a content
consultant for the popular national television series
The Business File: An Introduction to Business and
developed two full-length audio courses in Business
and Personal Finance. He has been quoted in many
national newspapers and magazines, including USA4
Today, US. News & World Report, the Chicago Sun-
Times, Crain’s Small Business, the Chicago Tribune, and
other publications.

Dr. Kapoor has traveled around the world and has
studied business practices in capitalist, socialist, and
communist countries.

Sharing resources with the less fortunate is an ongo-
ing financial goal of Les Dlabay, professor of busi-
ness at Lake Forest College, Lake Forest, Illinois.
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Through child sponsorship programs, world hunger
organizations, and community service activities, he
believes the extensive wealth in our society should
be used to help others. In addition to writing several
textbooks, Dr. Dlabay teaches various international
business courses. His “hobbies” include collecting
cereal packages from over 100 countries and paper
currency from 200 countries, which are used to teach
about economic, cultural, and political aspects of
foreign business environments. Professor Dlabay also
uses many field research activities with his students,
conducting interviews, surveys, and observations of
business activities.

Financial literacy! Only two words, but Bob Hughes,
professor of business at Dallas County Community
Colleges, believes that these two words can literally
change people’s lives. Whether you want to be rich or
just manage the money you have, the ability to ana-
lyze financial decisions and gather financial informa-
tion are skills that can always be improved. In addition
to writing several textbooks, Dr. Hughes has taught
personal finance, introduction to business, business
math, small business management, small business
finance, and accounting since 1972. He also served
as a content consultant for two popular national
television series, [t’s Strictly Business and Dollars &
Sense: Personal Finance for the 21st Century, and is the
lead author for a business math project utilizing com-
puter-assisted instruction funded by the ALEKS Cor-
poration. He received his BBA from Southern Nazarene
University and his MBA and EdD from the University
of North Texas. His hobbies include writing, investing,
collecting French antiques, art, and travel.



Dear Personal Finance Professors

and Personal Finance Students

Itis both amazing and alarming how quickly the economy can change—
we were in a much different economic state when we wrote the previ-
ous edition of this text just a few years ago. The economic meltdown

that began in late 2007 rivals that of the
r ‘ “Great Depression” and has affected
countries, companies, and individuals
both in the United States and around
the world.

Hopefully, by the time you read this
material, the economy will be improving.
Still, it is important to remember the old
adage, “History is a great teacher.” In
order to avoid the problems that many
people have experienced during the recent economic crisis, you must
manage your money in order to obtain freedom from financial worries.
That’s what the new third edition of Focus on Personal Finance is all
about. As authors, we wanted to provide you with the information you
need to develop a financial plan that will enable you to achieve your
financial goals.

For three editions, we have been keenly aware that our customers are
instructors and students. With each revision, we have asked instruc-
tors for suggestions that would help professors teach better and help
students learn more efficiently. And with each edition, we have incor-
porated these suggestions and ideas to create what has become a best-
selling Personal Finance text. We are also proud to say that we have
included extensive student feedback in our text and program features.
We can only say thank you for your suggestions, ideas, and support.
Without you—both instructors and students—we would have no rea-
son to write a Personal Finance text.

Finally, a text should always be evaluated by the people who use it.
We welcome your comments, suggestions, and questions. We invite you
to examine the visual guide that follows to see how Focus on Personal
Finance can help students obtain financial security and success in life.

Welcome to the new third edition of Focus on Personal Finance!

Jack Kapoor Les Dlabay Bob Hughes
kapoorj@cod.edu  dlabay@lakeforest.edu  bhughes@dcccd.edu
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New to This Edition

The third edition of Focus on Personal Finance contains new and updated boxed features, exhibits and tables,
articles, and end of chapter material. The following grid highlights some of the more significant content revisions
made to Focus, 3e.

Chapter 1 * New material and exercises on “Personal Tactics for Surviving a
Financial Crisis”

« Addition of financial calculator key strokes in the Time Value of Money
appendix

Chapter 2 * Extended material on avoiding debt and creating a successful money
management plan

Chapter 5 » Discussion of micro lending organizations

* New examples of home equity loans

* Expanded discussion on avoiding credit card debt
* Discussion of recent credit card legislation

* Expanded bankruptcy coverage

Chapter 8 * New example box on how to decrease insurance premiums

Chapter 9 * Expanded discussion on group health insurance

* New information on Health Savings Accounts (HSAs)

* Expanded coverage on the need for disability income

* Discussion of the Obama Administration’s plan to cut health care costs

Chapter 11 » New section on surviving a financial crisis

* Expanded market risk discussion with new information on the business
cycle and the length of the typical economic crisis.

» Updated information on Treasury securities

Chapter 12 * New information about the importance of the price-earnings (PE) ratio is
included in the section “Why Corporate Earnings Are Important.”

Chapter 13 * New material in the chapter introduction on the effect of the economic
crisis on mutual fund investments.

» Updated data on the importance of mutual fund investments in the sec-
tion “Why Investors Purchase Mutual Funds.”

* Expanded discussion of different types of exchange-traded funds in the
section “Characteristics of Funds.”

* Description of lifecycle funds

Chapter 14 * Revision and update of individual retirement accounts

Appendix A * New material on career strategies in a weak job market

viii



Objective
References

Citations in the margins next
to the relevant text refer to
corresponding chapter objec-
tives, listed at the beginning of
each chapter.

Getting Personal

Fill it in and get personal! Each chapter
starts with a personal assessment question-
naire focusing on your current personal
financial habits. The quiz introduces you
to topics in the upcoming chapter.

Personal Financial
Planning in Action

y e B
4 ;,’.Ilu)_'

——

2]

Gethi no Personal

What are your money habits? For each of the following
statements, select “yes” or “no” to indicate your
behavior regarding these financial planning activities:

Yes No
| 1.l usually have enough money for the things | need. —_— —
’ 2.1 owe less money today than | owed a year or two ago. _—

3. My written goals for the next year need revision due to changing financial R
situations in our society.

4. When making major financial decisions, | research them using a variety — N
of information sources.

5.1 am aware of various personal financial risks that can result from changing — N
economic conditions.

l After studying this chapter, you will be asked to reconsider your responses to these items.

Making Financial Decisions

Money is a constant topic of conversation in our society. People everywhere talk

»> OBJECTIVE 1 about money.
Identify social and Most people want to handle their finances so that they get full satisfaction from
economic influences on each available dollar. Typical financial goals may include buying a new car or a larger
personal financial goals home, pursuing advanced career training, contributing to charity, traveling extensively,
and decisions. and ensuring self-sufficiency during working and retirement years. To achieve these

and other goals, people need to identify and set priorities. Financial and personal




Obijectives Your Personal Financial

Learning objectives highlight the Plan Sheets
goals of each chapter for easy refer-
ence. Throughout the book, in the
end-of-chapter material, and even
in the supplement materials, these
objectives provide instructors with a
valuable foundation for assessment.

A list of the Your Personal Financial
Plan worksheets for each chapter is
presented at the start of each chapter for
easy reference.

Why Is This

Your Personal Financial Plan Sheets

I I I I O rta n t ? 15. Consumer credit usage patterns.
: 3 . 16. Credit card/charge account comparison.

17. Consumer loan comparison.

Understanding the significance of
the chapter content and its poten-
tial impact on their lives motivates
students to take an active approach Objectives

to their learning‘ In this chapter, you will learn to:

1.Analyze advantages and disadvantages of using consumer credit.

2. Assess the types and sources of consumer credit.

3.Determine whether you can afford a loan and how to apply for credit.

4. Determine the cost of credit by calculating interest using various interest formulas.
5.Develop a plan to protect your credit and manage your debts.

N\M\ is thais iw\‘:ori‘omf?

You charge $2,000 in tuition and fees on a credit card with an interest rate of 18.5
percent. If you pay off the balance by making the minimum payment each month,
you will need more than 11 years to repay the debt. By the time you have paid ofé
the loan, you will have spent an extra $1,934 in interest alone—almost the actual

cost of your tuition and fees. Understanding the costs involved in obtaining credit
will give you the tools to identify the best source of credit.

it?
What Is Consumer Credit? OBJECTIVE 1
Credit is an arrangement to receive cash, goods, or services now and pay for them Analyze advantages and
in the future. Consumer credit refers to the use of credit for personal needs (except a disadvantages of using
home mortgage) by individuals and families, in contrast to credit used for business consumer credit.

purposes.
Consumer credit is based on trust in people’s ability and willingness to pay credit an arrangement

bills when due. It works because people by and large are honest and responsible. o receive cash, goods, or

But how does consumer credit affect our economy, and how is it affected by our  services now and pay for

economy? them in the future.

Key Terms

Key terms appear in bold type within the text and
are defined in the margins. A list of key terms
and page references is located at the end of each
chapter.



Concept Checks

Concept Checks at the end of each major
section provide fill-in-the-blank questions
to help you assess your knowledge of the
main ideas covered in that section. You’ll

know whether you have mastered the

concepts and are ready to move on, or if
you should stop and revisit certain topics.

Your Personal Financial
Plan Sheet References

The integrated use of the Your Personal
Financial Plan sheets is highlighted with an
icon in the margin. This visual, near the text
material needed to complete each worksheet,
helps you better integrate this study resource
into your learning process and continue to
track your personal financial habits.

W

»CONCEPT CHECK 1-4

1 What actions might a person take to identify alternatives when making a financial decision?

Sheet 4 Planning Your Career

2 Why are career planning activities considered to be personal financial decisions?

3 For the following situations, identify the type of risk being described.

Not getting proper rest and exercise.

Not being able to obtain cash from a certificate of deposit before the maturity date.
Taking out a variable rate loan when rates are expected to rise.

Training for a career field with low potential demand in the future.

4 For the following main sources of personal finance information, list a specific Web site, organization, or persor|

whom you might contact in the future.

Type of information

Specific source

Contact information

Web site

Financial institution

Media source

Financial specialist

Apply Yourself!

Objective 4

Located at the end of each Concept Check, this feature contains activities relevant to the material giving students ary

immediate opportunity to apply what they have learned.

Exhibit 1=5 Financial Planning in Action

<

Exhibits and Tables

Life situation: Single parent
"1 Goal:Provide $20,000 college fund

«Make reqular deposits to a savings

plan such as certificates of deposit ——@

Year from Now

* Obtain life insurance for
dependent care in case of

in 10 years premature death
Life situation: Young couple o =
) St Lol orinvestment progeam — L
for home purchase
it stuaton; Middle-aged person : :
Purchase life insurance w * Make: payments o
Goal: Provide for financial needs parents as beneficiaries mfm investment

of parents

Now Within a‘.“. More than a
Year from .
o ShortTom iosnc ey Throughout the text, exhibits and
| i ohlan tables visually illustrate important
» Pay off credit card debts AR .
o i . e personal finance concepts and
goals * Establish a regular « Invest in financial
\_/ savings program instrument for long-term
"m'"""'..;"nmf" * Select tax-deferred prOCCSSGS.
instruments ments
Select appropriate * Use rental housing; * Pay off consumer debts
‘ plans of action save for home purchase and home mortgage
Examples  Now Within a Year Mote than

Xi



items have value, they may be difficult to convert to

cash. You may decide to list your possessions on the
balance sheet at their original cost. However, these
values probably need to be revised over time, since a
five-year-old television set, for example, is worth less
now than when it was new. Thus you may wish to list
your possessions at their current value (also referred to
as market value).

. Investment assets are funds set aside for long-term
financial needs. The Scott family will use their
investments for such things as financing their children’s
education, purchasing a vacation home, and planning
for retirement. Since investment assets usually fluctuate
in value, the amounts listed should reflect their value at
the time the balance sheet is prepared.

IS

categories:

insurance premium

From the Pages
of ... Kiplinger’s
Personal Finance

STEP 2: DETERMINING AMOUNTS OWED After looking at the total assets
of the Scott family, you might conclude that they have a strong financial position.
However, their debts must also be considered. Liabilities are amounts owed to oth-
ers but do not include items not yet due, such as next month’s rent. A liability is a
debt you owe now, not something you may owe in the future. Liabilities fall into two

1. Current liabilities are debts you must pay within a short time, usually less than
a year. These liabilities include such things as medical bills, tax payments,

£

Did You Know?

According to the Bureau of the Census, U.S.
Department of Commerce, the assets most
frequently held by households are motor vehicles,
homes, savings accounts, U.S. savings bonds, cer-
tificates of deposit, mutual funds, stocks, corporate
bonds, and retirement accounts.

liabilities Amounts owed
to others.

current liabilities Debts
that must be paid within a

short time, usually less than
ayear.

I more than a

Each chapter contains several did
you know? boxes. These notes con-

tain fun facts, information, and

financial planning assistance you can
use in creating your personal finan-

cial plan.

New to this book is a twist on the
popular did you know? feature. Green
did you know? boxes recommend
socially conscious financial activities
for students interested in giving back

to others.

LOWDOWN ‘

This one-page chapter feature
presents a recent article from the
well-known Kiplinger’s Personal
Finance Magazine related to a
chapter topic. Each article pres-
ents a personal finance issue for
you to debate and solve, using
the questions at the bottom of
the page. This is an excellent
tool to develop critical thinking
and writing skills!

Go to the online subscription page for
access to even more Kiplinger’s articles.

1.This too will pass. Same
thing Mom told you when you
flunked your first driver’s-license
test. In the meantime, talk it out.
Ari Kiev, a psychiatrist, stock-trad-

ing coach and author of Mastering

Trading Sress, suggests building a
network of friends and meeting
regularly. Hire a facilitator to keep

the conversation going. The outsider

adds an element of objectivity

and makes the sessions less emo-
tional. Plus, your concerns will get
out into the open. If your worries
stay locked up in your head, they
can spin out of control.

2.Work it off. Dust off your
running shoes or sign up for a

, none other

yoga class. After al
than bond guru Bill Gross

¥s
centered by practicing yoga five
days a week

3. Get in touch with your inner
investor. If you understand how
you're hardwired, you'll know what

questions to fi our financial

adviser. To test wh: md of inves-

tor you are, go to TransAmerica’s
retirement home page
(www.sccurepathbytransamerica
com) and click on the link for

taking the “change profile” quiz.
TransAmerica groups investors

into four categories: Venturers,
Adapters, Anchor
Pursuers. Each personality has

s and

its strengths and shortcomings.
Venturers, for instance, may be so
willing to try new things that they
overestimate how prepared they
are in uncertain economic times.
Likewise, Adapters may be so
focused on going with the flow that
they don’t maximize their returns.

4.Take a news break. There’s
no need to watch the Dow every

minute of the d: nd don’t sub-

ject yourself to the 24-hour news

cycle,

ys Chris Holman, senior
executive coach at consulting firm
Client-Wise LLC. Turn off’ the TV,
shut off the d recognize

lio

that headlines are just fragments of

the bigger picture. “Headlines are
a lagging indicator, not a leading
indicator,”

s Holman.

5. Curb your spending. Focus
on what you can control by priori

tizing your expenses. For example,

if you ily out to din-

s maybe order
. 1f your kids

in a pizza ins

To cope with a shrinking portfolio, we suggest that you set spending
priorities, tune out the noise and keep your cool. by laura cohn

What You Need to know ABOUT
FINANCIAL STRESS

usually go to slecp-aw

you might want to del.
them up until later in the year.

Your company may already
doing the same thing. Some 19%
of employers have climinated
perks or plan to do so in the next
year, according to a survey by
consulting firm Watson Wyatt.
6.Unplug and play. Turn off the
he Wii.
Spend time on inexpensive

computer and put away

ties that bring you pleasure, such as
hosting a potluck dinner for friends.
Break out your favorite board

game, or romp in the sandbox with
your toddler. “Play connects you
with other people a

that, in the end, relati

Lisa Kirchenbar

er, president of
Kirchenbaue i
ment” Clons

ilting.

Editors, Inc.

SOURCE: Reprinted by permission from the February issue of Kiplinger’s Personal Finance. Copyright © 2009 The Kiplinger Washington

1. Explain how these suggested actions might be applied to various financial planning decisions:

$rowm the pages o% . . . KIPLINGER'S PERSONAL FINANCE

2. Which of these actions might be most useful to you when considering various financial planning activities?

financial decisions?

3. What information is available at www.kiplinger.com that might be of value when making personal




Personal Finance in
Practice

These boxes offer information that can
assist you if you are faced with special
situations and unique financial planning

> Developing Financial Goals

Based on your current situation or expectations for the future, create one or more financial goals based
four-step process:

ol St decisions. They challenge you to apply
- your life situation measurable terms time frame e taken the Concepts yOu have learned tO your llfe
g1 and record personal responses.

i

Figure It Out!

This boxed feature presents important
mathematical applications relevant

Figure It Out!

to personal finance situations and

Achieving specific financial goals often requires regular
deposits to a savings or investment account. By using
time value of money calculations, you can determine
the amount you should save or invest to achieve a spe-

EXAMPLE 2

Don Calder wants to accumulate $50,000 over the
10 years as a reserve fund for his parents’ retirem
living expenses and health care. If he earns an aver.

concepts.

of 8 percent on his investments, what amount must|
invest each year to achieve this goal?

cific goal for the future.

EXAMPLE 1

Jonie Emerson has two children who will start college in  CALCULATION:
10 years. She plans to set aside $1,500 a year for her chil-
dren’s college educations during that period and esti-
mates she will earn an annual interest rate of 5 percent
on her savings. What amount can Jonie expect to have
available for her children’s college educations when Don needs to invest approximately $3,450 a year
they start college? 10 years at 8 percent to achieve the desired finan|

goal.

_. Future value of a series of deposits,
$50,000 8%, 10 years
$50,000 + 14.487 (Exhibit 1 — 3B) = $3,452.80

CALCULATION:

Future value of a series of deposits,

o

$1,500 X |10 years

qisability msurance more than they need Tife Msurance. Yet surveys reveal that most
people have adequate life insurance but few have needed disability insurance.

Annotated Web Links

Web sites that are relevant to a section
or concept in the text are presented in
the margins.

-, Key Web Sites for
> N
Investing

INVESTING Although many types of investments are available, people invest for
two primary reasons. Those interested in current income select investments that pay
regular dividends or interest. In contrast, investors who desire long-term growth choose
stocks, mutual funds, real estate, and other investments with potential for increased
value in the future. You can achieve investment diversification by including a variety
of assets in your portfolio—these may include stocks, bond mutual funds, real estate,
and collectibles such as rare coins.

www.fool.com

www.cbsmarketwatch.com

Key Web Sites for

Retirement and Estate RETIREMENT AND ESTATE PLANNING Most people desire financial secu-
Planning rity upon completion of full-time employment. But retirement planning also involves
www.ssa.gov thinking about your housing situation, your recreational activities, and possible part-
time or volunteer work.

Transfers of money or property to others should be timed, if possible, to minimize
the tax burden and maximize the benefits for those receiving the financial resources.
Knowledge of property transfer methods can help you select the best course of action
for funding current and future living costs, educational expenses, and retirement needs

of dependents.

www.aarp.org/financial/
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|
| Reconsider your responses to the “Getting Personal” ques-
y D g q
tions at the beginning of the chapter. For more effective
personal financial planning and goal setting:

« Consider information from several sources when
making financial decisions, including various Web
sites and Appendix B on p. 510.

Have specific, written financial goals that you review
on aregular basis. To start (or continue) planning your
financial goals, use the “Financial Planning for Life’s
Situations: Creating Financial Goals” on page xx.

Use future value and present value computations to
help you achieve personal financial goals. Calculators

®

Backto... G?;H"ns Personal <

Back to Getting
Personal

are available at www.dinkytown.net, www.money-
chimp.com/calculator, www.rbccentura.com/tools.

Assess potential risks. Some risks are minor with
limited consequences, others can have long-term
effects. Inflation and interest rates will influence your
financial decisions. Information on changing eco-
nomic conditions is available at www.bls.gov, www.

.gov, and wwv g.com.

.

What did you learn in this chapter that could help you
make better personal financial planning decisions?

Chapter Summary <

Objective 1 Financial decisions are affected by a per-
son’s life situation (income, age, household size, health), per-
sonal values, and economic factors (prices, interest rates, and
employment opportunities). The major elements of financial
planning are obtaining, planning, saving, borrowing, spending,
managing risk, investing, and retirement and estate planning.

Objective 2 Financial goals should (1) be realistic;
(2) be stated in specific, measurable terms; (3) have a time
frame; and (4) indicate the type of action to be taken.

Objective 3 Every decision involves a trade-off with
things_given up. Personal opportunity costs include time,

Key Formulas

effort, and health. Financial opportunity costs are based on
the time value of money. Future value and present value cal-
culations enable you to measure the increased value (or lost
interest) that results from a saving, investing, borrowing, or
purchasing decision.

Objective 4 Personal financial planning involves the
following process: (1) determine your current financial situ-
ation; (2) develop financial goals; (3) identify alternative
courses of action; (4) evaluate alternatives; (5) create and
implement a financial action plan; and (6) review and revise
the financial plan.

Now, what would you do differ-
ently? At the end of each chapter,
you are asked to reconsider your
initial responses to the chapter
opening self-assessment, Getting
Personal. Having read the chap-
ter, you are now encouraged to
rethink your personal financial
habits and record what you’d do
differently and why.

Chapter Summary

Organized by chapter objective,
this concise content summary is
a great study and self-assessment
tool, located conveniently at the
end of chapters.

A list of Key Formulas and page

references appears at the end of select
chapters, grouped for easy reference.

Self-Test Problems

KEY FORMULAS

Formula

percentage rate (APR)

Page Topic

XXX Calculating annual

XXX Calculating simple
interest

2 X Number of payment periods in one year X Dollar cost of credit
Loan amount (Total number of payments to pay off the loan + 1)

_2xnxlI

P(N + 1)

Interest (in dollars) = Principal borrowed X Interest rate X Length of loan
in years.

I=PXrXT

New to this book are Self-Test Prob-
lems and Solutions. These additional
chapter problems are worked out
step-by-step so that students can see
how they were solved. This new user-
friendly feature increases students’
comprehension of the material and

Self-Test Problems

Solutions

gives them the confidence to solve the
rest of the end-of-chapter problems

independently.

Xiv

Debt payments-to-income ratio =

2. Using the simple interest formula (Interest = Principal X Rate of interest X Time), the interest is $80, computed as

1. Suppose that your monthly net income is $1,200. Your monthly debt payments include your student loan payment and a
gas credit card, and they total $180. What is your debt payments-to-income ratio?

2. Suppose you borrow $1,000 at 8 percent and will repay it in one payment at the end of one year. Use the simple interest
formula to determine the amount of interest you will pay.

1. Use the debt payments-to-income ratio formula: Monthly debt payments/Monthly net income.

=0.15, or 15%




Problems
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1. A few years ago, Michael Tucker purchased a home for $100,000. Today the home is worth $150,000. His remaining
mortgage balance is $50,000. Assuming Michael can borrow up to 80 percent of the market value of his home, what is the

maximum amount he can borrow? (Obj. 2)

N

is $285. What is Louise’s debt payments-to-income r:

Questions

. Louise McIntyre’s monthly gross income is $2,000. Her employer withholds $400 in federal, state, and local income taxes
and $160 in Social Security taxes per month. Louise contributes $80 per month for her IRA. Her monthly credit payments
for Visa, MasterCard, and Discover cards are $35, $30, and $20, respectively. Her monthly payment on an automobile loan

? Is Louise living within her means? Explain. (Obj. 3)

A variety of problems allow
students to put their quantita-

tive analysis of personal financial
decisions to work. Each problem is
tagged with a corresponding learn-

ing objective for easy assessment.

These questions test qualitative analysis of
personal finance content.

Case in Point

%Questions

EolE

concerns be minimized?

@

activities?

. In your opinion, what is the main benefit of wise financial planning?
What factors in an economy might affect the level of interest rates?
Describe risks that you might encounter when making financial decisions over the next few years.

What are possible drawbacks associated with seeking advice from a financial planning professional? How might these

. Talk with several people about their career choices. How have their employment situations affected their financial planning

Students can work through a hypothetical
personal finance dilemma in order to practice
concepts just learned from a chapter. A series
of questions reinforces your successful mas-
tery and application of these chapter topics.

Case in Point
T

NOW WHAT SHOULD | DO . .

When Nina opened the letter from her aunt, she discov-
ered a wonderful surprise. “My aunt has given me a gift of
12,0001

“Why would she do that?” mused Kevin.

“I guess her investments have increased in value by much
more than she needs. She wants to share it with family mem-
bers.” Nina shrugged. still in a little bit of shock. “T wonder
what I should do with the money?”

“Wow, I could easily use $100,000 instead of $12,000!” Nina
laughed. “So what should I do?”

“Some financial advisers recommend not doing anything for
at least six months.” warned Kevin. “You might be tempted
to buy on impulse instead of spending the money on things
with lasting value.”

“Well now I'm really not sure what to do!”

“Oh, T have some suggestions for you . . .” Kevin said.

Recovering herself, Nina teased, “Wait a minute! When did
this become our money?”

Kevin threw his hands in the air, “Hey, I just thought I'd
offer some ideas.”

After some discussion, Nina considered the following uses
for the money

Credit card debi—use a portion of the money to pay off
credit card bills from her last vacation.

Savings—set aside money for a down payment on a house.
Long-term investments—invest the money in a tax-deferred
retirement account.

Career training—use the money for technology certification
courses to enhance her earning power.

Community donations—contribute funds to a homeless shel-
ter and a world hunger relief organization

Questions

1. What additional information about Nina must be
known before determining which areas of financial
planning should be her top priority?

How might time value of money calculations be used by
Nina in her decision-making process?

What actions do you recommend that Nina take before
making a final decision about the use of these funds?

»

@

Continuing Case

Continuing Case

Vikki Rococo (age 22) graduated from college two months ago. She is currently living with her parents, Dave and Amy (ages 47
and 45), to save money and begin to pay off her student loans. She used most of her existing cash to purchase her used car (cur-
rent value: $8000). Vikki is working at a local company processing 401(k) plan benefits and the experience has motivated her
to immediately start investing for her retirement. She currently has a $15.000 student loan (at 6.8% annual interest) and $2,000
of credit card debt (at 21%). When she moved back home, Vikki signed a contract with her parents that states that she will pay
them $200/month rent until she moves out in one year. Her dad’s hours at work were recently cut and her parents are living on
a limited income so they appreciate the rent money.

Vikki’s financial statistics are shown below:

Assets Income Student loan $250

Checking account $1,500 Gross annual salary $40,000 Car loan $200

Car $8,000 (before taxes) Credit card payments $40

401(k) balance $500 $2.333 monthly pay after-taxes Entertainment $100
Gas/repairs $150

Liabilities Monthly Expenses

Student loan $15,000 Rent $200 Reueperdayzey

Credit card balance $2,000 Food $100 401(k) $500 per month, plus 50%
employer match on the first 7% of pay

Questions

1. Given her current situation, what do you think Vikki’s short-term goals are? What about her long-term goals? How do they

compare to her parent’s goals?
. What types of time value of money calculations would be helpful for Vikki?
. What do you think is Vikki’s most challenging part of the Financial Planning Process (Exhibit 1-4, p. 17)?

AW

How can she use Your Personal Financial Plan sheets 1-4?

This revised feature allows stu-
dents to apply course concepts
in a life situation. It encourages
students to evaluate the finances
that affect a household and then
respond to the resulting shift in
needs, resources, and priorities
through the questions at the end
of each case.

XV



Daily Spending Diary

Directions: Record every cent of your pending each day in the categories provided, or create your own format to monitor your spending. You can indicate the use of a
<redit card with (CR). Comments should reflct what you have learned abowt your spending patterns and desired changes you might want 1o make in your spending habis.
(Now: Asincome is received, recced in Date column.)

Monthe Amount aailablefor pending: § Amount 10 be saved: §.
Food Heakh, Other
Date Total Auto, Heusing, (H)Home Personal D I
(Income) Spending  |Transportation|  Utilities. (A) Away Care Education Lebsure Gifts amount) Comments
Example 482 $20 47 (W) $2 $4 $10 Thes tahen time
{aan) (CR) {ro} oo {ebwares) bot & helps
rewtad)

e Comtrsl g

aperdng

Spending Diary

“I FIRST THOUGHT THIS PROCESS WOULD BE A WASTE OF TIME, BUT THE INFORMATION
HAS HELPED ME BECOME MUCH MORE CAREFUL OF HOW | SPEND MY MONEY."

Nearly everyone who has made the effort to keep a daily spending diary has found it beneficial. While at first the process may

Daily Spending Diary

Do you buy a latte or a soda every
day before class? Do you and your
friends meet for a movie once a
week? How much do you spend on
gas for your car each month? Do you
like to donate to your favorite local
charity a couple of times a year?
These everyday spending activi-
ties might go largely unnoticed, yet
they have a significant effect on the

seem tedious, after a while recording this information becomes easier and faster.

Directions

Using the Daily Spending Diary sheets provided at the end of the book, record every cent of your spending each day in the
categories provided. Or you may create your own format to monitor your spending. You can indicate the use of a credit card

overall health of an individual’s
finances. The Daily Spending Diary

Your Personal Financial
Plan

The Your Personal Financial Plan sheets
that correlate with sections of the text are
conveniently located at the end of each
chapter. The perforated worksheets ask
students to work through the applications
and record their own personal financial
plan responses. These sheets apply con-
cepts learned to your unique situation and
serve as a road map to your personal finan-
cial future. Students can fill them out, rip
them out, submit them for homework, and
keep them filed in a safe spot for future ref-
erence. Excel spreadsheets for each of the
Your Personal Financial Plan are available
at www.mhhe.com/kdh.

Key Web sites are provided to help
students research and devise their personal
financial plan, and the “What’s Next for
Your Personal Financial Plan?” section at
the end of each sheet challenges students
to use their responses to plan the next level,
as well as foreshadow upcoming concepts.

Look for one or more Your Personal
Financial Plan icons next to most Concept
Checks. The graphics direct students to the
Personal Financial Plan sheet that corre-
sponds with the preceding section.

xvi

sheets offer students a place to keep
track of every cent they spend in any
category. Careful monitoring and
assessing of these noted daily spend-
ing habits can lead to better control
and understanding of your personal
finances.
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Name: Date:

Setting Personal Financial Goals
Financial Planning Activities: Based on personal and household needs and values, identify specific goals that
require action for your life.

Suggested Web Sites: www.financialplan.about.com www.money.com

Short-Term Monetary Goals (less than two years)

Amount Months Action
Description needed to achieve to be taken Priority
Example: pay off $850 12 Use money from pay raise High
credit card debt
Intermediate and Long-Term Monetary Goals
Amount Months Action
Description needed to achieve to be taken Priority
Nonmonetary Goals
Description Time frame Actions to be taken
Example: set up file for personal next 2-3 months locate all personal and financial records
financial records and documents and documents; set up files for various
spending, saving, borrowing categories

What's Next for Your Personal Financial Plan?

« Based on various financial goals, calculate the savings deposits necessary to achieve those goals.
« Identify current economic trends that might influence various saving, spending, investing, and borrowing
decisions.




Online Learning Center
(OLC): www.mhhe.com/kdh

The Online Learning Center (OLC) contains addi-
tional Web-based study and teaching aids created
for this text. OLCs can be delivered in multiple
ways—through the textbook Web site (www.mhhe
.com/kdh), through PageOut (see below), or within a
course management system like Blackboard, WebCT,
TopClass, and eCollege. Ask your campus representa-
tive for more details.

Few textbooks provide such innovative and practi-
cal instructional resources for both students and teach-
ers. The comprehensive teaching—learning package for
Focus on Personal Finance includes the following:

For Instructors

The Instructor’s site on the OLC provides the instruc-
tor with one resource for all supplementary material,
including:

o Instructor’s Manual: Created and revised by the
authors, this supplement includes a “Course
Planning Guide” with instructional strategies,
course projects, and supplementary resource lists.
The “Chapter Teaching Materials” section of the
Instructor’s Manual provides a chapter overview,
the chapter objectives with summaries, introduc-
tory activities, and detailed lecture outlines with
teaching suggestions. This section also includes
concluding activities, ready-to-duplicate quizzes,
supplementary lecture materials and activities,
and answers to concept checks, end-of-chapter
questions, problems, and cases.

e Test Bank, revised by Lora Reinholz, Marquette
University, consists of true—false, multiple-
choice, problem-solving, and essay questions.
These test items are organized by the learning
objectives for each chapter. This resource also
includes answers, page references, and an indica-
tion of difficulty level.

*  Computerized Testing Software, McGraw-Hill’s
EZ Test is a flexible and easy-to-use electronic
testing program. The program allows instructors

to create tests from book-specific items. It accom-
modates a wide range of question types, and
instructors may add their own questions. Mul-
tiple versions of the test can be created, and any
test can be exported for use with course manage-
ment systems such as WebCT, BlackBoard, or
PageOut. EZ Test Online gives you a place to
easily administer your EZ Test—created exams
and quizzes online. The program is available for
Windows and Macintosh environments.

* Chapter PowerPoint Presentations revised and
enhanced by Lynn Kugele, The University of
Mississippi, offer more than 300 visual presenta-
tions that may be edited and manipulated to fit
a particular course format. If you choose to cus-
tomize the slides, an online digital image library
allows you to pick and choose from all of the
figures and tables in the book.

Additional Cases

Video Cases—The chapter video cases have been
moved to the OLC. Each case accompanies a 3-10
minute digital segment tied to topics within the chap-
ter. Ten additional 30-minute videos help to visually
illustrate important personal finance concepts in
potential real-life situations. Developed by Coastline
Community College, these videos can be used with
multiple chapters at any time during the course. (DVD
ISBN 0077245792)

New Continuing Case—A second continuing case with
follow-up questions and answers is provided in the event
you want to give your students even more real-world
examples and problems or if you want to switch cases
each semester.

For Students

Self-Study Quizzes

Quizzes consist of 10-15 self-grading multiple-choice
questions on important chapter topics. They instantly
reveal a score and hints to help students solve questions
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they answered incorrectly. Each chapter contains a
chapter quiz so that students can thoroughly gauge
their understanding of the material.

Narrated Student PowerPoint

Every student learns differently and the Narrated Power
Point was created with that in mind! Revised and
expanded by Brad Duerson, at Des Moines Area
Community College, the interactive chapter presenta-
tions are part of the online premium content package
and can be purchased. They guide students through
understanding key topics and principles by presenting
real-life examples based on chapter content. The slides
are accompanied by an audio narration and can be
viewed online or downloaded onto an iPod (see details
below).

iPod Content

Harness the power of one of the most popular tech-
nology tools that students use today, the Apple®
iPod. Our innovative approach enables students to
download Narrated PowerPoints, quizzes, and videos
right into their iPod or MP3 player for studying on
the go!

And More!

Looking for more ways to study? Self-grading cross-
word puzzles and flashcards will help you learn the
material. You can also access Excel templates for the
Your Personal Financial Plan sheets and the Daily
Spending Diary.

Personal Finance Telecourse

If you teach personal finance as a telecourse, this
text is a perfect fit! A telecourse program is available
from Coastline Community College titled Dollars &
Sense.: Personal Finance for the 21st Century that is
based on the Kapoor, Dlabay, and Hughes text. The
program includes 26 thirty-minute videotapes, which
you purchase directly from Coast by contacting
Lynn Dahnke, Marketing Director, Coast Learning
Systems, 11460 Warner Ave., Fountain Valley, CA
92708, (800) 547-4748 or www.CoastLearning.org.
The course also has a Telecourse Study Guide (ISBN
0073363944) available that connects the videos to
the text. To make sure your students receive the text
and telecourse study guide package, order through
McGraw-Hill/Irwin.

Assurance of Learning

Many educational institutions today are focused on the
notion of assurance of learning, an important element
of some accreditation standards. Focus on Personal
Finance is designed specifically to support your assur-
ance of learning initiatives with a simple, yet powerful,
solution.

Each test bank question for Focus on Personal
Finance maps to a specific chapter learning outcome/
objective listed in the text. You can use the test bank
software to easily query for learning outcomes/
objectives that directly relate to the learning objectives
for your course. You can then use the reporting fea-
tures of the software to aggregate student results in
similar fashion, making the collection and presenta-
tion of assurance of learning data simple and easy.

McGraw-Hill's Connect
and Connect Plus

McGraw-Hill Connect Finance

& connect

|FINANCE

Less Managing. More Teaching. Greater Learning.
McGraw-Hill Connect Finance is an online assignment
and assessment solution that connects students with
the tools and resources they’ll need to achieve success.

Connect helps prepare students for their future by
enabling faster learning, more efficient studying, and
higher retention of knowledge.

McGraw-Hill Connect Finance Features Connect Finance
offers a number of powerful tools and features to make
managing assignments easier, so faculty can spend
more time teaching. With Connect Finance, students
can engage with their coursework anytime and any-
where, making the learning process more accessible
and efficient. Connect Finance offers you the features
described below.

Simple assignment management With Connect Finance,
creating assignments is easier than ever, so you can
spend more time teaching and less time managing. The
assignment management function enables you to:

* Create and deliver assignments easily with select-
able end-of-chapter questions and test bank
items.
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e Streamline lesson planning, student progress
reporting, and assignment grading to make
classroom management more efficient than ever.

* Go paperless with the eBook and online submis-
sion and grading of student assignments.

Smart grading When it comes to studying, time is
precious. Connect Finance helps students learn more
efficiently by providing feedback and practice material
when they need it, where they need it. When it comes
to teaching, your time is also precious. The grading
function enables you to:

* Have assignments scored automatically, giving
students immediate feedback on their work and
side-by-side comparisons with correct answers.

e Access and review each response; manually
change grades or leave comments for students to
review.

» Reinforce classroom concepts with practice tests
and instant quizzes.

Instructor library The Connect Finance Instructor
Library is your repository for additional resources to
improve student engagement in and out of class. You
can select and use any asset that enhances your lecture.

Student study center The Connect Finance Student
Study Center is the place for students to access addi-
tional resources. The Student Study Center:

» Offers students quick access to lectures, practice
materials, eBooks, and more.

* Provides instant practice material and study
questions, easily accessible on the go.

* Gives students access to the Personalized Learn-
ing Plan described below.

Personalized Learning Plan The Personalized Learn-
ing Plan (PLP) connects each student to the learning
resources needed for success in the course. For each
chapter, students:

* Take a practice test to initiate the Personalized
Learning Plan.

* Immediately upon completing the practice test,
see how their performance compares to the chap-
ter objectives to be achieved within each section
of the chapters.

* Receive a Personalized Learning Plan that rec-
ommends specific readings from the text, sup-
plemental study material, and practice work that
will improve their understanding and mastery of
each learning objective.

Student progress tracking Connect Finance keeps
instructors informed about how each student, section,

and class is performing, allowing for more productive
use of lecture and office hours. The progress-tracking
function enables you to:

* View scored work immediately and track indi-
vidual or group performance with assignment
and grade reports.

* Access an instant view of student or class per-
formance relative to learning objectives.

Lecture capture through Tegrity Campus—For an
additional charge Lecture Capture offers new ways
for students to focus on the in-class discussion, know-
ing they can revisit important topics later. This can be
delivered through Connect or separately. See below for
more details.

McGraw-Hill Connect Plus Finance McGraw-Hill rein-
vents the textbook learning experience for the modern
student with Connect Plus Finance. A seamless integra-
tion of an eBook and Connect Finance, Connect Plus
Finance provides all of the Connect Finance features
plus the following:

* An integrated eBook, allowing for anytime, any-
where access to the textbook.

* Dynamic links between the problems or questions
you assign to your students and the location in the
eBook where that problem or question is covered.

* A powerful search function to pinpoint and con-
nect key concepts in a snap.

In short, Connect Finance offers you and your students
powerful tools and features that optimize your time
and energies, enabling you to focus on course content,
teaching, and student learning. Connect Finance also
offers a wealth of content resources for both instruc-
tors and students. This state-of-the-art, thoroughly
tested system supports you in preparing students for
the world that awaits.

For more information about Connect, go to
www.mcgrawhillconnect.com, or contact your local
McGraw-Hill sales representative.

Tegrity Campus: Lectures 24/7
%Gegrity campus

Tegrity Campus is a service that makes class time avail-
able 24/7 by automatically capturing every lecture in
a searchable format for students to review when they
study and complete assignments. With a simple one-
click start-and-stop process, you capture all computer
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screens and corresponding audio. Students can replay
any part of any class with easy-to-use browser-based
viewing on a PC or Mac.

Educators know that the more students can see,
hear, and experience class resources, the better they
learn. In fact, studies prove it. With Tegrity Campus,
students quickly recall key moments by using Tegrity
Campus’s unique search feature. This search helps
students efficiently find what they need, when they
need it, across an entire semester of class recordings.
Help turn all your students’ study time into learning
moments immediately supported by your lecture.

To learn more about Tegrity watch a 2-minute Flash
demo at http://tegritycampus.mhhe.com.

McGraw-Hill Customer Care
Contact Information

At McGraw-Hill, we understand that getting the most
from new technology can be challenging. That’s why
our services don’t stop after you purchase our products.
You can e-mail our Product Specialists 24 hours a day
to get product-training online. Or you can search our
knowledge bank of Frequently Asked Questions on
our support website. For Customer Support, call 800-
331-5094, e-mail hmsupport@mcgraw-hill.com, or visit
www.mhhe.com/support. One of our Technical Support
Analysts will be able to assist you in a timely fashion.
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Personal Financial
Planning in Action

Geth no Personal

What are your money habits? For each of the following
statements, select “yes” or “no"” to indicate your
behavior regarding these financial planning activities:

Yes No

1. l usually have enough money for the things | need.
2. | owe less money today than | owed a year or two ago.

3. My written goals for the next year need revision due to changing financial
situations in our society.

4. When making major financial decisions, | research them using a variety
of information sources.

5. I am aware of various personal financial risks that can result from changing
economic conditions.

After studying this chapter, you will be asked to reconsider your responses to these items.

Making Financial Decisions

Money is a constant topic of conversation in our society. People everywhere talk

OBJECTIVE 1 about money.

Identify social and Most people want to handle their finances so that they get full satisfaction from
economic influences on each available dollar. Typical financial goals may include buying a new car or a larger
personal financial goals home, pursuing advanced career training, contributing to charity, traveling extensively,
and decisions. and ensuring self-sufficiency during working and retirement years. To achieve these

and other goals, people need to identify and set priorities. Financial and personal




Your Personal Financial Plan S\hheets

1. Personal financial data.
2. Setting personal financial goals.
3. Achieving financial goals using time value of money.

4. Planning your career.

In this chapter, you will learn to:

1. 1dentify social and economic influences on personal financial goals and decisions.
2.Develop personal financial goals.

3. Assess personal and financial opportunity costs associated with financial decisions.
4.Implement a plan for making personal financial and career decisions.

N\M\ is Hais iw\fori‘anf?

Difficult economic times intensify the importance of wise personal financial decisions.
Each year, more than a million people declare bankruptcy, and Americans lose more
than $1.2 billion in fraudulent investments. Both of these common difficulties result
from poor personal financial planning and incomplete information. Your ability to
make wise money decisions is a foundation for your current and long-term well-being.

satisfaction are the result of an organized process that is commonly referred to as per-
sonal money management or personal financial planning.

Your Life Situation and Financial Planning
personal financial

Personal financial planning is the process of managing your money to achieve p'erso.nal planning The process of
economic satisfaction. This planning process allows you to control your ﬁnanc'lal 51t.u- managing your money to
ation. Every person, family, or household has a unique situation; therefore, financial achieve .personal economic
decisions must be planned to meet specific needs and goals. satisfaction.



financial plan A
formalized report that
summarizes your current
financial situation, analyzes
your financial needs, and
recommends future financial
activities.

b 3

According to a Consumer Reports Money Adviser

Chapter 1 Personal Financial Planning in Action

A comprehensive financial plan can enhance the quality of your life and increase
your satisfaction by reducing uncertainty about your future needs and resources. A
financial plan is a formalized report that summarizes your current financial situation,
analyzes your financial needs, and recommends future financial activities. You can
create this document on your own (by using the sheets at the end of each chapter) or
you can seek assistance from a financial planner or use a money management soft-
ware package.

Some of the advantages of personal financial planning include

e Increased effectiveness in obtaining, using, and protecting your financial
resources throughout your life.

¢ Increased control of your financial affairs by avoiding excessive debt,
bankruptcy, and dependence on others.

e Improved personal relationships resulting from well-planned and effectively
communicated financial decisions.

e A sense of freedom from financial worries obtained by looking to the future,
anticipating expenses, and achieving personal economic goals.

Many factors influence daily financial decisions, ranging
from age and household size to interest rates and inflation.
People in their 20s spend money differently from those in their
50s. Personal factors such as age, income, household size, and
personal beliefs influence your spending and saving patterns.
Your life situation or lifestyle is created by a combination of

reader survey, the worst money habits reported factors. . ) ' .

are too much low-interest savings, not monitoring As our society changes, different types of financial needs
investments, impulse spending, not enough evolve. Today people tend to get married at a later age, and
savings, and too much credit card debt. more households have two incomes. Many households are

adult life cycle The
stages in the family situation
and financial needs of an
adult.

values Ideas and
principles that a person
considers correct, desirable,
and important.

economics The study of
how wealth is created and
distributed.

headed by single parents. More than 2million women pro-

vide care for both dependent children and parents. We are
also living longer; over 80 percent of all Americans now living are expected to live
past age 65.

As Exhibit 1-1 shows, the adult life cycle—the stages in the family and financial
needs of an adult—is an important influence on your financial activities and decisions.
Your life situation is also affected by events such as graduation, dependent children
leaving home, changes in health, engagement and marriage, divorce, birth or adoption
of a child, retirement, a career change or a move to new area, or the death of a spouse,
family member, or other dependent.

In addition to being defined by your family situation, you are defined by your values—
the ideas and principles that you consider correct, desirable, and important. Values
have a direct influence on such decisions as spending now versus saving for the future
or continuing school versus getting a job.

Financial Planning in Our Economy

Daily economic activities have a strong influence on financial planning. Economics
is the study of how wealth is created and distributed. The economic environment
includes various institutions, principally business, labor, and government, that work
together to satisfy our needs and wants.

While various government agencies regulate financial activities, the Federal Reserve
System, our nation’s central bank, has significant responsibility in our economy.
The Fed, as it is called, is concerned with maintaining an adequate money supply. It
achieves this by influencing borrowing, interest rates, and the buying or selling of gov-
ernment securities. The Fed attempts to make adequate funds available for consumer
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EXhibit 1-1 Financial Planning Influences, Goals, and Activities

Life Situation Factors Affect Financial Planning Activities

Number and Age of

Age Marital Status Household Members Employment Situation
* 18-24 e single * no other household members e full-time student
e 25-34 e married e preschool children ¢ not employed
e 35-44 ¢ separated/divorced e elementary and secendary e full-time employment

school children or volunteer work

e 45-54 e widowed .
college students

e part-time employment

e 55-64 or volunteer work

dependent adul
® 65 and over

nondependent a

TIME TO TAKE ACTION ... COMMON FINANCIAL GOALS AND ACTIVITIES

® Obtain appropriae career e Accumulate an appropriate e Evaluate and select appropriate
training. emergency fund. investments.

e Create an effective financial
recordkeeping system.

e Purchase appropriate types and
amounts of insurance coverage.

e Establish and implement a plan for
retirement goals.

e Develop a regular savings and e Create and implement a flexible e Make a will and develop an estate
investment program. budget. plan.

If this is your Life Situation, you should . . . Specialized Financial Activities

Young, single (18-35) e Establish financial independence.
e Obtain disability insurance to replace income during prolonged
illness.

e Consider home purchase for tax benefit.

Young couple with children under 18 e Carefully manage the increased need for the use of credit.
¢ Obtain an appropriate amount of life insurance for the care of
dependents.

¢ Use a will to name guardian for children.

Single parent with
children under 18

e Obtain adequate amounts of health, life, and disability insurance.
e Contribute to savings and investment fund for college.
e Name a guardian for children and make other estate plans.

Young dual-income couple, no children e Coordinate insurance coverage and other benefits.
¢ Develop savings and investment program for changes in life situation
(larger house, children).

e Consider tax-deferred contributions to retirement fund.

Older couple (50+),
no dependent children at home

Mixed-generation household
(elderly individuals and
children under 18)

Older (50+), single

¢ Consolidate financial assets and review estate plans.

¢ Consider household budget changes several years prior to retirement.

¢ Plan retirement housing, living expenses, recreational activities, and
part-time work.

¢ Obtain long-term health care insurance and life/disability income for
care of younger dependents.

¢ Use dependent care service if needed.

¢ Provide arrangements for handling finances of elderly if they
becomeill.

e Consider splitting of investment cost, with elderly getting income
while alive and principal going to surviving relatives.

¢ Arrange for long-term health care coverage.
¢ Review will and estate plan.
¢ Plan retirement living facilities, living expenses, and activities.




Key Web Sites for
Global Business

www.businessweek
.com/globalbiz

www.globalfinancialdata.com

inflation Arise in the
general level of prices.

b 3
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spending and business expansion while keeping interest rates and consumer prices at
an appropriate level.

GLOBAL INFLUENCES The global economy can influence financial activities.
The U.S. economy is affected by both foreign investors and competition from foreign
companies. American businesses compete against foreign companies for the spend-
ing dollars of American consumers. When the level of exports of U.S.-made goods is
lower than the level of imported goods, more U.S. dollars leave the country than the
dollar value of foreign currency coming into the United States. This reduces the funds
available for domestic spending and investment. Also, if foreign companies decide not
to invest in the United States, the domestic money supply is reduced. This reduced
money supply can cause higher interest rates.

INFLATION Most people are concerned with the buying power of their money.
Inflation is a rise in the general level of prices. In times of inflation, the buying power
of the dollar decreases. For example, if prices increased 5 percent during the last year,
items that cost $100 then would now cost $105. This means more money is needed to
buy the same amount of goods and services.

Inflation is most harmful to people living on fixed incomes. Due to inflation,
retired people and others whose incomes do not change are able to afford fewer goods
and services. Inflation can also adversely affect lenders of money. Unless an adequate
interest rate is charged, amounts repaid by borrowers in times of inflation have less
buying power than the money they borrowed.

Inflation rates vary. During the late 1950s and early 1960s, the annual inflation rate
was in the 1 to 3 percent range. During the late 1970s and early 1980s, the cost of liv-
ing increased 10 to 12 percent annually. At a 12 percent annual inflation rate, prices
double (and the value of the dollar is cut in half) in about six years. To find out how
fast prices (or your savings) will double, use the rule of 72 Just divide 72 by the annual
inflation (or interest) rate.

EXAMPLE: RULE OF 72

An annual inflation rate of 4 percent, for example, means prices will double in
18 years (72 +~ 4 = 18). Regarding savings, if you earn 6 percent, your money
will double in 12 years (72 ~ 6 = 12).

More recently, the reported annual price increase for goods and services as mea-
sured by the consumer price index has been in the 2 to 4 percent range. The consumer
price index (CPI), computed and published by the Bureau
of Labor Statistics, is a measure of the average change in the
prices urban consumers pay for a fixed “basket” of goods
and services.
Inflation rates can be deceptive since the index is based
on items calculated in a predetermined manner. Many peo-

Consumer prices can change by very significant ple face hidden inflation since the cost of necessities (food,
amounts over time. The general price level in gas, health care), on which they spend the greatest propor-

the United States between 1970 and 1980 nearly
doubled. However, between 1990 and 2000,
average consumer prices rose about 34 percent.

tion of their money, may rise at a higher rate than nonessen-
tial items, which could be dropping in price. This results in
a reported inflation rate much lower than the actual cost-of-
living increase being experienced by consumers.

INTEREST RATES In simple terms, interest rates represent the cost of money. Like
everything else, money has a price. The forces of supply and demand influence interest
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rates. When consumer saving and investing increase the supply of money, interest rates
tend to decrease. However, as borrowing by consumers, businesses, and government
increases, interest rates are likely to rise.

Interest rates can have a major effect on financial planning. The earnings you
receive as a saver or an investor reflect current interest rates as well as a risk premium
based on such factors as the length of time your funds will be used by others, expected
inflation, and the extent of uncertainty about getting your money back. Risk is also a
factor in the interest rate you pay as a borrower. People with poor credit ratings pay a
higher interest rate than people with good credit ratings. Interest rates influence many
financial decisions.

Financial Planning Activities

To achieve a successful financial situation, you must coordinate various components
through an organized plan and wise decision making. Exhibit 1-2 presents an over-
view of the eight major personal financial planning areas.

OBTAINING You obtain financial resources from employment, investments, or
ownership of a business. Obtaining financial resources is the foundation of financial
planning, since these resources are used for all financial activities.

PLANNING Planned spending through budgeting is the key to achieving goals and
future financial security. Efforts to anticipate expenses along with making certain
financial decisions can help reduce taxes.

SAVING Long-term financial security starts with a regular savings plan for emer-
gencies, unexpected bills, replacement of major items, and the purchase of special
goods and services, such as a college education, a boat, or a vacation home. Once you
have established a basic savings plan, you may use additional money for investments
that offer greater financial growth.

BORROWING Maintaining control over your credit-buying habits will contribute
to your financial goals. The overuse and misuse of credit may cause a situation in which

Obtaining (Chapter 1)
(the receipt of income and
other financial resources)

Spending (Chapters 6, 7)
(analysis of purchasing
decisions for wise money use)

.

Planning (Chapters 2, 3)
(actions to determine future
financial directions)

Saving (Chapter 4)
(set aside funds for expected
and unexpected expenses)

!

Borrowing (Chapter 5)
(appropriate use of short- and
long-term credit plans)

.

Managing Risk (Chapters 8-10)
(insurance and other methods
to reduce financial uncertainty)

!

Investing (Chapters 11-13)
(accumulation of funds for
long-term financial security)

!

Retirement and Estate
Planning (Chapter 14)
(efforts to provide for post-career
years and transfer of assets)

Key Web Sites for
Economic Conditions
www.westegg.com/inflation
www.bls.gov
www.federalreserve.gov

www.bloomberg.com

Key Web Sites for
Obtaining
www.rileyguide.com

www.monster.com

Key Web Sites for
Planning

www.americasaves.org

WWW.irs.gov

Key Web Sites for
Savings
www.bankrate.com

www.fdic.gov

Key Web Sites for
Borrowing
www.finance-center.com

www.debtadvice.com

Exhibit 1-2

Components of Personal
Financial Planning



bankruptcy A set of

federal laws allowing you to
either restructure your debts

or remove certain debts.

Key Web Sites for
Spending
www.consumer.gov

www.autoweb.com

Key Web Sites for
Managing Risk
www.insure.com

www.insweb.com

Key Web Sites for
Investing

www.fool.com

www.cbsmarketwatch.com

Key Web Sites for

Retirement and Estate

Planning
WWW.Ssa.gov

www.aarp.org/financial/
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a person’s debts far exceed the resources available to pay those debts. Bankruptcy is
a set of federal laws allowing you to either restructure your debts or remove certain
debts. The people who declare bankruptcy each year may have avoided this trauma
with wise spending and borrowing decisions. Chapter 5 discusses bankruptcy in detail.

SPENDING Financial planning is designed not to prevent your enjoyment of life
but to help you obtain the items you want. Too often, however, people make pur-
chases without considering the financial consequences. Some people shop compul-
sively, creating financial difficulties. You should detail your living expenses and your
other financial obligations in a spending plan. Spending less than you earn is the only
way to achieve long-term financial security.

MANAGING RISK Adequate insurance coverage is another component of per-
sonal financial planning. Certain types of insurance are commonly overlooked in
financial plans. For example, the number of people who suffer disabling injuries or
diseases at age 50 is greater than the number who die at that age, so people may need
disability insurance more than they need life insurance. Yet surveys reveal that most
people have adequate life insurance but few have needed disability insurance.

INVESTING Although many types of investments are available, people invest for
two primary reasons. Those interested in current income select investments that pay
regular dividends or interest. In contrast, investors who desire long-term growth choose
stocks, mutual funds, real estate, and other investments with potential for increased
value in the future. You can achieve investment diversification by including a variety
of assets in your portfolio—these may include stocks, bond mutual funds, real estate,
and collectibles such as rare coins.

RETIREMENT AND ESTATE PLANNING Most people desire financial secu-
rity upon completion of full-time employment. But retirement planning also involves
thinking about your housing situation, your recreational activities, and possible part-
time or volunteer work.

Transfers of money or property to others should be timed, if possible, to minimize
the tax burden and maximize the benefits for those receiving the financial resources.
Knowledge of property transfer methods can help you select the best course of action
for funding current and future living costs, educational expenses, and retirement needs
of dependents.

1 What personal and economic factors commonly affect personal financial decisions?

2 For each of the following situations, indicate if the person would tend to “suffer” or tend to “benefit” from infla-

tion. (Circle your answer)

A person with money in a savings account. suffer benefit
A person who is borrowing money. suffer benefit
A person who is lending money. suffer benefit

A person receiving a fixed income amount. suffer benefit
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3 Listed here are the eight main components of personal financial planning. Circle one or more areas and des-

cribe an action that you might need to take in the next few months or years.

1. Obtaining 5. Spending

2. Planning 6. Managing risk

3. Saving 7. Investing

4, Borrowing 8. Retirement
estate planning

Apply Yourself!

Objective 1

Using Web research and discussion with others, calculate the inflation rate that reflects the change in price for items

frequently bought by you and your family.

Developing and Achieving Financial Goals

Why do so many Americans—Iliving in one of the richest countries in the world—have
money problems? The answer can be found in two main factors. The first is poor plan-
ning and weak money management habits in areas such as spending and the use of
credit. The other factor is extensive advertising, selling efforts, and product availability
that encourage overbuying. Achieving personal financial satisfaction starts with clear
financial goals.

Types of Financial Goals

What would you like to do tomorrow? Believe it or not, that question involves goal
setting, which may be viewed in three time frames:

e Short-term goals will be achieved within the next year or so, such as saving for a
vacation or paying off small debts.

o Intermediate goals have a time frame of two to five years.

e Long-term goals involve financial plans that are more than five years off, such
as retirement, money for children’s college education, or the purchase of a
vacation home.

Long-term goals should be planned in coordination with short-term and interme-
diate goals. Setting and achieving short-term goals is commonly the basis for moving
toward success of long-term goals. For example, saving for a down payment to buy a
house is a short-term goal that can be a foundation for a long-term goal: owning your
own home.

A goal of obtaining increased career training is different from a goal of saving
money to pay a semiannual auto insurance premium. Consumable-product goals usually

OBJECTIVE 2

Develop personal financial
goals.




> Developing Financial Goals

Based on your current situation or expectations for the future, create one or more financial goals based on this

four-step process:

STEP 1
Realistic goals for
your life situation

STEP 2
State goals in
measurable terms

STEP 3
Determine
time frame

STEP 4
Action to
be taken

(less than a year)

(2 to 5 years)

INTERMEDIATE GOALS| SHORT-TERM GOALS

LONG-TERM GOALS
(more than 5 years)

occur on a periodic basis and involve items that are used up relatively quickly, such as
food, clothing, and entertainment. Durable-product goals usually involve infrequently
purchased, expensive items such as appliances, cars, and sporting equipment; these
consist of tangible items. In contrast, many people overlook intangible-purchase goals.
These goals may relate to personal relationships, health, education, community service,
and leisure.

Goal-Setting Guidelines

An old saying goes, “If you don’t know where you’re going, you might end up some-
where else and not even know it.” Goal setting is central to financial decision mak-
ing. Your financial goals are the basis for planning, implementing, and measuring



Chapter 1 Personal Financial Planning in Action 1"

the progress of your spending, saving, and investing activities.
Exhibit 1-1 on page 5 offers typical goals and financial activi-
ties for various life situations.

Effective financial goals should be:

CAUTION! A survey conducted
by the Consumer Federation of
America (CFA) estimates that
more than 60 million American
households will probably fail to
realize one or more of their major
life goals largely due to a lack of a
comprehensive financial plan. In
households with annual incomes
of less than $100,000, savers who
say they have financial plans
report about twice as much sav-
ings and investments as savers
without plans.

* Realistic, based on your income and life situation. For
example, if you are a full-time student, expecting to buy
a new car each year is probably not realistic.

e Stated in specific, measurable terms, since having exact
goals will help you create a plan to achieve them.
For example, the goal of “accumulating $5,000 in an
investment fund within three years” is a clearer guide
to planning than the goal of “putting money into an
investment fund.”

* Based on a time frame, such as a goal to be achieved
in three years. A time frame helps you measure your
progress toward your financial goals.

* Action oriented, because your financial goals are the basis for the various
financial activities you will undertake. For example, “reducing credit card debt”
will likely mean a decreased use of credit.

Sheet 2 Setting Personal Financial
Goals

CONCEPT CHECK 1-2

1 What are some examples of long-term goals?

2 What are the main characteristics of useful financial goals?

3 Match the following common goals to the life situation of the people listed.

a. Pay off student loans A young couple without children.

b. Start a college savings fund

An older person living alone.

¢. Increase retirement contributions A person who just completed college.

d. Finance long-term care A single mother with a preschool daughter.

Apply Yourself!

Objective 2

Ask friends, relatives, and others about their short-term and long-term financial goals. What are some of the com-
mon goals for various personal situations?
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OBJECTIVE 3

Assess personal and
financial opportunity costs
associated with financial
decisions.

opportunity cost What
a person gives up by making
a choice.

time value of

money Increase in an
amount of money as a result
of interest earned.

Chapter 1 Personal Financial Planning in Action

Opportunity Costs and the Time
Value of Money

Have you noticed that you always give up something when you make choices? In every
financial decision, you sacrifice something to obtain something else that you consider
more desirable. For example, you might forgo current buying to invest funds for future
purchases or long-term financial security. Or you might gain the use of an expensive
item now by making credit payments from future earnings.

Opportunity cost is what you give up by making a choice. This cost, commonly
referred to as the trade-off of a decision, cannot always be measured in dollars. Oppor-
tunity costs should be viewed in terms of both personal and financial resources.

Personal Opportunity Costs

An important personal opportunity cost involves time that when used for one activ-
ity cannot be used for other activities. Time used for studying, working, or shopping
will not be available for other uses. Other personal opportunity costs relate to health.
Poor eating habits, lack of sleep, or avoiding exercise can result in illness, time away
from school or work, increased health care costs, and reduced financial security. Like
financial resources, your personal resources (time, energy, health, abilities, knowledge)
require planning and wise management.

Financial Opportunity Costs

You are constantly making choices among various financial decisions. In making
those choices, you must consider the time value of money, the increases in an amount
of money as a result of interest earned. Saving or investing a dollar instead of spend-
ing it today results in a future amount greater than a dollar. Every time you spend,
save, invest, or borrow money, you should consider the time value of that money as
an opportunity cost. Spending money from your savings account means lost interest
earnings; however, what you buy with that money may have a higher priority than
those earnings.

INTEREST CALCULATIONS Three amounts are used to calculate the time value
of money for savings in the form of interest earned:

e The amount of the savings (commonly called the principal).
e The annual interest rate.
¢ The length of time the money is on deposit.

These three items are multiplied to obtain the amount of interest. Simple interest is
calculated as follows:

Amount in .Annual Time
. interest X . = Interest
Savings period
rate

For example, $500 on deposit at 6 percent for six months would earn $15 ($500 X
0.06 X %, or Y5 year).
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You can calculate the increased value of your money from interest earned in two
ways: You can calculate the total amount that will be available later (future value),
or you can determine the current value of an amount desired in the future (present
value).

FUTURE VALUE OF A SINGLE AMOUNT Deposited money earns interest
that will increase over time. Future value is the amount to which current savings will
increase based on a certain interest rate and a certain time period. For example, $100
deposited in a 6 percent account for one year will grow to $106. This amount is com-
puted as follows:

Future value = $100 + ($100 X 0.06 X 1 year) = $106

f f

Original amount ~ Amount of
in savings interest earned

The same process could be continued for a second, third, and fourth year, but the
computations would be time-consuming. Future value tables simplify the process
(see Exhibit 1-3). To use a future value table, multiply the amount deposited by the
factor for the desired interest rate and time period. For example, $650 at 8 percent
for 10 years would have a future value of $1,403.35 ($650 X 2.159). The future value
of an amount will always be greater than the original amount. As Exhibit 1-3A
shows, all the future value factors are larger than 1. Future value computations may
be referred to as compounding, since interest is earned on previously earned interest.
Compounding allows the future value of a deposit to grow faster than it would if
interest were paid only on the original deposit.

The sooner you make deposits, the greater the future value will be. Depositing
$1,000 in a 5 percent account at age 40 will give you $3,387 at age 65. However, mak-
ing the $1,000 deposit at age 25 would result in an account
balance of $7,040 at age 65.

FUTURE VALUE OF A SERIES OF DEPOSITS Many
savers and investors make regular deposits. An annuity is a
series of equal deposits or payments. To determine the future
value of equal yearly savings deposits, use Exhibit 1-3B. For
this table to be used, the deposits must earn a constant inter-
est rate. If you deposit $50 a year at 7 percent for six years,
starting at the end of the first year, you will have $357.65 at
the end of that time ($50 X 7.153). The Figure It Out box on
this page presents examples of using future value to achieve
financial goals.

PRESENT VALUE OF A SINGLE AMOUNT Another aspect of the time value
of money involves determining the current value of an amount desired in the future.
Present value is the current value for a future amount based on a certain interest rate
and a certain time period. Present value computations, also called discounting, allow
you to determine how much to deposit now to obtain a desired total in the future.
Present value tables (Exhibit 1-3C) can be used to make the computations. If you
want $1,000 five years from now and you earn 5 percent on your savings, you need to
deposit $784 ($1,000 X 0.784). The present value of the amount you want in the future
will always be less than the future value. Note that all of the factors in Exhibit 1-3C
are less than 1 and interest earned will increase the present value amount to the desired
future amount.

13

future value The amount
to which current savings will
increase based on a certain
interest rate and a certain
time period; also referred to
as compounding.

Key Web Sites for
Time Value of Money

www.moneychimp.com/
calculator

www.rbccentura.com/tools

www.dinkytown.net

b 3

If you invest $2,000 a year (at 9 percent) from
ages 31 to 65, these funds will grow to $470,249
by age 65. However, if you save $2,000 a year
(at 9 percent) for only 9 years (ages 22 to 30), at
age 65 this fund will be worth $579,471! Most
important: Start investing something now!

present value The
current value for a future
amount based on a certain
interest rate and a certain
time period; also referred to
as discounting.
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EX h | b It 1 —3 A. Future Value of $1 (single amount)
. PERCENT

Time Value of Money

Tables (condensed) Year 5% 6% 7% 8% 9%
5 1.276 1.338 1.403 1.469 1.539
6 1.340 1.419 1.501 1.587 1.677
7 1.407 1.504 1.606 1.714 1.828
8 1.477 1.594 1.718 1.851 1.993
9 1.551 1.689 1.838 1.999 2.172

10 1.629 1.791 1.967 2.159 2.367

B. Future Value of a Series of Annual Deposits (annuity)

PERCENT
Year 5% 6% 7% 8% 9%
5 5.526 5.637 5.751 5.867 5.985
6 6.802 6.975 7.336 7.523
7 8.142 8.394 8.654 8.923 9.200
8 9.549 9.897 10.260 10.637 11.028
9 11.027 11.491 11.978 12.488 13.021
10 12.578 13.181 13.816 14.487 15.193
C. Present Value of $1 (single amount)
PERCENT
Year 5% 6% 7% 8% 9%
5 0.747 0.713 0.681 0.650
6 0.746 0.705 0.666 0.630 0.596
7 0.711 0.665 0.623 0.583 0.547
8 0.677 0.627 0.582 0.540 0.502
9 0.645 0.592 0.544 0.500 0.460
10 0.614 0.558 0.508 0.463 0.422

D. Present Value of a Series of Annual Deposits (annuity)

PERCENT

Year 5% 6% 7% 8% 9%
5 4.329 4212 4.100 3.993 3.890
6 5.076 4917 4.767 4623 4.486
7 5.786 5.582 5.389 5.206 5.033
8 6.463 6.210 5.971 5.747 5.535
9 7.108 6.802 6.515 5.995
10 7.722 7.360 7.024 6.710 6.418

Note: See the appendix at the end of this chapter for more complete future value and present value tables.



Achieving specific financial goals often requires regular
deposits to a savings or investment account. By using
time value of money calculations, you can determine
the amount you should save or invest to achieve a spe-
cific goal for the future.

EXAMPLE 1

Jonie Emerson has two children who will start college in
10 years. She plans to set aside $1,500 a year for her chil-
dren’s college educations during that period and esti-
mates she will earn an annual interest rate of 5 percent
on her savings. What amount can Jonie expect to have
available for her children’s college educations when
they start college?

CALCULATION:

Future value of a series of deposits,
$1,500 X 5%, 10 years
$1,500 X 12.578 (Exhibit 1 — 3B) = $18,867

EXAMPLE 2

Don Calder wants to accumulate $50,000 over the next
10 years as a reserve fund for his parents’ retirement
living expenses and health care. If he earns an average
of 8 percent on his investments, what amount must he
invest each year to achieve this goal?

CALCULATION:

. Future value of a series of deposits,
$50,000 8%, 10 years
$50,000 ~ 14.487 (Exhibit 1 — 3B) = $3,452.80

Don needs to invest approximately $3,450 a year for

10 years at 8 percent to achieve the desired financial
goal.

PRESENT VALUE OF A SERIES OF DEPOSITS You may also use present
value computations to determine how much you need to deposit so that you can take
a certain amount out of the account for a desired number of years. For example, if
you want to take $400 out of an investment account each year for nine years and your
money is earning an annual rate of 8 percent, you can see from Exhibit 1-3D that you
would need to make a current deposit of $2,498.80 ($400 X 6.247).

The formulas for calculating future and present values, as well as tables covering
additional interest rates and time periods, are presented in the appendix to this chap-
ter. Computer programs and financial calculators may also be used for calculating

time value of money.

CONCEPT CHECK 1-3

1 What are some examples of personal opportunity costs?

Sheet 3 Achieving Financial Goals
Using Time Value of Money

2 What does time value of money measure?
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3 Use the time value of money tables in Exhibit 1-3 to calculate the following:

a. The future value of $100 at 7 percent in 10 years.

b. The future value of $100 a year for six years earning 6 percent.

¢. The present value of $500 received in eight years with an interest rate of 8 percent.

Apply Yourself!

Objective 3

What is the relationship between current interest rates and financial opportunity costs? Using time value of money
calculations, state one or more goals in terms of an annual savings amount and the future value of this savings
objective.

A Plan for Personal Financial Planning

We all make hundreds of decisions each day. Most of these decisions are quite simple
OBJECTIVE 4 and have few consequences. However, some are complex and have long-term effects on

our personal and financial situations, as shown here:
Implement a plan for

making personal financial
and career decisions.

INCOME (sources of funds)

l

e for daily living expenses e for long-term e to provide local and
e for major expenditures financial security global assistance to
o for recreational activities those in need

While everyone makes decisions, few people consider how to make better decisions.
As Exhibit 1-4 shows, the financial planning process can be viewed as a six-step pro-
cedure that can be a adapted to any life situation.
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Review and
revise the 2 Develop your
financial goals

financial plan |

5 The Financial
Create and Planning Process 3
implement
your
financial Identify
action alternative
plan Evaluate alternatives courses of
Assess Consider ;
4 o risk e life situation action
e time value of money e personal values
(opportunity cost) e economic factors

STEP 1: DETERMINE YOUR CURRENT FINANCIAL SITUATION In this
first step, determine your current financial situation regarding income, savings, living
expenses, and debts. Preparing a list of current asset and debt balances and amounts
spent for various items gives you a foundation for financial planning activities. The
personal financial statements discussed in Chapter 2 will provide the information
needed in this phase of financial decision making.

STEP 1 Example

Carla Elliot plans to complete her college degree in the next two years. She
works two part-time jobs in an effort to pay her educational expenses. Cur-
rently, Carla has $700 in a savings account and existing debt that includes a
$640 balance on her credit card and $2,300 in student loans. What additional
information should Carla have available when planning her personal finances?

Example From Your Life

What actions have you taken to determine your current financial situation?

STEP 2: DEVELOP YOUR FINANCIAL GOALS You should periodically
analyze your financial values and goals. The purpose of this analysis is to differenti-
ate your needs from your wants. Specific financial goals are vital to financial plan-
ning. Others can suggest financial goals for you; however, you must decide which goals
to pursue. Your financial goals can range from spending all of your current income
to developing an extensive savings and investment program for your future financial
security.

STEP 2 Example

The main financial goals of Carla Elliot for the next two years are to complete
her college degree and to maintain or reduce the amounts owed. What other
goals might be appropriate for Carla?

(continued)

Exhibit 1-4

The Financial Planning
Process

17
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Example From Your Life
Describe some short-term or long-term goals that might be appropriate for
your life situation.
STEP 3: IDENTIFY ALTERNATIVE COURSES OF ACTION Developing
alternatives is crucial when making decisions. Although many factors will influence
the available alternatives, possible courses of action usually fall
I into these categories:

7 *  Continue the same course of action. For example, you may
determine that the amount you have saved each month is
still appropriate.

According to the National Endowment for e Expand the current situation. You may choose to save a
Financial Education, 70 percent of major lottery larger amount each month.

winners end up with financial difficulties. These
winners often squander the funds awarded
them, while others overspend and many end up
declaring bankruptcy. Having more money does

*  Change the current situation. You may decide to use
a money market account instead of a regular savings
account.

not automat]ca”y mean mak]ng better financial e Tuke a new course OfClC[iOI’l. You may decide to use your

planning choices.

monthly saving budget to pay off credit card debts.

Not all of these categories will apply to every decision; how-

ever, they do represent possible courses of action. For example, if

you want to stop working full time to go to school, you must generate several alternatives

under the category “Take a new course of action.” Creativity in decision making is vital

to effective choices. Considering all of the possible alternatives will help you make more

effective and satisfying decisions. For instance, most people believe they must own a car

to get to work or school. However, they should consider other alternatives such as public
transportation, carpooling, renting a car, shared ownership of a car, or a company car.

Remember, when you decide not to take action, you elect to “do nothing,” which

can be a dangerous alternative.

STEP 3 Example

To achieve her goals, Carla Elliot has several options available. She could reduce
her spending, seek a higher-paying part-time job, or use her savings to pay off
some of her debt. What additional alternatives might she consider?

Example From Your Life

List various alternatives for achieving the financial goals you identified in the
previous step.

STEP 4: EVALUATE YOUR ALTERNATIVES You need to evaluate possible
courses of action, taking into consideration your life situation, personal values, and
current economic conditions. How will the ages of dependents affect your saving
goals? How do you like to spend leisure time? How will changes in interest rates affect
your financial situation?
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CONSEQUENCES OF CHOICES Every decision closes off alternatives. For
example, a decision to invest in stock may mean you cannot take a vacation. A deci-
sion to go to school full-time may mean you cannot work full-time. Opportunity cost is
what you give up by making a choice. These trade-offs cannot always be measured in
dollars. However, the resources you give up (money or time) have a value that is lost.

EVALUATING RISK Uncertainty is also a part of every decision. Selecting a col-
lege major and choosing a career field involve risk. What if you don’t like working in
this field or cannot obtain employment in it? Other decisions involve a very low degree
of risk, such as putting money in an insured savings account or purchasing items that
cost only a few dollars. Your chances of losing something of great value are low in
these situations.

In many financial decisions, identifying and evaluating risk are difficult. Common
risks to consider include:

e Inflation risk, due to rising or falling (deflation) prices that cause changes in
buying power.

e Interest rate risk, resulting from changes in the cost of money, which can affect
your costs (when you borrow) and benefits (when you save or invest).

e Income risk may result from a loss of a job or encountering illness.

¢ Personal risk involves tangible and intangible factors that create a less than
desirable situation, such as health or safety concerns.

¢ Liquidity risk, when savings and investments that have potential for higher
earnings are difficult to convert to cash or to sell without significant loss in

value. E

The best way to consider risk is to gather information <

based on your experience and the experiences of others and 2
. . . . .

to use financial planning information sources. aQ.gQ Yyou kq\ o !

FINANCIAL PLANNING INFORMATION SOURCES

. .. . .. More than 4 billion people around the world live
Relevant information is required at each stage of the decision-

on $2 or less a day. GlobalGiving is an online

making process. In addition to this book, common sources marketplace that connects potential donors to the
available to help you with your financial decisions include causes in various countries. You select a project,
(1) the Internet; (2) financial institutions, such as banks, make a tax-deductible donation, and get regular
credit unions, and investment companies; (3) media sources, progress updates—so you can see the difference
such as newspapers, magazines, television, and radio; and you are making. More than 450 prescreened local,
(4) financial specialists, such as financial planners, insurance community-based projects may be viewed at www.

agents, investment advisers, credit counselors, lawyers, and globalgiving.org.

tax preparers.

STEP 4 Example

As Carla Elliot evaluates her alternative courses of action, she should consider
both her short-term and long-term situations. What risks and trade-offs should
Carla consider?

Example From Your Life

In your life, what types of risks might be encountered when planning and
implementing various personal financial activities?
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Tactics for Surviving a Financial Crisis

Financial uncertainty can affect every aspect of our soci-
ety. Everyone is concerned about the influence of weak
economic prospects on personal financial actions. Most
wise personal financial planning strategies advocated
during strong economic times are equally valid during
downturns. Fundamental personal economic decision
making can serve individuals and households in all cir-
cumstances. For each of these recommended actions,
consider an action you might take:

e Reduce your use of debt. While you may be tempted
to pay for various items with a credit card, make
every attempt to resist that action. Avoid additional
debt in a time of economic uncertainty.

Actions you might take

e Reduce spending. Difficult times require difficult
actions. Decide which budget items can be
eliminated or reduced. This action will allow you
to better control your short-term and long-term
financial situation.

Actions you might take

e Review the safety of your savings. Make sure your
accounts in banks and credit unions are within the
limits covered by federal deposit insurance.

Actions you might take

e Evaluate insurance coverages. While you may
be tempted to reduce spending by reducing
insurance costs, be sure you have adequate
coverage for life, health, home, and motor
vehicles. Savings can be gained by comparing
various insurance companies.

Actions you might take

¢ Avoid financial scams. People are desperate in poor
economic times. This can make you more vulnerable
to investment fraud, credit repair swindles, and
other financial planning deceptions. Obtain
complete information before taking action. Don't
rush into a “too good to be true” situation.

Actions you might take

e Communicate with family members. Talking about
the economic difficulties and financial uncertainty
can reduce personal and household anxiety. These
discussions can have benefits for the present as well as
preparing children for financial situations they will likely
encounter in their lifetime. Involve them in decisions
that might be necessary to reduce family spending.

Actions you might take

Remember, these suggestions can be valid for every
financial situation in every economic setting. Your abil-
ity to know and use wise personal finance strategies will
serve you in every stage of your life and in every stage
of the business cycle.

For additional suggestions for personal financial
actions in difficult times, consider these sources:

“200+ Tools for Surviving the Economic Crisis” at
http://mashable.com/2008/10/16/economic-crisis/

“Tips for Surviving a Recession with Your Personal
Finances Intact” at www.yieldingwealth.com/tips-for-
surviving-a-recession-with-your-personal-finances-
intact/

Sources: “Your money: What to do now. Expert advice on how
to ride out the financial storm,” Consumer Reports, December
2008, pp. 16-19; “Talk Your Teen through Tough Economic
Times” by Jennifer Barrett, Money, Feb 2009, p. 32.

STEP 5: CREATE AND IMPLEMENT YOUR FINANCIAL ACTION PLAN
You are now ready to develop an action plan to identify ways to achieve your
goals. For example, you can increase your savings by reducing your spending or by
increasing your income through extra time on the job. If you are concerned about
year-end tax payments, you may increase the amount withheld from each paycheck,
file quarterly tax payments, or shelter current income in a tax-deferred retirement

program.

To implement your financial action plan, you may need assistance from others. For
example, you may use the services of an insurance agent to purchase property insur-
ance or the services of an investment broker to purchase stocks, bonds, or mutual
funds. Exhibit 1-5 offers a framework for developing and implementing a financial
plan, along with examples for several life situations.
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Exhibit 1-5 Financial Planning in Action

More than a
Year from
Now

Now ® Within a Year

More than a
Year from Now

Examples  Now ® Within a Year

Life situation: Single parent

eecsscccssessscssssess e Make regulardepositstoa savings ¢ Obtain life insur_ance for
il Goal: Provide $20,000 college fund plan such as certificates of deposit dependent care in case of
in 10 years premature death

STEP 5 Example

Carla has decided to reduce her course load and work longer hours in an effort
both to reduce her debt level and to increase the amount she has in savings.
What are the benefits and drawbacks of this choice?

Example From Your Life

Describe the benefits and drawbacks of a financial situation you have encoun-
tered during the past year.

STEP 6: REVIEW AND REVISE YOUR PLAN Financial planning is a dynamic
process that does not end when you take a particular action. You need to regularly
assess your financial decisions. You should do a complete review of your finances at
least once a year. Changing personal, social, and economic factors may require more
frequent assessments.



LOWDOWN | To cope with a shrinking portfolio, we suggest that you set spending
priorities, tune out the noise and keep your cool. by laura cohn

What You Need to know ABOUT
FINANCIAL STRESS

1. This too will pass. Same
thing Mom told you when you
flunked your first driver’s-license
test. In the meantime, talk it out.
Ari Kiey, a psychiatrist, stock-trad-
ing coach and author of Mastering
Trading Stress, suggests building a
network of friends and meeting
regularly. Hire a facilitator to keep
the conversation going. The outsider
adds an element of objectivity—
and makes the sessions less emo-
tional. Plus, your concerns will get
out into the open. If your worries
stay locked up in your head, they

can spin out of control.

2. Work it off. Dust off your
running shoes or sign up for a
yoga class. After all, none other
than bond guru Bill Gross stays
centered by practicing yoga five
days a week.

3. Get in touch with your inner
investor. If you understand how
you’re hardwired, you’ll know what
questions to fire at your financial
adviser. To test what kind of inves-
tor you are, go to TransAmerica’s
retirement home page
(www.securepathbytransamerica
.com) and click on the link for

taking the “change profile” quiz.
TransAmerica groups investors
into four categories: Venturers,
Adapters, Anchoreds and
Pursuers. Each personality has

its strengths and shortcomings.
Venturers, for instance, may be so
willing to try new things that they
overestimate how prepared they
are in uncertain economic times.
Likewise, Adapters may be so
focused on going with the flow that
they don’t maximize their returns.

4.Take a news break. There’s
no need to watch the Dow every
minute of the day. And don’t sub-
ject yourself to the 24-hour news
cycle, says Chris Holman, senior
executive coach at consulting firm
Client-Wise LLC. Turn off the TV,
shut off the radio and recognize
that headlines are just fragments of
the bigger picture. “Headlines are
a lagging indicator, not a leading
indicator,” says Holman.

5. Curb your spending. Focus
on what you can control by priori-
tizing your expenses. For example,
if you take your family out to din-
ner every Sunday, maybe order

in a pizza instead. If your kids

usually go to sleep-away camp,

you might want to delay signing
them up until later in the year.
Your company may already be
doing the same thing. Some 19%
of employers have eliminated
perks or plan to do so in the next
year, according to a survey by
consulting firm Watson Wyatt.

6. Unplug and play. Turn off the
computer and put away the Wii.
Spend time on inexpensive activi-
ties that bring you pleasure, such as
hosting a potluck dinner for friends.
Break out your favorite board
game, or romp in the sandbox with
your toddler. “Play connects you
with other people and reminds you
that, in the end, relationships are
more important than money,” says
Lisa Kirchenbauer, president of
Kirchenbauer Financial Manage-
ment” Consulting.

SOURCE: Reprinted by permission from the February issue of Kiplinger’s Personal Finance. Copyright © 2009 The Kiplinger Washington
Editors, Inc.

1. Explain how these suggested actions might be applied to various financial planning decisions:
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2. Which of these actions might be most useful to you when considering various financial planning activities?

3. What information is available at www.kiplinger.com that might be of value when making personal
financial decisions?
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When life events affect your financial needs, this financial planning process will
provide a vehicle for adapting to those changes. A regular review of this decision-
making process will help you make priority adjustments that will bring your financial
goals and activities in line with your current life situation.

STEP 6 Example

Over the next 6 to 12 months, Carla Elliot should reassess her financial, per-
sonal, and educational situation. What types of circumstances might occur that
could require that Carla take a different approach to her personal finances?

Example from Your Life

What factors in your life might affect your personal financial situation and
decisions in the future?

Career Choice and Financial Planning

Have you ever wondered why some people find great satisfaction in their work while
others only put in their time? As with other personal financial decisions, career selec-
tion and professional growth require planning. The average person changes jobs seven
times during a lifetime. Most likely, therefore, you will reevaluate your choice of a job
on a regular basis. The lifework you select is a key to your financial well-being and
personal satisfaction.

Like other decisions, career choice and professional development alternatives have
risks and opportunity costs. In recent years, many people have placed family and per-
sonal fulfillment above monetary reward and professional recognition. Career choices
require periodic evaluation of trade-offs related to personal, social, and economic
factors.

In addition, changing personal and social factors will require you to continu-
ally assess your work situation. The steps of the financial planning process can
provide an approach to career planning, advancement, and career change. Your
career goals will affect how you use this process. If you desire more responsibility
on the job, for example, you may decide to obtain advanced training or change
career fields. Appendix A provides a plan for obtaining employment and profes-
sional advancement.

Your Career Planning Decisions

Based on the your current or future career situation, describe how you might
use the Financial Planning Process (Exhibit 1-4, p. 17) to plan and implement an
employment decision.
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Chapter 1 Personal Financial Planning in Action

Sheet 4 Planning Your Career

CONCEPT CHECK 1-4

1 What actions might a person take to identify alternatives when making a financial decision?

2 Why are career planning activities considered to be personal financial decisions?

3 For the following situations, identify the type of risk being described.

Not getting proper rest and exercise.

Not being able to obtain cash from a certificate of deposit before the maturity date.

Taking out a variable rate loan when rates are expected to rise.

Training for a career field with low potential demand in the future.

4 For the following main sources of personal finance information, list a specific Web site, organization, or person
whom you might contact in the future.

Type of information Specific source Contact information
Web site

Financial institution

Media source

Financial specialist

Apply Yourself!

Objective 4

Prepare a list of questions that might be asked of a financial planning professional by (a) a young person just start-
ing out on his or her own, (b) a young couple planning for their children’s education and for their own retirement,
and (c) a person nearing retirement.
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Reconsider your responses to the “Getting Personal” ques-
tions at the beginning of the chapter. For more effective
personal financial planning and goal setting:

Consider information from several sources when
making financial decisions, including various Web
sites and Appendix B on page 510.

Have specific, written financial goals that you review
on a regular basis. To start (or continue) planning your
financial goals, use the “Personal Finance in Practice:
Developing Financial Goals” box on page 10.

Use future value and present value computations to
help you achieve personal financial goals. Calculators

are available at www.dinkytown.net, www.money-
chimp.com/calculator, www.rbccentura.com/tools.

e Assess potential risks. Some risks are minor with
limited consequences, others can have long-term
effects. Inflation and interest rates will influence your
financial decisions. Information on changing eco-
nomic conditions is available at www.bls.gov, www.
federalreserve.gov, and www.bloomberg.com.

What did you learn in this chapter that could help you
make better personal financial planning decisions?

Chapter Summary

Objec tive 1  Financial decisions are affected by a per-
son’s life situation (income, age, household size, health), per-
sonal values, and economic factors (prices, interest rates, and
employment opportunities). The major elements of financial
planning are obtaining, planning, saving, borrowing, spending,
managing risk, investing, and retirement and estate planning.

Objective 2 Financial goals should (1) be realistic;
(2) be stated in specific, measurable terms; (3) have a time
frame; and (4) indicate the type of action to be taken.

ObjGCZ’/V@ 3 Every decision involves a trade-off with
things given up. Personal opportunity costs include time,

effort, and health. Financial opportunity costs are based on
the time value of money. Future value and present value cal-
culations enable you to measure the increased value (or lost
interest) that results from a saving, investing, borrowing, or
purchasing decision.

Obj@CfiVé? 4 Personal financial planning involves the
following process: (1) determine your current financial situ-
ation; (2) develop financial goals; (3) identify alternative
courses of action; (4) evaluate alternatives; (5) create and
implement a financial action plan; and (6) review and revise
the financial plan.

Key Terms
adult life cycle 4 future value 13 present value 13
bankruptcy 8 inflation 6 time value of money 12

economics 4
financial plan 4

opportunity cost 12

values 4

personal financial planning 3

Self-Test Problems

1. The Rule of 72 provides a guideline for determining how long it takes your money to double. This rule can also be used
to determine your earning rate. If your money is expected to double in 12 years, what is your rate of return?
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2. If you desire to have $10,000 in savings eight years from now, what amount would you need to deposit in an account that
earns 5 percent?

Self-Test Solutions

1. Using the Rule of 72, if your money is expected to double in 12 years, you are earning approximately 6 percent
(72 + 12 years = 6 percent).

2. To calculate the present value of $10,000 for eight years at 5 percent, use Exhibit 1-3C, p. 14 (or Exhibit 1-C, p. 42):
$10,000 X 0.677 = $6,770

(Note: Some of these problems require the use of the time value of money tables in the chapter appendix.)

1. Using the rule of 72, approximate the following amounts. (Obj. 1)

a. If the value of land in an area is increasing 6 percent a year, how long will it take for property values to double?
b. If you earn 10 percent on your investments, how long will it take for your money to double?
¢. At an annual interest rate of 5 percent, how long will it take for your savings to double?

2. In the early 2000s, selected automobiles had an average cost of $15,000. The average cost of those same automobiles is
now $18,000. What was the rate of increase for these automobiles between the two time periods? (Obj. 1)

3. A family spends $34,000 a year for living expenses. If prices increase by 4 percent a year for the next three years, what
amount will the family need for their living expenses after three years? (Obj. 1)

4. Ben Collins plans to buy a house for $120,000. If that real estate is expected to increase in value by 5 percent each year,
what will its approximate value be seven years from now? (Obj. 1)

5. What would be the yearly earnings for a person with $6,000 in savings at an annual interest rate of 5.5 percent? (Obj. 3)
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6. Using time value of money tables (Exhibit 1-3 or chapter appendix tables), calculate the following. (Obj. 3)

a. The future value of $450 six years from now at 7 percent.

b. The future value of $800 saved each year for 10 years at 8 percent.

¢. The amount a person would have to deposit today (present value) at a 6 percent interest rate to have $1,000 five years
from now.

d. The amount a person would have to deposit today to be able to take out $500 a year for 10 years from an account earn-
ing 8 percent.

7. If you desire to have $10,000 for a down payment for a house in five years, what amount would you need to deposit
today? Assume that your money will earn 5 percent. (Obj. 3)

8. Pete Morton is planning to go to graduate school in a program of study that will take three years. Pete wants to have
$10,000 available each year for various school and living expenses. If he earns 4 percent on his money, how much must he
deposit at the start of his studies to be able to withdraw $10,000 a year for three years? (Obj. 3)

9. Carla Lopez deposits $3,000 a year into her retirement account. If these funds have an average earning of 8 percent over
the 40 years until her retirement, what will be the value of her retirement account? (Obj. 3)

10. If a person spends $10 a week on coffee (assume $500 a year), what would be the future value of that amount over 10
years if the funds were deposited in an account earning 4 percent? (Obj. 3)

11. A financial company that advertises on television will pay you $60,000 now for annual payments of $10,000 that you are
expected to receive for a legal settlement over the next 10 years. If you estimate the time value of money at 10 percent,
would you accept this offer? (Obj. 3)
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12. Tran Lee plans to set aside $1,800 a year for the next six years, earning 4 percent. What would be the future value of this

savings amount? (Obj. 3)

13. If you borrow $8,000 with a 5 percent interest rate to be repaid in five equal payments at the end of the next five years, what
would be the amount of each payment? (Note: Use the present value of an annuity table in the chapter appendix.) (Obj. 3)

Questions

1. In your opinion, what is the main benefit of wise financial planning?

A W N

concerns be minimized?

. What factors in an economy might affect the level of interest rates?
. Describe risks that you might encounter when making financial decisions over the next few years.

. What are possible drawbacks associated with seeking advice from a financial planning professional? How might these

5. Talk with several people about their career choices. How have their employment situations affected their financial planning

activities?

Case in Point

NOW WHAT SHOULD I DO . . .?

When Nina opened the letter from her aunt, she discov-
ered a wonderful surprise. “My aunt has given me a gift of
$12,000!”

“Why would she do that?” mused Kevin.

“I guess her investments have increased in value by much
more than she needs. She wants to share it with family mem-
bers.” Nina shrugged, still in a little bit of shock. “I wonder
what I should do with the money?”

“Wow, I could easily use $100,000 instead of $12,000!” Nina
laughed. “So what should I do?”

“Some financial advisers recommend not doing anything for
at least six months,” warned Kevin. “You might be tempted
to buy on impulse instead of spending the money on things
with lasting value.”

“Well now I'm really not sure what to do!”

“Oh, I have some suggestions for you . . .” Kevin said.

Recovering herself, Nina teased, “Wait a minute! When did
this become our money?”

Kevin threw his hands in the air, “Hey, I just thought I'd
offer some ideas.”

After some discussion, Nina considered the following uses
for the money:

Credit card debt—use a portion of the money to pay off
credit card bills from her last vacation.

Savings—set aside money for a down payment on a house.

Long-term investments—invest the money in a tax-deferred
retirement account.

Career training—use the money for technology certification
courses to enhance her earning power.

Community donations—contribute funds to a homeless shel-
ter and a world hunger relief organization.

Questions

1. What additional information about Nina must be
known before determining which areas of financial
planning should be her top priority?

2. How might time value of money calculations be used by
Nina in her decision-making process?

3. What actions do you recommend that Nina take before
making a final decision about the use of these funds?
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Continuing Case

Vikki Rococo (age 22) graduated from college two months ago. She is currently living with her parents, Dave and Amy (ages 47
and 45), to save money and begin to pay off her student loans. She used most of her existing cash to purchase her used car (cur-
rent value: $8000). Vikki is working at a local company processing 401(k) plan benefits and the experience has motivated her
to immediately start investing for her retirement. She currently has a $15,000 student loan (at 6.8% annual interest) and $2,000
of credit card debt (at 21%). When she moved back home, Vikki signed a contract with her parents that states that she will pay
them $200/month rent until she moves out in one year. Her dad’s hours at work were recently cut and her parents are living on
a limited income so they appreciate the rent money.

Vikki’s financial statistics are shown below:

Assets Income Student loan $250
Checking account $1,500 Gross annual salary $40,000 Car loan $200
Car $8,000 (before taxes) Credit card payments $40
401(k) balance $500 $2,333 monthly pay after-taxes Entertainment $100
Gas/repairs $150
Liabilities Monthly Expenses
Student loan $15,000 Rent $200 Retirement savings
Credit card balance $2,000 Food $100 401(k) $500 per month, plus 50%

employer match on the first 7% of pay

Questions

1. Given her current situation, what do you think Vikki’s short-term goals are? What about her long-term goals? How do they
compare to her parent’s goals?

2. What types of time value of money calculations would be helpful for Vikki?

3. What do you think is Vikki’s most challenging part of the Financial Planning Process (Exhibit 1-4, page 17)?

4. How can she use Your Personal Financial Plan sheets 1-4?

Spending Diary

“1 FIRST THOUGHT THIS PROCESS WOULD BE A WASTE OF TIME, BUT THE INFORMATION
HAS HELPED ME BECOME MUCH MORE CAREFUL OF HOW | SPEND MY MONEY.”

Nearly everyone who has made the effort to keep a daily spending diary has found it beneficial. While at first the process may
seem tedious, after a while recording this information becomes easier and faster.
Directions

Using the Daily Spending Diary sheets provided at the end of the book, record every cent of your spending each day in the

categories provided. Or you may create your own format to monitor your spending. You can indicate the use of a credit card

with (CR). This experience will help you better understand your spending patterns and identify desired changes you might want

to make in your spending habits.

Questions

1. What did your daily spending diary reveal about your spending habits? What areas of spending might you consider
changing?

2. How might your daily spending diary assist you when identifying and achieving financial goals?

The Daily Spending Diary sheets are located in Appendix C at the end of the book and on the student Web site,
www.mhhe.com/kdh.
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Name: Date:

Personal Financial Data

Financial Planning Activities: Complete the information request to provide a quick reference for vital
household data.

Suggested Web Sites: www.money.com www.kiplinger.com

Name
Birthdate
Marital Status
Address

Phone

e-mail

Social Security No.

Drivers License No.

Place of Employment
Address

Phone

Position

Length of Service

Checking Acct. No.

Financial Inst.
Address

Phone

Dependent Data

Name Birthdate Relationship Social Security No.

What's Next for Your Personal Financial Plan?

¢ Identify financial planning experts (insurance agent, banker, investment adviser, tax preparer, others) you
might contact for financial planning information or assistance.
e Discuss with other household members various financial planning priorities.
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Name: Date:

Setting Personal Financial Goals

N

Financial Planning Activities: Based on personal and household needs and values, identify specific goals that
require action for your life.

-
O Suggested Web Sites: www.financialplan.about.com www.money.com
(e
©
iy Short-Term Monetary Goals (less than two years)
(-
© Amount Months Action
E Description needed to achieve to be taken Priority
L_I_ Example: pay off $850 12 Use money from pay raise High
(qo] credit card debt
-
@)
(V2]
—
)
O
—
D)
>C_) Intermediate and Long-Term Monetary Goals
Amount Months Action
Description needed to achieve to be taken Priority

Nonmonetary Goals

Description Time frame Actions to be taken
Example: set up file for personal next 2-3 months locate all personal and financial records
financial records and documents and documents; set up files for various

spending, saving, borrowing categories

What's Next for Your Personal Financial Plan?

e Based on various financial goals, calculate the savings deposits necessary to achieve those goals.
¢ |dentify current economic trends that might influence various saving, spending, investing, and borrowing
decisions.




Name: Date:

Achieving Financial Goals Using Time Value of Money

Financial Planning Activities: Calculate future and present value amounts related to specific financial goal using
time value of money tables, a financial calculator, spreadsheet software, or an online calculator.

-
Suggested Web Sites: www.moneychimp.com/calculator www.rbccentura.com/tools O
(an
Future Value of a Single Amount 8
1. To determine future value of (-
a single amount future future )
. . current . (-
2. To determine interest amount times value equals value —
lost when cash purchases are made factor amount L
(Use Exhibit 1-A in Chapter 1 g
appendix.) $_ X $_ = $
@)
el
Future Value of a Series of Deposits QL
(an
1. To determine future values of u
regular savings deposits regular fll‘t“ref future )
. . value o
2. To determine future value of deposit times annuity equals value O
regular retirement deposits amount factor amount >
(Use Exhibit 1-B in Chapter 1
appendix.) $_ X $_ = $_

Present Value of a Single Amount

1. To determine an amount to be
. . future present present
deposited now that will grow .
. amount times value equals value
to desired amount desired factor amount
(Use Exhibit 1-C in Chapter 1
appendix.) $ X $ = $

Present Value of a Series of Deposits

1. To determine an amount that regular present
can be withdrawn on a amount . value of present
. times . equals value
regular basis to be annuity ¢
. . withdrawn factor amoun
(Use Exhibit 1-D in Chapter 1
appendix.) $ X $ = $

What's Next for Your Personal Financial Plan?

e Describe some situations in which you could use time value of money calculations for achieving various
personal financial goals.
¢ What specific actions are you taking to achieve various financial goals?




Name: Date:

Planning Your Career

Financial Planning Activities: Research and plan various actions related to obtaining employment.

Suggested Web Sites: www.monster.com www.careerjournal.com

Career area, job titles

Useful career information
sources—Web sites, books

Career contacts (name, title,
organization, address, phone,

e-mail, organization Web site)
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Informational interview 1.
questions about the career 2.
field, industry 3.
Key items to include 1.
in my résumé 2.

3.
Key points to emphasize 1.
in my cover letters 2.
Interview questions 1.
I should practice 2.
answering 3.
Interview questions to 1.
ask the organization 2.

Other career planning,
job search ideas

What's Next for Your Personal Financial Plan?

e Talk with various people who have worked in the career fields of interest to you.
e Outline a plan for long-term professional development and career advancement.




Time Value of Money

e “If I deposit $10,000 today, how much will I have for a down payment on a
house in five years?”

* “Will $2,000 saved each year give me enough money when I retire?”

e “How much must I save today to have enough for my children’s college education?”

The time value of money, more commonly referred to as interest, is the cost of money
that is borrowed or lent. Interest can be compared to rent, the cost of using an apart-
ment or other item. The time value of money is based on the fact that a dollar received
today is worth more than a dollar that will be received one year from today, because
the dollar received today can be saved or invested and will be worth more than a dollar
a year from today. Similarly, a dollar that will be received one year from today is cur-
rently worth less than a dollar today.

The time value of money has two major components: future value and present value.
Future value computations, which are also referred to as compounding, yield the amount
to which a current sum will increase based on a certain interest rate and period of time.
Present value, which is calculated through a process called discounting, is the current
value of a future sum based on a certain interest rate and period of time.

In future value problems, you are given an amount to save or invest and you calcu-
late the amount that will be available at some future date. With present value problems,
you are given the amount that will be available at some future date and you calculate
the current value of that amount. Both future value and present value computations
are based on basic interest rate calculations.

Interest Rate Basics

Simple interest is the dollar cost of borrowing or earnings from lending money. The
interest is based on three elements:

e The dollar amount, called the principal.
e The rate of interest.
e The amount of time.
The formula for computing interest is
Interest = Principal X Rate of interest X Time

Appendix

Formula Financial Calculator*

The interest rate is stated as a percentage for a year. For example, you must convert 12 percent to either 0.12
or 12/100 before doing your calculations. The time element must also be converted to a decimal or fraction.
For example, three months would be shown as 0.25, or 1/4 of a year. Interest for 2%z years would involve a time

period of 2.5.

Example A: Suppose you borrow $1,000 at 5 percent and will repay it in one payment at the end of one year.

Using the simple interest calculation, the interest is $50, computed as follows:

$50 = $1,000 X 0.05 X 1 (year)

Example B: If you deposited $750 in a savings account paying 8 percent, how much interest would you earn in

nine months? You would compute this amount as follows:

Interest = $750 X 0.08 X 3/4 (or 0.75 of a year) = $45 =730 8 ’ 12 = .75 IE’O

795. 795 — 750 = 45

*Note: These financial calculator notations may require slightly different keystrokes when using various brands and models.



Appendix Time Value of Money

Sample Problem 1

How much interest would you earn if you deposited $300 at 6 percent for 27 months?

( Answers to sample problems are on page 38.)

Sample Problem 2

How much interest would you pay to borrow $670 for eight months at 12 percent?

Future Value of a Single Amount

The future value of an amount consists of the original amount plus compound inter-
est. This calculation involves the following elements:

FV = Future value
PV = Present value
i = Interest rate
n = Number of time periods

The formula and financial calculator computations are as follows:

Future Value of a Single Amount

Formula Table Financial Calculator

FV = PV(1 + /)" FV = PV (Table factor) [I7v], [N]

Example C: The future value of $1 at 10 percent after three years is $1.33. This amount is calculated as follows:

$1.33 = $(1.001 + 0.10)* Using Exhibit 1-A: 1 10 7Y}, 3N}, o [PmT], 1.33

$1.33 = $1.00(1.33)

Future value tables are available to help you determine compounded interest amounts (see Exhibit 1-A on
page 40). Looking at Exhibit 1-A for 10 percent and three years, you can see that $1 would be worth $1.33
at that time. For other amounts, multiply the table factor by the original amount. This process may be
viewed as follows:
Future value $1 $1.10 $1.21 FV = $1.33
(rounded) | Interest $0.10 | Interest $0.11 | Interest $0.12
f > > T >

After year 0 1 2 3

Example D: If your savings of $400 earns 12 percent, compounded monthly, over a year and a half, use the
table factor for 1 percent for 18 time periods; the future value would be:

$478.46 = $400(1 + 0.01)'® $478.40 = $400(1.196) 400 [PV}, 12/12 = 1{1y] 1.5 x 12 = 18[N} 0
PMT] 478.46

Sample Problem 3

What is the future value of $800 at 8 percent after six years?
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Sample Problem 4

How much would you have in savings if you kept $200 on deposit for eight years at
8 percent, compounded semiannually?

Future Value of a Series of Equal
Amounts (an Annuity)

Future value may also be calculated for a situation in which regular additions are
made to savings. The formula and financial calculator computations are as follows:

Future Value of a Series of Payments

Formula Table Financial Calculator
FV = Annuity (1 + i')”—1 Using Exhibit 1-B: @
I Annuity X Table Factor

This calculation assumes that (1) each deposit is for the same amount, (2) the interest rate is the same for
each time period, and (3) the deposits are made at the end of the each time period.

Example E: The future value of three $1 deposits made at the end of the next three years, earning
10 percent interest, is $3.31. This is calculated as follows:

$3.31=$1(1 + 0.10)3 - 1 Using Exhibit 1-B: ‘ ~1 [pmT}, 3[N] 10[i7¥), 0 [PV, [CPT][FV] 3.31

0.10 $3.31=9$1x3.31

This may be viewed as follows:
Future value $1 $2.10 FV = $3.31
(rounded) Deposit $1 Deposit $1 Deposit $1
Interest 0 InteresE$0.10 Interest $0.21
> } > >

Afteryear 0 1 2 3

Example F: If you plan to deposit $40 a year for 10 years, earning 8 percent compounded annually, the
future value of this amount is:

$579.46=$40(1 + 0.08)10 -1 Using Exhibit 1-B _40 10@ 10 0'
0.08 $579.48 = $40(14.487) 579.46

Sample Problem 5

What is the future value of an annual deposit of $230 earning 6 percent for 15 years?

Sample Problem 6

What amount would you have in a retirement account if you made annual deposits of
$375 for 25 years earning 12 percent, compounded annually?
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Present Value of a Single Amount

If you want to know how much you need to deposit now to receive a certain amount
in the future, the formula and financial calculator computations are as follows:

Present Value of a Single Amount

Formula Table Financial Calculator
PV = FV_ _ Using Exhibit 1-C: ' @ , '
(1+1) PV = FV(Table Factor)

Example G: The present value of $1 to be received three years from now based on a 10 percent interest rate
is calculated as follows:

$0.75 = $1 Using Exhibit 1-C: 1 3[NJ, 10[i7v], o [PmT], [cPT][PV] -

(1+0.10)3 $0.75=$1(0.751) 75131
This may be viewed as follows:
Future value $0.75 $0.83 $0.91 $1
(rounded) Discount (interest) | Discount (interest) | Discount (interest)
$0.075 $0.0825 $0.0905
f > T > f > 1
After year 0 1 2 3

Present value tables are available to assist you in this process (see Exhibit 1-C on page 42). Notice that $1 at
10 percent for three years has a present value of $0.75. For amounts other than $1, multiply the table factor
by the amount involved.

Example H: If you want to have $300 seven years from now and your savings earn 10 percent, compounded
semiannually (which would be 5 percent for 14 time periods), finding how much you would have to deposit
today is calculated as follows:

$151.52 = $300 Using Exhibit 1-C: 300 ’ 7 %2 = 14@ 102 =5 ’ 0
(1 +0.05)" $151.50 = $300(0.505) [PV]-151.52

Sample Problem 7

What is the present value of $2,200 earning 15 percent for eight years?

Sample Problem 8

To have $6,000 for a child’s education in 10 years, what amount should a parent deposit
in a savings account that earns 12 percent, compounded quarterly?

Present Value of a Series of Equal
Amounts (an Annuity)

The final time value of money situation allows you to receive an amount at the end of
each time period for a certain number of periods. The formula and financial calcula-
tor computations are as follows:
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Present Value of a Series of Payments

Formula Table Financial Calculator

1

1_7' . s N
PV = Annuity x — A2 Ueing BXPIDE 1 ]

i PV = Annuity(Table Factor)

Example I: The present value of a $1 withdrawal at the end of the next three years would be $2.49, for money
earning 10 percent. This would be calculated as follows:

1 , -
o |00y Using Exhibit 1-D: 1[PMT], 3N}, 10 Y] o[FV] [cPT][PV] -
$2.49 = $1 0.10 $2.49 = $1(2.487) 2.48685

This may be viewed as follows:
Present value $2.49 $1.74 $0.91 $0

(fund balance) | Withdrawal — $1 Withdrawal — $1 Withdrawal — $1
Interest + $0.25 ‘ Interest + $0.17 Interest + $0.09

< << <

I il 1 - 1 = 1
Afteryear 0 1 2 3
This same amount appears in Exhibit 1-D on page 43 for 10 percent and three time periods. To use the table
for other situations, multiply the table factor by the amount to be withdrawn each year.

Example J: If you wish to withdraw $100 at the end of each year for 10 years from an account that earns
14 percent, compounded annually, what amount must you deposit now?

; 1 . .
$521.61 = $100 (1_ (1 + 0.14)“’) Using Exhibit 1-D: 100 [PMT}, 10N}, 14[i1Y] 0 [Fv], [cPT][PV] -

0.14 $521.60 = $100(5.216) 2.48685

Sample Problem 9

What is the present value of a withdrawal of $200 at the end of each year for 14 years
with an interest rate of 7 percent?

Sample Problem 10

How much would you have to deposit now to be able to withdraw $650 at the end of
each year for 20 years from an account that earns 11 percent?

Using Present Value to Determine
Loan Payments

Present value tables (Exhibit 1-D) can also be used to determine installment payments
for a loan as follows:
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Present Value to Determine Loan Payments

Table Financial Calculator

- Loan payment | [FV}, [}, ) [Fv, [GPT] i)

Example K: If you borrow $1,000 with a 6 percent interest rate to be repaid in three equal payments at the
end of the next three years, the payments will be $374.11. This is calculated as follows:

Amount borrowed
Present value of a series table factor (Exhibit 1-D)

O~ s37am 1000 [PV, 6[i7v}, 3N} 0 [V, [cPT] [P -
’ 374.10981

Sample Problem 11

What would be the annual payment amount for a $20,000, ten-year loan at 7 percent?

Answers to Sample Problems

1} $300 X 0.06 X 2.25 years (27 months) = $40.50.
2} $670 X 0.12 X 2/3 (of a year) = $53.60.
3} $800(1.587) = $1,269.60. (Use Exhibit 1-A, 8%, 6 periods.)
4} $200(1.873) = $374.60. (Use Exhibit 1-A, 4%, 16 periods.)
5} $230(23.276) = $5,353.48. (Use Exhibit 1-B, 6%, 15 periods.)
6} $375(133.33) = $49,998.75. (Use Exhibit 1-B, 12%, 25 periods.)
7} $2,200(0.327) = $719.40. (Use Exhibit 1-C, 15%, 8 periods.)
8} $6,000(0.307) = $1,842. (Use Exhibit 1-C, 3%, 40 periods.)
9} $200(8.745) = $1,749. (Use Exhibit 1-D, 7%, 14 periods.)
10} $650(7.963) = $5,175.95. (Use Exhibit 1-D, 11%, 20 periods.)
11} $20,000/7.024 = $2,847.38. (Use Exhibit 1-D, 7%, 10 periods.)

Time Value of Money Application Exercises

1} (Present value of an annuity) You wish to borrow $18,000 to buy a new
automobile. Rate is 8.6% over five four years with monthly payments. Find
monthly the payment. (Answer: $444.52)

2} (Present value of an annuity) How much money must your rich uncle give you
now to finance four years of college, assuming an annual cost of $48,000 and
an interest rate of 6% (applied to the principal until disbursed)? (Answer:
$166,325.07)

3} (Present value of a single amount) How much money must you set aside at age
20 to accumulate retirement funds of $100,000 at age 65, assuming a rate of
interest of 7%? (Answer: $4,761.35)

4} (Future value of a single amount) If you deposit $2,000 in a 5-year certificate of
deposit at 5.2%, how much will it be worth in five years? (Answer: $2,576.97)

5} (Future value of a single amount) If you deposit $2,000 in a 5-year certificate of

deposit at 5.2% with quarterly compounding, how much will it be worth in five
years? (Answer: $2,589.52)



6} (Future value of an annuity) You choose to invest $50/month in a 401(k) that
invests in an international stock mutual fund. Assuming an annual rate of
return of 9%, how much will this fund worth if retiring in 40 years? (Answer:

$234,066.01)

7} (Future value of an annuity) If, instead, you invest $600/year in a 401(k) that invests

Appendix Time Value of Money

in an international stock mutual fund. Assuming an annual rate of return of 9%,
how much will this fund worth if retiring in 40 years? (Answer: $202,729.47)

Time Value of Money Calculation Methods:

A Summary

The time value of money may be calculated using a variety of techniques. When achiev-
ing specific financial goals requires regular deposits to a savings or investment account,
the computation may occur in one of several ways. For example, Jonie Emerson
plans to deposit $10,000 in an account for the next 10 years. She estimates these funds
will earn an annual rate of 5 percent. What amount can Jonie expect to have available

after 10 years?

Method

Process, Results

Formula Calculation The most basic
method of calculating the time value
of money involves using a formula.

Time Value of Money Tables Instead of
calculating with a formula, time value of
money tables are available. The numeric
factors presented ease the computational
process.

Financial Calculator A variety of financial
calculators are programmed with various
financial functions. Both future value and
present value calculations may be performed
using the appropriate keystrokes.

Spreadsheet Software Excel and other
software programs have built-in formulas
for various financial computations, including
time value of money.

Time Value of Money Web Sites

Many time-value-of-money calculators

are also available online. These Web-based
programs perform calculations for the future
value of savings as well as determining
amounts for loan payments.

For this situation, the formula would be:

PV(1 + i)" = FV
The result should be

$10,000 (1 + 0.05)'" = $16,288.95
Using the table in Exhibit 1-A:
$10,000 X Future value of $1, 5%, 10 years
$10,000 X 1.629 = $16,290

Using a financial calculator, the keystrokes
would be:

Amount ~10000

Time periods 10@
Interest rate 5 |I|
Result $16,288.94

When using a spreadsheet program, this type
of calculation would require this format:

= FV(rate, periods, amount per period, single
amount)

The results of this example would be:
= FV(0.05, 10, 0, —10000) = $16,288.95

Some easy-to-use calculators for computing
the time value of money and other financial
computations are located at

e www.kiplinger.com/tools
e www.dinkytown.net
* www.rbccentura.com/tools

e cgi.money.cnn.com/tools

Note: The slight differences in answers are the result of rounding.
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Ex h i b it T=A FutureValue (Compounded Sum) of $1 after a Given Number of Time Periods

Period 1% 2% 3% 4% 5% 6% 7% 8% 9% 10% 11%
1 1.010 1.020 1.030 1.040 1.050 1.060 1.070 1.080 1.090 1.100 1.110
2 1.020 1.040 1.061 1.082 1.103 1.124 1.145 1.166 1.188 1.210 1.232
3 1.030 1.061 1.093 1.125 1.158 1.191 1.225 1.260 1.295 1.331 1.368
4 1.041 1.082 1.126 1.170 1.216 1.262 1.311 1.360 1.412 1.464 1.518
5 1.051 1.104 1.159 1.217 1.276 1.338 1.403 1.469 1.539 1.611 1.685
6 1.062 1.126 1.194 1.265 1.340 1.419 1.501 1.587 1.677 1.772 1.870
7 1.072 1.149 1.230 1.316 1.407 1.504 1.606 1.714 1.828 1.949 2.076
8 1.083 1.172 1.267 1.369 1.477 1.594 1.718 1.851 1.993 2.144 2.305
9 1.094 1.195 1.305 1.423 1.551 1.689 1.838 1.999 2.172 2.358 2.558

10 1.105 1.219 1.344 1.480 1.629 1.791 1.967 2.159 2.367 2.594 2.839

11 1.116 1.243 1.384 1.539 1.710 1.898 2.105 2.332 2.580 2.853 3.152

12 1.127 1.268 1.426 1.601 1.796 2.012 2.252 2.518 2.813 3.138 3.498

13 1.138 1.294 1.469 1.665 1.886 2.133 2.410 2.720 3.066 3.452 3.883

14 1.149 1.319 1.513 1.732 1.980 2.261 2.579 2.937 3.342 3.797 4.310

15 1.161 1.346 1.558 1.801 2.079 2.397 2.759 3.172 3.642 4.177 4.785

16 1.173 1.373 1.605 1.873 2.183 2.540 2.952 3.426 3.970 4.595 5.311

17 1.184 1.400 1.653 1.948 2.292 2.693 3.159 3.700 4.328 5.054 5.895

18 1.196 1.428 1.702 2.026 2.407 2.854 3.380 3.996 4.717 5.560 6.544

19 1.208 1.457 1.754 2.107 2.527 3.026 3.617 4.316 5.142 6.116 7.263

20 1.220 1.486 1.806 2.191 2.653 3.207 3.870 4.661 5.604 6.727 8.062

25 1.282 1.641 2.094 2.666 3.386 4.292 5.427 6.848 8.623 10.835 13.585

30 1.348 1.811 2.427 3.243 4.322 5.743 7.612 10.063 13.268 17.449 22.892

40 1.489 2.208 3.262 4.801 7.040 10.286 14.974  21.725 31.409 45.259 65.001

50 1.645 2.692 4.384 7.107 11.467 18.420 29.457 46.902 74.358 117.390 184.570

Period 12% 13% 14% 15% 16% 17% 18% 19% 20% 25% 30%

1 1.120 1.130 1.140 1.150 1.160 1.170 1.180 1.190 1.200 1.250 1.300
2 1.254 1.277 1.300 1.323 1.346 1.369 1.392 1.416 1.440 1.563 1.690
3 1.405 1.443 1.482 1.521 1.561 1.602 1.643 1.685 1.728 1.953 2.197
4 1.574 1.630 1.689 1.749 1.811 1.874 1.939 2.005 2.074 2.441 2.856
5 1.762 1.842 1.925 2.011 2.100 2.192 2.288 2.386 2.488 3.052 3.713
6 1.974 2.082 2.195 2.313 2.436 2.565 2.700 2.840 2.986 3.815 4.827
7 221 2.353 2.502 2.660 2.826 3.001 3.185 3.379 3.583 4.768 6.276
8 2.476 2.658 2.853 3.059 3.278 3.511 3.759 4.021 4.300 5.960 8.157
9 2.773 3.004 3.252 3.518 3.803 4.108 4.435 4.785 5.160 7.451 10.604
10 3.106 3.395 3.707 4.046 4.411 4.807 5.234 5.696 6.192 9.313 13.786
1 3.479 3.836 4.226 4.652 5.117 5.624 6.176 6.777 7.430 11.642 17.922
12 3.896 4.335 4.818 5.350 5.936 6.580 7.288 8.064 8.916 14.552 23.298
13 4.363 4.898 5.492 6.153 6.886 7.699 8.599 9.596 10.699 18.190 30.288
14 4.887 5555 6.261 7.076 7.988 9.007 10.147 11.420 12.839 22.737 39.374
15 5.474 6.254 7.138 8.137 9.266 10.539 11.974 13.590 15.407 28.422 51.186
16 6.130 7.067 8.137 9.358 10.748 12.330 14.129 16.172 18.488 35.527 66.542
17 6.866 7.986 9.276 10.761 12.468 14.426 16.672 19.244 22.186 44.409 86.504
18 7.690 9.024 10.575 12.375 14.463 16.879 19.673 22.091 26.623 55.511 112.460
19 8.613 10.197 12.056 14.232 16.777 19.748 23.214 27.252 31.948 69.389 146.190
20 9.646  11.523 13.743 16.367 19.461 23.106 27.393 32.429 38.338 86.736 190.050
25 17.000 21.231 26.462 32.919 40.874 50.658 62.669 77.388 95.396 264.700 705.640
30 29.960 39.116  50.950 66.212 85.850 111.070 143.370 184.680 237.380 807.790 2,620.000
40 93.051 132.780 188.880 267.860 378.720 533.870 750.380 1,051.700 1,469.800  7,523.200 36,119.000
50 289.000 450.740 700.230 1,083.700 1,670.700 2,566.200 3,927.400 5,998.900 9,100.400 70,065.000 497,929.000
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Ex h i b it 1T-B FutureValue (Compounded Sum) of $1 Paid In at the End of Each Period for a
Given Number of Time Periods (an Annuity)

Period 1% 2% 3% 4% 5% 6% 7% 8% 9% 10% 11%
1 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
2 2.010 2.020 2.030 2.040 2.050 2.060 2.070 2.080 2.090 2.100 2.110
3 3.030 3.060 3.091 3.122 3.153 3.184 3.215 3.246 3.278 3.310 3.342
4 4.060 4.122 4.184 4.246 4.310 4.375 4.440 4.506 4.573 4.641 4.710
5 5.101 5.204 5.309 5.416 5.526 5.637 5.751 5.867 5.985 6.105 6.228
6 6.152 6.308 6.468 6.633 6.802 6.975 7.153 7.336 7.523 7.716 7.913
7 7.214 7.434 7.662 7.898 8.142 8.394 8.654 8.923 9.200 9.487 9.783
8 8.286 8.583 8.892 9.214 9.549 9.897 10.260 10.637 11.028 11.436 11.859
9 9.369 9.755 10.159 10.583 11.027 11.491 11.978 12.488 13.021 13.579 14.164
10 10.462 10.950 11.464 12.006 12.578 13.181 13.816 14.487 15.193 15.937 16.722
11 11.567 12.169 12.808 13.486 14.207 14.972 15.784 16.645 17.560 18.531 19.561
12 12.683 13.412 14.192 15.026 15.917 16.870 17.888 18.977 20.141 21.384 22.713
13 13.809 14.680 15.618 16.627 17.713 18.882 20.141 21.495 22.953 24.523 26.212
14 14.947 15.974 17.086 18.292 19.599 21.015 22.550 24.215 26.019 27.975 30.095
15 16.097 17.293 18.599 20.024 21.579 23.276 25.129 27.152 29.361 31.772 34.405
16 17.258 18.639 20.157 21.825 23.657 25.673 27.888 30.324 33.003 35.950 39.190
17 18.430  20.012 21.762 23.698 25.840 28.213 30.840 33.750 36.974 40.545 44.501
18 19.615  21.412 23.414 25.645 28.132 30.906 33.999 37.450 41.301 45.599 50.396
19 20.811 22.841 25.117 27.671 30.539 33.760 37.379 41.446 46.018 51.159 56.939
20 22.019  24.297 26.870 29.778 33.066 36.786 40.995 45.762 51.160 57.275 64.203
25 28.243 32.030 36.459 41.646 47.727 54.865 63.249 73.106 84.701 98.347 114.410
30 34.785  40.588 47.575 56.085 66.439 79.058 94.461 113.280 136.310 164.490 199.020
40 48.886 60.402 75.401 95.026 120.800 154.760 199.640  259.060  337.890 442.590 581.830
50 64.463 84.579 112.800 152.670  209.350  290.340  406.530 573.770  815.080 1,163.900 1,668.800
Period 12% 13% 14% 15% 16% 17% 18% 19% 20% 25% 30%
1 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
2 2.120 2.130 2.140 2.150 2.160 2.170 2.180 2.190 2.200 2.250 2.300
3 3.374 3.407 3.440 3.473 3.506 3.539 3.572 3.606 3.640 3.813 3.990
4 4.779 4.850 4.921 4.993 5.066 5.141 5.215 5.291 5.368 5.766 6.187
5 6.353 6.480 6.610 6.742 6.877 7.014 7.154 7.297 7.442 8.207 9.043
6 8.115 8.323 8.536 8.754 8.977 9.207 9.442 9.683 9.930 11.259 12.756
7 10.089 10.405 10.730 11.067 11.414 11.772 12.142 12.523 12.916 15.073 17.583
8 12.300 12.757 13.233 13.727 14.240 14.773 15.327 15.902 16.499 19.842 23.858
9 14.776 15.416 16.085 16.786 17.519 18.285 19.086 19.923 20.799 25.802 32.015
10 17.549 18.420 19.337 20.304 21.321 22.393 23.521 24.701 25.959 BER58 42.619
11 20.655 21.814 23.045 24.349 25.733 27.200 28.755 30.404 32.150 42.566 56.405
12 24.133 25.650 27.271 29.002 30.850 32.824 34.931 37.180 39.581 54.208 74.327
13 28.029 29.985 32.089 34.352 36.786 39.404 42.219 45.244 48.497 68.760 97.625
14 32.393 34.883 37.581 40.505 43.672 47.103 50.818 54.841 59.196 86.949 127.910
15 37.280 40.417 43.842 47.580 51.660 56.110 60.965 66.261 72.035 109.690 167.290
16 42.753 46.672 50.980 55.717 60.925 66.649 72.939 79.850 87.442 138.110 218.470
17 48.884 53.739 59.118 65.075 71.673 78.979 87.068 96.022 105.930 173.640 285.010
18 55.750 61.725 68.394 75.836 84.141 93.406 103.740 115.270 128.120 218.050 371.520
19 63.440 70.749 78.969 88.212 98.603 110.290 123.410 138.170 154.740 273.560 483.970
20 72.052 80.947 91.025 102.440 115.380 130.030 146.630 165.420 186.690 342.950 630.170
25 133.330 155.620 181.870  212.790 249.210 292.110 342.600 402.040 471.980 1,054.800 2,348.800
30 241330 293.200 356.790 434.750 530.310 647.440 790.950 966.700 1,181.900 3,227.200 8,730.000
40 767.090 1,013.700 1,342.000 1,779.100 2,360.800 3,134.500 4,163.210 5,529.800 7,343.900 30,089.000 120,393.000

50 2,400.000 3,459.500 4,994.500 7,217.700 10,436.000 15,090.000 21,813.000 31,515.000 45,497.000 80,256.000 165,976.000
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Present Value of $1 to be Received at the End of a Given Number of Time Periods

Period 1% 2% 3% 4% 6% 7% 8% 9% 10% 1% 12%
1 0.990 0.980 0.971 0.962 0.952 0.943 0.935 0.926 0.917 0.909 0.901 0.893
2 0.980 0.961 0.943 0.925 0.907 0.890 0.873 0.857 0.842 0.826 0.812 0.797
3 0.971 0.942 0.915 0.889 0.864 0.840 0.816 0.794 0.772 0.751 0.731 0.712
4 0.961 0.924 0.885 0.855 0.823 0.792 0.763 0.735 0.708 0.683 0.659 0.636
5 0.951 0.906 0.863 0.822 0.784 0.747 0.713 0.681 0.650 0.621 0.593 0.567
6 0.942 0.888 0.837 0.790 0.746 0.705 0.666 0.630 0.596 0.564 0.535 0.507
7 0.933 0.871 0.813 0.760 0.711 0.665 0.623 0.583 0.547 0.513 0.482 0.452
8 0.923 0.853 0.789 0.731 0.677 0.627 0.582 0.540 0.502 0.467 0.434 0.404
9 0.914 0.837 0.766 0.703 0.645 0.592 0.544 0.500 0.460 0.424 0.391 0.361
10 0.905 0.820 0.744 0.676 0.614 0.558 0.508 0.463 0.422 0.386 0.352 0.322
1 0.896 0.804 0.722 0.650 0.585 0.527 0.475 0.429 0.388 0.350 0.317 0.287
12 0.887 0.788 0.701 0.625 0.557 0.497 0.444 0.397 0.356 0.319 0.286 0.257
13 0.879 0.773 0.681 0.601 0.530 0.469 0.415 0.368 0.326 0.290 0.258 0.229
14 0.870 0.758 0.661 0.577 0.505 0.442 0.388 0.340 0.299 0.263 0.232 0.205
15 0.861 0.743 0.642 0.555 0.481 0.417 0.362 0.315 0.275 0.239 0.209 0.183
16 0.853 0.728 0.623 0.534 0.458 0.394 0.339 0.292 0.252 0.218 0.188 0.163
17 0.844 0.714 0.605 0.513 0.436 0.371 0.317 0.270 0.231 0.198 0.170 0.146
18 0.836 0.700 0.587 0.494 0.416 0.350 0.296 0.250 0.212 0.180 0.153 0.130
19 0.828 0.686 0.570 0.475 0.396 0.331 0.277 0.232 0.194 0.164 0.138 0.116
20 0.820 0.673 0.554 0.456 0.377 0.312 0.258 0.215 0.178 0.149 0.124 0.104
25 0.780 0.610 0.478 0.375 0.295 0.233 0.184 0.146 0.116 0.092 0.074 0.059
30 0.742 0.552 0.412 0.308 0.231 0.174 0.131 0.099 0.075 0.057 0.044 0.033
40 0.672 0.453 0.307 0.208 0.142 0.097 0.067 0.046 0.032 0.022 0.015 0.011
50 0.608 0.372 0.228 0.141 0.087 0.054 0.034 0.021 0.013 0.009 0.005 0.003
Period 3% 14% 15% 16% 17% 18% 19% 20% 25% 30% 35% 40% 50%
1 0.885 0.877 0.870 0.862 0.855 0.847 0.840 0.833 0.800 0.769 0.741 0.714  0.667
2 0.783 0.769 0.756 0.743 0.731 0.718 0.706 0.694 0.640 0.592 0.549 0.510 0.444
3 0.693 0.675 0.658 0.641 0.624 0.609 0.593 0.579 0.512 0.455 0.406 0.364  0.296
4 0.613 0.592 0.572 0.552 0.534 0.515 0.499 0.482 0.410 0.350 0.301 0.260 0.198
5 0.543 0.519 0.497 0.476 0.456 0.437 0.419 0.402 0.320 0.269 0.223 0.186  0.132
6 0.480 0.456 0.432 0.410 0.390 0.370 0.352 0.335 0.262 0.207 0.165 0.133  0.088
7 0.425 0.400 0.376 0.354 0.333 0.314 0.296 0.279 0.210 0.159 0.122 0.095 0.059
8 0.376 0.351 0.327 0.305 0.285 0.266 0.249 0.233 0.168 0.123 0.091 0.068  0.039
9 0.333 0.300 0.284 0.263 0.243 0.225 0.209 0.194 0.134 0.094 0.067 0.048 0.026
10 0.295 0.270 0.247 0.227 0.208 0.191 0.176 0.162 0.107 0.073 0.050 0.035 0.017
11 0.261 0.237 0.215 0.195 0.178 0.162 0.148 0.135 0.086 0.056 0.037 0.025 0.012
12 0.231 0.208 0.187 0.168 0.152 0.137 0.124 0.112 0.069 0.043 0.027 0.018  0.008
13 0.204 0.182 0.163 0.145 0.130 0.116 0.104 0.093 0.055 0.033 0.020 0.013  0.005
14 0.181 0.160 0.141 0.125 0.111 0.099 0.088 0.078 0.044 0.025 0.015 0.009 0.003
15 0.160 0.140 0.123 0.108 0.095 0.084 0.074 0.065 0.035 0.020 0.011 0.006  0.002
16 0.141 0.123 0.107 0.093 0.081 0.071 0.062 0.054 0.028 0.015 0.008 0.005  0.002
17 0.125 0.108 0.093 0.080 0.069 0.060 0.052 0.045 0.023 0.012 0.006 0.003  0.001
18 0.111 0.095 0.081 0.069 0.059 0.051 0.044 0.038 0.018 0.009 0.005 0.002  0.001
19 0.098 0.083 0.070 0.060 0.051 0.043 0.037 0.031 0.014 0.007 0.003 0.002 0
20 0.087 0.073 0.061 0.051 0.043 0.037 0.031 0.026 0.012 0.005 0.002 0.001 0
25 0.047 0.038 0.030 0.024 0.020 0.016 0.013 0.010 0.004 0.001 0.001 0 0
30 0.026 0.020 0.015 0.012 0.009 0.007 0.005 0.004 0.001 0 0 0 0
40 0.008 0.005 0.004 0.003 0.002 0.001 0.001 0.001 0 0 0 0 0
50 0.002 0.001 0.001 0.001 0 0 0 0 0 0 0 0 0
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Ex h i b it T=D PresentValue of $1 Received at the End of Each Period for a Given Number of Time Periods
(an Annuity)

Period 1% 2% 3% 4% 5% 6% 7% 8% 9% 10% 1M1% 12%
1 0.990 0.980 0.971 0.962 0.952 0.943 0.935 0.926 0.917 0.909  0.901  0.893
2 1.970 1.942 1.913 1.886 1.859 1.833 1.808 1.783 1.759 1.736 1713 1.690
3 2.941 2.884 2.829 2.775 2.723 2.673 2.624 2.577 2.531 2487 2444  2.402
4 3.902 3.808 3.717 3.630 3.546 3.465 3.387 3.312 3.240 3170  3.102  3.037
5 4.853 4713 4,580 4.452 4329 4212 4.100 3.993 3.890 3.791 3.696  3.605
6 5.795 5.601 5.417 5.242 5.076 4917 4.767 4623 4.486 4355 4231 4111
7 6.728 6.472 6.230 6.002 5.786 5.582 5.389 5.206 5.033 4868 4712  4.564
8 7.652 7.325 7.020 6.733 6.463 6.210 5.971 5.747 5.535 5335  5.146  4.968
9 8.566 8.162 7.786 7.435 7.108 6.802 6.515 6.247 5.995 5759  5.537  5.328

10 9.471 8.983 8.530 8.111 7.722 7.360 7.024 6.710 6.418 6.145  5.889  5.650
1 10.368 9.787 9.253 8.760 8.306 7.887 7.499 7.139 6.805 6.495 6207  5.938
12 11.255  10.575 9.954 9.385 8.863 8.384 7.943 7.536 7.161 6.814 6492 6.194
13 12.134 11348 10.635 9.986 9.394 8.853 8.358 7.904 7.487 7.103 6750  6.424
14 13.004  12.106  11.296  10.563 9.899 9.295 8.745 8.244 7.786 7367  6.982  6.628
15 13.865  12.849  11.939  11.118  10.380 9.712 9.108 8.559 8.061 7.606  7.191  6.811
16 14718 13578 12561  11.652  10.838  10.106 9.447 8.851 8.313 7.824 7379  6.974
17 15.562  14.292  13.166  12.166  11.274  10.477 9.763 9.122 8.544 8.022  7.549  7.102
18 16.398 14992  13.754 12659  11.690  10.828  10.059 9.372 8.756 8.201 7.702  7.250
19 17.226 15678 14324  13.134  12.085  11.158  10.336 9.604 8.950 8365  7.839  7.366
20 18.046 16351  14.877  13.590 12462  11.470  10.594 9.818 9.129 8514  7.963  7.469
25 22023 19523  17.413 15622  14.094 12783  11.654  10.675 9.823 9.077 8422  7.843
30 25.808 22396  19.600  17.292 15372  13.765 12409  11.258  10.274 9.427 8694 8055
40 32835 27355  23.115  19.793  17.159 15046 13332  11.925  10.757 9779 8951 8244
50 39.196 31424 25730 21482 18256 15762  13.801  12.233  10.962 9915  9.042 8304
Period 13% 14% 15% 16% 17% 18% 19% 20% 25% 30% 35% 40% 50%
1 0.885 0877 0870 0.862  0.855 0.847 0.840 0.833 0.800 0.769  0.741 0.714  0.667
2 1668  1.647  1.626  1.605 1585  1.566  1.547  1.528  1.440  1.361 1289 1224 1.1
3 2.361 2322 2283 2246 2210 2174 2140 2106 1952  1.816  1.696  1.589  1.407
4 2974 2914 2855 2798 2743 2690 2639 2589 2362 2166 1997 1849  1.605
5 3517 3433 3352 3274  3.199  3.127  3.058 2991 2689 2436 2220 2035 1737
6 3.998 3889 3784 3685  3.589 3498 3410 3326 2951 2643 2385 2168 1.824
7 4423 4288 4160 4039 3922 3812 3706 3.605 3.161 2802 2508 2263 1.883
8 4799 4639 4487 4344 4207 4078 3954 3837 3329 2925 2598 2331 1.922
9 5132 4946 4772 4607 4451 4303 4163  4.031 3.463  3.019  2.665 2379  1.948
10 5426 5216 5019 4833 4659 4494 4339 4192 3571  3.092 2715 2414 1.965
11 5687 5453 5234 5029 4836 4656 4486 4327  3.656  3.147 2752 2438 1977
12 5918 5660  5.421 5197 4988 4793 4611 4439 3725  3.190 2779  2.456  1.985
13 6.122 5842 5583 5342 5118 4910 4715 4533 3780  3.223 2799 2469  1.990
14 6.302  6.002 5724 5468 5229 5008 4802 4611 3.824 3249 2814 2478 1.993
15 6.462  6.142 5847 5575 5324 5092 4876 4675  3.859  3.268  2.825 2484  1.995
16 6.604 6265 5954 5668 5405 5.162 4938 4730 3.887 3.283  2.834 2489 1.997
17 6729 6373  6.047 5749 5475 5222 4988 4775 3.910 3295  2.840 2492 1.998
18 6.840 6.467 6.128 5818 5534 5273 5033 4812 3928 3304 2844 2494 1.999
19 6.938 6550 6.198 5877 5584 5316 5070  4.843  3.942 3311 2.848 2496  1.999
20 7.025 6623 6259 5929 5628 5353 5101 4870 3.954 3316  2.850  2.497 1.999
25 7330 6.873 6464  6.097 5766  5.467  5.195 4948  3.985 3329  2.856  2.499  2.000
30 7496  7.003 6566 6177 5829 5517 5235 4979 3995 3332 2857 2500 2.000
40 7634 7105 6642 6233 5871 5548 5258 4997 3999 3333 2857 2500 2.000
50 7675  7.133  6.661 6.246 5880 5554 5262 4999 4000 3333 2857 2500 2.000




2 Money Management Skills

= .
Ay AR Geth nog Personal
= i ‘ What are your money management habits? For each

b of the following statements, circle the choice that best
describes your current situation:

1. In difficult economic times, my money
management strategy is to:
a. continue spending as | usually do.
b. monitor spending habits more closely.
c. make use of my past savings to pay
necessary bills.

3. The details of my cash flow statement are
a. Simple ... “money coming in” and “money
going out.”
b. Appropriate for my needs . . . enough
information for me.
¢. Very informative . . . | know where my
money goes.
2. My system for organizing personal financial
records could be described as 4. My budgeting activities could be described as

a. Nonexistent . . . | have documents that are a. "l don't have enough money to worry about
missing in action! where it goes.”

b. Basic . . . | can find most stuff when | . "l keep track of my spending using my debit
need to! card summary.”

c. Very efficient . . . better than the Library
of Congress!

. "l have a written plan for spending and

paying my bills on time.”

After studying this chapter, you will be asked to reconsider your responses to these items.

OBJECTIVE 1 A Successful Money Management Plan

Identify the main
components of wise
money management.

“Each month, I have too many days and not enough money. If the month were only
20 days long, budgeting would be easy.”

Daily spending and saving decisions are at the center of your financial planning
activities. You must coordinate these decisions with your needs, goals, and personal




Your Personal Financial Plan

5. Financial documents and records.

6. Creating a personal balance sheet.

7. Creating a personal cash flow statement.
8. Developing a personal budget.

In this chapter, you will learn to:

1.ldentify the main components of wise money management.

2.Create a personal balance sheet and cash flow statement.

3.Develop and implement a personal budget.

4. Connect money management activities with saving for personal financial

N\rw\ is Hhais im\oorfo\nf?

When difficult economic conditions occur, people will often need to draw upon past
savings. The average person in the United States saves less than three cents of every
dollar earned. This lack of saving results in not having adequate funds for financial

emergencies and long-term financial security. Effectively planning your spe

S\heets

goals.

nding

and saving decisions provides a foundation for wise money management today and

financial prosperity in the future.

situation. Maintaining financial records and planning your spending are essential
skills for successful personal financial management. The time and effort you devote to
these activities will yield many benefits. Money management refers .to the day-to-dgy
financial activities necessary to manage current personal economic resources while
working toward long-term financial security.

money
management Day-to-day
financial activities necessary
to manage current personal
economic resources while
working toward long-term
financial security.
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Components of Money Management

As shown here, three major money management activities are interrelated:

3 First, personal financial records and documents are the

foundation of systematic resource use. These provide written
evidence of business transactions, ownership of property, and
legal matters. Next, personal financial statements enable you

@ to measure and assess your financial position and progress.
Finally, your spending plan, or budget, is the basis for effec-

Lil you Kmow?

The AARP Money Management Program offers .
daily money management service to help low- tive money management.

income older or disabled people who have dif-

ficulty budgeting, paying bills, and keeping track

of financial matters. Further information about this MO n ey Ma n ag ement Tro u b | es

program is available at www.aarpmmp.org. a nd Debt

Difficult economic conditions often create difficult personal
financial situations. These troubles are often in the form of increased debt and an
inability to make credit payments. The process of getting out of debt can be viewed
in a series of actions. While these steps may not all be possible immediately, con-
sideration should be given to each to better address your daily money management
situation':

e Evaluate your credit situation. A list of amounts owed, the annual percentage
rate (APR), and minimum monthly payment will help you see where you are,
and what actions you might take. Your updated list will also show your progress.

e Track your spending. Complete information on where all your money goes will
allow you to better plan how to budget for credit payments. (See the “Daily
Spending Diary” sheets in Appendix C or online at www.mhhe.com/kdh.)

*  Plan to make payments on time. While you make have to cut back on other
spending items, maintaining a strong credit status will serve you well over
time. Missed payments can result in late fees, penalties, and greater difficulty
obtaining credit in the future. Consider using online banking for automatically
making payments on time.

15 Ways to Dig Yourself Out of Trouble,” Kiplinger’s Personal Finance, November, 2008, p. 86.



Chapter 2 Money Management Skills

e Consider other income sources. Working overtime, doing part-time work,
consulting, and seeking other income sources can provide a short-term solution
to paying off loans. However, over time other actions might require a higher
paying job or a reduction to your spending patterns.

o [f appropriate, seck assistance. Always contact your creditors before missing
a payment to determine what alternatives you might have. Also, a variety of
credit counseling agencies can help those who are overwhelmed by debt. Two
organizations to consider are the National Foundation for Credit Counseling
(www.nfcc.org) and the Association of Independent Consumer Credit
Counseling Agencies (www.aiccca.org). Be very wary of debt consolidation,
credit-repair, and other “too-good-to-be-true” credit assistance offers.

Your ability to avoid debt troubles and practice wise money management also requires
a system for storing and locating financial documents.

A System for Personal Financial Records

Invoices, credit card statements, insurance policies, and tax forms are the basis of finan-
cial recordkeeping and personal economic choices. An organized system of financial
records provides a basis for (1) handling daily business activities, such as bill paying;
(2) planning and measuring financial progress; (3) completing required tax reports;
(4) making effective investment decisions; and (5) determining available resources for
current and future spending.

As Exhibit 2-1 shows, most financial records are kept in one of three places: a
home file, a safe deposit box, or a home computer. A home file should be used to keep
records for current needs and documents with limited value. Your home file may be a
series of folders, a cabinet with several drawers, or even a box. Whatever method you
use, it is most important that your home file be organized to allow quick access to
needed documents and information.

Important financial records and valuable articles should be kept in a location that
provides better security than a home file. A safe deposit box is a private storage area
at a financial institution with maximum security for valuables and difficult-to-replace
documents. Items commonly kept in a safe deposit box include an annual stock invest-
ment statement, contracts, a list of insurance policies, and valuables such as rare coins
and stamps.

The number of financial records and documents may seem overwhelming; how-
ever, they can easily be organized into 10 categories (see Exhibit 2-1). These groups
correspond to the major topics covered in this book. You may
not need to use all of these records and documents at present. 2N
As your financial situation changes, you will add others.

How long should you keep personal finance records?
Records such as birth certificates, wills, and Social Security data “—‘\Q
should be kept permanently. Records on property and invest- “
ments should be kept as long as you own these items. Federal
tax laws dictate the length of time you should keep tax-related
information. Copies of tax returns and supporting data should
be saved for seven years. Normally, an audit will go back only
three years; however, under certain circumstances, the Internal
Revenue Service may request information from further back.
Financial experts also recommend keeping documents related
to the purchase and sale of real estate indefinitely.

47

safe deposit box A
private storage area at a
financial institution with
maximum security for
valuables.

CAUTION! In the United States,
people keep various documents
and valuables in 30 million safe
deposit boxes in banks and other
financial institutions. While these
boxes are usually very safe, each
year a few people lose the con-
tents of their safe deposit boxes
through theft, fire, or natural
disasters. Such losses are usually,
but not always, covered by the
financial institution’s insurance.
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Exhibit 2=1 wWhereto Keep Your Financial Records

Home File Safe Deposit Box
Sl Wi
 Birth, marriage, and  Serial numbers of
death certificates expensive items
o Citizenship papers * Photographs or
¢ Adoption, custody papers video of valuable
* Military papers belongings

phad ;ial o Certificates of deposit o Credit contacts
Fend) = * List of checking and « List of credit card
cial goals savings account numbers numbers and
afe deposit box and financial institutions ':)efliesgl}::ge numbers

ts
* Mortgage papers, title deed * Annual stock and

ancial Services Records * Automobile title bond statements
(Chapter 4) o List of insurance policy « Rare coins, stamps,
eckp numbers and company gems, and other
€nts, cancel names collectibles

checks
® Savings statements

e Location information and
number of safe deposit box

* Copy of will

6. Consumer Purchase &
Automobile Records
(Chapter 6)

* Warranties

* Receipts for major purchases Personal Computer System

¢ Owner’s manuals for major
count appliances

elephone omobile service an:
ers i
1 * Automobile registrati

¢ Automobile owner’s manual

8. Insurance Records
(Chapters 8-10)

e Original insurance policies
o List of insurance premiu
amounts and due date
¢ Medical information

history, prescri;
informatio
o C

Retirement Re

Sheet 5 Financial Documents and
Records

CONCEPT CHECK 2-1

1 What are the three major money management activities?

2 What are the benefits of an organized system of financial records and documents?
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3 For each of the following records, check the column to indicate the length of time the item should be kept. “Short

time period” refers to less than five years.

Document Short time period

Longer time period

Credit card statements

Mortgage documents

Receipts for furniture, clothing

Retirement account information

Will

Apply Yourself!

Obijective 1

Working with two or three others in your class, develop a system for filing and maintaining personal financial

records.

Personal Financial Statements

Every journey starts somewhere. You need to know where you are before you can go
somewhere else. Personal financial statements tell you the starting point of your finan-
cial journey. Most financial documents come from financial institutions, businesses,
or the government. However, two documents you create yourself are the personal bal-
ance sheet and the cash flow statement, also called personal financial statements.

These reports provide information about your current financial position and pres-
ent a summary of your income and spending. The main purposes of personal financial
statements are to (1) report your current financial position; (2) measure your progress
toward financial goals; (3) maintain information about your financial activities; and
(4) provide data for preparing tax forms or applying for credit.

Your Personal Balance Sheet: The Starting Point

The current financial position of an individual or family is a common starting point
for financial planning. A balance sheet, also called a net worth statement or statement
of financial position, reports what you own and what you owe. You prepare a per-
sonal balance sheet to determine your current financial position using the following
process:

Net worth
(your wealth)

Items of value
(what you own)

For example, if your possessions are worth $4,500 and you owe $800 to others, your
net worth is $3,700. As shown in Exhibit 2-2, preparation of a balance sheet involves
three main steps.

OBJECTIVE 2

Create a personal balance
sheet and cash flow
statement.

balance sheet A financial
statement that reports

what an individual or a
family owns and owes; also
called a net worth statement
or statement of financial
position.
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Exhibit 2-2 Creating a Personal Balance Sheet

—ir3 Sandra and Mark Scott
Gﬂ‘ Personal Balance Sheet as of October 31, 2011
Step 1 EW Assets
Prepare a total of all items - Liquid Assets
of value (_assk;ets)l.(lnclude | Checking account balance (Chap.4)................. $ 1,450
gmounts I and aﬁcounts, Savings/money market accounts (Chap.4)............ 5,235
I(g\rleias:trinrr?;\:;'da:ur:eriwﬂ - Cash value of life insurance (Chap. 10). ... ........... 3,685
e = - Total liquid assets...........ocooeiiiiuiiiiinnn.. $ 10,370
g:’ Real Estate
Current market value of home (Chap.7)............. $ 189,900
Personal Possessions
gﬂ Market value of automobile....................... 8,000
Furniture and appliances. . .. ........ ... .. ... ... ... 5,900
Stereo and video equipment ........... ... 2,600
ﬁj HOME COMPULET. . . v v v et e e e et e e 1,400
Jewelry ..o 2,200
\ ; Total household assets . .. ...t $ 20,100
"qj Investment Assets (Chaps. 11-13)
Retirement accounts (Chap. 14). .................... 26,780
— Mutual funds (Chap. 12). .. ... 11,890
Total investmentassets. .............cc.ovvun... 38,670
Total assets $ 259,040
Step 2 Liabilities
List and total the amounts R— Current Liabilities
owed to others (liabilities). Medical bills (Chap.9) ........................... $ 150
This list will include current Charge account and credit card balances (Chap.5) .. 3,340
debts, charge account/ Balance dueonautoloan......................... 1,750
credit card balances, and Total current liabilities . . . ................. .. ... $ 5240
amounts due on loans '
and mortgages. &j Long-Term Liabilities
Mortgage (Chap. 7). . ...t 91,600
Home improvement loan (Chap.5) ............... 1,760
23 SEUAENT I0AN. + + + v v v e e e ee e e 1,200
Total long-term liabilities. . ..................... 94,560
Step 3 E Total liabilities $ 99,800
Subtract total liabilities
from total assets to
determine net worth. a Net worth (assets minus liabilities) $ 159,240
This amount indicates —_—
the current financial
position of an individual -
or a household.

STEP 1: LISTING ITEMS OF VALUE Available cash and money in bank

accounts combined with other items of value are the foundation of your current

assets Cash and other financial position. Assets are cash and other tangible property with a monetary value.
property with a monetary The balance sheet for Sandra and Mark Scott lists their assets in four categories:
value. 1. Liquid assets are cash and items of value that can easily be converted to cash.
liquid assets Cash and Money in checking and savings accounts is /iquid and is available to the Scott
items of value that can easily family for current spending. The cash value of their life insurance may be

be converted to cash. borrowed if needed. While assets other than liquid assets can also be converted

into cash, the process is not quite as easy.

2. Real estate includes a home, a condominium, vacation property, or other land
that a person or family owns.

3. Personal possessions are a major portion of assets for most people. Included in
this category are automobiles and other personal belongings. Although these
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b 3

According to the Bureau of the Census, U.S.
Department of Commerce, the assets most
frequently held by households are motor vehicles,
homes, savings accounts, U.S. savings bonds, cer-
tificates of deposit, mutual funds, stocks, corporate

items have value, they may be difficult to convert to
cash. You may decide to list your possessions on the
balance sheet at their original cost. However, these
values probably need to be revised over time, since a
five-year-old television set, for example, is worth less
now than when it was new. Thus you may wish to list
your possessions at their current value (also referred to
as market value).

4. Investment assets are funds set aside for long-term
financial needs. The Scott family will use their

investments for such things as financing their children’s
education, purchasing a vacation home, and planning
for retirement. Since investment assets usually fluctuate
in value, the amounts listed should reflect their value at
the time the balance sheet is prepared.

STEP 2: DETERMINING AMOUNTS OWED After looking at the total assets
of the Scott family, you might conclude that they have a strong financial position.
However, their debts must also be considered. Liabilities are amounts owed to oth-
ers but do not include items not yet due, such as next month’s rent. A liability is a
debt you owe now, not something you may owe in the future. Liabilities fall into two
categories:

1. Current liabilities are debts you must pay within a short time, usually less than
a year. These liabilities include such things as medical bills, tax payments,
insurance premiums, cash loans, and charge accounts.

2. Long-term liabilities are debts you do not have to pay in full until more than a
year from now. Common long-term liabilities include auto loans, educational
loans, and mortgages. A mortgage is an amount borrowed to buy a house or
other real estate that will be repaid over a period of 15, 20, or 30 years.

STEP 3: COMPUTING NET WORTH Your net worth is the difference between

your total assets and your total liabilities. This relationship can be stated as
Assets — Liabilities = Net worth

Net worth is the amount you would have left if all assets were sold for the listed values
and all debts were paid in full. Also, total assets equal total liabilities plus net worth.
The balance sheet of a business is commonly expressed as

Assets = Liabilities + Net worth

As Exhibit 2-2 shows, Sandra and Mark Scott have a net worth of $159,240. Since
very few people, if any, liquidate all assets, the amount of net worth has a more practi-
cal purpose: It provides a measurement of your current financial position.

A person may have a high net worth but still have financial difficulties. Having
many assets with low liquidity means not having the cash available to pay current
expenses. Insolvency is the inability to pay debts when they are due; it occurs when a
person’s liabilities far exceed available assets.

Individuals and families can increase their net worth by (1) increasing their savings;
(2) reducing spending; (3) increasing the value of investments and other possessions;
and (4) reducing amounts owed. Remember, your net worth is not money available to
use, but an indication of your financial position on a given date.

bonds, and retirement accounts.

liabilities Amounts owed
to others.

current liabilities Debts
that must be paid within a
short time, usually less than
ayear.

long-term

liabilities Debts that are
not required to be paid in
full until more than a year
from now.

net worth The difference
between total assets and
total liabilities.

insolvency The inability
to pay debts when they are
due because liabilities far
exceed the value of assets.



Financial ratios provide guidelines for measuring the changes in your financial situation. These relationships can
indicate progress toward an improved financial position.

Ratio

Calculation

Example

Interpretation

Debt ratio

Current ratio

Liquidity ratio

Debt-payments
ratio

Savings ratio

Liabilities divided
by net worth
Liquid assets

divided by current
liabilities

Liquid assets
divided by monthly
expenses

Monthly credit
payments divided
by take-home pay

Amount saved each
month divided by
gross income

$25,000/$50,000 = 0.5

$4,000/$2,000 = 2

$10,000/$4,000 = 2.5

$540/$3,600 = 0.15

$648/$5,400 = 0.12

Shows relationship between debt and net
worth; a low debt ratio is best.

Indicates $2 in liquid assets for every $1
of current liabilities; a high current ratio
is desirable to have cash available to pay
bills.

Indicates the number of months in
which living expenses can be paid if an
emergency arises; a high liquidity ratio is
desirable.

Indicates how much of a person’s earnings
goes for debt payments (excluding a
home mortgage); most financial advisers
recommend a debt/payments ratio of less
than 20 percent.

Financial experts recommend monthly
savings of 5-10 percent.

Based on the following information, calculate the ratios requested:

e Liabilities $12,000

e Liquid assets $2,200

* Monthly credit payments $150

e Monthly savings $130

(1) Debt ratio

¢ Net worth $36,000

e Current liabilities $550
» Take-home pay $900

e Gross income $1,500

(3) Current ratio

(2) Debt-payments ratio

cash flow The actual
inflow and outflow of cash

during a given time period.
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(4) Savings ratio

Your Cash Flow Statement:
Inflows and Outflows

Each day, financial events can affect your net worth. When you receive a paycheck
or pay living expenses, your total assets and liabilities change. Cash flow is the actual
inflow and outflow of cash during a given time period. Income from employment will
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probably represent your most important cash inflow; however, other income, such as
interest earned on a savings account, should also be considered. In contrast, payments
for items such as rent, food, and loans are cash outflows.

A cash flow statement, also called a personal income and expenditure statement
(Exhibit 2-3), is a summary of cash receipts and payments for a given period, such as
a month or a year. This report provides data on your income and spending patterns,
which will be helpful when preparing a budget.

A checking account can provide information for your cash flow statement. Depos-
its to the account are your inflows; checks written, cash withdrawals, and debit card
payments are your outflows. Of course, in using this system, when you do not deposit
entire amounts received, you must also note the spending of these nondeposited
amounts in your cash flow statement.

The process for preparing a cash flow statement involves three steps:

Total cash received
during the time period

Cash surplus or
deficit

STEP 1: RECORD INCOME To create a cash flow statement, start by identify-
ing the funds received. Income is the inflows of cash for an individual or a household.
For most people, the main source of income is money received from a job. Other
common income sources include commissions, self-employment income, interest, divi-
dends, gifts, grants, scholarships, government payments, pensions, retirement income,
alimony, and child support.

In Exhibit 2-3, notice that Kim Walker’s monthly salary (or gross income) of
$4,350 is her main source of income. However, she does not have use of the entire
amount. Take-home pay, also called net pay, is a person’s earnings after deductions for
taxes and other items. Kim’s deductions for federal, state, and Social Security taxes
are $1,250. Her take-home pay is $3,100. This amount, plus earnings from savings and
investments, is the income she has available for use during the current month.

Take-home pay is also called disposable income, the amount a person or household
has available to spend. Discretionary income is money left over after paying for hous-
ing, food, and other necessities. Studies report that discretionary income ranges from
less than 5 percent for people under age 25 to more than 40 percent for older people.

STEP 2: RECORD CASH OUTFLOWS Cash payments for living expenses and
other items make up the second component of a cash flow statement. Kim Walker
divides her cash outflows into two major categories: fixed expenses and variable
expenses. Every individual and household has different cash outflows, but these main
categories, along with the subcategories Kim uses, can be adapted to most situations.

1. Fixed expenses are payments that do not vary from
month to month. Rent or mortgage payments,
installment loan payments, cable television service fees,
and a monthly train ticket for commuting to work are
examples of constant or fixed cash outflows. For
Kim, another type of fixed expense is the amount she
sets aside each month for payments due once or twice
a year. For example, Kim pays $384 every March for
life insurance. Each month, she records a fixed outflow
of $32 for deposit in a special savings account so
that the money will be available when her insurance
payment is due.

unneeded assets.
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cash flow statement A
financial statement that
summarizes cash receipts
and payments for a given
period; also called a personal
income and expenditure
statement.

income Inflows of cash to
an individual or a household.

take-home pay Farnings
after deductions for taxes
and other items; also called
disposable income.

discretionary

income Money left over
after paying for housing,
food, and other necessities.

b 3

When there is not enough in savings for
emergencies, people most often use a home
equity loan or credit cards, borrow from relatives
or against a retirement account, or sell some
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Exhibit 2-3 Creating a Cash Flow Statement

Step 1

For a set time period (such
as a month), record your
income from various
sources, such as wages,
salary, interest, and
payments from the
government.

Step 2

Develop categories and
record cash payments for
the time period covered
by the cash flow
statement.

Step 3

Subtract the total outflows
from the total inflows. A
positive number (surplus)
represents the amount
available for saving and
investing. A negative
number (deficit) represents
the amount that must be
taken out of savings or
borrowed.

Kim Walker
Cash Flow Statement for the Month Ended September 30, 2011

Income (cash inflows)

Salary (Qross) ...........cciiiiiai.... $4,350
Less deductions
Federal incometax ................. $810
State incometax ................... 108
Social Security ........ .. .. . 332
Total deductions ................... $1,250 $3,100
Interest earned onsavings . ............ 34
Earnings from investments............. _ 62
Total income $3,196

Fixed Expenses

ReNt ..ot $1,150
Loanpayment ............. .. .. .. .. .. 216
Cable television .. .................... 52
Monthly train ticket .................. 196
Lifeinsurance......... ... ... ... .. ... 32
Apartment insurance ................. 23

Total fixed outflows $1,669
Variable Expenses
Foodathome ....................... 260
Food away fromhome ................ 168
Clothing. ..., 150
Telephone . ....... ... il 52
Electricity . . ... 48
Personal care (dry cleaning,

laundry, cosmetics) . ........ ... ... 66

Medical expenses . .............utn 85
Recreation/entertainment ............. 100
Gifts ... 70
Donations . .......... .. . i 80

Total variable outflows 1,079

Total outflows $2,748
Cash surplus + (or deficit —) +$448

Allocation of Surplus

PO DR R

Emergency fund savings............... 168
Savings for short-term/intermediate
financial goals...................... 80
Savings/investing for long-term
financial security. . . ................. 200
Total surplus $448

2. Variable expenses are flexible payments that change from month to month.
Common examples of variable cash outflows are food, clothing, utilities (such
as electricity and telephone), recreation, medical expenses, gifts, and donations.
The use of a checkbook or some other recordkeeping system is necessary for an
accurate total of cash outflows.

STEP 3: DETERMINE NET CASH FLOW The difference between income and
outflows can be either a positive (surplus) or a negative (deficit) cash flow. A deficit
exists if more cash goes out than comes in during a given month. This amount must
be made up by withdrawals from savings or by borrowing.

When you have a cash surplus, as Kim did (Exhibit 2-3), this amount is available
for saving, investing, or paying off debts. Each month, Kim sets aside money for her
emergency fund in a savings account that she would use for unexpected expenses or to
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pay living costs if she did not receive her salary. She deposits the rest of the surplus
in savings and investment plans that have two purposes. The first is the achievement
of short-term and intermediate financial goals, such as a new car, a vacation, or reen-
rollment in school; the second is long-term financial security—her retirement. A cash
flow statement provides the foundation for preparing and implementing a spending,
saving, and investment plan.
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Sheet

CONCEPT CHECK 2-2

Sheet 6 Creating a Personal Balance

Sheet 7 Creating a Personal Cash Flow
Statement

1 What are the main purposes of personal financial statements?

2 What does a personal balance sheet tell you about your financial situation?

3 For the following items, identify each as an asset (A), liability (L), cash inflow (Cl), or cash outflow (CO):

monthly rent automobile loan

interest on savings account collection of rare coins
retirement account mortgage amount

electric bill market value of automobile

4 Jan Franks has liquid assets of $6,300 and monthly expenses of $2,100. Based on the liquidity ratio, she has

months in which living expenses could be paid if an emergency arises.

Apply Yourself!

Objective 2

Use the Web or library research to obtain information about the assets commonly held by households in the United
States. How have the values of assets, liabilities, and net worth of U.S. consumers changed in recent years?

A Plan for Effective Budgeting

A budget, or spending plan, is necessary for successful financial planning. The com-
mon financial problems of overusing credit, lacking a regular savings program, and
failing to ensure future financial security can be minimized through budgeting. The
main purposes of a budget are to help you live within your income, spend your money
wisely, reach your financial goals, prepare for financial emergencies, and develop wise
financial management habits. Budgeting may be viewed in seven main steps.

Step 1: Set Financial Goals

Future plans are an important dimension for deciding your financial direction. Finan-
cial goals are plans for activities that require you to plan your spending, saving, and
investing. As discussed in Chapter 1, financial goals should (1) be realistic; (2) be

OBJECTIVE 3

Develop and implement a
personal budget.

budget A specific plan for
spending income; also called
a spending plan.
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EXhibit 2-4 Common Financial Goals

Chapter 2

Money Management Skills

Personal
Situation

Short-Term Goals
(less than 2 years)

Intermediate Goals
(2-5 years)

Long-Term Goals
(over 5 years)

Single person

Married couple
(no children)

Parent (young
children)

e Complete college
e Pay off auto loan

® Take an annual vacation
® Buy a new car

e Increase life insurance
e Increase savings

¢ Take a vacation to Europe
e Pay off education loan
e Attend graduate school

* Remodel home
¢ Build a stock portfolio

* Increase investments
® Buy a new car

® Buy a vacation home in the mountains
e Provide for retirement income

® Buy a retirement home
¢ Provide for retirement income

e Accumulate a college fund for children
* Move to a larger home

b 3

According to Lynnette Khalfani
(www.themoneycoach.net), LIFE is the major

budget buster:

L is “Listed” expenses (housing, utilities, food,
clothing) that are underestimated.

| involves “Impulse buying,” whether in stores or

online.

F are "Forgotten” bills, such as annual insurance

payments.

E are “Emergencies,” such as unexpected auto or

home repairs.

stated in measurable terms; (3) have a definite time frame; and (4) imply the type of
action to be taken. Exhibit 2-4 gives examples of common financial goals based on
life situation and time.

Step 2: Estimate Income

As Exhibit 2-5 shows, after setting goals, you need to estimate available money for a
given time period. A common budgeting period is a month, since many payments, such
as rent or mortgage, utilities, and credit cards, are due each month. In determining
available income, include only money that you are sure you’ll receive. Bonuses, gifts, or
unexpected income should not be considered until the money is actually received.

Budgeting income may be difficult if your earnings vary by season or your income
is irregular, as with sales commissions. In these situations, estimate your income on
the low side to help avoid overspending and other financial difficulties.

Step 3: Budget an Emergency
Fund and Savings

To set aside money for unexpected expenses as well as future
financial security, the Robinsons have budgeted several
amounts for savings and investments (see Exhibit 2-5). Finan-
cial advisers suggest that an emergency fund representing three
to six months of living expenses be established for use in peri-
ods of unexpected financial difficulty. This amount will vary
based on a person’s life situation and employment stability.

The Robinsons also set aside an amount each month for
their automobile insurance payment, which is due every six
months. Both this amount and the emergency fund are put
into a savings account.

A frequent budgeting mistake is to save the amount you
have left at the end of the month. When you do that, you often
have nothing left for savings. Since saving is vital for long-term
financial security, remember to always “pay yourself first.”



Chapter 2

Exhibit 2-5 Developing a Monthly Budget

Step 1
Set financial goals.

)

4

Monthly Budget for the Robinson Family

Financial goals

Money Management Skills

Record actual

amounts for inflows

and outflows.
Compare actual
amounts with

budgeted amounts to
determine variances.

- 3 Budgeted Amounts  Actual Amounts Variance
Step 2 E . (dollars) (percent)
Estimate expected Projected Inflows (income)
income from all sources; Salary 2874 100 2574 =
this amount is to be — —
allocated among various Projected Outflows
outflow categories. (disbursements)
! Emergency Fund and Savings:
Emergency fund savings 115 4 15 —
Step 3 ﬂ Savings for auto insurance 29 1 29 =
Budget amount for an Savings for vacation 57 2 o7 =
emergency fund Savings for investments 5 2 57 —
periodic expenses, and “'g Total savings 258 9 258 ==
financial goals.
Fixed Expenses
:g Mortgage payment 518 18 515 =
Property taxes 115 4 iife) —
Step 4 Auto loan payment 144 5 144 —
Budget set amounts Life insurance 29 1 29 —
that ygou are obligated Total fixed expenses 806 28 806 =
D pEY Variable expenses
= Food 402 14 417 —15
Utilities (telephone, heat,
electric, water) 172 6 164 +O
Clothing 116 4 95 +25
Transportation (automobile
operation, repairs, public 471 1
= transportation) 460 16 =
Step.5 é Personal and health care 172 6 165 +9
Budget estimated Entertainment 172 6 2701 —29
amounts to be spent Reading, education 86 3 & +&
for various household Gifts, donations 144 5 150 =)
and living expenses. Personal allowances,
miscellaneous expenses 86 3 90 —4
&g Total variable expenses 1810 63 18627 =17
Total outflow 2874 100 2891 17
Step 7

Evaluate whether
revisions are needed
in your spending and

savings plan.
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Step 4: Budget Fixed Expenses

Definite obligations make up this portion of a budget. As Exhibit 2-5 shows, the
Robinsons have fixed expenses for housing, taxes, and loan payments. They make a
monthly payment of $29 for life insurance. The budgeted total for their fixed expenses
is $806, or 28 percent of estimated available income.

Assigning amounts to spending categories requires careful consideration. The
amount you budget for various items will depend on your current needs and plans
for the future. Exhibit 2-6 suggests budget allocations for different life situations.
Although this information can be of value when creating budget categories, maintain-
ing a detailed record of your spending for several months is a better source for your
personal situation. However, don’t become discouraged. Use a simple system, such as
a notebook or your checkbook. This “spending diary” will help you know where your
money is going.

Step 5: Budget Variable Expenses

Planning for variable expenses is not as easy as budgeting for savings or fixed expenses.
Variable expenses will fluctuate by household situation, time of year, health, eco-
nomic conditions, and a variety of other factors. A major portion of the Robinsons’
planned spending—over 60 percent of their budgeted income—is for variable living

Exhibit 2-6 Typical After-Tax Budget Allocations

Couple
Working Couple Single Parent Parents (over 55, no
Single (no (children (young (children over dependent
Budget Category Student dependents) under 18) children) 18 in college) children)
Housing (rent or 0-25% 30-35% 25-35% 20-30% 25-30% 25-35%
mortgage payment;
utilities; furnishings
and appliances)
Transportation 5-10 15-20 15-20 10-18 12-18 10-18
Food (at home and 15-20 15-25 15-25 13-20 15-20 18-25
away from home)
Clothing 5-12 5-15 5-10 5-10 4-8 4-8
Personal and health 3-5 3-5 4-10 8-12 4-6 6-12
care (including child care)
Entertainment and 5-10 5-10 4-8 4-8 6-10 5-8
recreation
Reading and 10-30 2-4 3-5 3-5 6-12 2-4
education
Personal insurance 0-5 4-8 5-9 5-9 4-7 6-8
and pension payments
Gifts, donations, 4-6 5-8 3-5 3-5 4-8 3-5
and contributions
Savings 0-10 4-15 5-10 5-8 2-4 3-5

SOURCES: Bureau of Labor Statistics (http://stats.bls.gov); American Demographics; Money,; The Wall Street Journal.
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costs. They base their estimates on past spending as well as expected changes in their
cost of living.

Step 6: Record Spending Amounts

After having established a spending plan, you will need to keep track of your actual
income and expenses. This process is similar to preparing a cash flow statement. In
Exhibit 2-5, notice that the Robinsons estimated specific amounts for income and
expenses. These are presented under “Budgeted Amounts.” The family’s actual spend-
ing was not always the same as planned. A budget variance is the difference between
the amount budgeted and the actual amount received or spent. The total variance for
the Robinsons was a $17 deficit, since their actual spending exceeded their planned
spending by this amount. They would have had a surplus if their actual spending had
been less than they had planned.

Variances for income should be viewed as the opposite of variances for expenses.
Less income than expected would be a deficit, whereas more income than expected
would be a surplus. Spending more than planned for an item may be justified by reduc-
ing spending for another item or putting less into savings. However, revising your bud-
get and financial goals may be necessary.

Step 7: Review Spending and Saving Patterns

Like most decision-making activities, budgeting is a circular, ongoing process. You
will need to review and perhaps revise your spending plan on a regular basis.

REVIEW YOUR FINANCIAL PROGRESS The results of your budget may be
obvious: having extra cash in checking or falling behind in your bill payments. How-
ever, such obvious results may not always be present. Occasionally, you will have to
review areas where spending has been more or less than expected. You can prepare
an annual summary to compare actual spending with budgeted amounts for each
month. A spreadsheet program can be useful for this purpose. This summary will
help you see areas where changes in your budget may be necessary. This review pro-
cess is vital to both successful short-term money management and long-term finan-
cial security.

REVISE YOUR GOALS AND BUDGET ALLOCATIONS What should you
cut first when a budget shortage occurs? This question doesn’t have easy answers, and
answers will vary for different households. The most common overspending areas are
entertainment and food, especially away-from-home meals. Purchasing less expen-
sive brand items, buying quality used products, and avoid-
ing credit card purchases are common budget adjustment
techniques. When household budgets must be cut, spending
is most frequently reduced for vacations, dining out, clean-
ing and lawn services, cablel/Internet service, and charitable
donations.

At this point in the budgeting process, you may also revise
your financial goals. Are you making progress toward achiev-
ing your objectives? Have changes in personal or economic
conditions affected the desirability of certain goals? Have new
goals surfaced that should be given a higher priority? Address-
ing these issues while creating an effective saving method will
help ensure accomplishment of your financial goals.

being in debt.
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budget variance The
difference between the
amount budgeted and

the actual amount received
or spent.

deficit The amount by
which actual spending
exceeds planned spending.

surplus The amount by
which actual spending is less
than planned spending.

£

Most households can have an additional $500
or more a month available by not receiving a tax
refund, by cutting insurance costs, by wiser food
shopping, by using less energy, by having a less
expensive phone and cable plan, and by not



> Selecting a Budgeting System

Although your checkbook will give you a fairly complete record of your expenses, it does not serve the purpose of
planning for spending. A budget requires that you outline how you will spend available income. Described below

are various budgeting systems. For each, list a benefit and concern of this method, and explain who might use
this system.

Type of budgeting system

What are the benefits?
What are the concerns?

Who might use this system?

A mental budget exists only in a person’s mind.
This simple system may be appropriate if you
have limited resources and minimal financial
responsibilities.

A physical budget involves envelopes, folders, or
containers to hold the money or slips of paper.
Envelopes would contain the amount of cash or
a note listing the amount to be used for “Food,”
“Rent,” “Auto Payment,” and other expenses.

A written budget can be kept on notebook paper
or on specialized budgeting paper available in
office supply stores.

Computerized budgeting systems use a spread-
sheet program or specialized software such as
Microsoft Money (www.msn.com/money) or
Quicken (www.quicken.com).

What would you do? Describe your current budgeting system. Are there any recordkeeping activities you might do

differently?

60

CHARACTERISTICS OF SUCCESSFUL BUDGETING Having a spending
plan will not eliminate financial worries. A budget will work only if you follow it.
Changes in income, living expenses, and goals will require changes in your spending

plan. Successful budgets are commonly viewed as being:

e Well planned. A good budget takes time and effort to prepare and should
involve everyone affected by it.

e Realistic. If you have a moderate income, don’t immediately expect to save
enough money for an expensive car. A budget is designed not to prevent you
from enjoying life but to help you achieve what you want most.

e Flexible. Unexpected expenses and life situation changes will require a budget
that you can easily revise.

e Clearly communicated. Unless you and others involved are aware of the
spending plan, it will not work. The budget should be written and available to
all household members.
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Sheet 8 Developing a Personal
Budget

CONCEPT CHECK 2-3

1 What are the main purposes of a budget?

2 How does a person’s life situation affect goal setting and amounts allocated for various budget categories?

3 For each of the following household expenses, indicate if the item is a FIXED or a VARIABLE expense.

food away from home _ cable television
rent _ electricity
health insurance premium auto repairs

4 The Nollin family has budgeted expenses for a month of $4,560 and actual spending of $4,480. This would result
in a budget SURPLUS or DEFICIT (circle one) of $ .

Apply Yourself!

Objective 3

Ask two or three friends or relatives about their budgeting systems. Obtain information on how they maintain
their spending records. Create a visual presentation (video or slide presentation) that communicates wise budgeting
techniques.

Money Management and Achieving
Financial Goals

Your personal financial statements and budget allow you to achieve your financial

goals with OBJECTIVE 4
1. Your balance sheet: reporting your current financial position—where you are Connect money
now. management activities

with saving for personal

2. Your cash flow statement: telling you what you received and spent over the past ; ‘
financial goals.

month.

3. Your budget: planning spending and saving to achieve financial goals.

Many people prepare a balance sheet on a periodic basis, such as every three or six
months. Between those points in time, your budget and cash flow statement help you
plan and measure spending and saving activities. For example, you might prepare a
balance sheet on January 1, June 30, and December 31. Your budget would serve to



INTERVIEW | Professor Michael Sherraden is director of the Center for Social
Development at Washington University in St. Louis. He’d like every
baby in the U.S. to get a tax-advantaged savings account, seeded by
Uncle Sam, an idea that has bipartisan support in Congress.

SAVINGS ACCOUNTS FROM DAY ONE

A Social Scientist Says We’ll Have A Stronger Middle Class When
We Give Savings Accounts To Babies

How would your savings plan
work? I think there should be

a lifelong system of accounts for
everybody to save for important
life goals—post-secondary educa-
tion, homeownership, additional
job training. Eventually, money in
the accounts would provide retire-
ment security. There’s a strong
rationale for making the accounts
progressive, with low-income kids
getting a slightly larger initial
deposit because most of the tax
benefits of college and retirement-
savings plans now go to upper-
and middle-income families. One
bill in Congress calls for $500

for all children and an additional
$500 for the poorest.

Where would the money come
from? There are four million
babies born every year. In an
annual federal budget of $3 tril-
lion, even at a cost of $4 billion, I
wouldn’t call it a large sum.

And who would manage

it? The savings plans would be
offered by the major asset

managers. Good plan features
would be simple investment
options and low costs.

Will these accounts

turn us into a nation of
savers? There’s at least some
encouragement for everyone to
save. Family members would get
tax benefits for making addi-
tional deposits, although there
would be caps on tax-deduct-
ible contributions. As with some
trial programs already under
way, matching funds could come
from the government, charities or
more-creative sources. For exam-
ple, a corporation might want to
“adopt” kids in a particular school
district, matching their savings.

Even with compound interest,
would these accounts
generate enough to make a
dent in college or retirement
costs? For now, 'm focused on
post-secondary education, which
has a huge impact on lifetime
earnings. Having $10,000 to
$15,000 in an account for college

would have an impact on tens of
millions of young people.

Will the recent market down-
turn diminish the accounts’
appeal? If I paid attention to
bear markets, I'd be distracted.

I don’t know whether we’ll have
accounts this year, but 10 to 15
years from now, we’ll have an
account for every child.

SOURCE: Reprinted by permission from the June issue of Kiplinger’s Personal Finance. Copyright © 2008 The Kiplinger Washington
Editors, Inc.

1. What are the benefits of this proposed savings plan for individual and society?
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2. Describe possible objections to this program.

3. How would you modify this proposed savings program to better achieve the desired goals?
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plan your spending and saving between these points in time, and your cash flow state-
ment of income and outflows would document your actual spending and saving. This
relationship may be illustrated in this way:

Projected savings and Projected savings and
spending (budget) spending (budget)
Balance Balance
sheet sheet
January 1 June 30
Actual inflows Actual inflows
and outflows and outflows
(cash flow statements) (cash flow statements)
(January 1 to June 30) (July 1 to December 31)

Changes in your net worth result from cash inflows and outflows. In periods when
your outflows exceed your inflows, you must draw on savings or borrow (buy on
credit). When this happens, lower assets (savings) or higher liabilities (due to the use
of credit) result in a lower net worth. When inflows exceed outflows, putting money
into savings or paying off debts will result in a higher net worth.

Selecting a Saving Technique

Traditionally, the United States ranks low among industrial nations in savings rate.
Low savings affect personal financial situations. Studies reveal that the majority of
Americans do not set aside an adequate amount for emergencies.

Since most people find saving difficult, financial advisers suggest these methods to
make it easier:

1. Write a check each payday and deposit it in a savings account not readily
available for regular spending. This savings deposit can
be a percentage of income, such as 5 or 10 percent, or
a specific dollar amount.

2. Payroll deduction is available at many places of
employment. Under a direct deposit system, an amount
is automatically deducted from your salary and
deposited in savings.

b 3

63

Balance
sheet
December 31

For years, co-workers were amused by a woman
who carried a brown bag to lunch each day. That

3. Saving coins or spending less on certain items can help woman later retired in financial comfort and lived
you save. Each day, put your change in a container. her later years in beachfront property. A daily
You can also increase your savings by taking a coffee and muffin can add up to over $1,300
sandwich to work instead of buying Iunch or by a year.

refraining from buying snacks or magazines.

How you save is far less important than making regular peri-
odic savings deposits that will help you achieve financial goals. Small amounts of sav-
ings can grow faster than most people realize.

Calculating Savings Amounts

To achieve your financial objectives, you should convert your savings goals into spe-
cific amounts. Your use of a savings or investment plan is vital to the growth of your
money. As Exhibit 2-7 shows, using the time value of money calculations, introduced
in Chapter 1, can help you calculate progress toward achieving your financial goals.
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Exhibit 2-7

Using Savings to Achieve

Financial Goals

Chapter 2

Set aside $6,000
for unexpected
expenses and
financial
emergencies

Save for
retirement living
expenses

Save for a down
payment to
purchase a home

Asingle
deposit
from past
savings

Deposit
$2,000 a

year

Deposit
$200 every
three months

Money Management Skills

i

* Based on the future value of $1 tables in Chapter 1 and Chapter 1 Appendix.
** Based on the future value of a series of deposits tables in Chapter 1 and Chapter 1 Appendix.

* With annual $2,000 deposits, this same retirement account would grow to over $500,000 in 40 years.

* Based on quarterly compounding, explained in Chapter 4.

CONCEPT CHECK 2-4

1 What relationship exists among personal financial statements, budgeting, and achieving financial goals?

2 years 5 years
7% $6,870* $8,418

2 years 5 years
8% $4,160**  $11,734

2 years 5 years
12% $1,778* $5,374

10 years
$11,802

10 years
$28,974*

10 years
$15,080

2 What are some suggested methods to make saving easy?

3 If you wanted to obtain the following types of information, check the box for the document that you would find
most useful.

Financial information needed

Balance sheet

Cash flow statement

Budget

Amounts owed for medical expenses

Spending patterns for the past few months

Planned spending patterns for the next month

Current value of investment accounts

Amounts to deposit in savings accounts

Apply Yourself!

Objective 4

Interview a young single person, a young couple, and a middle-aged person about their financial goals and savings

habits. What actions do they take to determine and achieve various financial goals?




00)

Rackto ... Geth "o Personal

Reconsider your responses to the “Getting Personal” ques-
tions at the beginning of the chapter. For more effective
money management and budgeting:

e Develop a recordkeeping system for your financial
documents as shown in Exhibit 2-1 on page 48.

e Prepare a balance sheet and a cash flow statement
on a regular basis to monitor your financial situation
and progress (see pages 49-54).

e Consider using online budgeting programs for your
money management activities. Several are available.
Use a Web search to locate one that fits your needs.

e Develop a regular savings plan to set aside some
amount each week. Start small ... but save some-
thing. For savings ideas go to www.americasaves.org
or www.choosetosave.org.

What did you learn in this chapter that could help you with
your daily money management actions?

Chapter Summary

Objec tive T Successful money management requires a
coordination of personal financial records, personal financial
statements, and budgeting activities. An organized system
of financial records and documents should provide ease of
access as well as security for financial documents that may be
impossible to replace.

Object/'ve 2 A personal balance sheet, also known as
a net worth statement, is prepared by listing all items of value
(assets) and all amounts owed to others (liabilities). The dif-
ference between your total assets and your total liabilities
is your net worth. A cash flow statement, also called a per-
sonal income and expenditure statement, is a summary of cash

receipts and payments for a given period, such as a month or
a year.

Obj@CfiVé’ 3 The budgeting process consists of seven
steps: (1) set financial goals; (2) estimate income; (3) budget
an emergency fund and savings; (4) budget fixed expenses;
(5) budget variable expenses; (6) record spending amounts;
and (7) review spending and saving patterns.

Object/'ve 4 The relationship among the personal bal-
ance sheet, cash flow statement, and budget provides the
basis for achieving long-term financial security. Future value
and present value calculations may be used to compute the
increased value of savings for achieving financial goals.

Key Terms

assets 50 deficit 59 money management 45
balance sheet 49 discretionary income 53 net worth 51

budget 55 income 53 safe deposit box 47
budget variance 59 insolvency 51 surplus 59

cash flow 52 liabilities 51 take-home pay 53

cash flow statement 53 liquid assets 50

current liabilities 51

long-term liabilities 51
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Key Formulas

Page Topic Formula
51 Net worth Net worth = Total assets — Total liabilities
Example: = $125,000 — $53,000
= $72,000
52 Debt ratio Debt ratio = Liabilities/Net worth
Example: = $7,000/$21,000
=0.33
52 Current ratio Current ratio = Liquid assets/Current liabilities
Example: = $8,500/$4,500
= 1.88
52 Liquidity ratio Liquidity ratio = Liquid assets/Monthly expenses
Example: = $8,500/$3,500
=24
52 Debt-payments ratio Debt-payments ratio = Monthly credit payments/Take-home pay
L= Example: = $760/$3,800
E =020
B . .
& 52 Savings ratio Savings ratio = Amount saved per month/Gross monthly income
S Example: = $460/$3,800
o) =0.12
-
< 54 Cash surplus (or Cash surplus (or deficit) = Total inflows — Total outflows
S deficit) Example: = $5,600 — $4,970
S = $630 (surplus)
2
2

Self-Test Problems

1. The Hamilton household has $145,000 is assets and $63,000 in liabilities. What is the family’s net worth?
2. Harold Daley budgeted $210 for food for the month of July. He spent $227 on food during July. Does he have a budget
surplus or deficit, and what amount?

Self-Test Solutions

1. Net worth is computed determined by assets ($145,000) minus liabilities ($63,000) resulting in $82,000.
2. The budget deficit of $17 is calculated by subtracting the actual spending ($227) from the budgeted amount ($210).

1. Based on the following data, determine the amount of total assets, total liabilities, and net worth. (Obj. 2)
Liquid assets, $3,670 Investment assets, $8,340
Current liabilities, $2,670 Household assets, $89,890
Long-term liabilities, $76,230
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a. Total assets $
b. Total liabilities $
¢. Networth §

2. Using the following balance sheet items and amounts, calculate the total liquid assets and total current
liabilities: (Obj 2)

Money market account $2,600 Medical bills $232
Mortgage $158,000 Checking account $780
Retirement account $86,700 Credit card balance $489

a. Total liquid assets $
b. Total current liabilities $

3. Use the following items to determine the total assets, total liabilities, net worth, total cash inflows, and total cash
outflows. (Obj2)

Rent for the month, $650 Monthly take-home salary, $1,950
Spending for food, $345 Cash in checking account, $450
Savings account balance, $1,890 Balance of educational loan, $2,160
Current value of automobile, $7,800 Telephone bill paid for month, $65
Credit card balance, $235 Loan payment, $80

Auto insurance, $230 Household possessions, $3,400
Stereo equipment, $2,350 Payment for electricity, $90
Lunches/parking at work, $180 Donations, $70

Home computer, $1,500 Value of stock investment, $860
Clothing purchase, $110 Restaurant spending, $130

Total assets $

Total liabilities $

Net worth $

Total cash inflows $
Total cash outflows $

AN SR
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4. For each of the following situations, compute the missing amount. (Obj. 2)

a. Assets $45,000; liabilities $16,000; net worth $
b. Assets $76,500; liabilities $ ; net worth $18,700
c. Assets $34,280; liabilities $12,965; net worth $
d. Assects § ; liabilities $38,345; net worth $52,654

5. Based on this financial data, calculate the ratios requested: (Obj. 2)

Liabilities, $8,000 Net worth, $58,000

Liquid assets, $4,600 Current liabilities, $1,300

Monthly credit payments, $640 Take-home pay, $2,600

Monthly savings, $130 Gross income, $2,850
Debt ratio

Current ratio
Debt-payments ratio
Savings ratio

U SR

6. The Fram family has liabilities of $128,000 and a net worth of $340,000. What is the debt ratio? How would you assess
this? (Obj. 2)

7. Carl Lester has liquid assets of $2,680 and current liabilities of $2,436. What is his current ratio? What comments do you
have about this financial position? (Obj. 2)
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8. For the following situations, calculate the cash surplus or deficit: (Obj. 2)

Cash inflows Cash Outflows Difference (surplus or deficit)
$3,400 $3.218 $
4,756 4,833 $
4,287 4,218 $

9. The Brandon household has a monthly income of $5,630 on which to base their budget. They plan to save 10 percent and
spend 32 percent on fixed expenses and 56 percent on variable expenses. (Obj. 3)

a. What amount do they plan to set aside for each major budget section?

Savings $
Fixed expenses $
Variable expenses $

b. After setting aside these amounts, what amount would remain for additional savings or for paying off debts?

10. Fran Powers created the following budget and reported the actual spending listed. Calculate the variance for each of these
categories, and indicate whether it was a deficit or a surplus. (ODbj. 3)

Item Budgeted Actual Variance Deficit/Surplus
Food $350 $298
Transportation 320 337
Housing 950 982
Clothing 100 134
Personal 275 231

11. Ed Weston recently lost his job. Before unemployment occurred, the Weston household (Ed; wife, Alice; two children,
ages 12 and 9) had a monthly take-home income of $3,165. Each month, the money went for the following items: $880 for
rent, $180 for utilities, $560 for food, $480 for automobile expenses, $300 for clothing, $280 for insurance, $250 for sav-
ings, and $235 for personal and other items. After the loss of Ed’s job, the household’s monthly income is $1,550, from his
wife’s wages and his unemployment benefits. The Westons also have savings accounts, investments, and retirement funds
of $28,000. (Obj. 3)

a. What budget items might the Westons consider reducing to cope with their financial difficulties?
b. How should the Westons use their savings and retirement funds during this financial crisis? What additional sources of
funds might be available to them during this period of unemployment?

12. Use future value and present value calculations (see tables in the appendix for Chapter 1) to determine the following: (Obj. 4)

a. The future value of a $500 savings deposit after eight years at an annual interest rate of 7 percent.
b. The future value of saving $1,500 a year for five years at an annual interest rate of § percent.
¢. The present value of a $2,000 savings account that will earn 6 percent interest for four years.

13. Brenda plans to reduce her spending by $50 a month. What would be the future value of this reduced saving over the next
10 years? (Assume an annual deposit to her savings account, and an annual interest rate of 5 percent.) (Obj. 4)

14. Kara George received a $10,000 gift for graduation for her uncle. If she deposits this in a account paying 4 percent, what
will be the value of this gift in 15 years? (Obj. 4)

Questions

1. Describe some common money management mistakes that can cause long-term financial concerns.
2. What do you believe to be the major characteristics of an effective system to keep track of financial documents and records?

3. How might financial ratios be used when planning and implementing financial activities?
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4. Discuss with several people how a budget might be changed if a household faced a decline in income. What spending areas

might be reduced first?

5. What are long-term effects of low savings for both individuals and the economy of a country?

Case in Point

A LITTLE BECOMES A LOT

Can you imagine saving 25 cents a week and having it grow
to more than $30,000?

As hard as that may be to believe, that’s exactly what Ken
Lopez was able to do. Putting aside a quarter a week starting
in second grade, he built up a small savings account. These
funds were then invested in various stocks and mutual funds.
While in college, Ken was able to pay for his education
while continuing to save between $50 and $100 a month. He
closely monitored spending. Ken realized that the few dol-
lars here and there for snacks and other minor purchases
quickly add up.

Today, at age 27, Ken works as a customer service manager
for an online sales division of a retailing company. He lives
with his wife, Alicia, and their two young children. The fami-
ly’s spending plan allows for all their needs and also includes
regularly saving and investing for the children’s education
and for retirement. Recently, Ken was asked by a co-worker,
Brian, “How come you and Alicia never seem to have finan-
cial stress in your household?”

Ken replied, “Do you know where your money is going each
month?”

“Not really,” was Brian’s response.

“You’d be surprised by how much is spent on little things
you might do without,” Ken responded.

“I guess so, I just don’t want to have to go around with a
notebook writing down every amount I spend,” Brian said
in a troubled voice.

“Well, you have to take some action if you want your finan-
cial situation to change,” Ken said in an encouraging voice.

Brian conceded with, “All right, what would you recommend?”

Questions

1. What money management behaviors did Ken practice
that most people neglect?

2. Based on information at www.kiplinger.com, www.
money. com, or www.asec.org, describe money man-
agement and financial planning advice that would be
appropriate for Brian.

3. What additional goals might be appropriate for Ken,
Alicia, and their children?

Continuing Case

Vikki Rococo (age 22) is living with her parents for one year while she begins to pay off her student loans and prepares to move
into her own apartment. She has been working at a local company processing 401(k) plan benefits, and her manager just sent
her to a training course called “Year-End—What you need to know for your clients.” The training emphasized the importance
of keeping information organized so that reports can be created and accessed quickly. Vikki finds the session valuable and
decides that she really should improve the organization of her own financial files at home. To her dismay, she realizes that she
has much more work to do than she originally thought. Her pay stubs, credit card statements, receipts, 401(k) statements, and
a bunch of other work benefit envelopes and files had all been thrown together into a shoebox on the floor of her closet. She

admits that she needs a much better system.

Vikki’s financial statistics are shown below

Assets Liabilities
Checking account $3,500 Student loan $14,000
Car $7,500 Credit card balance $1,850

401(k) balance $2,500

Income

Gross annual salary $40,000
(before taxes)
$2,333 monthly pay after-taxes
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Monthly Expenses Liabilities( continued) Retirement savings

Rent $200 Car loan $200 401(k) $500 per month, plus 50%
Food $100 Credit card payments $40 employer match on the first 7% of pay
Student loan $250 Entertainment $100

Gas/repairs $150
Questions

1. What recommendations do you have for Vikki’s recordkeeping system?

2. What expenses should she include in her budget if she moves out?

3. How much should she have in an emergency fund? What steps should she take to reach this amount?
4. How can she use Your Personal Financial Plan sheets 5-8?

Spending Diary

"I AM AMAZED HOW LITTLE THINGS CAN ADD UP ... HOWEVER, SINCE KEEPING TRACK
OF ALL MY SPENDING, | REALIZE THAT | NEED TO CUT DOWN ON SOME ITEMS SO |I CAN
PUT SOME MONEY AWAY INTO SAVINGS.”

Directions

Continue or start using the Daily Spending Diary sheets provided at the end of the book, or create your own format, to record
every cent of your spending in the categories provided. This experience will help you better understand your spending patterns
and help you plan for achieving financial goals. The Daily Spending Diary sheets are located in Appendix C at the end of the
book and on the student Web site, www.mhhe.com/kdh.

Questions
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1. What information from your daily spending diary might encourage you to reconsider various money management actions?

2. How can your daily spending diary assist you when planning and implementing a budget?
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Name: Date:

Financial Documents and Records

Financial Planning Activities: Indicate the location of the following records, and create files for the eight major
categories of financial documents.

Suggested Web Sites: www.money.com www.kiplinger.com

Home Safe deposit Other
Item file box (specify)

1. Money management records
¢ budget, financial statements
2. Personal/employment records
e current résumé, social security card

¢ educational transcripts
e birth, marriage, divorce certificates
e citizenship, military papers

e adoption, custody papers

3. Tax records

4. Financial services/consumer credit records
e unused, canceled checks
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e savings, passbook statements

e savings certificates
e credit card information, statements

e credit contracts
5. Consumer purchase, housing, and automobile records
e warranties, receipts

e owner’s manuals
¢ lease or mortgage papers, title deed, property tax info
e automobile title

e auto registration

e auto service records
6. Insurance records

e insurance policies

¢ home inventory

¢ medical information (health history)
7. Investment records

e broker statements

e dividend reports
e stock/bond certificates

e rare coins, stamps, and collectibles
8. Estate planning and retirement
o will

e pension, social security info

What's Next for Your Personal Financial Plan?

e Select a location or computer program for storing your financial documents and records.
e Decide if various documents may no longer be needed.




Name: Date:

Creating a Personal Balance Sheet

Financial Planning Activities: List current values of the assets; amounts owed for liabilities; subtract total
liabilities from total assets to determine net worth.

Suggested Web Sites: www.kiplinger.com www.money.com

Balance sheet as of

Assets

Liquid assets

Checking account balance
Savings/money market accounts, funds
Cash value of life insurance

Other

Total liquid assets

Household assets & possessions
Current market value of home
Market value of automobiles
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Furniture
Stereo, video, camera equipment
Jewelry
Other
Other

Total household assets

Investment assets

Savings certificates

Stocks and bonds

Individual retirement accounts
Mutual funds

Other
Total investment assets

Total Assets .........................

Liabilities

Current liabilities

Charge account and credit card balances
Loan balances

Other
Other
Total current liabilities

Long-term liabilities
Mortgage

Other
Total long-term liabilities

Total Liabilities .........................

Net Worth (assets minus liabilities) .........................

What's Next for Your Personal Financial Plan?

e Compare your net worth to previous balance sheets.
¢ Decide how often you will prepare a balance sheet.




Name: Date:

Creating a Personal Cash Flow Statement

Financial Planning Activities: Record inflows and outflows of cash for a one- (or three-) month period.

Suggested Web Sites: www.americasaves.org www.money.com

For month ending

Cash Inflows
Salary (take-home)
Other income:
Other income:
Total Income

Cash Outflows
Fixed expenses
Mortgage or rent
Loan payments
Insurance
Other
Other
Total fixed outflows
Variable expenses
Food
Clothing
Electricity
Telephone
Water
Transportation
Personal care
Medical expenses
Recreation/entertainment
Gifts
Donations
Other
Other
Total variable outflows
Total Outflows
Surplus/Deficit

Allocation of surplus

Emergency fund savings

Financial goals savings
Other savings

What's Next for Your Personal Financial Plan?

¢ Decide which areas of spending need to be revised.
e Evaluate your spending patterns for preparation of a budget.
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Name: Date:

Developing a Personal Budget

(00)

Financial Planning Activities: Estimate projected spending based on your cash flow statement, and maintain
records for actual spending for these same budget categories.

Suggested Web Sites: www.betterbudgeting.com www.asec.org

Budgeted amounts

Income Dollar Percent Actual amounts Variance

Salary

Other

Total income 100%

Expenses

Fixed expenses
Mortgage or rent

Property taxes

Loan payments
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Insurance

Other

Total fixed expenses

Emergency fund/savings
Emergency fund

Savings for

Savings for

Total savings

Variable expenses
Food

Utilities

Clothing

Transportation costs

Personal care

Medical and health care

Entertainment

Education

Gifts/donations

Miscellaneous

Other

Other

Total variable expenses

Total expenses 100%

What's Next for Your Personal Financial Plan?

e Evaluate the appropriateness of your budget for your life situation.
e Assess whether your budgeting activities are helping you achieve your financial goals.







3 Taxes in Your Financial Plan

Geth no Personal

For each of the following statements, select “agree” or
“disagree” to reflect your current behavior regarding
these tax planning activities:

Disagree
1. My tax records are organized to allow me to easily find needed information.

2. | have an extra amount withheld from my pay to make sure | get a refund every
year—instead of having those funds put into my savings.

3.1 am able to file my taxes on time each year.
4. My tax returns have never been questioned by the Internal Revenue Service.

5. I stay informed on proposed tax changes being considered related to current
economic conditions.

After studying this chapter, you will be asked to reconsider your responses to
these items.

Taxes in Your Financial Plan

Taxes are an everyday financial fact of life. You pay taxes when you get a paycheck or

OBJECTIVE 1 make a purchase. However, most people concern themselves with taxes only immedi-
Identify the major taxes ately before April 15.

paid by people in our

society.

Planning Your Tax Strategy

Each year, the Tax Foundation determines how long the average person works to pay
taxes. In recent years, “Tax Freedom Day” came in early May. This means that the



Your Personal Financial Plan S\heets

9. Federal income tax estimate.
10. Tax planning activities.

In this chapter, you will learn to:

1.Identify the major taxes paid by people in our society.

2. Calculate taxable income and the amount owed for federal income tax.
3. Prepare a federal income tax return.

4.Select appropriate tax strategies for various life situation:s.

N\rw\ is Hhais im\oorfanf?

Changing economic and political environments often result in new tax regulations,
some of which may be favorable for you while others are not. An important element
of tax planning is your refund. Each year, more than 90 million American households
receive an average tax refund of over $1,600 for a total of over $144 billion. Invested
at 5 percent for a year, these refunds represent about $7.2 billion in lost earnings. By
having less withheld and obtaining a smaller refund, you can save and invest these
funds for your benefit during the year.

time that elapsed from January 1 until late April represents the portion of the year

people work to pay their taxes. o
Tax planning starts with knowing current tax laws. Next, maintain complete and

appropriate tax records. Then, make purchase and investment des:isions that can
reduce your tax liability. Your primary goal should be to pay your fair share of taxes
while taking advantage of appropriate tax benefits.

Types of Tax

Most people pay taxes in four major categories: taxes on purchases, taxes on property,
taxes on wealth, and taxes on earnings.
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excise tax A tax imposed
on specific goods and
services, such as gasoline,
cigarettes, alcoholic
beverages, tires, and air
travel.

estate tax A taximposed
on the value of a person’s
property at the time of
death.

inheritance tax A tax
levied on the value of
property bequeathed by a
deceased person.

b 3

Chapter 3 Taxes in Your Financial Plan

TAXES ON PURCHASES You probably pay sales tax on many purchases. Many
states exempt food and drugs from sales tax to reduce the financial burden on low-
income households. In recent years, all but five states (Alaska, Delaware, Montana,
New Hampshire, and Oregon) had a general sales tax. An excise tax is imposed by
the federal and state governments on specific goods and services, such as gasoline,
cigarettes, alcoholic beverages, tires, air travel, and telephone service.

TAXES ON PROPERTY Real estate property tax is a major source of revenue for
local governments. This tax is based on the value of land and buildings. Some areas
impose a personal property tax on the value of automobiles, boats, furniture, and farm
equipment.

TAXES ON WEALTH An estate tax is imposed on the value of a person’s property
at the time of death. This federal tax is based on the fair market value of the deceased
person’s investments, property, and bank accounts less allowable deductions and other
taxes.

Money and property passed on to heirs may be subject to a state tax. An
inheritance tax is levied on the value of property bequeathed by a deceased person.
This tax is paid for the right to acquire the inherited property.

Individuals are allowed to give money or items valued at $13,000 or less in a
year to a person without being subject to taxes. Gift amounts greater than $13,000
are subject to federal tax. Amounts given for tuition payments or medical expenses are
not subject to gift taxes.

TAXES ON EARNINGS The two main taxes on wages
and salaries are Social Security and income taxes. The Fed-
eral Insurance Contributions Act (FICA) created the Social
Security tax to fund the old-age, survivors, and disability
insurance portion of the Social Security system and the hos-

pital insurance portion (Medicare).

Income tax is a major financial planning factor for most
people. Some workers are subject to federal, state, and local
income taxes. Currently, only seven states do not have a state
income tax.

Throughout the year, your employer will withhold income
tax payments from your paycheck, or you may be required to
make estimated tax payments if you own your own business.
Both types of payments are only estimates; you may need to
pay an additional amount, or you may get a tax refund. The following sections will
assist you in preparing your federal income tax return and planning your future tax
strategies.

According to the Tax Foundation (www.
taxfoundation.org), Alaska, New Hampshire,
Tennessee, Delaware, and Alabama were the most
“tax-friendly” states. In contrast, Maine, New York,
Rhode Island, Vermont, and Ohio had the highest
taxes as a percentage of income.

CONCEPT CHECK 3-1

1 What are the four major categories of taxes?
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2 For each of the following situations, list the type of tax that is being described.

Financial planning situation Type of tax

a. A tax on the value of a person’s house.

b. The additional charge for gasoline and air travel.

c. Payroll deductions for federal government retirement benefits.

d. Amount owed on property received from a deceased person.

e. Payroll deductions for a direct tax on earnings.

Apply Yourself!

Objective 1

Prepare a list of taxes that people commonly encounter in your geographic region.

OBJECTIVE 2
The Basics of Federal Income Tax Calculate taxable income
and the amount owed for
Each year, millions of Americans are required to pay their share of income taxes federal income tax.
to the federal government. As shown in Exhibit 3—1, this process involves several
steps. .
taxable income The
net amount of income,
L. . after allowable deductions,
Step 1: Determining Adjusted Gross Income on which incore tax s

computed.
This process starts with steps to determine taxable income, which is the net amount of

. . L . earned income Money
income, after allowable deductions, on which income tax is computed.

received for personal effort,
such as wages, salary,
TYPES OF INCOME Most, but not all, income is subject to taxation. Your gross, ~Commission, fees, tips, or
or total, income can consist of three main components: bonuses.

investment income

1. Earned income is usually in the form of wages, salary, commission, fees, tips, or L
Money received in the form

bonuses. o )
. ] o . . of dividends, interest, or rent
2. Investment income (sometimes referred to as portfolio income) is money received  from investments: also called
in the form of dividends, interest, or rent from investments. portfolio income.

3. Passive income results from business activities in which you do not actively

.. . . passive income Income
participate, such as a limited partnership.

resulting from business
Other types of income subject to federal income tax include alimony, awards, lottery ~ activities in which you do
winnings, and prizes. For example, cash and prizes won on television game shows are Nt actively participate.
subject to both federal and state taxes. exclusion An amount not
Total income is also affected by exclusions. An exclusion is an amount not included  included in gross income.
in gross income. For example, the foreign income exclusion allows U.S. citizens
working and living in another country to exclude a certain portion ($80,000) of their —tax-exemptincome
income from federal income taxes. Income that is not subject
Exclusions may also be referred to as tax-exempt income, or income that is not %X
subject to tax. For example, interest earned on most state and city bonds is exempt tax-deferred income
from federal income tax. Tax-deferred income is income that will be taxed at a later  Income that will be taxed at
date. a later date.
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Exhibit 3-1 Computing Taxable Income and Your Tax Liability

Step 1: Determining Adjusted
Gross Income.. ..

Step 2:

Computing Taxable Income ......

Step 3: Calculating TaxesOwed ......................

adjusted gross

income (AGI) Gross
income reduced by certain
adjustments, such as contri-
butions to an individual
retirement account (IRA) and
alimony payments.

Less: Itemized
deductions and exemptions

Less: Standard . or.. ..
deduction and exemptions

Equals: Taxable income

Tax based on tax tables
or tax schedules

Less: Tax credits

Plus: Other taxes

I Equals: Total tax due

ADJUSTMENTS TO INCOME Adjusted gross income (AGI) is gross income
after certain reductions have been made. These reductions, called adjustments to
income, include contributions to an IRA or a Keogh retirement plan, penalties
for early withdrawal of savings, and alimony payments. Adjusted gross income is
used as the basis for computing various income tax deductions, such as medical
expenses.
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Step 2: Computing Taxable Income

DEDUCTIONS A tax deduction is an amount subtracted from adjusted gross tax deduction An

income to arrive at taxable income. Every taxpayer receives at least the standard amount subtracted from

deduction, a set amount on which no taxes are paid. As of 2008, single people receive ~adjusted gross income to

a standard deduction of $5,450 (married couples filing jointly receive $10,900). Blind ~ 2rrive at taxable income.

people and individuals 65 and older receive higher standard deductions. standard deduction A
Many people qualify for more than the standard deduction. Itemized deductions set amount on which no

are expenses a taxpayer is allowed to deduct from adjusted gross income. Common  taxes are paid.

itemized deductions include: itemized

deductions Expenses
that can be deducted from
adjusted gross income, such
as medical expenses, real

e Medical and dental expenses—physician fees, prescription medications, hospital
expenses, medical insurance premiums, hearing aids, eyeglasses, and medical
travel that has not been reimbursed or paid by others. The amount of this

deduction is the medical and dental expenses that exceed 7.5 percent (as of estate property taxes, home

2009) of adjusted gross income. mortgage interest, charitable
e Taxes—state and local income tax, real estate property tax, and state or local contributions, casualty

personal property tax. losses, and certain work-

e [nterest—mortgage interest, home equity loan interest, and investment interest related expenses.

expense up to an amount equal to investment income.
e Contributions—cash or property donated to qualified SQ L.
charitable organizations. Contribution totals greater than |
20 percent of adjusted gross income are subject to limitations.

CAUTION! Each year, taxpayers
are deceived with bogus oppor-
tunities such as a home-based

LA
G““‘\‘S business to qualify for a“home
/" office” deduction, increased

*  Moving expenses—costs incurred for a change in residence 22 refunds for a“tax consultant”
associated with a new job that is at least 50 miles farther fee, prepayment for prizes you
from your former home than your old main job location. have won, and an offer to obtain

* Job-related and other miscellaneous expenses—unreimbursed a refund of Social Security taxes
job travel, union dues, required continuing education, work f?a'd durmg"your lifetime for a
clothes or uniforms, investment expenses, tax preparation pa perworkhfee of ? OOH Infor-
fees, safe deposit box rental (for storing investment mation on these and other tax

frauds are available at www.
documents), and so on. The total of these expenses must :
. . . ustreas.gov/tigta.
exceed 2 percent of adjusted gross income to qualify as a
deduction.

o Casualty and theft losses—financial losses resulting from
natural disasters, accidents, or unlawful acts.

The standard deduction or total itemized deductions, along with the value of your
exemptions (see next section), are subtracted from adjusted gross income to obtain
your taxable income.

Exhibit 3-2 ATax Recordkeeping System

Tax Forms and

Tax Filing Information Income Records Expense Records

e Current tax forms and instruction ¢ W-2 forms reporting salary, wages, ¢ Receipts for medical, dependent
booklets and taxes withheld care, charitable donations, and

o Reference books on current tax laws * W-2P forms reporting pension income job-related expenses
and tax-saving techniques * 1099 forms reporting interest, e Mortgage interest (Form 1098) and

e Social Security numbers of dividends, and capital gains and other deductible interest
household members losses from savings and investments ¢ Business, investment, and

* Copies of federal tax returns ® 1099 forms for self-employment rental-property expense documents
from previous years income, royalty income, and lump-sum

payments from pension or retirement
plans




> Is It Taxable Income? Is It Deductible?

Certain financial benefits individuals receive are not sub-
ject to federal income tax. Indicate whether each of the
following items would or would not be included in tax-
able income when you compute your federal income tax.

Is it taxable income ... ? Yes No

1. Lottery winnings

Indicate whether each of the following items would
or would not be deductible when you compute your
federal income tax.

Is it deductible ... ? Yes No

7. Life insurance premiums

2. Child support received

3. Worker's compensation benefits
4. Life insurance death benefits

5. Municipal bond interest earnings

6. Bartering income

Note: These taxable income items and deductions are based on

N 9.

— 11

8. Cosmetic surgery for improved looks
Fees for traffic violations
10. Mileage for driving to volunteer work —

An attorney’s fee for preparing a will

12. Income tax preparation fee

Answers: 1, 6, 10, 12—yes; 2, 3, 4, 5,7, 8,9, 11—no.

the 2009 tax year and may change due to changes in the tax

code.

z

The most frequently overlooked tax deductions
are state sales taxes, reinvested dividends, out-
of-pocket charitable contributions, student loan
interest paid by parents, moving expense to
take first job, military reservists’ travel expenses,
child care credit, estate tax on income in
respect of a decedent, state tax you paid last
spring, refinancing points, and jury pay paid to
employer.

You are required to maintain records to document tax
deductions, such as a home filing system (Exhibit 3-2).
Canceled checks and receipts serve as proof of payment
for deductions such as charitable contributions, medical
expenses, and business-related expenses. Travel expenses can
be documented in a daily log with records of mileage, tolls,
parking fees, and away-from-home costs.

Generally, you should keep tax records for three years
from the date you file your return. However, you may be
held responsible for providing back documentation up to six
years. Records such as past tax returns and housing docu-
ments should be kept indefinitely.

EXEMPTIONS An exemption is a deduction from adjusted
gross income for yourself, your spouse, and qualified depen-
dents. A dependent must not earn more than a set amount
unless he or she is under age 19 or is a full-time student

under age 24; you must provide more than half of the dependent’s support; and the

exemption A deduction
from adjusted gross income
for yourself, your spouse, and
qualified dependents.

dependent must reside in your home or be a specified relative and must meet certain
citizenship requirements. For 2008, taxable income was reduced by $3,500 for each
exemption claimed. After deducting the amounts for exemptions, you obtain your
taxable income, which is the amount used to determine taxes owed.

Step 3: Calculating Taxes Owed

Your taxable income is the basis for computing the amount of tax owed.
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Many people confuse tax credits with tax deductions.
Is one better than the other? A tax credit, such as
eligible child care or dependent care expenses, results
in a dollar-for-dollar reduction in the amount of taxes
owed. A tax deduction, such as an itemized deduction
in the form of medical expenses, mortgage interest, or
charitable contributions, reduces the taxable on which
your taxes are based.

Here is how a $100 tax credit compares with a $100

tax deduction:
I $100 Tax Credit

I Reduces your taxes by $100.

CALCULATIONS

As your might expect, tax credits are less readily avail-
able than tax deductions. To qualify for a $100 child
care tax credit, you may have to spend $500 in child
care expenses. In some situations, spending on deduct-
ible items may be more beneficial than qualifying for a
tax credit. A knowledge of tax law and careful finan-
cial planning will help you use both tax credits and tax
deductions to maximum advantage.

I $100 Tax Deduction

Reduces your taxable income by $100. The amount
of your tax reduction depends on your tax bracket.
Your taxes will be reduced by $15 if you are in the 15
percent tax bracket and by $28 if you are in the 28
percent tax bracket.

1. If a person in a 28 percent tax bracket received a $1,000 tax deduction, how much would the person’s taxes be

reduced? $

2. If a person in a 33 percent tax bracket received a $200 tax credit, how much would the person’s taxes be

reduced? $

TAX RATES Use your taxable income in conjunction with the appropriate tax table
or tax schedule. For 2008, the six-rate system for federal income tax was as follows:

Rate on Taxable

Married Taxpayers

Income Single Taxpayers Filing Jointly Head of Households
10% Up to $8,025 Up to $16,050 Up to $11,450
15 $8,025-$32,550 $16,050-$65,100 $11,450-$43,650
25 $32,550-$78,850 $65,100-$131,450 $43,650-$112,650
28 $78,850-$164,550 $131,450-$200,300 $112,650-$182,400
33 $164,550-$357,700 $200,300-$357,700 $182,400-$357,700
35 Over $357,700 Over $357,700 Over $357,700

A separate tax rate schedule also exists for married persons who file separate income

tax returns.

The 10, 15, 25, 28, and 35 percent rates are referred to as marginal tax rates. These
rates are used to calculate tax on the last (and next) dollar of taxable income. After
deductions and exemptions, a person in the 35 percent tax bracket pays 35 cents in
taxes for every dollar of taxable income in that bracket.

marginal tax rate The
rate used to calculate tax on
the last (and next) dollar of
taxable income.
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average tax rate Total
tax due divided by taxable
income.

tax credit Anamount
subtracted directly from the
amount of taxes owed.

b 3

Each year more than 90,000 taxpayers do not
receive their refunds. The undeliverable checks
total over $60million, an average of more than
$600 per check. These refund checks were
returned by the post office because it was unable

Chapter 3 Taxes in Your Financial Plan

In contrast, the average tax rate is based on the total tax due divided by taxable
income. Except for taxpayers in the 10 percent bracket, this rate is less than a person’s
marginal tax rate. For example, a person with taxable income of $40,000 and a total
tax bill of $4,200 would have an average tax rate of 10.5 percent ($4,200 < $40,000).

Taxpayers with high amounts of certain deductions and various types of income
may be subject to an additional tax. The alternative minimum tax (AMT) is designed
to ensure that those who receive tax breaks also pay their fair share of taxes. The
AMT was originally designed to prevent those with high incomes from using spe-
cial tax breaks to pay little in taxes. However, in recent years, this tax is affecting
many taxpayers. Some of the tax situations that can result in a person paying the
AMT include high levels of deductions for state and local taxes, interest on second
mortgages, medical expenses, and other deductions. Other items that can trigger the
AMT are incentive stock options, long-term capital gains, and tax-exempt interest.
Additional information about the AMT may be obtained at www.irs.gov.

TAX CREDITS The tax owed may be reduced by a tax credit, an amount subtracted
directly from the amount of taxes owed. One example of a tax credit is the credit given
for child care and dependent care expenses. Another tax credit for low-income work-
ers is the earned-income credit ( EIC), for working parents with taxable income under
a certain amount. Families that do not earn enough to owe federal income taxes are
also eligible for the EIC and receive a check for the amount of their credit. A tax credit
differs from a deduction in that a tax credit has a full dollar effect in lowering taxes,
whereas a deduction reduces the taxable income on which the tax liability is computed.
Recent tax credits also included:

e Foreign tax credit to avoid double taxation on income taxes paid to another
country.

¢ Retirement tax credit to encourage investment contributions to individual and
employer-sponsored retirement plans by low- and middle-income taxpayers.

* Adoption tax credit to cover expenses when adopting a child under age 18.
e Hope Scholarship and Lifetime Learning tax credits to help offset college
education expenses.

Step 4: Making Tax Payments

You pay federal income taxes through either payroll with-
holding or estimated tax payments.

WITHHOLDING The pay-as-you-go system requires an
employer to deduct federal income tax from your pay. The
withheld amount is based on the number of exemptions and
the expected deductions claimed. For example, a married
person with children would have less withheld than a single
person with the same salary, since the married person will
owe less tax.

to deliver them. Taxpayers due a refund may After the end of the year, you will receive a W-2 form,
contact the IRS at 1-800-829-1040. which reports your annual earnings and the amounts

deducted for taxes. The difference between the amount with-

held and the tax owed is either the additional amount to pay

or your refund. Students and low-income individuals may file

for exemption from withholding if they paid no federal income tax last year and do
not expect to pay any in the current year.

Many taxpayers view an annual tax refund as a “windfall,” extra money they count

on each year. These taxpayers are forgetting the opportunity cost of withholding
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>

excessive amounts. Others view their extra tax withholding as “forced savings.’
However, a payroll deduction plan for savings could serve the same purpose while also
earning interest on your funds.

ESTIMATED PAYMENTS Income from savings, investments, independent contract-
ing, royalties, and pension payments is reported on Form 1099. People who receive
such income may be required to make tax payments during the year (April 15, June
15, September 15, and January 15 as the last payment for the previous tax year). These
payments are based on an estimate of taxes due at year-end. Underpayment or failure
to make estimated payments can result in penalties and interest charges.

Step 5: Watching Deadlines and Avoiding
Penalties

Most people are required to file a federal income tax return by April 15. If you are not able
to file on time, you can use Form 4868 to obtain an automatic six-month extension.

This extension is for the 1040 form and other documents, but it does not delay
your payment liability. You must submit the estimated amount owed along with Form
4868 by April 15. Failure to file on time can result in a penalty for being just one day
late. Underpayment of quarterly estimated taxes may require paying interest on the
amount you should have paid. Underpayment due to negligence or fraud can result in
penalties of 50 to 75 percent.

The good news is that if you claim a refund several months or years late, the IRS
will pay you interest. However, refunds must be claimed within three years of filing
the return or within two years of paying the tax.

85

Sheet 9 Federal Income Tax Estimate

CONCEPT CHECK 3-2

1 How does tax-exempt income differ from tax-deferred income?

2 When would you use the standard deduction instead of itemized deductions?

3 What is the difference between your marginal tax rate and your average tax rate?

4 For each of the following, indicate if the item is a tax deduction or a tax credit.

Check the appropriate box to indicate if this is . . . a tax deduction or . .. a tax credit.

a. State personal income taxes paid
b. Charitable donations

¢. Child care costs

d. Moving expenses
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Apply Yourself!

Objective 2
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Using library resources or an Internet search, determine the types of income that are exempt from federal income tax.

OBJECTIVE 3

Prepare a federal income
tax return.

Filing Your Federal Income Tax Return

As you prepare to do your taxes, you must first determine whether you are required to
file a return. Next, you need to decide which tax form best serves you and if you are
required to submit supplementary schedules or forms.

Who Must File?

Every citizen or resident of the United States and every U.S. citizen who is a resident of
Puerto Rico is required to file a federal income tax return if his or her income is above a
certain amount. The amount is based on the person’s filing status and other factors such
as age. For example, single persons under 65 had to file a return on April 15, 2009 (for
tax year 2008) if their gross income exceeded $8,950. If your gross income is less than
this amount but taxes were withheld, you should file a return to obtain your refund.

Your filing status is affected by marital status and dependents. The five filing status
categories are:

* Single—never-married, divorced, or legally separated individuals with no
dependents.

*  Married, filing joint return—combines the spouses’ incomes.

*  Married, filing separate returns—each spouse is responsible for his or her own
tax. Under certain conditions, a married couple can benefit from this filing status.

* Head of household—an unmarried individual or a surviving spouse who
maintains a household (paying for more than half of the costs) for a child or a
dependent relative.

*  Qualifying widow or widower—an individual whose spouse died within the past
two years and who has a dependent; this status is limited to two years after the
death of the spouse.

In some situations, you may have a choice of filing status. In such cases, compute
your taxes under the alternatives to determine the most advantageous filing status.

z Which Tax Form Should

You Use?

Although about 400 federal tax forms and schedules
The Internal Revenue Service oversees more than exist, you have a choice of three basic forms when filing
17,000 pages of laws and regulations with about your income tax (see “Personal Finance in Practice”

500 different tax forms.

following). Recently about 20 percent of taxpayers
used Form 1040EZ or Form 1040A; about 60 percent



FORM 1040EZ

Y

Department of the Treasury—Internal Revenue Service

Income Tax Return for Single and

Form

1040EZ Joint Filers With No Dependents oo 2008 OV No_1545.0074
Your first name and initial Last name \ Your social security number
i (s ol & e o et T | T W T
You may use Form 1040EZ if: o e B g [ s e | | e
RS label. | b [ oo e v st Ty v 270 B e e o T
. . - .. Otherwise, | ¥ ! " ° e h A yovm ssw(;‘» =
* You are single or married filing a joint return, please pit | & [ ot s 729 2 o oo 0 J
f Yo | e e
under age 65, and claim no dependents. Feeson ™ range yourtax ot reunch
. ) ) P } Check here if you, or your spouse if a joint return, want $3 to go to this fund » O vou [ spouse
* Your income consisted Only of wages, salaries, T Wages, salaries, and tips. This should be shown in box 1 of your Form(s) W-2.
a Income Attach your Form(s) W-2. 1
and tips and not more than $1,500 of taxable Attach
0 Form(s) W-2 2 Taxable interest. If the total is over $1,500, you cannot use Form 1040EZ. 2
interest. Foro:
Enclose, but 3 Unemployment compensation and Alaska Permanent Fund dividends (see page 11). 3 |
* Your taxable income is less than $100,000. GOch e 4 At line 1,2 and 3. Thi i our ot gros imcome s
. . . . R o Lo e o s
e You do not itemize deductions or claim any
adjustments to income or any tax credits.
Form Department of the Treasury—Internal Revenue Service
.. <~
1040A U.S. Individual Income Tax Return @) 2008  irsuse QDo orsiape s sooce FORM 1040A
Label This form would be used by people who have less that

OMB No. 1545-0074
b Secury number

$100,000 in taxable income from wages, salaries, tips,

unemployment compensation, interest, or dividends

(See page 17) | L '
5 1 T
B | jomt retum. spouses it name and el Cost rame | Spouse’s social securty number
Use the H 4 o
IRS label. Y w [Ticrs saoress (rumber and sreet. 1 you have a P.O. box, ses page 17 e T
e H 1 A your SN above
€
or type: iy, town or post offce, sate, and ZIP code. 1 you have a foreign adaress, se8 page 17 J T
Presidential change your tax or refund.
Election Campaign > Check here if you, or your spouse if filing jointly, want $3 to go to this fund (see page 17) ® [ You [ Spouse
Filing 10 Single 4[] Head of household (with qualifying person). (See page 18)
status 2] Married filing jointly (even if only one had income) If the qualitying person is a child but not your dependent,
Check only 3 [ Married filing separately. Enter spouse’s SSN above and enter this chid's name here.>- ________
nslool full name here. » 5[] Qualifying widower) with dependent child (see page 19)
Exemptions 6a L] Yourself. If someone can claim you as a dependent, do not check f::::ed on
box 6a. 6a and 6b
b [ spouse 7 No.of hidron
¢ Dependents: y (4) i qualifying ~ on 6¢ who:
P (2) Dependent’s social ‘f;:ff:s“rﬁg“t‘: child for child e lived with
(1) Firstname  Last name security numoer you R

>
>

FORM 1040
Form 1040 is an expanded version of Form 1040A
that includes sections for all types of income. You
are required to use this form if your income is over
$50,000 or if you can be claimed as a dependent on
your parents return and you had interest or dividends
over a set limit.

Form 1040 allows you to itemize your deductions.
You can list various allowable expenses (medical costs,
home mortgage interest, real estate property taxes)
that will reduce taxable income and the amount you
owe the government. You should learn about all the
possible adjustments to income, deductions, and tax
credits for which you may qualify.

FORM 1040X

and use the standard deduction. With Form 1040A,
you can also take deductions for individual retirement
account (IRA) contributions and a tax credit for child
care and dependent care expenses. If you qualify for
either Form 1040EZ or Form 1040A, you may wish to
use one of them to simplify filing your tax return. You
may not want to use either the Form 1040EZ or Form
1040A if Form 1040 allows you to pay less tax.

Dopartment of the Treasury—internal Revenue Service
U.S. Individual Income Tax Return 2@08 (99) RS Uso Onty—Do notwrits or staple i i space

For the year Jan. 1-Dec. 31, 2008, or other tax year beginning , 2008, ending , 20 0074
Your first name and initial Last name y Your social security number
. ! -
instructions [ A L
B [| Ifajoint retum, spouse’s first name and initial | Last name, | Spouse's social security number
onpaget4) | B ! social s
Use the IRS | L N
label. | Fome address (rumber and street). 1 you have a P.0. bos, see page 14 ApL. o, | A [0 mustrter
lerwise, E | your SSN(s) above.
please print | g
or type. £ [ Gity. town o post office, state, and ZIP code. If you have a foreign address, see page 14 )Checkmg e BeXBaswalret
Presidential change your tax or refund.

[ vou [T spouse

4 [ Head of housshold (with qualiying person). (See page 15)
the qualfying person is  child but not your dependent, enter

D Check here if you, or your spouse if filing jointly, want $3 to go to this fund (see page 14) »

1 [ single

2 [ Married filing jointly (even if only one had income)

Election Campaign
Filing Status

this child's name here. »

Check only 3 [ Married fiiing separately. Enter spouse's SSN above L
one box. and full name here. 5 [ Quaifying widower) with dependent chid (see page 16)
6a Yourself. If someone can claim you as a dependent, do not check box 6a . e
Exemptions b Spouse A a a a a . . . o m No. of children
c Dependents: " T8) Dependents [ (W allyg  ©n B¢ who
& o bt | relatonship o | oo tac @ fived with you
(1) First name Last name jou credit (see page 17) e did ot live with
I you due to divorce
If more than four — = oo page 18

This form is used to amend a previously filed tax return. If you discover income that was not reported, or if you find
additional deductions, you should file Form 1040X to pay the additional tax or obtain a refund.

used the regular Form 1040. Your decision in this matter will depend on your type

of income, the amount of your income, the number
complexity of your tax situation. Most tax preparation
you in selecting the appropriate 1040 form.

of your deductions, and the
software programs will guide
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What Is the Process for Completing the Federal
Income Tax Return?

The major sections of Form 1040 (see Exhibit 3-3) correspond to tax topics discussed
in the previous sections of this chapter:

1. Filing status and exemptions. Your tax rate is determined by your filing status and
allowances for yourself, your spouse, and each person you claim as a dependent.

2. Income. Earnings from your employment (as reported by your W-2 form) and
other income, such as savings and investment income, are reported in this
section of Form 1040.

3. Adjustments to income. As discussed later in the chapter, if you qualify, you
may deduct contributions (up to a certain amount) to an individual retirement
account (IRA) or other qualified retirement program.

4. Tax computation. In this section, your adjusted gross income is reduced by your
itemized deductions (see Exhibit 3-4) or by the standard deduction for your tax
situation. In addition, an amount is deducted for each exemption to arrive at

EXhibit 3—-3 Federal Income Tax Return—Form 1040

1.

Your marriage
and household
situation will
affect your

taxable income ’
and tax rate

&
Adjusted gross
income results

from certain
deductions and
will be used as a
basis for
computing other

deductions .

£ 1 040 Department of the Treasury—Internal Revenue Service
& U.S. Individual Income Tax Return (99) __IRS Use Only—Do not write or staple in this space.
For the year Jan. 1-Dec. 31, 2008, or other tax year beginning , 2008, ending ,20 OMB No. 1545-0074
Label Your first name and initial Last name | Your social security number
(see Edward L. Rameriz 1123 1456789
on page 14) If a joint return, spouse’s first name and initial | Last name : Spouse’s social security number
Use the IRS Marge S. Rameri 1 123 15419876
label. Home address (number and street). If you have a P.O. box, see page 14. Apt. no. 1 You must enter
i
vt 8734 Conner Lane ' A jour SN above. A
or [ype City, town or post office, state, and ZIP code. If you have a foreign address, see page 14. Checking a box below will not
Collins, 1 change your tax or refund.

Election Campalgn B Chook here if you, or your spouse i ing jointly, want §3 to go o this fund (see page 14)» L1 You [] Spouse

- 1 [ single 4 [ Head of household (with qualifying person). (See page 15, If
Filing Status  » X marriea filing jointly (even if only one had income) the qualifying person is a child but not your dependent, enter
Check only 3 [J Married filing separately. Enter spouse’s SSN above this child’s name here.
one box. and full name here. » 5 [ Qualifying widow(er) with child (see page 16)
6a [X] Yourself. If someone can claim you as a dependent, do not check box 6a . Boxes checked 2
Exemptions b X spouse . . . . . . . . . . . i) Mo chaen
; on 6c who:
¢ Dependents: Sw(azl)sziﬂf"‘me"“ [?e)\annﬁnpnes“hd\:nt‘ns ‘c‘h’lm «l:.qcﬂm © lived with you
(1) First name Last name y number ou credit (5% page 17 @ did not live with
John Rameriz 987 165 14321 | Son O Y e e avorce
e et o Sandy Rameriz 789 156 1 1254_| Daughter O] oopage s
page 17. ! ! = not entered above.
e Add numbers on| 4
d_Total number of exemptions claimed _, . . . . . . . . linesabove >
7 Wages, salaries, tips, etc. Attach Form(s) W-2 . . . . . . 7 S6H92 | —
Income 8a Taxable interest. Attach Schedule B if required . . . . . 8a 280 | —
Attach Form(s) b Tax-exempt interest. Do not include on ne8a , ., (8] | | 2.
:\:;gct;‘e;e;ral:o 9a Ordinary dividends. Attach Schedule B if required . o . . . . 9a YOUT earnings
Weod and b Qualified dividends (see page 21) . .
1099.R if tax 10 Taxable refunds, credits, or offsets of state and local income taxes (see page 22) . 10 and other
was withheld. 11 Alimony received . P 1 sources of
12 Business income or (Ioss). Anach Schedu\e c or G- EZ .. 12 : A
13 Capital gain or (loss). Attach Schedule D if required. If not required, check here > |m QIRE] 360{— l‘ income WI" be
If you did not 14 Other gains or (losses). Attach Form 4797 , . 14 reported in this
g:;z;’;fé " 15a IRA distributions . " b Tarable amount (see page 23) | 15D section
16a Pensions and annuities [ 1 b Taxable amount (see page 24) | 16b.
Enclose, butdo 17  Rental real estate, royalties, partnerships, S corporations, trusts, etc. Attach Schedule E 17
not attach, any 48 Farm income or (loss). Attach Schedule F . . . . . . . 18
payment AlSo, 19 Unemployment compensation 19
please use ployment compensation . . . . . . . . .
Form 1040-V. 20a Social security benefits , [20a b Taxable amount (see page 26) | 20b
21 Other income. List type and amount (see page 28) - - - - - - o - oo cce e e mm e 21
22 Add the amounts in the far right column for lines 7 through 21. This is yourtotal income » | 22 57152 —
Adjusted :Z E::zator expenses (see page 28) . 23
in business expenses of reservists, performing artists, and
Gross fee-basis govemment officials. Attach Form 2106 or 2106-EZ | 24
Income 25  Health savings account deduction. Attach Form 8889, 25
26 Moving expenses. Attach Form 3903 . 26
27  One-half of self-employment tax. Attach Schedule SE 27
28  Self-employed SEP, SIMPLE, and qualified plans . . 28
29  Self-employed health insurance deduction (see page 29) | 29
30  Penalty on early withdrawal of savings . . . 30
31a  Alimony paid b Recipient’s SSN » ' ' 31a
32 IRA deduction (see page 30) ., . . . 32 2,000 [—
33 Student loan interest deduction (see page 33) . 33
34 Tuition and fees deduction. Attach Form 8917 , . 34
35  Domestic production activities deduction. Attach Form 8903 [ 35
36 Add lines 23 through 31a and 32 through 35 . ... 36 2,000 | —
37__Subtract line 36 from line 22. This is your adjusted gross income . . . > |37 55,132 —

For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see page 88. Cat. No. 113208 Form 1040




4.
In this section,
you subtract
your itemized
deductions or
the standard
deduction and
exemptions to
obtain taxable
income; your tax
is based on the
tax tables or
schedule

6.

Any additional
taxes owed
are added at

this point

8.

Your total tax
is compared to
your total
payments to
determine your
refund or
amount due

9.

Don't forget to
sign the form
and your
check!!

Note: These forms were used in a recent year; the current forms may not be exactly the same. Obtain current income tax forms and current tax
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»

»

»

Form 1040 Page 2
Tax 38 Amount from line 37 (adjusted gross income) . . . . . 38 55:152 -
and 39a Check | [J You were born before January 2, 1944 O Biind. | Total boxes
Credits if: [ spouse was born before January 2, 1944, [ Blind. | checked » 39a E
b If your spouse itemizes on a separate retum or you were a dua-status alien, see page 34 and check here b 39b L
Standard c Check if standard deduction includes real estate taxes or disaster loss (see page 34) » 39¢c E
Deduction  “49  itemized deductions (from Schedule A) or your standard deduction (see left margi) , 40 15,002 | —
o People who| 41 Subtract line 40 from line 38 . e Cal 40,130 | —
checked any | 42  If line 38 is over $119,975, or you provided housing to a Midwestern displaced individual, see 1
Box onine page 36. Otherwise, multiply $3,500 by the total number of exemptions claimed on line 6d . | 42 4,000 | —
39corwho |43  Taxable income. Subtract line 42 from line 41. If line 42 is more than line 41, enter -0- 43 26,150 [ —
claimed as a |44 Tax (see page 36). Cheokif any taxis from: ~ a [] Form(s) 8814 b [ Form 4972 , |44 5,116 [—
45 i tax (see page 39). Attach Form 6251 , . . . 45 —0]|—
see page 34. 7116 [ —
© All others: |46 Add lines 44 and 45, - )
Single o 47 Foreign tax credit. Attach Form 1116 if requlred . a7
gﬂe;r;i;?e'li)yng 48 Credit for child and dependent care expenses. Attach Form 241 |48
$5450 |49  Credit for the elderly or the disabled. Attach Schedule R , 49
Married filing | 50  Education credits. Attach Form 8863, . 50
g::'a“'?;yfgg 51 Retirement savings contributions credit. Attach Form aaao P
widow(er), 52 Child tax credit (see page 42). Attach Form 8901 if required , |52
$10,900 53  Credits from Form: a[J83os b [Jssss ¢ [Jse9s ., [ 53
Headof |54  Other credits from Form: a Oseo b Oesot ¢ O 54
S9000 " |55 Add lines 47 through 54. These are your total credits .. . Lss
56  Subtract line 55 from line 46. If line 55 is more than line 46, enter -0- | . . > |56 3,116 |—
Other 57  Self-employment tax. Attach Schedule SE . . . . . 57
nreported social security and Medicare tax from Form:
Taxes 58 Unreported social ity and Medicare tax from F a[d4137 b[dsote 58
59  Additional tax on IRAs, other qualified retirement plans, etc. Attach Form 5329 if required . 59
60  Additional taxes: a [JAEIC b taxes. Attach Schedule H [ 60
61 Add lines 56 through 60. This is your total tax . . . 61 3,116 |—
Payments 62 Federal income tax withheld from Forms W-2 and 1099 . 62 3;72 —
63 2008 estimated tax payments and amount applied from 2007 return | 63
Ifyouhavea _64a Earned income credit (EIC) , . . 64a
aualivng [ Nontaxable combat pay election L6abl ~ " "] |
Schedule EIC. | 65  Excess social security and tier 1 RRTA tax withheld (see page 61) | 65
66 Additional child tax credit. Attach Form 8812 . . 66
67  Amount paid with request for extension to file (see page 61) 67
68 Credits from Form: a [J2430 b[J4136 c[Jeso1r o[Jesss | 68
69  First-time homebuyer credit. Attach Form 5405 , . 69
70 Recovery rebate credit (see worksheet on pages 62 and ss) 70
71 Add lines 62 through 70. These are your total payments . . . . . » |71 3372 |—
Refund 72 Ifline 71 is more than line 61, subtract line 61 from line 71. This is the amount 72 256|—
Direct deposit? 73a  Amount of line 72 you want refunded to you. If Form 8888 is attached, check here » |:| 73a 256 |—
::g :Jﬂia\g:%ab » b Routing number » ¢ Type: [ Checking [ Savings
73c,and 736, » d Account number
or Form 8888. 74 Amount of line 72 you want applied to your 2009 estimated tax _»
Amount 75  Amount you owe. Subtract line 71 from line 61. For details on how to pay, see page 65 P 75
You Owe 76 _ Estimated tax penalty (see page 65) . . . | 76 | |
Third Party Do you want to allow another person to discuss tms return with the IRS (see page 66)? [] Yes. Complete the following. [X] No
H Designee's Phone Personal identification ,—l—l—l—l—l
Designee amanees no. b ( ) number (PIN) >
Sign Under penalties of perjury, | declare that | have examined this return and accompanying schedules and statements, and to the best of my knowledge and
H belief, they are true, correct, and complete. Declaration of preparer (other than taxpayer) is based on all information of which preparer has any knowledge.
Joi?tr:turm Your signature Date Your occupation Daytime phone number
See page 15. ; *‘DN(/ FMI' k3 4-10-1 0 | Production Supervisor ( )
zjefoﬁrwpy Spouse’s sngna(ure u a ot return, both must sign. | Date Spouse’s occupation
records. £ Kamend, 4-10-1 0 |Sales Representative
Pald Preparer's } Date Check if Preparer's SSN or PTIN
Preparer's signature seli-employed []
UsePOnI B e T oyed) } Self-Prepared [ en i
Y address, and ZIP code |_Phone no. ( )

Form 1040

information from your local IRS office, post office, public library, or at www.irs.gov.

your taxable income. That income is the basis for determining the amount of
your tax (see Exhibit 3-5).

point.

Tax credits. Any tax credits for which you qualify are subtracted at this point.
Other taxes. Any special taxes, such as self-employment tax, are included at this

7. Payments. Your total withholding and other payments are indicated in this section.

8. Refund or amount you owe. If your payments exceed the amount of income tax you
owe, you are entitled to a refund. If the opposite is true, you must make an additional
payment. Taxpayers who want their refunds sent directly to a bank can provide the
necessary account information directly on Form 1040, 1040A, or 1040EZ.

CITOTrS.

How Do | File My State Tax Return?

All but seven states (Alaska, Florida, Nevada, South Dakota, Texas, Washington, and
Wyoming) have a state income tax. In most states, the tax rate ranges from 1 to 10

Your signature. Forgetting to sign a tax return is one of the most frequent filing

-

<«

5.
Tax credits are
deducted at
this point

7.

The federal
income tax you
have had
withheld or
payments you
have made are
recorded here

89



20

Chapter 3 Taxes in Your Financial Plan

Ex h i b it 3=4 Schedule A for Itemized Deductions—Form 1040

Health care
expenses (not
covered by
insurance) are
listed here, but
must exceed
7.5% of adjusted
gross income to
be deductible

Deductible
interest
payments are
listed here

A variety of
other expenses
may qualify
under these
deduction
categories

»

>

SCHEDULES A&B Schedule A—Itemized Deductions OV No. 19050074
Form 1040
( ) (Schedule B is on back)
Department of the Treasury Attachment
Internal Revenue Service  (99) » Attach to Form 1040. » See Instructions for Schedules A&B (Form 1040). Sequence No. 07
Name(s) shown on Form 1040 ) Your social security number
Edward L. & Marge S.Rameriz 123 | 45 1 (789
Medical Caution. Do not include expenses reimbursed or paid by others.
and 1 Medical and dental expenses (see page A-1). . . 1 2,676.
Dental 2 Enter amount from Form 1040, line 38 2 4
Expenses 3 Multiply line 2 by 7.5% (075) . . 3 4,075. f
4 Subtract line 3 from line 1. If Mne 3 is more than Ilne 1, enter 0- . . . . 4 0. Certain other
Taxes You 5 State and local (check only one box): taxes may be
Paid a Income taxes, or } ... 5 8122. deducted
(See b [ General sales taxes
page A-2.) 6 Real estate taxes (see page A-5). . . . . 6 2,840.
7 Personal property taxes ., . . . . P i
8 Other taxes. List type and amount P
8
9 Add lines 5 through 8 . . . . . - 19 3662.
Interest 10  Home mortgage interest and points reponed to you on Form 1098 10 6,870.
You Paid 11 Home mortgage interest not reported to you on Form 1098. If paid
(See to the person from whom you bought the home, see page A-6
page A-5.) and show that person’s name, identifying no., and address »
Note. e eeeaaaaa 1
Personal 12 Points not reported to you on Form 1098. See page A-6
interest is 2
not for special rules, .
deductible. 13 Qualified mortgage insurance premlums (see page A 6) 13
14 Investmem interest. Attach Form 4952 if requnred (See Donations and
page A-6.) .. P I [ X
15 Add Ilnes 10 through W o T 15 6,870. charitable
Giﬂs_to 16  Gifts by cash or check. If you made any gift of $250 or ‘ contributions
Charity more, see page A7 . . 16 41470. are reported
Ifyoumadea 17  Other than by cash or check. If any g\ﬂ of $250 or more, here
gift afnd'got a see page A-8. You must attach Form 8283 if over $500 | 17
gzzep';g:r/;f:, 18 Carryover from prior year . . . 18
19 Addlines 16through18. . . . . . . . . . . 19 4470.
Casualty and
Theft Losses 20 Casualty or theft loss(es). Attach Form 4684. (See page A-8.) . 20
Job 21 Unrei | expenses—ijob travel, union dues, job
and Certain education, etc. Anach Form 2106 or 2106-EZ if required. (See page
Miscellaneous ~ A-9) > _ Employee Business Expenses. . ___ 850.. | 2 850.
Deductions 22 Tax preparation fees . . 22
The total of
(See 23  Other expenses—investment, safe deposn box etc Llst type and . 3
page A-9) amount B your itemized
i 23 d q n
------------------ eductions is
24 Add lines 21 through 23, 24 850. ————
25 Enter amount from Form 1040, line 38 25 S‘f %L ransterre A 0
26 Multiply line 25 by 2% (02) . 2% 1,087. form 1040 in
27 Subtract line 26 from line 24. If line 26 is more than line 24, enter -0- . . 27 0. the “Tax
Other 28  Other—from list on page A-10. List type and amount » _ _ _ _ . _____________.. By il
Miscellaneos o TTTTooeoeoTteTTYTYYY ‘ Computation
28 section
Total 29 |Is Form 1040, line 38, over $159,950 (over $79,975 if married filing separately)?
Itemized No.  Your deduction is not limited. Add the amounts in the far right column for
Deductions lines 4 through 28. Also, enter this amount on Form 1040, line 40. » |29 15,002.
[ Yes. Your deduction may be limited. See page A-10 for the amount to enter.
30 If you elect to itemize deductions even though they are less than your standard
deduction, check here »
For Paperwork Reduction Act Notice, see Form 1040 instructions. Cat. No. 11330X Schedule A (Form 1040)

percent. For further information about the income tax in your state, contact the state
department of revenue. States usually require income tax returns to be filed when the
federal income tax return is due. For planning your tax activities, see Exhibit 3-6 on
page 92.

How Do | File My Taxes Online?

Software packages such as TaxCut and TurboTax allow you to complete needed tax
forms and schedules and either print for mailing or file online. Electronic filing of
federal taxes now exceeds 60 million returns annually. With e-file, taxpayers usually
receive their refunds within three weeks. The cost for this service is usually between
$15 and $40.

TAX PREPARATION SOFTWARE Today, most taxpayers use personal com-

puters for tax recordkeeping and tax form preparation. A spreadsheet program can
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Ex h i b It 3=5 TaxTables and Tax Rate Schedules

Tax Table

I(fta")r(li:bll‘e3 And you are— Tax Rate

income) is—

At But Single | Married | Married | Head sc h ed u Ies

feast less filing filing ofa
than jointly | sepa- | house-

rately | hold Schedule Y-1=If your filing status is Married filing jointly or Qualifying widow{er)

Your tax is—
If your taxable

26,000 income is:

26,000 26,050 | 3,503 3,101 3503 3,331 But not
26050 26,100| 3510 3,109 3510 3339 | | Over— e
m-| 26,100 26,150 3518 3.116 3,518 3,346

The tax is:

of the
amount
over—

26,150 26,200 | 3525 3124 3525 3.354 $0 $16,050
26,200 26,250 | 3,533 3,131 3,533 3,361
26,250 gggog 3540 31139 3540 3,369 16,050 65,100
26,300 26350 | 3548 3146 3548 3.376

26,350 26,400 | 3555 3154 3,555 3.384 65,100 131,450
26,400 26,450 | 3,563 3,161 3,563 3,391 131,450 200,300
26,450 26,500 | 3570 3169 3570 3.399

26500 26,550 | 3578 3176 3578 3,406 200,300 357,700
26,550 26,600 | 3.585 3184 3585 3414 357,700

26,600 26,650 | 3,593 3,191 3,593 3,421

............. 10% $0
$1,605.00 + 15% 16,050
8,962.50 + 25% 65,100
25,550.00 + 28% 131,450
44,828.00 + 33% 200,300
96,770.00 + 35% 357,700

26,650 26,700 | 3,600 3,199 3,600 3,429
26,700 26,750 | 3,608 3,206 3,608 3,436
26,750 26,800 | 3,615 3,214 3,615 3,444
26,800 26,850 | 3,623 3,221 3,623 3,451
26,850 26,900 | 3,630 3,229 3,630 3,459
26,900 26,950 | 3,638 3,236 3,638 3,466
26,950 27,000| 3,645 3,244 3,645 3,474

* This column must also be used by a qualifying widow{er).

Note: These were the federal income tax rates for a recent year. Current rates may vary due to changes in the tax code and adjustments for
inflation. Obtain current income tax booklets from your local IRS office, post office, bank, public library, or at www.irs.gov.

be helpful in maintaining and updating income and expense data. Software packages
such as TaxCut and TurboTax allow you to complete needed tax forms and schedules

to either print for mailing or file online.

Using tax software can save you 10 or more hours when preparing your Form 1040 and
accompanying schedules. When selecting tax software, consider the following factors:

1. Your personal situation—are you employed or do you operate your own

business?

2. Special tax situations with regard to types of income, unusual deductions, and

various tax credits.

3. Features in the software, such as “audit check,” future tax planning, and filing

your federal and state tax forms online.

4. Technical aspects, such as the hardware and operating system requirements,

and online support that is provided.

ELECTRONIC FILING In recent years, the IRS has made
online filing easier and less expensive. Through the Free File
Alliance, online tax preparation and e-filing are available free
to millions of taxpayers. This partnership between the IRS
and the tax software industry encourages more e-filing. The
online filing process involves the following steps:

Step1 Go to the “Free File” page at www.irs.gov
and click “Start Now” to view the various Free File
companies.

Electronically filed federal income tax returns have
an accuracy rate of 99 percent, compared to 81
percent for paper returns. Most electronic filing
programs do your calculations and signal potential
errors before you file.
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Exhibit 3-6

Tax-Planner Calendar

Chapter 3

January

e Establish a recordkeeping
system for your tax
information.

o |f you expect a refund, file
your tax return for the
previous year.

¢ Make your final estimated
quarterly payment for the
previous year for income
not covered by withholding.

April

e April 15 is the deadline
for filing your federal tax
return; if it falls on a
weekend, you have until
the next business day
(usually Monday).

o |f necessary, file for an
automatic extension for
filing your tax forms.

July

¢ With the year half over,
consider or implement
plans for a personal
retirement program such
as an IRA or a Keogh.

October

¢ Determine the tax benefits of
selling certain investments by
year-end.

* Prepare a preliminary tax form
to determine the most
advantageous filing status.

e Tax returns are due October 15
for those who received the
automatic six-month extension.

¢ Determine the tax benefits
of selling certain investments
by year-end.

Taxes in Your Financial Plan

February

® Check to make sure you
received W-2 and 1099
forms from all
organizations from which
you had income during the
previous year; these
should have been
received by January
31; if not, contact
the organization.

May

* Review your tax return
to determine whether any
changes in withholding,
exemptions, or marital
status have not been
reported to your
employer.

August

¢ Tax returns are due
August 15 for those who
received the automatic
four-month extension.

¢ Determine if you quality
for an IRA; if so, consider
opening one.

November

* Make any last-minute changes
in withholding by your
employer to avoid penalties for
too little withholding.

¢ Determine if you qualify for an

IRA; if so, consider opening one.

* Make any last-minute changes
in withholding by your
employer to avoid penalties
for too little withholding.

e Prepare a preliminary tax
form to determine the most
advantageous filling status.

March

* Organize your records
and tax information in
preparation for filing
your tax return; if you
expect a refund, file as
soon as possible.

June

¢ The second installment
for estimated tax is due
June 15 for income not
covered by withholding.

September

e The third installment
for estimated tax is
due September 15 for
income not covered by
withholding.

December

¢ Determine if it would be
to your advantage to
make payments for next
year before December 31
of the current year.

¢ Decide if you can defer
income for the current year
until the following year.

Note: Children born before the end of the year give you a full-year exemption, so plan accordingly!

Step2 Determine your eligibility with a particular company. A brief description
of the criteria for each is provided. Some companies limit service to taxpayers in
certain states; others target filers by age (younger than 21 or older than 61). Many
of the services are limited to lower-income taxpayers, and some offer: “No restric-
tions. Everyone qualifies.” A “Guide Me to a Service” option is available to help you
narrow down the possible companies offering free preparation and e-filing for you.

Step 3 Next, connect to the company’s Web site to begin the preparation of your
tax return.

Step 4 Finally, use the company’s online software to prepare your return. Your
federal tax return is then filed electronically and your tax data is stored at the

vendor’s site. Taxpayers who do not qualify for the Free File Alliance program
may still be able to file online for a nominal fee. You don’t have to purchase the



Chapter 3 Taxes in Your Financial Plan 93

software; simply go to the software company’s Internet site and pay a fee to use
the tax program.

Taxpayers who use the Free File Alliance are cautioned to be careful consumers.
A company may attempt to sell other financial products to inexperienced taxpayers,
such as expensive refund anticipation loans. Also, taxpayers using the free file service
must be aware that their state tax return might not be included in the free program.

Telefile is a file-by-phone system that has been tested in various geographic areas. It
allows taxpayers to call a toll-free number, using a touch-tone phone, to file their tax
returns. A follow-up written or voice “signature” confirmation is required.

What Tax Assistance Sources Are Available?

As with other aspects of personal financial planning, many tax resources are available
to assist you.

IRS SERVICES If you prepare your own tax return or desire tax information, the

IRS can assist in four ways: j

1. Publications. The IRS offers hundreds of free booklets and ™~
pamphlets that can be obtained at a local IRS office, by
mail request, or by telephone. Especially helpful is Your
Federal Income Tax (IRS Publication 17). IRS publications
and tax forms are available by phone at 1-800-TAX-
FORM, online at www.irs.gov, or by fax at 703-368-9694. Lound.that 19t<|3f AITER rzngmfé? perlcent) haTdh

2. Recorded messages. The IRS Tele-Tax system gives you S i iios S shell i i

- agency reported that 17 of the 19 inaccurately
24-hour access to about 150 recorded tax tips at 1-800-829- prepared fictitious returns would have resulted in

4477. incorrect refunds totaling nearly $32,000.
3. Phone hot line. Information about specific problems is available

through an IRS-staffed phone line at 1-800-829-1040.
4. Walk-in service. You can visit a local IRS office (400 are available) to obtain tax

assistance.

An RS study of visits to its tax assistance centers

TAX PUBLICATIONS Each year, several tax guides are published and offered for
sale. Publications such as J K. Lasser’s Your Income Tax and The Ernst & Young Tax
Guide can be purchased online or at local stores.

THE INTERNET As with other personal finance topics, extensive information may
be found on Web sites such as those mentioned earlier.

Tax Preparation Services

Over 40million U.S. taxpayers pay someone to do their income taxes. The fee for this
service can range from $40 at a tax preparation service for a simple return to more
than $2,000 to a certified public accountant for a complicated return.

TYPES OF TAX SERVICES Doing your own taxes may not be desirable, especially
if you have sources of income other than salary. The sources available for professional
tax assistance include the following:

e Tax services range from local, one-person operations to national firms with
thousands of offices, such as H&R Block.

e Enrolled agents—government-approved tax experts—prepare returns and
provide tax advice. You may contact the National Association of Enrolled
Agents at 1-800-424-4339 for information about enrolled agents in your area.
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tax audit A detailed
examination of your tax
return by the Internal
Revenue Service.

Chapter 3 Taxes in Your Financial Plan

* Many accountants offer tax assistance along with other business services. A
certified public accountant (CPA) with special training in taxes can help with
tax planning and the preparation of your annual tax return.

e Attorneys usually do not complete tax returns; however, you can use an
attorney’s services when you are involved in a tax-related transaction or when
you have a difference of opinion with the IRS.

EVALUATING TAX SERVICES When planning to use a tax preparation service,

consider these factors:

e What training and experience does the tax professional possess?
e How will the fee be determined? (Avoid preparers who earn a percentage of
your refund.)

¢ Does the preparer suggest you report various deductions that might be
questioned?

e Will the preparer represent you if your return is audited?

e [s tax preparation the main business activity, or does it serve as a front for
selling other financial products and services?

Additional information about tax preparers may be obtained at the Web sites for the
National Association of Enrolled Agents (www.naea.org) and the National Associa-
tion of Tax Professionals (www.natptax.com).

TAX SERVICE WARNINGS Even if you hire a professional tax preparer, you
are responsible for supplying accurate and complete information. Hiring a tax
preparer will not guarantee that you pay the correct amount. A study conducted
by Money magazine of 41 tax preparers reported fees ranging from $375 to $3,600,
with taxes due ranging from $31,846 to $74,450 for the same fictional family. If you
owe more tax because your return contains errors or you have made entries that are
not allowed, you are responsible for paying that additional tax, plus any interest and
penalties.

Beware of tax preparers and other businesses that offer your refund in advance.
These “refund anticipation loans” frequently charge very high interest rates for this
type of consumer credit. Studies reveal interest rates sometimes exceeding 300 percent
(on an annualized basis).

What If Your Return Is Audited?

The Internal Revenue Service reviews all returns for completeness and accuracy. If
you make an error, your tax is automatically refigured and you receive either a bill
or a refund. If you make an entry that is not allowed, you will be notified by mail.
A tax audit is a detailed examination of your tax return by the IRS. In most audits, the
IRS requests more information to support your tax return. Be sure to keep accurate
records. Receipts, canceled checks, and other evidence can verify amounts that you

claim. Avoiding common filing mistakes helps to minimize your chances of an audit
(see Exhibit 3-7).

WHO GETS AUDITED? About 0.6 percent of all tax filers—fewer than 1 million
people—are audited each year. Although the IRS does not reveal its basis for auditing
returns, several indicators are evident. People who claim large or unusual deductions
increase their chances of an audit. Tax advisers suggest including a brief explanation
or a copy of receipts for deductions that may be questioned.

TYPES OF AUDITS The simplest and most frequent type of audit is the correspon-
dence audit. This mail inquiry requires you to clarify or document minor questions.
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Exhibit 3=7 How to Avoid Common Filing Errors

95

Organize all tax-related information for easy access.

Follow instructions carefully. Many people deduct total medical and dental expenses rather than the amount of these
expenses that exceeds 7.5 percent of adjusted gross income.

Use the proper tax rate schedule or tax table column.
Be sure to claim the correct number of exemptions and correct amounts of standard deductions.

Consider the alternative minimum tax that may apply to your situation. Be sure to pay self-employment tax and tax on
early IRA withdrawals.

Check your arithmetic several times.

Sign your return (both spouses must sign a joint return), or the IRS won't process it.

Be sure to include the correct Social Security number(s) and to record amounts on the correct lines.
Attach necessary documentation such as your W-2 forms and required supporting schedules.

Make the check payable to “United States Treasury.”

Put your Social Security number, the tax year, and a daytime telephone number on your check—and be sure to sign the
check!

Keep a photocopy of your return.
Put the proper postage on your mailing envelope.

Finally, check everything again—and file on time!

The office audit requires you to visit an IRS office to clarify some aspect of your tax
return.

The field audit is more complex. An IRS agent visits you at your home, your business,
or the office of your accountant to have access to your records. A field audit may be
done to verify whether an individual has a home office if this is claimed.

The IRS also conducts more detailed audits for about 50,000 taxpayers. These
range from random requests to document various tax return items to line-by-line
reviews by IRS employees.

YOUR AUDIT RIGHTS When you receive an audit notice, you have the right to
request time to prepare. Also, you can ask the IRS for clarification of items being
questioned. When audited, follow these suggestions:

Decide whether you will bring your tax preparer, accountant, or lawyer.

Be on time for your appointment; bring only relevant documents.

Present tax evidence in a logical, calm, and confident manner; maintain a
positive attitude.

Make sure the information you present is consistent with the tax law.

Keep your answers aimed at the auditor’s questions. Answer questions clearly
and completely. Be as brief as possible. The five best responses to questions
during an audit are “Yes,” “No,” “I don’t recall,” “I’ll have to check on that,”
and “What specific items do you want to see?”

If you disagree with the results of an audit, you may request a conference at the
Regional Appeals Office. Although most differences of opinion are settled at this
stage, some taxpayers take their cases further. A person may go to the U.S. tax court,
the U.S. claims court, or the U.S. district court. Some tax disputes have gone to the
U.S. Supreme Court.
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CONCEPT CHECK 3-3

1 In what ways does your filing status affect preparation of your federal income tax return?

2 \What are the main sources available to help people prepare their taxes?

3 What actions can reduce the chances of an IRS audit?

4 \Which 1040 form should each of the following individuals use? (Check one for each situation.)

Tax situation

1040EZ

1040A

1040

a. A high school student with an after-school job and interest
earnings of $480 from savings accounts.

b. A college student who, because of ownership of property,
is able to itemize deductions rather than take the standard
deduction.

c. A young, entry-level worker with no dependents and
income only from salary.

Apply Yourself!

Objective 3

Create a visual presentation (video or slide presentation) that demonstrates actions a person might take to reduce

errors when filing a federal tax return.

OBJECTIVE 4

Select appropriate tax For people to pay their fair share of taxes—no more, no less—they should prac-

strategies for various life tice tax avoidance, the use of legitimate methods to reduce one’s taxes. In contrast,

situations. tax evasion is the use of illegal actions to reduce one’s taxes. To minimize taxes owed,
follow these guidelines:

tax avoidance The use e If you expect to have the same or a lower tax rate next year, accelerate

of legitimate methods to

Using Tax Planning Strategies

reduce one's taxes. charitable donations by December 31.

tax evasion The use of

one's taxes. date.

deductions into the current year. Pay real estate property taxes or make

e If you expect to have a lower or the same tax rate next year, delay the receipt
illegal actions to reduce of income until next year so the funds will be taxed at a lower rate or at a later




Out!

Fig ure It

You will pay a lower tax rate on the profits from stocks
and other investments if you hold the asset for more
than 12 months. As of 2009, a taxpayer in the 28 per-
cent tax bracket would pay $280 in taxes on a $1,000

short-term capital gain (assets held for one year or less).
However, that same taxpayer would pay only $150 on
the $1,000 (a 15 percent capital gains tax) If the invest-
ment were held for more than a year.

Short-Term Capital Gain
(Assets held for one year or less)

Long-Term Capital Gain
(Assets held for more than one year)

Capital Gain $1,000 $1,000
Capital Gains Tax Rate 28% 15%
Capital Gains Tax $ 280 $ 150
Tax Savings — $ 130

e If you expect to have a higher tax rate next year, consider delaying deductions,
since they will have a greater benefit. A $1,000 deduction at 25 percent lowers
your taxes $250; at 28 percent, your taxes are lowered $280.

e If you expect to have a higher tax rate next year, accelerate the receipt of income
to have it taxed at the current lower rate.

When considering financial decisions in relation to your taxes, remember that
purchasing, investing, and retirement planning are the areas most heavily affected by
tax laws.

Consumer Purchasing

The buying decisions most directly affected by taxes are the purchase of a residence,
the use of credit, and job-related expenses.

PLACE OF RESIDENCE Owning a home is one of the best tax shelters. Both
real estate property taxes and interest on the mortgage are deductible (as itemized
deductions) and thus reduce your taxable income.

CONSUMER DEBT Current tax laws allow homeowners to borrow for consumer
purchases. You can deduct interest on loans (of up to $100,000) secured by your
primary or secondary home up to the actual dollar amount you have invested in it—
the difference between the market value of the home and the amount you owe on it.
These home equity loans, which are second mortgages, allow you to use that line of
credit for various purchases. Some states place restrictions on home equity loans.

JOB-RELATED EXPENSES As previously mentioned, certain work expenses,
such as union dues, some travel and education costs, business tools, and job search
expenses, may be included as itemized deductions.

HEALTH CARE EXPENSES Flexible spending accounts (FSAs), also called
health savings accounts and expense reimbursement accounts, allow you to reduce
97
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your taxable income when paying for medical expenses or

child care costs. Workers are allowed to put pretax dollars

into these employer-sponsored programs. These “deposits”

result in a lower taxable income. Then, the funds in the FSA

may be used to pay for various medical expenses and depen-
@7 dent care costs.

Volunteer Income Tax Assistance (VITA) offers free

tax help to low- and moderate-income taxpayers I nvestment DeCiSionS

who cannot prepare their own tax returns. Certi-

fied volunteers provide this service at community
centers, libraries, schools, shopping malls, and
other locations. Most locations also offer free
electronic filing. To locate the nearest VITA site,

call 1-800-829-1040.

capital gains Profits from
the sale of a capital asset
such as stocks, bonds, or real
estate.

A major area of tax planning involves decisions related to
investing.

TAX-EXEMPT INVESTMENTS Interest income from
municipal bonds, which are issued by state and local govern-
ments, and other tax-exempt investments is not subject to
federal income tax. Although municipal bonds have lower
interest rates than other investments, the after-tax income may be higher. For example,
if you are in the 27 percent tax bracket, earning $100 of tax-exempt income would be
worth more to you than earning $125 in taxable investment income. The $125 would
have an after-tax value of $91—8$125 less $34 (27 percent of $125) for taxes.

TAX-DEFERRED INVESTMENTS Although tax-deferred investments, with
income taxed at a later date, are less beneficial than tax-exempt investments, they give
you the advantage of paying taxes in the future rather than now. Examples of tax-
deferred investments include:

* Tax-deferred annuities, usually issued by insurance companies. These
investments are discussed in Chapter 10.

e Section 529 savings plans are state-run, tax-deferred plans to set aside money
for a child’s education. The 529 is like a prepaid tuition plan in which you
invest to cover future education costs. The 529 plans differ from state to
state.

e Retirement plans such as IRA, Keogh, or 401(k) plans. The next section
discusses the tax implications of these plans.

Capital gains, profits from the sale of a capital asset such as stocks, bonds, or real
estate, are also tax deferred; you do not have to pay the tax on these profits until the
asset is sold. In recent years, long-term capital gains (on investments held more than a
year) have been taxed at a lower rate.

The sale of an investment for less than its purchase price is, of course, a capital loss.
Capital losses can be used to offset capital gains and up to $3,000 of ordinary income.
Unused capital losses may be carried forward into future years to offset capital gains
or ordinary income up to $3,000 per year.

SELF-EMPLOYMENT Owning your own business can have tax advantages. Self-
employed persons may deduct expenses such as health and certain life insurance as
business costs. However, business owners have to pay self-employment tax (Social
Security) in addition to the regular tax rate.

CHILDREN'S INVESTMENTS A child under 14 with investment income of more
than $1,500 is taxed at the parent’s top rate. For investment income under $1,500,
the child receives a deduction of $750 and the next $750 is taxed at his or her own
rate, which is probably lower than the parent’s rate. This restriction does not apply to
children 14 and older.
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Retirement Plans

A major tax strategy of benefit to working people is the use of tax-deferred retirement
plans such as individual retirement arrangements (IRAs), Keogh plans, and 401(k)
plans.

TRADITIONAL IRA The regular IRA deduction is available only to people who
do not participate in employer-sponsored retirement plans or who have an adjusted
gross income under a certain amount. As of 2007, the IRA contribution limit was
$4,000. Older workers, age 50 and over, were allowed to contribute up to $4,500 as a
“catch up” to make up for lost time saving for retirement.

In general, amounts withdrawn from deductible IR As are included in gross income.
An additional 10 percent penalty is usually imposed on withdrawals made before age
59% unless the withdrawn funds are on account of death or disability, for medical
expenses, or for qualified higher education expenses.

ROTH IRA The Roth IRA also allows a $5,000 annual contribution, which is not
tax deductible; however, the earnings on the account are tax free after five years. The
funds from the Roth IRA may be withdrawn before age 59': if the account owner is
disabled, or for the purchase of a first home ($10,000 maximum). Like the regular
IRA, the Roth IRA is limited to people with an adjusted gross income under a certain
amount.

Deductible IRAs provide tax relief up front as contributions reduce current taxes.
However, taxes must be paid when the withdrawals are made from the deductible IRA.
In contrast, the Roth IRA does not have immediate benefits, but the investment grows
in value on a tax-free basis. Withdrawals from the Roth IRA are exempt from federal
and state taxes.

EDUCATION IRA The Education Savings Account is designed to assist parents in
saving for the college education of their children. Once again, the annual contribution
(limited to $2,000) is not tax deductible and is limited to taxpayers with an adjusted
gross income under a certain amount. However, as with the Roth IRA, the earnings
accumulate tax free.

KEOGH PLAN If you are self-employed and own your own business, you can
establish a Keogh plan. This retirement plan, also called an HR10 plan, may
combine a profit-sharing plan and a pension plan of other investments purchased
by the employee. In general, with a Keogh, people may contribute 25 percent of
their annual income, up to a maximum of $30,000, to this tax-deferred retirement
plan.

401(K) PLAN The part of the tax code called 401(k) authorizes a tax-deferred
retirement plan sponsored by an employer. This plan allows you to contribute a
greater tax-deferred amount ($16,500 in 2009) than you can contribute to an IRA.
Older workers, age 50 and over, may be allowed to contribute an additional $5,500 if
their employer allows. However, most companies set a limit on your contribution, such
as 15 percent of your salary. Some employers provide a matching contribution in their
401(k) plans. For example, a company may contribute 50 cents for each $1 contributed
by an employee. This results in an immediate 50 percent return on your investment.

Tax planners advise people to contribute as much as possible to a Keogh or 401(k)
plan since (1) the increased value of the investment accumulates on a tax-free basis
until the funds are withdrawn and (2) contributions reduce your adjusted gross income
for computing your current tax liability.
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CONCEPT CHECK 3-4

Chapter 3 Taxes in Your Financial Plan

Changing Tax Strategies

Debate over what types of tax reform would allow the U.S. economy to recover from
current economic difficulties is ongoing. Congress frequently passes legislation that
changes the tax code. These changes require that you regularly determine how to take
best advantage of the tax laws for personal financial planning.

What tax actions should the federal government take to stimulate economic growth?
Lower rates? Higher rates? Tax credit? Rebates? Recently, tax changes have included:

e Payroll tax credit for individuals, which allows lower withholding amounts to
provide workers with funds that will hopefully simulate economic activity.

e Increased Hope Credit for college costs, to reduce educational costs.

¢ First-time home buyers’ credit, to encourage home ownership and stimulate
housing-related jobs.

* Home-energy tax credit, to cover energy-efficient skylights, windows, outer
doors, water heaters, central air conditioners, and biomass stoves.

¢ Increased earned income credit, to assist low-income taxpayers.

In addition to these and other recent tax changes, the IRS usually modifies the tax
form and filing procedures yearly, so be sure to carefully consider changes in your per-
sonal situation and your income level. Well-informed taxpayers monitor their personal
tax strategies to best serve daily living needs and to achieve long-term financial goals.

Sheet 10 Tax Planning Activities

1 How does tax avoidance differ from tax evasion?

2 What common tax-saving methods are available to most individuals and households?

3 For the following tax situations, indicate if this item refers to tax-exempt income or tax-deferred income.

Apply Yourself!

Objective 4

Tax-exempt Tax-deferred

a. Interest earned on municipal bonds

b. Earnings on an individual retirement account

¢. Education IRA earnings used for college expenses

d. Income of U.S. citizens working in another country

Survey friends and relatives about their tax planning strategies. Do most people get a federal tax refund or owe
taxes each year? Is their situation (refund or payment) planned?



Make the most of changes designed to give you a break on your 2008 tax bill.

By Mary Beth Franklin

LAST-MINUTE TAX SAVING TIPS

n this rocky economy, a tax

refund can provide welcome

relief. Congress approved

more than 500 changes to
the tax code in 2008 in response
to the housing collapse, stock-
market implosion and several
natural disasters. And the passage
of a new economic-stimulus pack-
age means that more breaks are
on the way.

Niki Roberts, a graphic
designer in Seattle, is one benefi-
ciary of the tax-relief measures.
Roberts, 35, thought that as a
single woman she would never
be able to afford to buy a home.
But as housing prices continued
to plummet, she decided to take
the plunge. “I wanted to take
advantage of this great oppor-
tunity,” she says. Last summer,
Roberts bought a two-bedroom,
ranch-style house, complete with a
fenced-in yard for her dog, Mag-
gie. Now she’s able to cash in on
a slew of tax breaks—including
anew $7,500 credit for first-time
home buyers, as well as deductions
for real estate taxes, mortgage
interest and private mortgage
insurance—that will result in a

juicy refund check this spring.

Home Sweet Tax Break The
new tax credit for first-time home
buyers is actually a tax-free loan
that must be paid back to the
government over 15 years—
starting two years after the year
the credit is claimed. If you sell
the home before you finish pay-
ing back the loan, the balance is
due in full in the year of the sale.
Here’s how it works: You can
claim a tax credit equal to 10%
of the purchase price—up to
$7,500—if you bought a princi-
pal residence after April 8, 2008.
Because a tax credit reduces your
tax bill dollar for dollar, it is more
valuable than a deduction, which
reduces the amount of your
income that is taxed.

If you buy a home between
January 1 and November 30,
2009, you can claim the first-
time home-buyer credit on
your 2008 or 2009 return. (The
stimulus package raised the credit
to $8,000 and eliminated the
payback provisions for homes
purchased in 2009 as long as you
remain in the house for at least
three years.) Use Form 1040X
to amend your tax return if you

have already filed or Form 4868

to delay your filing deadline until

October 15. (An extension delays
the deadline for filing forms but
not for any payment you owe.)
Choose Your Deduction
Roberts will also benefit from a
tax break that Congress renewed
for 2008 that allows taxpayers to
choose between deducting state
income taxes and state sales

taxes. Because Roberts lives in
Washington, which has no state
income tax, it’s an easy choice.
She can use the IRS’s sales-tax
calculator to determine the appro-
priate deduction based on her
income, state and local sales-tax
rates, and single filing status (she’s
eligible to write off $837). Or she
can tally actual receipts if it would
result in a bigger deduction.

SOURCE: Reprinted by permission from the April issue of Kiplinger’s Personal Finance. Copyright © 2009 The Kiplinger Washington
Editors, Inc.

1. How does a tax credit differ from a tax deduction?
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2. How do various tax law changes reflect economic conditions?

3. Which of the tax-savings tips discussed may be value to you now or in the near future?
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Rackto... Geth no Personal

Reconsider your responses to the “Getting Personal” ques- e Continually update your knowledge of income taxes
tions at the beginning of the chapter. For more effective to help you make better informed financial decisions.
tax planning: Ask several people about the actions they take to stay

informed and to reduce the amount paid in taxes.
Consider developing a system for organizing your tax

records. See Exhibit 3-2 on page 81. What did you learn in this chapter that could help you
Become aware of what is taxable income and what is make wiser choices related to tax planning decisions?
deductible by using “Personal Finance in Practice” on

page 82.

Obtain the latest federal income tax forms and

instructions, which are available at www.irs.org. Infor-

mation about state income taxes may be obtained at

www.taxadmin.org.

Chapter Summary

Objective 1N Tax planning can influence spending The main sources of tax assistance are IRS services and

saving, borrowing, and investing decisions. An awareness of
income taxes, sales taxes, excise taxes, property taxes, estate
taxes, inheritance taxes, gift taxes, and Social Security taxes is
vital for successful financial planning.

publications, other publications, the Internet, computer soft-
ware, and professional tax preparers such as commercial tax
services, enrolled agents, accountants, and attorneys.

Objec tive4  You may reduce your tax burden through

Objec tive2  Taxableincome is determined by subtracting careful planning and making financial decisions related to

adjustments to income, deductions, and allowances for exemp-
tions from gross income. Your total tax liability is based on the

consumer purchasing, and the use of debt, investments, and
retirement planning.

published tax tables or tax schedules, less any tax credits.

Objec tive 3 The major sections of Form 1040 provide
the basic framework for filing your federal income tax return.

Key Terms

adjusted gross income (AGI) 80 inheritance tax 78 tax avoidance 96
average tax rate 84 investment income 79 tax credit 84

capital gains 98 itemized deductions 81 tax deduction 81
earned income 79 marginal tax rate 88 tax-deferred income 79
estate tax 78 passive income 79 tax evasion 96

excise tax 78 standard deduction 81 tax-exempt income 79
exclusion 79 taxable income 79

exemption §2 tax audit 94
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Self-Test Problems

A person had $2,345 withheld for federal income taxes and had a tax liability of $2,410. Would this be a refund or an
additional amount due for what amount?
Based on the following information, what is the amount of taxable income?

Gross salary, $37,400 Interest earnings, $320
Dividend income, $160 One personal exemption, $3,500
Itemized deductions, $4,730

Solutions

1.

23

To determine the amount of refund or additional tax due, compare the amount of tax liability with the amount withheld.
The $2,410 tax liability minus the $2,345 would result in an additional tax due of $65.

Taxable income is calculated by adding salary, income, and dividends, and then subtracting itemized deductions and
exemptions:

$37,400 + $320 + $160 — $3,500 — $4,730 = $29,650

. Thomas Franklin arrived at the following tax information:

Gross salary, $41,780 Interest earnings, $225
Dividend income, $80 One personal exemption, $2,650
Itemized deductions, $3,890 Adjustments to income, $1,150

What amount would Thomas report as taxable income? (Obj. 2)

If Lola Harper had the following itemized deductions, should she use Schedule A or the standard deduction?
The standard deduction for her tax situation is $6,050.

Donations to church and other charities, $1,980

Medical and dental expenses exceeding 7.5 percent of adjusted gross income, $430
State income tax, $690

Job-related expenses exceeding 2 percent of adjusted gross income, $1,610 (Obj. 2)

What would be the average tax rate for a person who paid taxes of $4,864.14 on a taxable income of $39,870? (Obj. 2)

Based on the following data, would Ann and Carl Wilton receive a refund or owe additional taxes? (Obj. 2)

Adjusted gross income, $43,190 Itemized deductions, $11,420
Child care tax credit, $80 Federal income tax withheld, $6,784
Amount for personal exemptions, $7,950 Tax rate on taxable income, 15 percent

If $3,432 was withheld during the year and taxes owed were $3,316, would the person owe an additional amount or
receive a refund? What is the amount? (Obj. 2)

If 400,000 people each receive an average refund of $1,900, based on an interest rate of 4 percent, what would be the lost
annual income from savings on those refunds? (Obj. 2)

Using the tax table in Exhibit 3-5 (p. 91), determine the amount of taxes for the following situations: (Obj. 3)

a. A head of household with taxable income of $26,210.
b. A single person with taxable income of $26,888.
¢. A married person filing a separate return with taxable income of $26,272.

Elaine Romberg prepares her own income tax return each year. A tax preparer would charge her $60 for this service. Over
a period of 10 years, how much does Elaine gain from preparing her own tax return? Assume she can earn 3 percent on
her savings. (Obj. 3)
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9. Each year, the Internal Revenue Service adjusts the value of an exemption based on inflation (and rounded to the nearest
$50). If the exemption in a recent year was worth $3,100 and inflation was 4.7 percent, what would be the amount of the

exemption for the upcoming tax year? (Obj. 3)

10. Would you prefer a fully taxable investment earning 10.7 percent or a tax-exempt investment earning 8.1 percent? Why?

(Assume a 28 percent tax rate.) (Obj. 4)

11. On December 30, you decide to make a $1,000 charitable donation. (Obj. 4)

a. 1If you are in the 27 percent tax bracket, how much will you save in taxes for the current year?
b. If you deposit that tax savings in a savings account for the next five years at 8 percent, what will be the future value of

that account?

12. Jeft Perez deposits $2,000 each year in a tax-deferred retirement account. If he is in a 27 percent tax bracket, what amount

would his tax be reduced over a 20-year time period? (Obj. 4)

13. If a person with a 30 percent tax bracket makes a deposit of $4,000 to a tax-deferred retirement account, what amount

would be saved on current taxes? (Obj. 4)

Questions

1. What factors might be considered when creating a tax that is considered fair by most people in a society?

2. How might tax-exempt income and tax credits be used by government to stimulate economic growth?

3. What tax information sources would you be most likely to use? Why?

4. Use IRS publications and other reference materials to answer a specific tax question. Contact an IRS office to obtain an
answer for the same question. What differences, if any, exist between the information sources?

5. What are some tax advantages and disadvantages of owning your own business?

Case in Point

A SINGLE FATHER'S TAX SITUATION

Ever since his wife’s death, Eric Stanford has faced difficult
personal and financial circumstances. His job provides him
with a fairly good income but keeps him away from his daugh-
ters, ages 8 and 10, nearly 20 days a month. This requires him
to use in-home child care services that consume a major por-
tion of his income. Since the Stanfords live in a small apart-
ment, this arrangement has been very inconvenient.

Due to the costs of caring for his children, Eric has only a
minimal amount withheld from his salary for federal income
taxes. Thus more money is available during the year, but for
the last few years he has had to make a payment in April—
another financial burden.

Although Eric has created an investment fund for his daugh-
ters’ college education and for his retirement, he has not
sought to select investments that offer tax benefits. Over-
all, he needs to look at several aspects of his tax planning
activities to find strategies that will best serve his current and
future financial needs.
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Eric has assembled the following information for the current
tax year:

Earnings from wages, $42,590

Interest earned on savings, $125

IRA deduction, $2,000

Checking account interest, $65

Three exemptions at $2,750 each

Current standard deduction for filing status, $6,350
Amount withheld for federal income tax, $3,178
Tax credit for child care, $400

Filing status: head of household

Questions

1. What are Eric’s major financial concerns in his current
situation?



2. In what ways might Eric improve his tax planning efforts?
3. Calculate the following:
a. What is Eric’s taxable income? (Refer to Exhibit 3-1, page §80.)
b. What is his total tax liability? (Use Exhibit 3-5, page 91.) What is his average tax rate?
¢. Based on his withholding, will Eric receive a refund or owe additional tax? What is the amount?

Continuing Case

Vikki Rococo (age 23) has been working at a local company processing 401(k) plan benefits for six months and she just received
her W-2 from work, her 1099 from her bank, and her year-end statement for her 401(k) plan. Her parents, Dave and Amy (ages
48 and 46) received their property tax bill and year end statement for their mortgage.

Since she is living with her parents, Vikki wants to discuss her tax preparation with them. Her mom suggests that she organize
her materials and plan to file online using Form 1040EZ. As Vikki begins to input her income, she takes a closer look at her
W-2 from her employer and is surprised to see how much money has been deducted from her pay for the six months she has
been working. The deductions for taxes plus her 401(k) plan are more than she earned last year as a student! She is worried
about how much will be deducted next year, when she has worked for a full year. She wonders if she having too much federal
income tax withheld from her paycheck.

Vikki’s financial statistics are shown below:

Assets: Credit card balance §1,880 (interest paid ~ Student loan $250
Checking account* $5,500 (interest last year: $120) Car loan $200
received last year: $50) Credit card payments $40
*including her emergency fund s ] Entertainment $100
Car $7,500 Gross salary received last year: $20,000  Ggq /repairs $150
401(k) balance $3,000 (for 6 months, before-tax). After-tax
monthly salary: $2,333 Retirement Savings:
Liabilities: Monthly Expenses: 401(k) $500 per month, plus 50%
Student loan balance $13,700 (interest Rent $200 employer match on first 7% of pay
paid last year: $480) Food $100 (contributions for last year: $3,000)
Questions
1. What types of taxes will Vikki need to pay? What taxes will her parents pay?
2. Using Your Personal Financial Plan sheet 9 and tax rates in the text, calculate Vikki’s estimated federal income tax liability.
3. What is the difference between a tax credit and a tax deduction? Which is better?
4. What tax planning strategies should she consider? What strategies should her parents consider?
5. How can she use Your Personal Financial Plan sheet 10?

Spending Diary

“SALES TAX ON VARIOUS PURCHASES CAN REALLY INCREASE THE AMOUNT OF
MY TOTAL SPENDING."

Directions

Continue your Daily Spending Diary to record and monitor your spending in various categories. Your comments should reflect
what you have learned about your spending patterns and help you consider possible changes you might want to make in your
spending habits. The Daily Spending Diary sheets are located in Appendix C at the end of the book and on the student Web
site at www.mhhe.com/kdh.

Questions
1. What taxes do you usually pay that are reflected (directly or indirectly) in your daily spending diary?

2. How might your spending habits be revised to better control or reduce the amount you pay in taxes?
105
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Name: Date:

Federal Income Tax Estimate

O

Financial Planning Activities: Based on last year’s tax return, estimates for the current year, and current tax
regulations and rates, estimate your current tax liability.

% Suggested Web Sites: www.irs.gov www.taxlogic.com www.walletpop.com/taxes
a
.
) Gross income (wages, salary, investment income, $
(- and other ordinary income
g Less Adjustments to income (see current tax regulations) -4
i Equals Adjusted gross income =
g Less Standard deduction or Itemized deduction
8 medical expenses $
- (exceeding 7.5% of AGI)
gﬂ state/local income, property taxes $
5 mortgage, home equity loan $
>C_) interest $
contributions $
casualty and theft losses $
moving expenses, job-related
and miscellaneous expenses
v (exceeding 2% of AGI) $
Amount -$ Total -$
Less Personal exemptions -$
Equals Taxable income =4
Estimated tax (based on current tax tables or tax schedules) $
Less Tax credits -4
Plus Other taxes +$

Equals Total tax liability =

Less Estimated withholding and payments -$

Equals Tax due (or refund) =%

What's Next for Your Personal Financial Plan?

e Develop a system for filing and storing various tax records related to income, deductible expenses, and
current tax forms.

e Using the IRS and other Web sites, identify recent changes in tax laws that may affect your financial
planning decisions.




Name: Date:

£

Tax Planning Activities

o

Financial Planning Activities:To determine which of the following actions are appropriate for your tax
situation to prevent penalties and obtain tax savings.

Suggested Web Sites: www.turbotax.com http://taxes.about.com

Action to be taken
(if applicable) Completed

Filing status/withholding

e Change filing status or exemptions due to changes in
life situation

e Change amount of withholding due to changes in tax
situations

¢ Plan to make estimated tax payments (due the 15th
of April, June, September, and January)

Tax records/documents

¢ Organize home files for ease of maintaining and
retrieving data
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e Send current mailing address and correct Social
Security number to IRS, place of employment, and
other income sources

Annual tax activities

* Be certain all needed data and current tax forms are
available well before deadline

e Research tax code changes and uncertain tax areas

Tax-savings actions

e Consider tax-exempt and tax-deferred investments

e If you expect to have the same or lower tax rate next
year, accelerate deductions into the current year

o If you expect to have the same or lower tax rate next
year, delay the receipt of income until next year

o If you expect to have a higher tax rate next year,
delay deductions since they will have a greater
benefit

o If you expect to have a higher tax rate next year,
accelerate the receipt of income to have it taxed at
the current lower rate

e Start or increase use of tax-deferred retirement plans
e Other

What's Next for Your Personal Financial Plan?

e Identify saving and investing decisions that would minimize future income taxes.
e Develop a plan for actions to take related to your current and future tax situation.




4 Savings and Payment Services

Geth nQ Personal

What are your attitudes toward financial services? For
each of the following statements, circle the choice that
best describes your current situation.

1. The financial service about which I'm least 3. When selecting a savings plan, my main
informed is concern is
a. Online banking. a. Bank location and availability of cash
b. Certificates of deposit and other savings machines.
plans. b. Federal deposit insurance coverage.
¢. Checking accounts and other payment c. Rate of return.
methods.
. My checking account records are
2. My primary financial service activities involve a. Updated by me after every check written
the use of and deposit made.
a. A bank or credit union. b. Based on a rough estimate in my
b. Online payments and ATMs. checkbook.
c. A check-cashing outlet. ¢. Known only by my financial institution.

After studying this chapter, you will be asked to reconsider your responses to these items.

What Financial Services Do You Need?

More than 20,000 banks, savings and loan associations, credit unions, and other finan-
OBJECTIVE 1 cial institutions provide various payment, savings, and credit services. Today a trip
to “the bank” may mean a visit to a credit union, a stop at an ATM at the mall, or a
transfer of funds online. While some financial decisions relate directly to goals, your
daily activities require different financial services. Exhibit 4-1 is an overview of finan-
cial services for managing cash flows and moving toward specific financial goals.

Identify commonly used
financial services.




Your Personal Financial Plan S\heets

11. Planning the use of financial services.

12. Comparing savings plans.
13. Using savings plans to achieve financial goals.

14. Comparing payment methods; bank reconciliation.

0 bjecﬁvu

In this chapter, you will learn to:

1. 1dentify commonly used financial services.
2. Compare the types of financial institutions.
3. Assess various types of savings plans.

4. Evaluate different types of payment methods.

N\nv\ is Hais iw\forfognf?

Although many_financial institutions face economic difficulties, banking costs for
consumers coptlnue to remain high. ATM fees can range from nothing to as high as
$3 per cash withdrawal. If you are charged two $1 transaction fees a week and could

iifwest your money at 5 percent, this convenience will cost you more than $570 over a
five-year period.

Meeting Daily Money Needs

Buying groceries, paying the rent, and completing other routine spending activities
require a cash management plan. Cash, check, credit card, and debit card are the com-
mon payment choices. Mistakes made frequently when managing current cash needs
include (1) overspending as a result of impulse buying and using credit; (2) having
insufficient liquid assets to pay current bills; (3) using savings or borrowing to pay
for current expenses; (4) failing to put unneeded funds in an interest-earning savings
account or investment plan.
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Exhibit 4—=1 Financial Services for Managing Cash Flow and Reaching Financial Goals

Sources of Quick Cash

No matter how carefully you manage your money, at some time you will need more
cash than you have available. To cope in that situation, you have two basic choices:
liquidate savings or borrow. A savings account, certificate of deposit, mutual fund, or
other investment may be accessed when you need funds. Or a credit card cash advance
or a personal loan may be appropriate. Remember, however, that both using savings
and increasing borrowing reduce your net worth and your potential to achieve long-
term financial security.

Types of Financial Services

Banks and other financial institutions offer services to meet a variety of needs. These
services may be viewed in into four main categories:

1. Savings provides safe storage of funds for future use. Commonly referred to
as time deposits, money in savings accounts and certificates of deposit are
examples of savings plans.

2. Payment services offer an ability to transfer money to others for daily business
activities. Checking accounts and other payment methods are generally called
demand deposits.

3. Borrowing is used by most people at some time during their lives. Credit

that provides for the alternatives range from short-term accounts, such as credit cards and cash

management and control of loans, to long-term borrowing, such as a home mortgage.

assets by one party for the 4. Other financial services include insurance, investments, tax assistance, and

benefit of another. financial planning. A trust is a legal agreement that provides for the management

trust A legal agreement
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and control of assets by one party for the benefit of another. This type of
arrangement is usually created through a commercial bank or a lawyer. Parents
who want to set aside certain funds for their children’s education may use a trust.

To simplify financial services, many financial businesses offer all-purpose accounts.
An asset management account, also called a cash management account, provides a
complete financial services program for a single fee. Investment companies and others
offer this type of account, with checking, an ATM card, a credit card, online banking,
and a line of credit as well as access for buying stocks, bonds, mutual funds, and other
investments.

Electronic and Online Banking

Banking online and through electronic systems continues to expand (see Exhibit 4-2).
While most traditional financial institutions offer online banking services, Web-only
banks have also become strong competitors. For example, E*Trade Bank operates
online while also providing customers with access to ATMs. These “e-banks” and
“e-branches” provide nearly every needed financial service:

Category Online Services Available Sample Providers
Savings e Deposits to savings accounts, money market www.Netbank.com
plans accounts, certificates of deposit (CDs), and www.INGdirect.com
retirement accounts www.hsbcdirect.com
e Direct deposit of paychecks and government
payments
Payment ® Online payments including automatic transfers ~ www.usbank.com
services funds for rent, mortgage, utilities, loans, and www.etradebank.com
and cash investment deposits www.paypal.com
access e ATM (cash machine) access for various banking www.paytrust.com
activities
e Payments for online purchases
Borrowing e Comparison of current loan rates www.eloan.com
* Online application and approval for auto loans,  www.chase.com
credit cards, mortgages, and other loans www.citibankdirect.com
Other * Online rates and applications for various types www.insure.com
services of insurance coverage www.wachovia.com

e Buy, sell, monitor investments (stocks, bonds,
mutual funds, and other securities)

www.etrade.com
www.schwab.com

An automatic teller machine (ATM), also called a cash machine, provides various

banking activities and other types of transactions such as buying transit passes, post-
age stamps, and gift certificates. To minimize ATM fees, compare several financial
institutions. Use your own bank’s ATM to avoid surcharges, and withdraw larger
amounts to avoid fees on several small transactions.

The debit card, or cash card, that activates ATM transactions may also be used to
make purchases. A debit card is in contrast to a credit card, since you are spending
your own funds rather than borrowing additional money. A lost or stolen debit card
can be expensive. If you notify the financial institution within two days of the lost
card, your liability for unauthorized use is $50. After that, you can be liable for up to
$500 of unauthorized use for up to 60 days. Beyond that, your liability is unlimited.
However, some card issuers use the same rules for lost or stolen debit cards as for
credit cards: a $50 maximum. Of course, you are not liable for unauthorized use, such
as a con artist using your account number to make a purchase. Remember to report
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asset management
account An all-in-one
account that includes
savings, checking,
borrowing, investing, and
other financial services for a
single fee; also called a cash
management account.

automatic teller
machine (ATM) A
computer terminal used
to conduct banking
transactions; also called a
cash machine.

debit card A plastic
access card used in
computerized banking
transactions; also called a
cash card.
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Exhibit 4-2

Electronic Banking
Services

CAUTION! “Phishing”is a scam
that uses e-mail spam or pop-up
messages to deceive you into
revealing your credit card num-
ber, bank account information,
Social Security number, pass-
words, or other private informa-
tion. These e-mails usually look
official, like they are coming from
a legitimate bank or other finan-
cial institution. Never disclose
personal data online or by phone
to a questionable source.

Chapter 4 Savings and Payment Services

ELECTRONIC BANKING

Obtain cash; check account balances

e Transfer funds:
¢ From savings to checking
* From savings to loan
® From checking to loan
* From checking to savings

e Direct deposit of paychecks, government payments
¢ Preauthorized paymentsforinsurance, mortgage, utilities,

andotherbills
¢ Obtain cash; check account balances

¢ Online banks with a complete range of financial services

Debit card retail purchases
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the fraud within 60 days of receiving your statement to protect your right not to be
charged for the transaction.
Other factors to consider when planning your online banking activities include:

Online Banking Benefits Online Banking Concerns
e Time and money savings e Potential privacy, security violations
e Convenience for transactions, e ATM fees can become costly

comparing rates

¢ No paper trail for identity thieves e Difficulty depositing cash, checks
¢ Transfer access for loans, investments ¢ Overspending due to ease of access
¢ E-mail notices of due dates e Online scams, “phishing,” and e-mail spam

Financial Services and
Economic Conditions

Changing interest rates, rising consumer prices, and other
economic factors influence financial services. For successful
financial planning, be aware of the current trends and future
prospects for interest rates (see Exhibit 4-3). You can learn
about these trends and prospects by reading The Wall Street
Journal (www.wsj.com), The Financial Times (Wwww.ft.com), the
business section of daily newspapers, and business periodicals
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e Use short-term loans to take
advantage of lower rates when

When interest you refinance the loans.

rates are rising ¢ Select long-term savings
instruments to “lock in”

earnings at current high rates.
e Use long-term loans to take
advantage of current low rates. When interest

e Select short-term savings :
instruments to take advantage rates are falling...

of higher rates when they
mature.

such as Business Week (www.businessweek.com), Forbes (www.forbes.com), and For-
tune (www.fortune.com).
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Exhibit 4-3

Changing Interest Rates
and Financial Service
Decisions

Services

CONCEPT CHECK 4-1

Sheet 11 Planning the Use of Financial

1 What are the major categories of financial services?

2 What financial services are available through electronic banking systems?

3 How do changing economic conditions affect the use of financial services?

Apply Yourself!

Objective 1

Survey several people to determine awareness and use of various financial services such as online banking.

Sources of Financial Services

Many types of businesses, including insurance companies, investment brokers, and
credit card companies, offer financial services that were once exclusive to banks. Com-
panies such as General Motors, Sears, and AT&T issue credit cards. Banks have also
expanded their activities to provide investments, insurance, and real estate services.

OBJECTIVE 2

Compare the types of
financial institutions.
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commercial bank A
financial institution that
offers a full range of financial
services to individuals,
businesses, and government
agencies.

savings and loan
association (S&L) A
financial institution that
traditionally specialized
in savings accounts and
mortgage loans.

mutual savings bank A
financial institution that

is owned by depositors

and specializes in savings
accounts and mortgage
loans.

credit union A
user-owned, nonprofit,
cooperative financial
institution that is organized
for the benefit of its
members.

Chapter 4 Savings and Payment Services

Comparing Financial Institutions
The basic questions to ask when selecting a financial service provider are simple:

* Where can I get the best return on my savings?
e How can I minimize the cost of checking and payments services?
e Will I be able to borrow money if I need it?

As you use financial services, decide what you want from the organization that will
serve your needs. With the financial marketplace constantly changing, plan to con-
tinually consider various factors before selecting an organization.

The services offered by the financial institution will likely be a major factor. In
addition, personal service may be important to you. Convenience may take the form
of branch office and ATM locations as well as online services. Remember, convenience
and service have a cost; be sure to compare fees and other charges at several financial
institutions.

Finally, also consider safety and rates. Obtain information about earnings you will
receive on savings and checking accounts and the rate you will pay for borrowed funds.
Most financial institutions have deposit insurance to protect customers against losses;
however, not all of them are insured by federal government programs.

Types of Financial Institutions

Despite changes in the banking environment, many familiar financial institutions still
serve your needs. As shown in Exhibit 4-4, some organizations (such as banks and
credit unions) offer a wide range of services, while others provide specialized assis-
tance, such as home loans. Be aware that distinctions among the various types of
financial institutions are disappearing. For example, today, people can buy invest-
ments through their bank and credit union as well as from an investment company or
brokerage firm.

Deposit institutions serve as intermediaries between suppliers (savers) and users
(borrowers) of funds. The most common of these traditional organizations are:

e Commercial banks, which offer a full range of financial services, including
checking, savings, lending, and most other services. Commercial banks are
organized as corporations, with investors (stockholders) contributing the
needed capital to operate.

* Savings and loan associations (S&Ls), which traditionally specialized in savings
accounts and mortgages. Today, many of these organizations have expanded to
offer financial services comparable to those of a bank.

* Mutual savings banks, which are owned by depositors, also specialize in savings
and mortgages. Located mainly in the northeastern United States, the profits
of a mutual savings bank go to the depositors through higher rates on savings.

¢ Credit unions, which are user-owned, nonprofit, cooperative organizations.
Although members traditionally had a common bond such as work location,
church, or community affiliation, credit union membership today is more
flexible, with more than 80 million people belonging to one. Annual banking
studies consistently report lower fees and lower loan rates with higher
satisfaction levels for credit unions compared to other financial institutions.

Nondeposit institutions offer various financial services. These institutions include:

e Life insurance companies, which provide financial security for dependents
with various life insurance policies, some containing savings and investment
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Ex h i b It 4—=4 Who Provides Financial Services?

Commercial Bank

Savings and Loan Association, Mutual Savings Bank
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Credit Union

I Life Insurance Company

Investment Company, Brokerage Firm

No federal deposit
insurance coverage

Note: The actual services offered by specific organizations may vary.

features. Expanded activities of life insurance companies include investment money market fund A
and retirement planning services. savings-investment plan
e Investment companies, also called mutual funds, which offer a money market offered by investment

companies, with earnings
based on investments in
various short-term financial

fund—a combination savings—investment plan. The company uses the money
from many investors to purchase a variety of short-term financial instruments.
However, unlike accounts at most deposit institutions, investment company

accounts are not covered by federal deposit insurance. netruments.
* Brokerage firms, which often employ investment

advisers, serve as an agent between the buyer and seller ;

for stocks, bonds, and other investment securities.

These companies obtain their earnings through the
commissions and fees charged for various services. OQ; GQ ‘ﬂ ouL k‘“ ) w7
e Credit card companies, which specialize in funding
short-term retail lending. However, these networks,
including VISA, MasterCard, and Discover, have also
expanded into various other banking and investing

Bankrate.com suggests these actions to minimize
fees; (1) avoid overdraft charges of nearly $30
each by linking your checking account to savings;
(2) use ATMs that are in your bank'’s system;

SCIVICES. (3) search for true “free” checking accounts with a

¢ Finance companies, which provide loans to consumers low minimum balance requirement; and (4) consider
and small businesses. These loans have short and doing your banking at a credit union, where lower
intermediate terms with higher rates than most other fees, lower borrowing rates, and higher rates for
lenders charge. Most finance companies also offer savings are usually offered.

other financial planning services.
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e Mortgage companies, which are organized primarily to provide loans for home
purchases. The services of mortgage companies are presented in Chapter 7.

These and other types of financial institutions compete for your business. More and
more of these companies are offering a combination of services (saving, checking,
credit, insurance, investments) from one source. These one-stop financial service oper-
ations are sometimes referred to as financial supermarkets.

Problematic Financial Businesses

Would you pay $8 to cash a $100 check? Or pay $20 to borrow $100 for two weeks?
Many people without ready access to financial services (especially low-income con-
sumers) use pawnshops, check-cashing outlets, loan stores, and rent-to-own centers.

PAWNSHOPS Pawnshops make loans based on the value of tangible possessions
such as jewelry or other valuable items. Many low- and moderate-income families use
these organizations to obtain cash loans quickly. Pawnshops charge higher fees than
other financial institutions. Thousands of consumers are increasingly in need of small
loans—usually $50 to $75, to be repaid in 30 to 45 days. Pawnshops have become
the “neighborhood bankers” and the “local shopping malls,” since they provide both
lending and retail shopping services, selling items that owners do not redeem. While
states regulate the interest rates charged by pawnshops, 3 percent a month or higher
is common.

CHECK-CASHING OUTLETS Most financial institu-
tions will not cash a check unless you have an account. The
more than 6,000 check-cashing outlets (CCOs) charge any-
where from 1 to 20 percent of the face value of a check; the
average cost is 2 to 3 percent. However, for a low-income fam-
ily, that can be a significant portion of the total household

“Switch kits” are often available to make changing budget. CCOs, sometimes called a currency exchanges, also

banks easier. These forms and authorization letters
facilitate a smooth transition of direct deposits and
automatic payments from one financial institution

to another.

offer services, including electronic tax filing, money orders,
private postal boxes, utility bill payment, and the sale of tran-
sit tokens. A person can usually obtain most of these services
for less at other locations.

PAYDAY LOANS Many consumer organizations caution
against using payday loans, also referred to as cash advances, check advance loans, post-
dated check loans, and delayed deposit loans. Desperate borrowers pay annual interest
rates of as much as 780 percent and more to obtain needed cash from payday loan
companies. These enterprises have increased to more than 8,000. The most frequent
users of payday loans are workers who have become trapped by debts or who have
been driven into debt by misfortune.

In a typical payday loan, a consumer writes a personal check for $115 to borrow
$100 for 14 days. The payday lender agrees to hold the check until the next payday.
This $15 finance charge for the 14 days translates into an annual percentage rate of 391
percent. Some consumers “roll over” their loans, paying another $15 for the $100 loan
for the next 14 days. After a few rollovers, the finance charge can exceed the amount
borrowed. The Chicago Department of Consumer Services has reported annual rates
ranging from 659 to 1,300 percent for some payday loans.

RENT-TO-OWN CENTERS Yearsago, people who rented furniture and appliances
found few deluxe items available. Today rental businesses offer big-screen televisions,
seven-piece cherrywood bedroom sets, and personal computers. The rent-to-purchase
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industry is defined as stores that lease products to consumers who can own the item if
they complete a certain number of monthly or weekly payments.

In Wisconsin, more than 10,000 customers of the Rent-A-Center chain became part
of a class action lawsuit seeking refunds of finance charges for rented merchandise. The
suit accused the rental chain of illegally charging interest rates as high as 100 percent to
rent televisions and other appliances, often to customers in low-income areas.

CONCEPT CHECK 4-2
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1 What factors do consumers usually consider when selecting a financial institution to meet their saving and check-

ing needs?

2 What are examples of deposit-type financial institutions?

3 Match the following descriptions with the appropriate financial institution.

a. commercial bank

b. credit union

c. life insurance company

d. check-cashing outlet ______ Offers lower fee costs for members.

Apply Yourself!

Objective 2

Commonly used by people without a bank account.
Investment services accompany main business focus.

Traditionally provides widest range of financial services.

Using the Web site for the Credit Union National Association (www.cuna.org) or other sources, obtain information

about joining a credit union and the services offered by this type of financial institution.

Comparing Savings Plans

A savings plan is vital to attain financial goals. A range of savings alternatives exist
(Exhibit 4-5). The many types of savings plans can be grouped into the following
main categories.

Regular Savings Accounts

Regular savings accounts, also called passbook or statement accounts, usually involve
a low or no minimum balance and allow you to withdraw money as needed. Banks,
savings and loan associations, and other financial institutions offer regular savings
accounts. At a credit union, these savings plans are called share accounts.

OBJECTIVE 3

Assess various types of
savings plans.




118 Chapter 4 Savings and Payment Services

Exhibit 4-=5 savings Alternatives

I more liquidity I less liquidity

Certificates of Deposit

Higher earnings are available to savers when they leave money on deposit for a set

certificate of deposit time period. A certificate of deposit (CD) is a savings plan requiring that a certain
(CD) A savings plan amount be left on deposit for a stated time period (ranging from 30 days to five or
requiring that a certain more years) to earn a specific rate of return. These time deposits can be an attractive
amount be left on deposit and a safe savings alternative. However, most financial institutions impose a penalty
for a stated time period to for early withdrawal of CD funds.

earn a specified interest rate.

TYPES OF CDS Financial institutions offer certificates of deposit with various
features:

* Rising-rate or bump-up CDs have higher rates at various intervals. However,
this rate may be in effect for only a couple of months.
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o Stock-indexed CDs have earnings based on the stock market with higher
earnings in times of strong stock performance. At other times, you may earn
no interest and may even lose part of your savings.

* Callable CDs start with higher rates and long-term maturities. However, the
bank may “call” the account after a stipulated period, such as one or two years,
if interest rates drop. When the call option is exercised, the saver receives the
original investment principal and any interest that has been earned.

e Promotional CDs attempt to attract savers with gifts or special rates. A Boulder,
Colorado, bank offered Rolex watches, archery equipment, and Zodiac
inflatable boats in licu of interest. Compare the value of the item to the lost
nterest.

MANAGING CDS When first buying or rolling over a CD (buying a new one at
maturity), investigate potential earnings and costs. Do not allow your financial insti-
tution to automatically roll over your money into another CD for the same term. If
interest rates have dropped, you might consider a shorter maturity. Or if you believe
rates are at a peak and you won’t need the money for some time, obtain a CD with a
longer term.

Consider creating a CD portfolio with CDs maturing at different times, for example,
$2,000 in a three-month CD, $2,000 in a six-month CD, $2,000 in a one-year CD, and
$2,000 in a two-year CD. This will give you some degree of liquidity and flexibility
when you reinvest your funds.

Interest-Earning Checking Accounts

Checking accounts frequently have a savings feature. These interest-earning accounts
usually pay a low interest rate.

Money Market Accounts and Funds

To provide savers with higher interest rates, a savings plan with a floating interest rate
was created. A money market account is a savings account that requires a minimum bal-
ance and has earnings based on the changing market level of interest rates. Money mar-
ket accounts may allow a limited number of checks to be written and generally impose
a fee when the account balance goes below the required minimum, usually $1,000.

Both money market accounts and money market funds offer earnings based on
current interest rates, and both have minimum-balance restrictions and allow check
writing. The major difference is in safety. Money market accounts at banks and sav-
ings and loan associations are covered by federal deposit insurance. This is not true
of money market funds, which are a product of investment and insurance companies.
Since money market funds invest mainly in short-term (less than a year) government
and corporate securities, however, they are usually quite safe.

U.S. Savings Bonds

Years ago, the low return on savings bonds made their purchase a patriotic act rather
than a wise saving choice. In recent years, however, the Treasury Department has
offered various programs to make buying savings bonds more attractive.

EE BONDS Series EE bonds (called Patriot Bonds after the September 11, 2001, ter-
rorist attacks) may be purchased for amounts ranging from $25 to $5,000 (face values
of $50 to $10,000, respectively). Electronic EE bonds are purchased at face value; for
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money market
account Asavings
account offered by

banks, savings and loan
associations, and credit
unions that requires a
minimum balance and has
earnings based on market
interest rates.
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LOWDOWN

Federal insurance is comforting, but so far it’s temporary and
it doesn’t cover deposits after September 19. By Robert Frick

What You Need to Know About Your
MONEY-MARKET FUND

1. Don’t confuse your money-
market fund with cash. Many
of us had gotten used to thinking
of money-market funds as cash in
the bank—until we got a wake-up
call in September when one fal-
tered and the government had to
step in and offer funds insurance.
Although money funds are cash-
like, they’re actually mutual funds
that hold short-term debt.

The most conservative money
funds hold only U.S. Treasury
securities. These are bulletproof
bills and notes backed by the U.S.
government. More common are
government-only funds, which
own Treasuries but also hold gov-
ernment-backed securities from
other issuers. Many funds also
hold large amounts of commer-
cial paper, short-term debt from
companies.

2. And don’t confuse the
money-fund insurance with
bank insurance. The govern-
ment recently said it would insure
money-market funds—about the
same time it upped the insur-
ance on your bank accounts

from $100,000 to $250,000.

Both moves were intended to

halt massive withdrawals, which
threatened to worsen the credit
crisis. But while the extra bank
insurance lasts through next year
and all banks get it automatically,
the money-fund insurance is more

short-term and companies have
to apply for it.

3. Your coverage is

limited. The feds are guarantee-
ing that the value of your money-
market deposits won’t drop below
$1 a share through December

18. But they’re covering only

the balance you held at the close
of business on September 19; if
you've added to the fund since
that cutoff date, the new deposits
are not covered by the guarantee.
But your previous balance is cov-
ered no matter how many times
you withdraw or add money.

4. Make sure you're

covered. Money funds were
required to apply for the govern-
ment insurance and pay a small
fee. According to Crane Data,
95% of the $3.4 trillion in money-
market assets is covered by the
government program; most of the
remainder is in Treasury-only and
government-only funds, which are
presumed to be safe. Don’t assume
your fund holds only Treasury
debt. Less than 10% of funds own
Treasury assets exclusively. Funds
from Vanguard, Fidelity, Schwab
and T. Rowe Price are insured, but
it’s a smart idea to call your fund
or check its Web site to make sure
it has the insurance.

5.There’s a price to be paid
for paranoia. You may be
tempted to go with a supersafe,

Treasury-only fund, but you

might as well put your money
under the mattress. The average
seven-day yield for Treasury-only
funds is less than 1%. Have a little
faith that Uncle Sam won’t let
money funds “break the buck”
and consider general funds, which
now pay 2.5% and even a per-
centage point or two higher. And
here’s a quirk that probably won’t
last long: Tax-free money-

market funds now pay 3% or
more because government entities
that need to borrow money have
to offer higher-than-average rates.
6. Expect the insurance option
to continue past december. If
the money-funds situation is still
shaky, it’s a sure bet the pro-
gram will be extended past the
December 18 limit. Moreover, the
government is so worried that the
buying and selling of commercial
paper, which lubricates the credit
markets, will freeze up that it
started a new program in October
to buy these short-term loans
directly from issuers.

SOURCE: Reprinted by permission from the December issue of Kiplinger’s Personal Finance. Copyright © 2008 The Kiplinger Washington
Editors, Inc.

1. How do money-market funds differ from bank accounts?

2. Describe actions you might take to ensure the safety of your various savings programs.

3. Go to www.kiplinger.com to obtain updated information on money-market safety.
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example, you pay $50 for a $50 bond. These bonds may be purchased in amounts of
$25 or more.

EE bonds increase in value every month as interest accrues monthly and com-
pounds semiannually. If you redeem EE bonds before five
years, you forfeit the latest three months of interest; after
five years, you are not penalized. A bond must be held for

EE bonds purchased between May 1997 and April 30,
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one year before it can be cashed. GQ;OQ you K OW? @

2005, earned market-based interest. Since that time, a fixed

interest rate has been paid. Series EE bonds continue to earn MO?'C Qf the.WOHd's‘ population has no access to
interest for 30 years, well beyond the time at which the face basic financial services. The Grameen Bank makes

value is reached. The main tax advantages of Series EE bonds
are that (1) the interest earned is exempt from state and local
taxes and (2) you do not have to pay federal income tax on
earnings until the bonds are redeemed.

loans to the poorest of the poor in Bangladesh,
without collateral. These loans, based on mutual
trust and community participation, are designed
to fight poverty and enhance community devel-
opment. The Grameen Bank, created by Professor

Redeemed Series EE bonds may be exempt from federal Muhammad Yunus, has inspired similar activities
income tax if the funds are used to pay tuition and fees at a in more than 40 countries. Indeed, Professor
college, university, or qualified technical school for yourself Yunus and the Grameen Bank shared the 2006
or a dependent. The bonds must be purchased by an indi- Nobel Peace Prize. Further information at
vidual who is at least 24 years old, and they must be issued www.grameen-info.org.

in the names of one or both parents. These provisions have
been designed to assist low- and middle-income households;
people whose incomes exceed a certain amount do not qualify for the exemption.

HH BONDS Series HH bonds are current-income bonds, which earn interest every
six months. The interest is deposited electronically to your bank account. This inter-
est is taxed as current income. The semiannual interest payments of HH bonds make
them a popular source of retirement income.

You can redeem your HH bonds at any time after six months from the issue date.
The value of HH bonds doesn’t change, so when redeemed, you get back your original
investment. HH bonds were available in denominations of $500, $1,000, $5,000, and
$10,000. As of 2004, investors are no longer able to reinvest HH bonds or exchange
EE bonds for HH bonds.

| BONDS The I bond earns a combined rate consisting of (1) a fixed rate for the life
of the bond, and (2) an inflation rate that changes twice a year. Every six months a
new, fixed base rate is set for new bonds. The additional interest payment is recalcu-
lated twice a year, based on the current annual inflation rate. I bonds are sold in the
same denominations as EE bonds, but are purchased at face value, not discount. Also,
as with EE bonds, the minimum holding period is one year.

A person may purchase up to $15,000 ($30,000 maturity face) of U.S. savings
bonds a year. This amount applies to any person, so parents may buy an additional
$15,000 in each child’s name. Banks and other financial institutions sell U.S. savings
bonds; they may also be purchased online. Lost, stolen, or destroyed savings bonds
will be replaced by the government free of charge. Additional information and current
value calculations for savings bonds’ values may be obtained at www.savingsbonds.
gov, where you can maintain an online savings bond account.

Evaluating Savings Plans

Selection of a savings plan is usually influenced by the rate of return, inflation, tax
considerations, liquidity, safety, restrictions, and fees (see Exhibit 4-6).

RATE OF RETURN Earnings on savings can be measured by the rate of return,
or yield, the percentage of increase in the value of your savings from earned interest.

Key Web Site for
Savings Bonds

www.savingsbonds.gov.

rate of return The
percentage of increase in
the value of savings as a
result of interest earned; also
called yield.
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Exhibit 4-6

Selecting a Savings Plan

compounding A process
that calculates interest
based on previously earned
interest.

Exhibit 4-7

Compounding Frequency
Affects the Saving Yield

Chapter 4 Savings and Payment Services

For example, a $100 savings account that earned $5 after a year would have a rate of
return, or yield, of 5 percent. This rate of return was determined by dividing the inter-
est earned ($5) by the amount in the savings account ($100). The yield on your savings
usually will be greater than the stated interest rate.

Compounding refers to interest that is earned on previously earned interest. Each
time interest is added to your savings, the next interest amount is computed on the
new balance in the account. The more frequent the compounding, the higher your
rate of return will be. For example, $100 in a savings account that earns 6 percent
compounded annually will increase $6 after a year. But the same $100 in a 6 percent
account compounded daily will earn $6.19 for the year. Although this difference may
seem slight, large amounts held in savings for long periods of time will result in far
higher differences (see Exhibit 4-7).

Shorter compounding periods result in higher yields. This chart shows the growth of $10,000,
earning a rate of 8 percent, but with different compounding methods.

COMPOUNDING METHOD

End of year Daily Monthly Quarterly Annually
1 $10,832.78 $10,830.00 $10,824.32 $10,800.00
2 11,743.91 11,728.88 11,716.59 11,664.00
3 12,712.17 12,702.37 12,682.41 12,597.12
4 13,770.82 13,756.66 13,727.85 13,604.89
5 14,917.62 14.898.46 14,859.46 14,693.28

Annual yield 8.33% 8.30% 8.24% 8.00%
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The Truth in Savings Act requires financial institutions to disclose the following
information on savings account plans: (1) fees on deposit accounts; (2) the interest
rate; (3) the annual percentage yield (APY); and (4) other terms and conditions of the
savings plan. Truth in Savings (TIS) defines annual percentage yield (APY) as the per-
centage rate expressing the total amount of interest that would be received on a $100
deposit based on the annual rate and frequency of compounding for a 365-day period.
APY reflects the amount of interest a saver should expect to earn.

Example

When the number of days in the term is 365 (that is, where the stated maturity
is 365 days) or where the account does not have a stated maturity, the APY
formula is simply

APY = 100 [Interest
Principal

66
1,200

:100(

100 (0.055) = 5.5%

INFLATION The rate of return you earn on your savings should be compared with
the inflation rate. When inflation was over 10 percent, people with money in savings
accounts earning 5 or 6 percent were experiencing a loss in the buying power of that
money. In general, as the inflation rate increases, the interest rates offered to savers
also increase.

TAXES Like inflation, taxes reduce interest earned on savings. For example, a 10 per-
cent return for a saver in a 28 percent tax bracket means a real return of 7.2 percent
(the Figure It Out box shows how to compute the after-tax savings rate of return). As
discussed in Chapter 3, several tax-exempt and tax-deferred savings plans and invest-
ments can increase your real rate of return.

LIQUIDITY Liquidity allows you to withdraw your money on short notice without
a loss of value or fees. Some savings plans impose penalties for early withdrawal or
have other restrictions. With certain types of savings certificates and accounts, early
withdrawal may be penalized by a loss of interest or a lower earnings rate. Consider
the degree of liquidity you desire in relation to your savings goals. To achieve long-
term financial goals, many people trade off liquidity for a higher return.

SAFETY Most savings plans at banks, savings and loan associations, and credit
unions are insured by agencies affiliated with the federal government. This protec-
tion prevents a loss of money due to the failure of the insured institution. While a
few financial institutions have failed in recent years, savers with deposits covered by
federal insurance have not lost any money. Depositors of failed organizations either
have been paid the amounts in their accounts or have had the accounts taken over by
a financially stable institution.

The Federal Deposit Insurance Corporation (FDIC) administers separate insur-
ance funds: the Bank Insurance Fund and the Savings Association Insurance Fund
(SAIF). Credit unions may obtain deposit insurance through the National Credit
Union Association (NCUA). Some state-chartered credit unions have opted for a pri-
vate insurance program.
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annual percentage
yield (APY) The
percentage rate expressing
the total amount of interest
that would be received on a
$100 deposit based on the
annual rate and frequency of
compounding for a 365-day
period.



The taxability of interest on your savings reduces your 3. If the yield on your savings account is 6.25 percent,

real rate of return. In other words, you lose some por-

0.0625 X 0.72 = 0.045.

tion of your interest to taxes. This calculation consists of

the following steps:

1. Determine your top tax bracket for federal income

taxes.

2. Subtract this rate, expressed as a decimal, from 1.0.

3. Multiply the result by the yield on your savings

account.

4. This number, expressed as a percentage, is your

after-tax rate of return.

For example,
1. You are in the 28 percent tax bracket.

2.1.0 - 0.28 = 0.72.

4. Your after-tax rate of return is 4.5 percent.

You may use the same procedure to determine the
real rate of return on your savings based on inflation.
For example, if you are earning 6 percent on savings
and inflation is 5 percent, your real rate of return (after
inflation) is 5.7 percent: 0.06 X (1 — 0.05) = 0.057.

CALCULATIONS

1. What would be the after-tax return for a person
who is receiving 4 percent on savings and is in a
15 percent tax bracket? %

2. What would be the after-tax value of $100 earned
in interest for a person who is in a 31 percent tax
bracket? $

While the FDIC insures amounts of up to $100,000 (recently raised to $250,000
temporarily) per depositor per insured financial institution, a person may qualify for
additional coverage if accounts in different ownership categories are used.

By using individual, joint, and trust accounts, you will be able to have federal
deposit insurance amounts that exceed the coverage limit. However, for example, if
you have a $70,000 individual account and a $240,000 joint account with a relative in
the same financial institution, $20,000 of your savings will not be covered by federal
deposit insurance (one-half of the $240,000 exceeds the $100,000 limit). Also, remem-

b 3

In October 2008, the FDIC announced the
temporary Transaction Account Guarantee
Program to provide full coverage for non-interest
(checking) accounts at FDIC-insured institutions
agreeing to participate in this program. This
unlimited insurance coverage expires in December
2009. For all other accounts, the FDIC increased
the coverage for insured institutions to $250,000
per depositor, also until December 31, 2009. After
that, deposit insurance will return to the $100,000
limit, except for certain retirement accounts, which
are covered to $250,000. Go to www.fdic.gov for
the latest details on deposit insurance.
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ber that different branch offices count as the same institution,
which could affect your coverage limit. And, mergers in the
financial service industry may bring accounts from different
banks together.

As of April 2006, the Federal Deposit Insurance Corpora-
tion (FDIC) and the National Credit Union Administration
(NCUA) increased deposit coverage for certain retirement
accounts from $100,000 to $250,000. The higher insurance
coverage applies to traditional and Roth IRAs, Simplified
Employee Pension (SEP) IRAs, and Savings Incentive Match
Plans for Employees (SIMPLE) IRAs. Also included are self-
directed Keogh accounts and various plans for state government
employees. This coverage applies only to retirement accounts in
financial institutions insured by the FDIC and NCUA.

RESTRICTIONS AND FEES Other limitations can affect
your choice of a savings program. For example, there may
be a delay between the time interest is earned and the time
it is added to your account. This means the interest will not
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be available for your immediate use. Also, some institutions charge a transaction fee
for each deposit or withdrawal. Some financial institutions offer a “free gift” when a
certain savings amount is deposited. To receive this gift, you have to leave your money
on deposit for a certain time period, or you may receive less interest, since some of the
earnings are used to cover the cost of the “free” items.

Sheet 12 Comparing Savings Plans

Sheet 13 Using Savings Plans to
Achieve Financial Goals

CONCEPT CHECK 4-3

1 What are the main types of savings plans offered by financial institutions?

2 How does a money market account differ from a money market fund?

3 What are the benefits of U.S. savings bonds?

4 How do inflation and taxes affect earnings on savings?

5 In the following financial situations, check the box that is the major influence for the person when selecting a
savings plan:

Rate of
Financial planning situation return Inflation Taxes Liquidity Safety

a. An older couple needs easy access to funds
for living expenses.

b. A person is concerned with loss of buying
power of funds on deposit.

c. A saver desires to maximize earnings from
the savings plan.

d. A middle-aged person wants assurance that
the funds are safe.

Apply Yourself!

Objective 3

Conduct online research to obtain past and current data on various interest rates (such as prime rate, T-bill rate,
mortgage rate, corporate bond rate, and six-month CD rate). Information may be obtained at www.federalreserve.
gov and other Web sites. How do these rates affect various personal financial decisions?
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OBJECTIVE 4

Evaluate different types of
payment methods.

b 3
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Comparing Payment Methods

Each year, paper checks account for a smaller and smaller portion of payments in our
society. While check writing is being used less, checking accounts are still the common
source for most debit card transactions and online payments. As shown in Exhibit 4-8§,
payment alternatives may be viewed in three main categories.

Electronic Payments

Transactions not involving cash, checks, or credit cards have expanded with technol-
ogy, improved security, and increased consumer acceptance.

DEBIT CARD TRANSACTIONS Most retail stores, restaurants, and other busi-
nesses accept debit cards, also called check cards, issued by Visa and MasterCard.
When the debit card transaction is processed, the amount of the purchase is deducted
from your checking account. Most debit cards can be used two ways: (1) with your
signature, like a credit card, or (2) with your personal identification number (PIN),
like an ATM card.

ONLINE PAYMENTS Banks and Internet companies are serving as third parties

to facilitate online bill payments. Some of these Internet companies are www.paypal

.com, www.mycheckfree.com, and www.paytrust.com. When using these services, be

sure to consider the monthly charge as well as online security and customer service
availability. Also on the Web are “cyber cash” services creat-
ing their own e-money that serves as a medium of exchange
for online transactions.

STORED-VALUE CARDS Prepaid cards for telephone

Mobile payment systems through cell phones and service, transit fares, highway tolls, laundry service, and school
other wireless devices are expanding. This usually lunches are common. Some of these stored-value cards are dis-
occurs through an existing bank account. Most posable; others can be reloaded with an additional amount.

banking activities accessed by computer will soon

also occur via cell phone. Some future transactions
may bypass banks with charges directly on your

phone bill.

Exhibit 4-8

Payment Alternatives

SMART CARDS These “electronic wallets” are similar to
other ATM cards. However, the imbedded microchip stores
prepaid amounts as well as information with account bal-
ances, transaction records, insurance information, and medi-
cal history.

Checking Accounts

Despite increased use of electronic payment systems, a checking account is still a
necessity for most people. Checking accounts fall into three major categories: regular
checking accounts, activity accounts, and interest-earning checking accounts.

Electronic Payments Checking Accounts Other Payment Methods
Debit (cash) and credit cards Regular checking account Certified check

Online payments, transfer Activity checking account Cashier’s check

Smart cards (“electronic wallet”) Interest-earning account Traveler’s checks

Stored-value (prepaid) cards Money order
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REGULAR CHECKING ACCOUNTS Regular checking accounts usually have
a monthly service charge that you may avoid by keeping a minimum balance in the
account. Some financial institutions will waive the monthly fee if you keep a certain
amount in savings. Avoiding the monthly service charge can be beneficial. For exam-
ple, a monthly fee of $7.50 results in $90 a year. However, you lose interest on the
minimum-balance amount in a non-interest-earning account.

ACTIVITY ACCOUNTS Activity accounts charge a fee for each check written and
sometimes a fee for each deposit in addition to a monthly service charge. However,
you do not have to maintain a minimum balance. An activity account is most appro-
priate for people who write only a few checks each month and are unable to maintain
the required minimum balance.

INTEREST-EARNING CHECKING Interest-earning checking accounts usually
require a minimum balance. If the account balance goes below this amount, you may
not earn interest and will likely incur a service charge. These are called share draft
accounts at credit unions.

Evaluating Checking and Payment Accounts

Would you rather have a checking account that pays interest and requires a $1,000
minimum balance or an account that doesn’t pay interest and requires a $300 mini-
mum balance? This decision requires evaluating factors such as restrictions, fees and
charges, interest, and special services (see Exhibit 4-9).

Exhibit 4-9
CHECKING ACCOUNT SELECTION FACTORS Checking Account

Selection Factors
Special Services

¢ Direct deposit of payroll and government checks

¢ 24-hour teller machines

¢ Overdraft protection

¢ Banking-at-home

* Discounts or free checking for certain groups (students, senior
citizens, employees of certain companies)

¢ Free or discounted services, such as traveler’s checks

—Restrictions

¢ Minimum balance

¢ Federal deposit insurance

* Hours and location of branch offices
* Holding period for deposited checks

Fees and Charges
o Monthly fee <
¢ Fees for each check or deposit
¢ Printing of checks
: o Fee 1o obtain canceled check copy
¢ Overdraft, stop-payment order, certified check fee
. re'Fees for preauthorized bill payment, fund transfer, or.
home banking activity
Interest
¢ Interest rate
e Minimum deposit to earn interest
e Method of compounding
e Portion of balance used to compute interest
"#¢'Fee charged for falling below necessary balance to earn interest

] LE23ILSE7781I00n IL76
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CAUTION! A bounced check
may result in not only a fee of

$30 or more but also restric-

tions on the acceptance of your
checks in the future. Some check-
approval systems may keep your
name on a “restricted” list for a
period of six months to five years.

overdraft

protection An automatic

loan made to checking
account customers to

cover the amount of checks

written in excess of the
available balance in the

checking account.

s
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RESTRICTIONS The most common limitation on a checking account is the required
amount that must be kept on deposit to earn interest or avoid a service charge. In
the past, financial institutions placed restrictions on the holding period for deposited
checks. A waiting period was usually required before you could access the funds. The
Check Clearing for the 21st Century Act (known as Check 21) shortens the processing
time. This law establishes the substitute check, which is a digital reproduction of the
original paper check, and is considered a legal equivalent of the original check.

S FEES AND CHARGES Nearly all financial institutions
require a minimum balance or impose service charges for
checking accounts. When using an interest-bearing checking
account, compare your earnings with any service charge or
fee. Also, consider the cost of lost or reduced interest result-
ing from maintaining the minimum balance. Checking account
fees have increased in recent years. Items such as check print-
ing, overdraft fees, and stop-payment orders have doubled or
tripled in price at some financial institutions.

INTEREST The interest rate, the frequency of compound-
ing, and the interest computation method will affect the earnings on your checking
account.

SPECIAL SERVICES As financial institutions attempt to reduce paper and post-
age costs, canceled checks are no longer returned. Bank customers are provided with
more detailed monthly statements and will likely have online access to view and print
checks that have been paid.

Overdraft protection is an automatic loan made to checking customers for checks
written in excess of their balance. This service is convenient but costly. Most overdraft
plans make loans based on $50 or $100 increments. An overdraft of just $1 might
trigger a $50 loan and corresponding finance charges of perhaps 18 percent. But over-
draft protection can be less costly than the fee charged for a check you write when
you do not have enough money on deposit to cover it. That fee may be $30 or more.
Many financial institutions will allow you to cover checking account overdrafts with
an automatic transfer from a savings account for a nominal fee.

Beware of checking accounts packaged with several ser-
vices (safe deposit box, traveler’s checks, low-rate loans, and
travel insurance) for a single monthly fee. This may sound
like a good value; however, financial experts observe that
only a small group of people make use of all services in the
package.

“Remote deposit” allows a person to deposit
checks into a bank account from home or office

without having to present the actual check. The Other Payment MethOdS

process begins with a scanner capturing a digital

image of the check. Then, the image is transmitted
online. Although mainly used by businesses, the
system may also be used by individuals.

A certified check is a personal check with guaranteed pay-
ment. The amount of the check is deducted from your bal-
ance when the financial institution certifies the check. A
cashier’s check is a check of a financial institution. You may
purchase one by paying the amount of the check plus a fee.
You may purchase a money order in a similar manner from financial institutions, post
offices, and stores. Certified checks, cashier’s checks, and money orders allow you to
make a payment that the recipient knows is valid.

Traveler’s checks allow you to make payments when you are away from home. This
payment form requires you to sign each check twice. First, you sign the traveler’s
checks when you purchase them. Then, to identify you as the authorized person, you



Chapter 4 Savings and Payment Services

sign them again as you cash them. Electronic traveler’s checks, in the form of a pre-
paid travel card, are also available. The card allows travelers visiting other nations to
get local currency from an ATM.

Managing Your Checking Account

Obtaining and using a checking account involves several activities.

OPENING A CHECKING ACCOUNT First, decide who the owner of the
account is. Only one person is allowed to write checks on an individual account. A
Jjoint account has two or more owners. Both an individual account and a joint account
require a signature card. This document is a record of the official signatures of the
person or persons authorized to write checks on the account.

MAKING DEPOSITS A deposit ticket is used for adding funds to your checking
account. On this document, you list the amounts of cash and checks being deposited.
Each check you deposit requires an endorsement—your signature on the back of the
check—to authorize the transfer of the funds into your account. The three common
endorsement forms are:

* A blank endorsement is just your signature, which should be used only when
you are actually depositing or cashing a check, since a check may be cashed by
anyone once it has been signed.

e A restrictive endorsement consists of the words for deposit only, followed by
your signature, which is especially useful when you are depositing checks.

e A special endorsement allows you to transfer a check to someone else with the
words pay to the order of followed by the name of the other person and then
your signature.

WRITING CHECKS Before writing a check, record the information in your check
register and deduct the amount of the check from your balance. Many checking
account customers use duplicate checks to maintain a record of their current balance.

The procedure for proper check writing has the following steps: (1) record the date;
(2) write the name of the person or organization receiving the payment; (3) record the
amount of the check in numerals; (4) write the amount of the check in words; checks
for less than a dollar should be written as “only 79 cents,” for example, and cross out
the word dollars on the check; (5) sign the check; (6) note the reason for payment.

A stop-payment order may be necessary if a check is lost or stolen. Most banks
do not honor checks with “stale” dates, usually six months old or older. The fee for
a stop-payment commonly ranges from $20 to more than $30. If several checks are
missing or you lose your checkbook, closing the account and opening a new one is
likely to be less costly than paying several stop-payment fees.

RECONCILING YOUR CHECKING ACCOUNT Each month you will receive
a bank statement summarizing deposits, checks paid, ATM withdrawals, interest
earned, and fees such as service charges and printing of checks. The balance reported
on the statement will usually differ from the balance in your checkbook. Reasons for
a difference may include checks that have not yet cleared, deposits not received by the
bank, and interest earned.

To determine the correct balance, prepare a bank reconciliation, to account for
differences between the bank statement and your checkbook balance. This process
involves the following steps:

1. Compare the checks written with those reported as paid on the statement. Use
the canceled checks, or compare your check register with the check numbers
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> Are You Avoiding Identity Theft?

People who put their Social Security and driver’s license
numbers on their checks are making identity theft fairly
easy. With one check, a con artist could know your Social
Security, driver’s license, and bank account numbers as
well as your address, phone number, and perhaps even
a sample of your signature.

An attorney had his wallet stolen. Within a week,
the thieves ordered an expensive monthly cell phone
package, applied for a Visa credit card, had a credit line
approved to buy a Gateway computer, and received a
PIN number from the Department of Motor Vehicles to
change his driving record information online.

Identity fraud can range from passing bad checks and
using stolen credit cards to theft of another person’s
total financial existence. The following quiz can help
you avoid becoming one of the more than 1,000 people
who each day have their identities stolen by con artists.

If you are a victim of identity theft, take the follow-
ing actions:

¢ File a police report immediately in the area where
the item was stolen. This proves you were diligent
and is a first step toward an investigation (if there
ever is one).

e Call the three national credit reporting organizations
immediately to place a fraud alert on your name and
Social Security number. The numbers are: Equifax,
1-800-525-6285; Experian (formerly TRW), 1-888-397-
3742; and Trans Union, 1-800-680-7289.

e Contact the Social Security Administration fraud line
at 1-800-269-0271.

Additional information on financial privacy and iden-
tity theft is available at www.identitytheft.org, www.
idfraud.org, www.privacyrights.org.

Which of the following actions have you taken to avoid identity theft?

Action

Yes No needed

how | sign my checks.

1. I have only my initials and last name on my checks so a person will not know

only the last four numbers.

2.1 do not put the full account number on my checks when paying a bill; | put

home information.

3. 1 have my work phone and a P.O. box (if applicable) on my checks instead of

required.

4.1 dont put my Social Security number on any document unless it is legally

numbers.

5. I shred or burn financial information containing account or Social Security

6. | use passwords other than maiden names.

7.1 do not mail bills from my home mailbox, especially if it is out by the street.

once or twice a year to make sure it is correct.

8. | check my credit report yearly with all three major credit reporting agencies

and companies offering credit promotions.

9. | ask to have my name removed from mailing lists operated by credit agencies

record to cancel accounts if necessary.

10. | have a photocopy of the contents of my wallet (both sides of each item) as a

reported on the bank statement. Subtract from the bank statement balance the
total of the checks written but not yet cleared.

2. Determine whether any deposits made are not on the statement; add the
amount of the outstanding deposits to the bank statement balance.
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3. Subtract fees or charges on the bank statement and ATM withdrawals from
your checkbook balance.
4. Add any interest earned to your checkbook balance.

At this point, the revised balances for both the checkbook and the bank statement
should be the same. If the two do not match, check your math; make sure every check
and deposit was recorded correctly.

Example

To determine the true balance in your checking account:

Bank Statement Your Checkbook
Bank balance......ccoccccvveevieeeiienn, $920 Checkbook balance................. $1,041
Subtract: Outstanding checks ... -187 Subtract: Fees,
ATM withdrawatls................. =271
Add: Deposit in transit.............. +200 Add: Interest earned,
direct deposits.......ccccuveenneee. +163
Adjusted bank Adjusted checkbook
statement balance.................. 933 balance.....veeeeeveeieiiiiiiienn. 933

Sheet 14 Comparing Payment
Methods; Bank Reconciliation

CONCEPT CHECK 4-4

1 Are checking accounts that earn interest preferable to regular checking accounts? Why or why not?

2 What factors are commonly considered when selecting a checking account?

3 For the following situations, select and describe a payment method that would be appropriate for the needs of
the person.

Payment situation Suggested payment method

a. A need to send funds for a purchase from an organization that requires
guaranteed payment.

b. Traveling to Asia, you desire to be able to access funds in the local curren-
cies of various countries.

¢. A desire to pay bills using your home computer instead of writing checks.

d. You write only a few checks a month and you want to minimize your costs.
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4 Based on the following information, determine the true balance in your checking account.

Balance in your checkbook, $356 Balance on bank statement, $472
Service charge and other fees, $15 Interest earned on the account, $4
Total of outstanding checks, $187 Deposits in transit, $60

Apply Yourself!

Objective 4

Observe customers making payments in a retail store. How often are cash, checks, credit cards, or debit cards used?

S

Backto... GQH\ V\S PQ(SOV\&‘

Reconsider your responses to the “Getting Personal” ques- credit unions, go to www.cuna.org and www.
tions at the beginning of the chapter. For making better creditunion.coop.
financial choices related to financial services: e Obtain current interest rates for CDs and other sav-

ings plans at www.bankrate.com. For the latest rates
and information on U.S. savings bonds, go to www.
savingsbonds.gov.

e Become better informed on the safety of savings
plans and federal deposit insurance at www.fdic.gov.

e Conduct a Web search of online banks to obtain
information on services that might be of value to you
now or in the future. Consider how changing interest
rates might affect your decision to use various types
of financial services.

e Consider various sources of financial services. Credit  \hat did you learn in this chapter that could help you
unions consistently offer a low-cost alternative for  make wiser choices when using financial services?
financial services. For additional information about

Chapter Summary

Objec tive 1 Financial products such as savings plans, Objec tive 2 Commercial banks, savings and loan asso-
checking accounts, loans, trust services, and electronic bank-  ciations, mutual savings banks, credit unions, life insurance
ing are used for managing daily financial activities. companies, investment companies, finance companies,

www.mhhe.com/kdh



mortgage companies, pawnshops, and check-cashing outlets
may be compared on the basis of services offered, rates and
fees, safety, convenience, and special programs available to
customers.

Objec tive 3 Commonly used savings plans include reg-
ular savings accounts, certificates of deposit, interest-earning
checking accounts, money market accounts, money market
funds, and U.S. savings bonds. Savings plans may be evaluated

on the basis of rate of return, inflation, tax considerations,
liquidity, safety, restrictions, and fees.

Objec tive 4 Debit cards, online payment systems, and
stored-value cards are increasing in use for payment activities.
Regular checking accounts, activity accounts, and interest-
earning checking accounts can be compared with regard to
restrictions (such as a minimum balance), fees and charges,
interest, and special services.

Key Terms

annual percentage yield (APY) 123

asset management account 111 credit union 114

automatic teller machine debit card 111
(ATM) 111

certificate of deposit (CD) 118

commercial bank 114

compounding 122

money market account 119
money market fund 115

overdraft protection 128

rate of return 121

savings and loan association
(S&L) 114

trust 110

mutual savings bank 114

Key Formulas

Page Topic

Formula

123 Annual percentage yield (APY)

APY = 100 [(1 +

Interest

365/days in term
. =1l
Principal

Principal = Amount of funds on deposit

Interest = Total dollar amount earned on the principal

Days in term = Actual number of days in the term of the account

When the number of days in the termis Apy = 10 M)
365 or where the account does not have Principal
a stated maturity, the APY formula is Example:
simply 56.20\2%
100 (1 + ilm)m — 1| =0.0562 = 5.62%
124 After-tax rate of return

Interest rate X (1 — Tax rate)

Example:

0.05 X (1 —0.28) = 0.036 = 3.6%
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Self-Test Problems

1. What would be the annual percentage yield (APY) for a savings account that earned $174 on a balance of $3,250 over the
past 365 days?
2. If you earned a 4.2 percent return on your savings, with a 15 percent tax rate, what is the after-tax rate of return?

Solutions

1. To calculate the APY when the number of days in the term is 365, use this formula:

APY = 100

Interest
Principal

174
= 100(3250)

= 100 (0.0535) = 5.35%
2. To calculate the after-tax rate of return use

Interest rate X (1 — Tax rate)
0.042 X (1 — 0.15) = 0.042 (0.85) = 0.0357 = 3.57%

1. An ATM with a service fee of $2 is used by a person 100 times in a year. What would be the future value in 10 years (use
a 4 percent rate) of the annual amount paid in ATM fees? (Obj. 1)

2. If a person has ATM fees each month of $22 for eight years, what would be the total cost of those banking fees? (Obj. 1)
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3. A payday loan company charges 4 percent interest for a two-week period. What would be the annual interest rate from
that company? (Obj. 2)

4. For each of these situations, determine the savings amount. Use the time value of money tables in Chapter 1 (Exhibit 1-3)
or in the Chapter 1 appendix. (Obj. 3)

a. What would be the value of a savings account started with $500, earning 6 percent (compounded annually) after
10 years?

b. Brenda Young desires to have $10,000 eight years from now for her daughter’s college fund. If she will earn 7 percent
(compounded annually) on her money, what amount should she deposit now? Use the present value of a single amount
calculation.

¢. 'What amount would you have if you deposited $1,500 a year for 30 years at 8 percent (compounded annually)?

5. What would be the annual percentage yield for a savings account that earned $56 in interest on $800 over the past 365 days?
(Ob;. 3)

6. With a 28 percent marginal tax rate, would a tax-free yield of 7 percent or a taxable yield of 9.5 percent give you a better
return on your savings? Why? (Obj. 3)

7. Janie has $70,000 in a single ownership money market account, $30,000 in a single ownership savings certificate, and has
a joint account with her mother with a balance of $214,000. Based on $100,000 of Federal Deposit Insurance Corpora-
tion coverage, what amount of Janie’s savings would not be covered by deposit insurance? (Obj. 3)

8. A certificate of deposit will often result in a penalty for withdrawing funds before the maturity date. If the penalty
involves two months of interest, what would be the amount for early withdrawal on a $20,000, 6 percent CD? (Obj. 3)
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9. What might be a savings goal for a person who buys a five-year CD paying 4.67 percent instead of an 18-month savings

certificate paying 3.29 percent? (Obj. 4)

10. What is the annual opportunity cost of a checking account that requires a $350 minimum balance to avoid service charges?

Assume an interest rate of 3 percent. (Obj. 4)

11. Compare the costs and benefits of these two checking accounts: (Obj. 4)
Account 1: A regular checking account with a monthly fee of $6 when the balance goes below $300.

Account 2: An interest-earning checking account (paying 1.2 percent), with a monthly charge of $3 if the balance goes

below $100.

12. A bank that provides overdraft protection charges 12 percent for each $100 (or portion of $100) borrowed when an over-

draft occurs. (Obj. 4)

a. What amount of interest would the customer pay for a $188 overdraft? (Assume the interest is for the full amount bor-

rowed for whole year.)

b. How much would be saved by using the overdraft protection loan if a customer has three overdraft charges of $30 each

during the year?

13. What would be the net annual cost of the following checking accounts? (Obj. 4)

a. Monthly fee, $3.75; processing fee, 25 cents per check; checks written, an average of 14 a month.
b. Interest earnings of 4 percent with a $500 minimum balance; average monthly balance, $600; monthly service charge of
$15 for falling below the minimum balance, which occurs three times a year (no interest earned in these months).

Questions

1. How has online banking changed the way consumers select and use various financial services?

2. What relationship exists between changing interest rates and the rates of return for various savings accounts, money mar-

ket accounts, and certificates of deposit of various lengths?

3. What actions would you recommend to someone who was considering using the services of a pawnshop, check-cashing

outlet, or payday loan company?

4. What fees and deductions may be overlooked when balancing your checking account?

5. a. What are potential benefits of an overdraft protection service for your checking account?

b. What costs should a person consider before deciding to use the overdraft protection service?

Case in Point

BEWARE OF HIDDEN BANKING FEES

“Wow! My account balance is a little lower than I expected,”
commented Lisa Cross as she reviewed her monthly bank
statement. “Wait a minute! There’s nearly $20 in fees for
ATM withdrawals and other service charges,” she cried out.

Many people do not realize the amount they pay each month
for various bank fees. These charges result from various ser-
vices that give customers convenience, reliability, and safety.

“Oh no! I also went below the minimum balance required
for my free checking account,” Lisa groaned. “That cost me
$7.50!”

Lisa is not alone in her frustration with fees paid for financial
services. While careless money management caused many of
these charges, others could be reduced or eliminated by com-
paring costs at various financial institutions.
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Many consumers are also upset with slow customer service However, she also has concerns about introductory low

and long waits in lines. These drawbacks have caused many costs, privacy, and security of transaction information.
customers to consider the use of online banking services.
Whether using the Internet services of your current financial Questions

institution or starting an account with a “Web bank,” you
can gain faster access to your account. Other benefits may
also be present. Often, costs of online banking services are
lower than those in traditional settings. Online banking can
also offer access to an expanded array of financial services. how Lisa could reduce her checking account costs and
For example, some online bank accounts include low-cost other banking fees.

online investment trading and instant loan approval. 3. What concerns might be associated with using online
Lisa believes that online banking services provide her with banking services?

an opportunity to better control her financial service costs.

1. What benefits might Lisa gain when using online bank-
ing services?
2. Based on information at www.bankrate.com, describe

Continuing Case

Vikki has been living at home since graduating a year ago, and paying her parents $200 rent per month. She is getting ready to
move out, and she knows this will means a lot of adjustments.

c She wants to get advice from her parents, Dave and Amy (ages 49 and 47) to make sure her move is as financially smooth as
_9 possible. She asks them their thoughts, experiences, and suggestions so she can avoid bad financial decisions and continue to
E save and be smart with her money.
8 ‘When she moves to her new one bedroom apartment next month, her rent will increase from $200 per month to $650 and she
o expects her food bill to increase to $250 per month. Her new home will be further from her work, but closer to her friend’s
(= houses, a new shopping mall, and many restaurants. Up to this point she has always gone to a bank in her parent’s community,
LE but she decides it is time to switch financial institutions.
§ Vikki’s financial statistics are shown below:
S Assets: Income: Car loan $200
Checking account* $8,500 Gross annual salary: $40,000 Credit card payments $40
*including her emergency fund per year Entertainment $100
Car $7,300 After-tax monthly salary: $2,333 Gas/repairs $150
401(k) balance $5,500
Monthly Expenses: Retirement Savings:
Liabilities: Rent $200 401(k) $500 per month, plus 50%
Student loan $13,300 Food $100 employer match on first 7% of pay
Credit card balance $1,680 Student loan $250

Questions:

1. What types of financial services do you think Vikki needs at this point of her life?
2. What banking do you recommend she do online? Why?

3. What type of financial institution should Vikki use?

4. How can she use Your Personal Financial Plan sheets 11-14?
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Spending Diary

“MY CASH WITHDRAWALS HAVE RESULTED IN MANY ATM FEES THAT TAKE AWAY MONEY
FROM OTHER BUDGET ITEMS.”

Directions

Start (or continue) your Daily Spending Diary or use your own format to record and monitor spending in various categories.
Your comments should reflect what you have learned about your spending patterns and help you consider possible changes
you

Questions

1. Are there any banking fees that you encounter each month? What actions might be taken to reduce or eliminate these cash
outflows?

2. What other areas of your daily spending might be reduced or revised?
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Name:

Date:

Planning the Use of Financial Services

Financial Planning Activities: List (1) currently used services with financial institution information (name,
address, phone); and (2) services that are likely to be needed in the future.

Suggested Web Sites: www.bankrate.com www.banking.about.com

Types of financial services

Current financial
services used

Additional financial
services needed

Payment services (checking, ATM,
online bill payment, money orders)

Financial Institution

Savings services (savings account,
money market account, certificate
of deposit, savings bonds)

Financial Institution

Credit services (credit cards,
personal loans, mortgage)

Financial Institution

Other financial services
(investments, trust account,
tax planning)

Financial Institution

What's Next for Your Personal Financial Plan?

¢ Assess whether the current types and sources of your financial services are appropriate.
e Determine additional financial services you may wish to make use of in the future.




Name: Date:

Comparing Savings Plans

Financial Planning Activities: Obtain information online and from various financial institutions to compare
savings plans on the factors listed below.

Suggested Web Sites: www.bankrate.com www.banx.com

Type of savings plan
(regular passbook account, special accounts,
savings certificate, money market account, other)

Financial institution

Address/phone

Web site

Annual interest rate

Annual percentage yield (APY)

Frequency of compounding

Insured by FDIC, NCUA, other

Maximum amount insured

Minimum initial deposit

Minimum time period savings must be on deposit

Penalties for early withdrawal

Service charges/transaction fees, other costs, fees

Additional services, other information

What's Next for Your Personal Financial Plan?

e Based on this savings plan analysis, determine the best types for your current and future financial
situation.
¢ When analyzing savings plans, what factors should you carefully investigate?
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Name: Date:

Using Savings Plans to Achieve Financial Goals

-
W

Financial Planning Activities: Record savings plan information along with the amount of your balance or
income on a periodic basis.

-
_@© Suggested Web Sites: www.savingsbonds.gov www.fdic.gov
(e
O : :
'O Regular savings account Savings goal/Amount needed/Date needed:

- Acct. No.

g Financial institution Initial deposit: Date $
i Balance: Date $
- Address Date $

g Date $

Phone Date $

o

EI_) Certificate of deposit Savings goal/Amount needed/Date needed:
o Acct. No.

5 Financial institution Initial deposit: Date $

O Balance: Date $
> Address Date $

Date $
Phone Date $
Money market/fund acct. Savings goal/Amount needed/Date needed:
Acct. No.
Financial institution Initial deposit: Date $
Balance: Date $
Address Date $
Date $
Phone Date $
U.S. savings bonds Savings goal/Amount needed/Date needed:

Purchase location

Purchasedate:___ Maturity date:
Amount: _ Maturity date:
Address
Purchasedate:__ Maturity date:
Phone Amount: _ Maturity date:
Other savings Savings goal/Amount needed/Date needed:
Acct. No.
Financial institution Initial deposit: Date $
Balance: Date $
Address Date $
Date $
Phone Date $

What's Next for Your Personal Financial Plan?

e Assess your current progress toward achieving various savings goals. Evaluate existing and new savings
goals.
¢ Plan actions to expand the amount you are saving toward various savings goals.




Name: Date:

Comparing Payment Methods; Bank Reconciliation

Financial Planning Activities: Compare checking accounts and payment services at various financial institutions
(banks, savings and loan associations, credit unions, Web banks).

Suggested Web Sites: www.bankrate.com www.kiplinger.com

Institution name
Address

Phone

Web site

Type of account (regular checking,
activity account, bill payment service)

Minimum balance

Monthly charge below balance

“Free” checking for students?

Online banking services

Branch/ATM locations

Banking hours

Other fees/costs

Printing of checks

Stop-payment order

Overdrawn account
Certified check
ATM, other charges

Other information

Checking Account Reconciliation

Statement date: Statement Balance: $

Step 1: Compare the checks written with those paid on| Check No. Amount -$
statement. Subtract total of outstanding checks from
the bank balance.

Step 2: Determine whether any deposits are not on the| Deposit date Amount +$
statement; add the amount of the outstanding depos-
its to the bank statement balance. Adjusted Balance =4

Checkbook Balance

Step 3: Subtract fees or charges on the bank statement Item Amount -$
and ATM withdrawals from your checkbook balance.

Step 4: Add interest or direct deposits earned to your
checkbook balance. +$

Note: The two adjusted balances should be the same; Adjusted Balance =$
if not, carefully check your math and check to see that
deposits and checks recorded in your checkbook and
on your statement are for the correct amounts.
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g Consumer Credit:

Advantages, Disadvantages,
Sources, and Costs

Geth no Personal

Do you know how to use credit wisely? For each of the
following statements, select the letter to indicate your
answers regarding these statements:

1. | pay any bills | have when they are due . 4. If | default (do not repay) on a loan, it will stay
a. always on my credit report for .
b. most of the time a. 7 years
C. sometimes b. 2 years
¢. 6 months
2. If I need more money for my expenses, |
borrow it . 5. If I have serious credit problems, | should .
a. never a. contact my creditors to explain the problem
b. sometimes b. contact only the most persistent creditors
c. often ¢. not contact my creditors and hope they will

forget about me
3. If I want to see a copy of my credit report, | can

contact — . 6. | can begin building a good rating by .
a. a credit reporting agency a. opening a savings account and making
b. a bank regular monthly deposits
¢. the principal of my school b. paying most of my bills on time
¢. opening a checking account and bouncing
checks

Source: How to Be Credit Smart (Washington, DC: Consumer
Education Foundation, 1994).

Scoring: Give yourself 3 points for each a, 2 points for each b, and 1 point for each c. Add up the
number of points. If you scored 6-9 points, you might want to take a closer look at how credit
works before you get over your head in debt. If you scored 10-13 points, you are off to a good
start, but be sure you know the pitfalls of opening a credit account.




Your Personal Financial Plan S\heets

15. Consumer credit usage patterns. .
16. Credit card/charge account comparison.
17. Consumer loan comparison.

In this chapter, you will learn to:

1. Analyze advantages and disadvantages of using consumer credit.

2. Assess the types and sources of consumer credit.

3. Determine whether you can afford a loan and how to apply for credit.

4. Determine the cost of credit by calculating interest using various interest formulas.
5.Develop a plan to protect your credit and manage your debts.

N\rw\ is Hais iMde"QY\‘]‘?

You charge $2,000 in tuition and fees on a credit card with an interest rate of 18.5
percent. If you pay off the balance by making the minimum payment each month,
you will need more than 11 years to repay the debt. By the time you have paid off
the loan, you will have spent an extra $1,934 in interest alone—almost the actual
cost of your tuition and fees. Understanding the costs involved in obtaining credit
will give you the tools to identify the best source of credit.

What Is Consumer Credit? OBJECTIVE 1
Credit is an arrangement to receive cash, goods, or services now and pay for them Analyze advantafgesland
in the future. Consumer credit refers to the use of credit for personal needs (exc§pt a dlsadvamagreesdi?[ using
home mortgage) by individuals and families, in contrast to credit used for business consumer credit.
purposes.

Consumer credit is based on trust in people’s ability and willingness to DAy credit Anarrangement
bills when due. It works because people by and large are honest and responsible. 14 receive cash, goods, or

But how does consumer credit affect our economy, and how is it affected by our  services now and pay for

them in the future.
economy?
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consumer credit The use
of credit for personal needs
(except a home mortgage).

Chapter 5 Consumer Credit: Advantages, Disadvantages, Sources, and Costs

The Importance of Consumer Credit
in Our Economy

Consumer credit dates back to colonial times. Although credit was originally a privi-
lege of the affluent, farmers came to use it extensively. No direct finance charges were
imposed; instead, the cost of credit was added to the prices of goods. With the advent
of the automobile in the early 1900s, installment credit, in which the debt is repaid in
equal installments over a specified period of time, exploded on the American scene.

All economists now recognize consumer credit as a major force in the American
economy. Any forecast or evaluation of the economy includes consumer spend-
ing trends and consumer credit as a sustaining force. To paraphrase an old political
expression, as the consumer goes, so goes the U.S. economy.

Uses and Misuses of Credit

Using credit to purchase goods and services may allow consumers to be more efficient
or more productive or to lead more satisfying lives. Many valid reasons can be found
for using credit. A medical emergency may leave a person strapped for funds. A home-
maker returning to the workforce may need a car. An item may cost less money now
than it will cost later. Borrowing for a college education is another valid reason. But
borrowing for everyday living expenses or financing a Corvette on credit when a Ford
Escort is all your budget allows is probably not reasonable.

Using credit increases the amount of money a person can spend to purchase goods
and services now. But the trade-off is that it decreases the amount of money that will
be available to spend in the future. However, many people expect their incomes to
increase and therefore expect to be able to make payments on past credit purchases
and still make new purchases.

Here are some questions you should consider before you decide how and when to
make a major purchase, for example, a car:

e Do I have the cash I need for the down payment?

e Do I want to use my savings for this purchase?

e Does the purchase fit my budget?

e Could I use the credit I need for this purchase in some better way?

e Could I postpone the purchase?

*  What are the opportunity costs of postponing the purchase (alternative
transportation costs, a possible increase in the price of the car)?

*  What are the dollar costs and the psychological costs of using credit (interest, other
finance charges, being in debt and responsible for making a monthly payment)?

If you decide to use credit, make sure the benefits of purchasing now (increased
efficiency or productivity, a more satisfying life, etc.) outweigh the costs (financial and
psychological) of using credit. Thus, credit, when effectively used, can help you have
more and enjoy more. When misused, credit can result in default, bankruptcy, and
loss of creditworthiness.

Advantages of Credit

Consumer credit enables people to enjoy goods and services now—a car, a home, an
education, emergencies—and pay for them through payment plans based on future
income.
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Credit cards permit the purchase of goods even when funds are low. Customers
with previously approved credit may receive other extras, such as advance notice of
sales and the right to order by phone or to buy on approval. In addition, many shop-
pers believe that returning merchandise purchased on account is easier than returning
cash purchases. Credit cards also provide shopping convenience and the efficiency of
paying for several purchases with one monthly payment.

Credit is more than a substitute for cash. Many of the services it provides are taken
for granted. Every time you turn on the water tap, click the light switch, or telephone
a friend, you are using credit.

Using credit is safe, since charge accounts and credit cards let you shop and travel
without carrying a large amount of cash. It offers convenience, since you need a credit
card to make a hotel reservation, rent a car, and shop by phone or Internet. You may
also use credit cards for identification when cashing checks, and the use of credit pro-
vides you with a record of expenses.

The use of credit cards can provide up to a 50-day “float,” the time lag between
when you make the purchase and when the lender deducts the balance from your
checking account when payment is due. This float, offered by many credit card issuers,
includes a grace period of 20 to 25 days. During the grace period, no finance charges
are assessed on current purchases if the balance is paid in full each month within 25
days after billing.

Some corporations, such as General Electric Company and General Motors Cor-
poration, issue their own Visa and MasterCard and offer rebates on purchases. In the
late 1990s, however, some corporations began to eliminate these cards.

Finally, credit indicates stability. The fact that lenders consider you a good risk usu-
ally means you are a responsible individual. However, if you do not repay your debts
in a timely manner, you will find that credit has many disadvantages.

Disadvantages of Credit

Perhaps the greatest disadvantage of using credit is the temptation to overspend,
especially during periods of inflation. Buying today and paying tomorrow, using
cheaper dollars, seems ideal. But continual overspending can lead to serious
trouble.

Whether or not credit involves security—something of value to back the loan—
failure to repay a loan may result in loss of income, valuable property, and your good
reputation. It can even lead to court action and bankruptcy. Misuse of credit can cre-
ate serious long-term financial problems, damage to family relationships, and a slow-
ing of progress toward financial goals. Therefore, you should approach credit with
caution and avoid using it more extensively than your budget permits.

Although credit allows immediate satisfaction of needs and desires, it does not
increase total purchasing power. Credit purchases must be paid for out of future
income; therefore, credit ties up the use of future income. Furthermore, if your
income does not increase to cover rising costs, your ability to repay credit commit-
ments will diminish. Before buying goods and services on credit, consider whether
they will have lasting value, whether they will increase your personal satisfaction
during present and future income periods, and whether your current income will
continue or increase.

Finally, credit costs money. It is a service for which you must pay. Paying for pur-
chases over a period of time is more costly than paying for them with cash. Purchasing
with credit rather than cash involves one obvious trade-off: The items purchased will
cost more due to monthly finance charges and the compounding effect of interest on
interest.
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Key Web Sites for
Money Management

www.moneymanagement.com

www.moneypage.com

Key Web Sites for
Consumer Credit

www.abcguides.com

www.lendingtree.com
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CONCEPT CHECK 5-1

1 What is consumer credit?

2 Why is consumer credit important to our economy?

3 For each of following situations, check “yes” if a valid reason to borrow, or “no” if not.

Yes No

a. A medical emergency.

b. Borrowing for college education.

¢. Borrowing for everyday living expenses.

d. Borrowing to finance a luxury car.

4 For each of the following statements, check “yes” if an advantage, “no” if a disadvantage of using credit.

Yes No

a. It is easier to return merchandise if it is purchased on credit.

b. Credit cards provide shopping convenience.

¢. Credit tempts people to overspend.

d. Failure to repay a loan may result in loss of income.

Apply Yourself!

Objective 1

Using Web research and discussion with family members and friends, prepare a list of advantages and disadvan-
tages of using credit.

Types of Credit

Two basic types of consumer credit exist: closed-end and open-end credit. With

OBJECTIVE 2

Assess the types and closed-end credit, you pay back one-time loans in a specified period of time and in
sources of consumer payments of equal amounts. With open-end credit, loans are made on a continuous
credit.

basis and you are billed periodically for at least partial payment. Exhibit 5-1 shows
examples of closed-end and open-end credit.
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Closed-End Credit

¢ Mortgage loans

e Automobile loans

e Installment loans (installment sales contract,
installment cash credit, single lump-sum credit)

Open-End Credit

e Cards issued by department stores, bank
cards (Visa, MasterCard)

* Travel and Entertainment (T&E) (American
Express, Diners Club)

e Overdraft protection

Closed-End Credit

Closed-end credit is used for a specific purpose and involves a specified amount.
Mortgage loans, automobile loans, and installment loans for purchasing furniture or
appliances are examples of closed-end credit. Generally, the seller holds title to the
merchandise until the payments have been completed.

The three most common types of closed-end credit are installment sales credit,
installment cash credit, and single lump-sum credit. Installment sales credit is a loan that
allows you to receive merchandise, usually high-priced items such as large appliances or
furniture. You make a down payment and usually sign a contract to repay the balance,
plus interest and service charges, in equal installments over a specified period.

Installment cash credit is a direct loan of money for personal purposes, home
improvements, or vacation expenses. You make no down payment and make payments
in specified amounts over a set period.

Single lump-sum credit is a loan that must be repaid in total on a specified day,
usually within 30 to 90 days. Lump-sum credit is generally, but not always, used to
purchase a single item. As Exhibit 5-2 shows, consumer installment credit reached
over $2.5 trillion in 2008.

'94 902.8
'95 1,140.6

'96 1,242.2

'97 1,305.0

'98 1,400.3

'99 1,512.8

2000 1,686.2
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'02 1,984.1

‘03 2,078.3

‘04 2,219.4
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Source: www.federalreserve.gov/RELEASES/g19/current accessed June 24, 2009.
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Exhibit 5-1

Examples of Closed-End
and Open-End Credit

closed-end credit One-
time loans that the borrower
pays backin a specified
period of time and in pay-
ments of equal amounts.

open-end credit Aline
of credit in which loans are
made on a continuous basis
and the borrower is billed
periodically for at least partial
payment.

Exhibit 5-2
Volume of Consumer
Credit

All economists now recognize
consumer credit as a major
force in the American economy.
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line of credit The dollar
amount, which may or may

not be borrowed, that a

lender makes available to a

borrower.

interest A periodic charge

for the use of credit.

revolving check credit
A prearranged loan from a
bank for a specified amount;

also called a bank line of

credit.

3
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Open-End Credit

Using a credit card issued by a department store, using a bank credit card (Visa,
MasterCard) to make purchases at different stores, charging a meal at a restaurant,
and using overdraft protection are examples of open-end credit. As you will soon
see, you do not apply for open-end credit to make a single purchase, as you do
with closed-end credit. Rather, you can use open-end credit to make any purchases
you wish if you do not exceed your line of credit, the maximum dollar amount of
credit the lender has made available to you. You may have to pay interest, a periodic
charge for the use of credit, or other finance charges. Some creditors allow you
a grace period of 20 to 25 days to pay a bill in full before you incur any interest
charges.

Many retailers use open-end credit. Customers can purchase goods or services up
to a fixed dollar limit at any time. Usually you have the option to pay the bill in full
within 30 days without interest charges or to make set monthly installments based on
the account balance plus interest.

Many banks extend revolving check credit. Also called a bank line of credit, this is a
prearranged loan for a specified amount that you can use by writing a special check.
Repayment is made in installments over a set period. The finance charges are based on
the amount of credit used during the month and on the outstanding balance.

Sources of Consumer Credit

Many sources of consumer credit are available, including commercial banks and
credit unions. Exhibit 5-3 summarizes the major sources of consumer credit. Study
and compare the differences to determine which source might best meet your needs
and requirements.

Loans

might be to go to your local bank. However, you might want

Loans involve borrowing money with an agreement to repay
it, as well as interest, within a certain amount of time. If you
oQ i oQ Yyou k o OW? were considering taking out a loan, your immediate thought

to explore some other options first.

You can lend to micro-entrepreneurs. Kiva.org is

the first microlending Web site where you can lend )
money to micro-entrepreneurs through a micro- INEXPENSIVE LOANS Parents or other family members

finance institution.

are often the source of the least expensive loans—loans with

low interest. They may charge only interest they would have

earned on the money if they had deposited it in a savings

account. They may even give you a loan without interest.
Be aware, however, that loans can complicate family relationships. You can borrow
(or invest) money with microlending organizations, such as kiva.org. Borrowers with
good credit can borrow at interest rates lower than those charged by banks and credit
unions.

MEDIUM-PRICED LOANS Often you can obtain medium-priced loans—loans
with moderate interest—from commercial banks, savings and loan associations, and
credit unions. Borrowing from credit unions has several advantages. They provide
personalized service, and usually they’re willing to be patient with borrowers who can
provide good reasons for late or missed payments. However, you must be a member of
a credit union in order to get a loan.
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Ex h i b It 5=3 Ssources of Consumer Credit

Credit Source Type of Loan

Commercial banks Single-payment loan
Personal installment loans
Passbook loans
Check-credit loans

Credit card loans

Second mortgages

Consumer finance companies Personal installment loans
Second mortgages

Personal installment loans
Share draft-credit plans
Credit-card loans

Second mortgages

Credit unions

Single-payment or partial-
payment loans

Life insurance companies

Personal installment loans
(generally permitted by
state-chartered savings
associations)

Federal savings banks
(savings and loan
associations)

Home improvement loans
Education loans

Savings account loans
Second mortgages
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Lending Policies

e Seek customers with established credit history
e Often require collateral or security

¢ Prefer to deal in large loans, such as vehicle, home improve-
ment, and home modernization, with the exception of
credit card and check-credit plans

e Determine repayment schedules according to the purpose
of the loan

¢ Vary credit rates according to the type of credit, time pe-
riod, customer’s credit history, and the security offered

e May require several days to process a new credit application

¢ Often lend to consumers without established credit history
e Often make unsecured loans

e Often vary rates according to the size of the loan balance

e Offer a variety of repayment schedules

e Make a higher percentage of small loans than other lenders
e Maximum loan size limited by law

e Process applications quickly, frequently on the same day the
application is made

e Lend to members only
e Make unsecured loans

e May require collateral or cosigner for loans over a specified
amount

e May require payroll deductions to pay off loan

e May submit large loan applications to a committee of
members for approval

e Offer a variety of repayment schedules

¢ Lend on cash value of life insurance policy
¢ No date or penalty on repayment

e Deduct amount owed from the value of policy benefit if
death or other maturity occurs before repayment

e Will lend to all creditworthy individuals
e Often require collateral

¢ Loan rates vary depending on size of loan, length of
payment, and security involved

Consumer credit is available from several types of sources. Which sources seem to offer the widest variety of loans?

EXPENSIVE LOANS The easiest loans to obtain are also the most expensive.
Finance companies and retail stores that lend to consumers will frequently charge

high interest rates, ranging from 12 to 25 percent. Banks also lend money to their
credit card holders through cash advances—Iloans that are billed to the custom-
er’s credit card account. Most cards charge higher interest for a cash advance
and charge interest from the day the cash advance is made. As a result, taking
out a cash advance is much more expensive than charging a purchase to a credit

Key Web Sites for
Consumer Credit

www.consumercredit.com
www.practicalmoneyskills.com

www.Bankrate.com

card. Read the nearby Figure It Out box to learn why you should avoid such cash

advances.



A cash advance is a loan billed to your credit card. You
can obtain a cash advance with your credit card at a
bank or an automated teller machine (ATM) or by using
checks linked to your credit card account.

Most cards charge a special fee when a cash advance
is taken out. The fee is based on a percentage of the
amount borrowed, usually about 2 or 3 percent.

Some credit cards charge a minimum cash advance
fee, as high as $5. You could get $20 in cash and be
charged $5, a fee equal to 25 percent of the amount
you borrowed.

Most cards do not have a grace period on cash
advances. This means you pay interest every day until
you repay the cash advance, even if you do not have an
outstanding balance from the previous statement.

On some cards, the interest rate on cash advances is
higher than the rate on purchases. Be sure you check

the details on the contract sent to you by the card
issuer.

Here is an example of charges that could be imposed
for a $200 cash advance that you pay off when the bill
arrives:

Cash advance fee = $4(2% of $200)
Interest for one month = $3(18% APR on $200)
Total cost for one month = $7($4 + $3)

In comparison, a $200 purchase on a card with a grace
period could cost $0 if paid off promptly in full.

The bottom line: It is usually much more expensive
to take out a cash advance than to charge a purchase
to your credit card. Use cash advances only for real
emergencies.

HOME EQUITY LOANS A home equity loan is a loan based on your home
equity—the difference between the current market value of your home and the amount

you still owe on the mortgage.

Example

or other expenses.

Depending on your income and the equity in your home, you can apply for a
line of credit for anywhere from $10,000 to $250,000 or more.

Some lenders let you borrow only up to 75 percent of the value of your
home, less the amount of your first mortgage. At some banks you may qualify
to borrow up to 85 percent! This higher lending limit may make the difference
in your ability to get the money you need for home improvements, education,

Use the following chart to calculate your home loan value, which is the
approximate amount of your home equity line of credit.

Example Your Home
Approximate market value of your home $100,000 $ —
Multiply by 0.75 X 0.75 X 0.75
Approximate loan value 75,000 -
Subtract balance due on mortgage(s) 50,000 I
Approximate credit limit available $ 25,000 $—

Unlike interest on most other types of credit, the interest you pay on a home
equity loan is tax-deductible. You should use these loans only for major items such as
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education, home improvements, or medical bills, and you must use them with care. If
you miss payments on a home equity loan, the lender can take your home.

Credit Cards

Credit cards are extremely popular. The average cardholder has more than nine
credit cards, including bank, retail, gasoline, and telephone cards. Cardholders
who pay off their balances in full each month are often known as convenience
users. Cardholders who do not pay off their balances every month are known as
borrowers.

Most credit card companies offer a grace period, a time period during which no
finance charges will be added to your account. A finance charge is the total dollar
amount you pay to use credit. Usually, if you pay your entire balance before the due
date stated on your monthly bill, you will not have to pay a finance charge. Borrowers
carry balances beyond the grace period and pay finance charges.

The cost of a credit card depends on the type of credit card you have and the terms
set forth by the lender. As a cardholder, you may have to pay interest or other finance
charges. Some credit card companies charge cardholders an annual fee, usually about
$25. However, many companies have eliminated annual fees in order to attract more
customers. If you are looking for a credit card, be sure to shop around for one with
no annual fee. The nearby Personal Finance in Practice box offers some other helpful
hints for choosing a credit card.

DEBIT CARDS Don’t confuse credit cards with debit
cards. Although they may look alike, they’re very differ-
ent. A debit card electronically subtracts money from your
savings or checking account to pay for goods and services.
A credit card extends credit and delays your payment.
Debit cards are most frequently used at automatic teller
machines (ATMs). More and more, however, they are also
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finance charge The total
dollar amount paid to use
credit.

Key Web Sites for
Credit Cards

www.cardratings.com

www.bankrate.com

b 3

In 2010, an estimated 185 million debit card
holders will use 484 million cards for 41 trillion

used to purchase goods in stores and to make other types transactions amounting to over $1.65 trillion.

of payments.
Raquel Garcia is serious about avoiding debt. The 18-year- Table 1147

old customer representative for U-Haul recently canceled her

credit card. Now she gets her entire paycheck deposited onto a

prepaid debit card, which she uses for all her purchases. Since

she can access only what’s in the account, Garcia no longer worries about breaking

her budget: “I’m spending just what I need.”

STORED VALUE (OR GIFT) CARDS Stored-value cards, gift cards, or
prepaid cards resemble a typical debit card, using magnetic stripe technology to
store information and track funds. However, unlike traditional debit cards, stored
value cards are prepaid, providing you with immediate money. By the mid-1990s,
large retailers began issuing stored value cards instead of traditional paper gift
certificates. Over the past decade, the stored value cards have grown rapidly. Today,
gift cards are being used for many purposes, including payroll, general spending,
travel expenses, government benefit payments, and employee benefit and reward
payments.

One market research firm estimates that holders of gift cards recently lost more
than $75million when the number of retailer bankruptcies increased sharply. Bank-
ruptcy courts treat gift cards the same way they handle unsecured debt: If a retailer
goes bankrupt, holders get pennies on the dollar at most—and in many cases nothing.
Recently, American shoppers spent $26.3 billion on retailers’ gift cards.

SOURCE: Statistical Abstract of the United States 2009,



> Choosing a Credit Card

When you choose a credit card, shopping around can
yield big returns. Follow these suggestions to find the
card that best meets your needs and to use it wisely:

1. Department stores and gasoline companies are
good places to obtain your first credit card.

2. Bank credit cards are offered through banks and
savings and loan associations. Annual fees and
finance charges vary widely, so shop around.

3. If you plan on paying off your balance every
month, look for a card that has a grace period
and carries no annual fee or a low annual fee. You
might have a higher interest rate, but you plan to
pay little or no interest anyway.

4. Watch out for creditors that offer low or no annual
fees but instead charge a transaction fee every time
you use the card.

5. If you plan to carry a balance, look for a card
with a low monthly finance charge. Be sure
that you understand how the finance charge is
calculated.

6. To avoid delays that may result in finance charges,
follow the card issuer’s instructions as to where,
how, and when to make bill payments.

7. Beware of offers of easy credit. No one can
guarantee to get you credit.

8. If your card offers a grace period, take advan-
tage of it by paying off your balance in full each
month. With a grace period of 25 days, you

10.

11.

12.

actually get a free loan when you pay bills in full
each month.

. If you have a bad credit history and have trouble

getting a credit card, look for a savings institution
that will give you a secured credit card. With this
type of card, your line of credit depends on how
much money you keep in a savings account that
you open at the same time.

Travel and entertainment cards often charge
higher annual fees than most credit cards. Usually,
you must make payment in full within 30 days of
receiving your bill, or no further purchases will be
approved on the account.

Be aware that debit cards are not credit cards but
simply a substitute for a check or cash. The amount
of the sale is subtracted from your checking
account.

Think twice before you make a telephone call to
a 900 number to request a credit card. You will
pay from $2 to $50 for the 900 call and may never
receive a credit card.

Before you enter the world of credit, you need to under-
stand the various options that are available to you.
Which of the preceding factors would be most important
in your choice of a credit card?

Sources: American Institute of Certified Public Accountants.
U.S. Office of Consumer Affairs. Federal Trade Commission.

SMART CARDS Some lenders are starting to offer a new kind of credit card called
a smart card. A smart card is a plastic card equipped with a computer chip that can
store 500 times as much data as a normal credit card. Smart cards can combine credit
card balances, a driver’s license, health care identification, medical history, and other
information all in one place. A smart card, for example, can be used to buy an airline
ticket, store it digitally, and track frequent flyer miles.

TRAVEL AND ENTERTAINMENT CARDS Travel and entertainment (T&E)
cards are really not credit cards because the balance is due in full each month.
However, most people think of T&E cards—such as Diners Club or American Express
cards—as credit cards because they don’t pay for goods or service when they purchase

them.

152



Chapter 5 Consumer Credit: Advantages, Disadvantages, Sources, and Costs 153

CONCEPT CHECK 5-2

1 What are two types of consumer credit?

2 Match the following key terms with the appropriate definition.

a. closed-end credit A line of credit in which loans are made on a continuous basis.

b. open-end credit One-time loan paid back in a specified time in payments of equal amounts.

c. line of credit The dollar amount that a lender makes available to a borrower.

d. interest The total dollar amount paid to use the credit.

e. finance charge A periodic charge for the use of credit.

3 What are the major sources of:

Inexpensive loans Medium-priced loans Expensive loans

4 What is the difference between a credit and a debit card?

Apply Yourself!

Objective 2

Research three credit card companies. List their fees and any advantages they offer. Record your findings.

Applying for Credit

Can You Afford a Loan?

The only way to determine how much credit you can assume is to first learn how to

make an accurate and sensible personal or family budget. OBJECTIVE 3
Before you take out a loan, ask yourself whether you can meet all of your Determine whether you
essential expenses and still afford the monthly loan payments. You can make can afford a loan and how

this calculation in two ways. One is to add up all your basic monthly expenses to apply for credit.

and then subtract this total from your take-home pay. If the difference will not

cover the monthly payment and still leave funds for other expenses, you cannot
afford the loan.
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In 2010, an estimated 181 million people used
more than 1.6 billion credit cards to buy goods
and services worth $2.74 trillion.
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A second and more reliable method is to ask yourself what you plan to give up
to make the monthly loan payment. If you currently save a portion of your income
that is greater than the monthly payment, you can use these savings to pay off the
loan. But if you do not, you will have to forgo spending on entertainment, new
appliances, or perhaps even necessities. Are you prepared to make this trade-oft?
Although precisely measuring your credit capacity is difficult, you can follow certain
rules of thumb.

General Rules of Credit Capacity

DEBT PAYMENTS-TO-INCOME RATIO The debt
payments-to-income ratio is calculated by dividing your
monthly debt payments (not including house payment, which
is long-term liability) by your net monthly income. Experts
suggest that you spend no more than 20 percent of your net
(after-tax) income on consumer credit payments. Thus, as
Exhibit 5-4 shows, a person making $1,068 per month after
taxes should spend no more than $213 on credit payments per
month.
The 20 percent is the maximum; however, 15 percent
1618 or less is much better. The 20 percent estimate is based on
the average family, with average expenses; it does not take
major emergencies into account. If you are just beginning to
use credit, you should not consider yourself safe if you are
spending 20 percent of your net income on credit payments.

1,488

DEBT-TO-EQUITY RATIO The debt-to-equity ratio is
173 181 calculated by dividing your total liabilities by your net worth.
In calculating this ratio, do not include the value of your

2006 200 home and the amount of its mortgage. If your debt-to-equity

Bl People with credit cards. Il Cards in circulation. o ; . i
* Estimated. ratio is about 1—that is, if your consumer installment debt
SOURCE: Statistical Abstract of the United States 2009, roughly equals your net worth (1‘10'[ induding your home or
Table 1148. the mortgage)—you have probably reached the upper limit

character The borrower’s
attitude toward his or her
credit obligations.

of debt obligations.
None of the above methods is perfect for everyone; the lim-
its given are only guidelines. Only you, based on the money
you earn, your obligations, and your financial plans for the future, can determine
the exact amount of credit you need and can afford. You must be your own credit
manager.

The Five Cs of Credit

When you're ready to apply for a loan or a credit card, you should understand the fac-
tors that determine whether a lender will extend credit to you.

When a lender extends credit to consumers, it takes for granted that some people
will be unable or unwilling to pay their debts. Therefore, lenders establish policies for
determining who will receive credit. Most lenders build such policies around the “five
Cs of credit”: character, capacity, capital, collateral, and conditions.

CHARACTER: WILL YOU REPAY THE LOAN? Creditors want to know
your character—what kind of person they are lending money to. They want to
know that you’re trustworthy and stable. They may ask for personal or professional
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Monthly gross income $1,500
Less:
All taxes 270
Social Security 112
Monthly IRA contribution 50
Monthly net income $1,068
Monthly installment credit payments:
Visa 25
MasterCard 20
Discover card 15
Education loan —
Personal bank loan —
Auto loan 153
Total monthly payments $ 213
Debt payments-to-income ratio ($213/$1,068) 19.94%

references, and they may check to see whether you have a history of trouble with the
law. Some questions a lender might ask to determine your character are:

¢ Have you used credit before?
* How long have you lived at your present address?
¢ How long have you held your current job?

CAPACITY: CAN YOU REPAY THE LOAN? Your income and the debts
you already have will affect your capacity—your ability to pay additional debts. If
you already have a large amount of debt in proportion to your income, lenders prob-
ably won’t extend more credit to you. Some questions a creditor may ask about your
income and expenses are:

e What is your job, and how much is your salary?
* Do you have other sources of income?
e What are your current debts?

CAPITAL: WHAT ARE YOUR ASSETS AND NET WORTH? Assets are
any items of value that you own, including cash, property, personal possessions, and
investments. Your capital is the amount of your assets that exceed your liabilities, or
the debts you owe. Lenders want to be sure that you have enough capital to pay back
a loan. That way, if you lost your source of income, you could repay your loan from
your savings or by selling some of your assets. A lender might ask:

* What are your assets?
e What are your liabilities?

COLLATERAL: WHAT IF YOU DON'T REPAY THE LOAN? Creditors
look at what kinds of property or savings you already have, because these can be
offered as collateral to secure the loan. If you fail to repay the loan, the creditor may
take whatever you pledged as collateral. A creditor might ask:

*  What assets do you have to secure the loan (such as a vehicle, your home, or
furniture)?
e Do you have any other valuable assets (such as bonds or savings)?
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Exhibit 5-4

How to Calculate Debt
Payments-to-Income
Ratio Spend no more
than 20 percent of your
net (after-tax) income on
credit payments.

capacity The borrower’s
financial ability to meet
credit obligations.

capital The borrower’s
assets or net worth.

collateral A valuable asset
that is pledged to ensure
loan payments.
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CONDITIONS: WHAT IF YOUR JOB IS INSECURE? General economic

conditions The general
economic conditions that
can affect a borrower’s ability ~ employs you.

conditions, such as unemployment and recession, can affect your ability to repay a
loan. The basic question focuses on security—of both your job and the firm that

The information gathered from your application and the credit bureau establishes

your credit rating. A credit rating is a measure of a person’s ability and willingness to
make credit payments on time. The factors that determine a person’s credit rating are

to repay a loan.

VANTAGESCORE from Experian

VantageScore which is both used by lenders and
now available to consumers, is the first credit score
developed cooperatively by Experian and the
other national credit reporting companies.

The VantageScore scale approximates the
familiar academic scale, making it simple to
associate your VantageScore number to a letter
grade. You now will have clear insight into
how lenders using VantageScore will view your
creditworthiness.

Score
901-990: A 601-700: D
801-900: B 501-600: F
701-800: C

%

Nt

B

SOURCE: www.vantagescore.experian.com.

Exhibit 5-5

Sample Credit
Application Questions

¢ Amount of loan requested.
® Proposed use of the loan.

* Your name and birth date.

income, current debt, information about character, and how
debts have been repaid in the past. If you always make your
payments on time, you will probably have an excellent credit
rating. If not, your credit rating will be poor, and a lender
probably won’t extend credit to you. A good credit rating is a
valuable asset that you should protect.

Creditors use different combinations of the five Cs to
reach their decisions. Some creditors set unusually high stan-
dards, and others simply do not offer certain types of loans.
Creditors also use various rating systems. Some rely strictly
on their own instincts and experience. Others use a credit
scoring or statistical system to predict whether an applicant
is a good credit risk. When you apply for a loan, the lender is
likely to evaluate your application by asking questions such
as those included in the checklist in the Personal Finance in
Practice box.

FICO AND VANTAGESCORE Typical questions in a
credit application appear in Exhibit 5-5. The information
in your credit report is used to calculate your FICO credit
score—a number generally between 350 and 850 that rates
how risky a borrower is. The higher the score, the less risk
you pose to creditors. Your FICO score is available from
www.myfico.com for a fee. Free credit reports do not provide
your credit score. Exhibit 5-6 shows a numerical depiction of
your creditworthiness and how you can improve your credit
score.

VantageScore is a new scoring technique, the first to be
developed collaboratively by the three credit reporting com-
panies. This model allows for a more predictive score for con-
sumers, even for those with limited credit histories, reducing

¢ Have you ever received credit from us?
e |f so, when and at which office?

e Checking account number, institution, and
branch.

e Social Security and driver’s license

numbers.

e Savings account number, institution, and
branch.

® Present and previous street addresses.

¢ Present and previous employers and their

addresses.

® Present salary.

¢ Name of nearest relative not living with
you.

¢ Relative’s address and telephone number.

e Your marital status.

e Number and ages of dependents.

e Other income and sources of other income.

¢ Information regarding joint applicant:
same questions as above.
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> The Five Cs of Credit

Here is what lenders look for in determining your
creditworthiness.

CREDIT HISTORY
1. Character: Will you repay the loan? Yes No

Do you have a good attitude toward
credit obligations?

Have you used credit before?
Do you pay your bills on time?
Have you ever filed for bankruptcy?

Do you live within your means?

STABILITY

How long have you lived at your

present address? yrs.

Do you own your home?

How long have you been employed
by your present employer?

yrs.

INCOME
2. Capacity: Can you repay the loan?

Your salary and occupation? $

Place of occupation?

How reliable is your

income? Reliable ;. Not reliable
Any other sources of income? $
EXPENSES

Number of dependents?

[ ‘:‘(

Do you pay any alimony or
child support?

Current debts? $

Yes ;. No

NET WORTH

3. Capital: What are your assets and net worth?

What are your assets? $

What are your liabilities?

A A

What is your net worth?

LOAN SECURITY
4. Collateral: What if you don't repay the loan?

What assets do you have to secure
the loan? (Car, home, furniture?)

What sources do you have besides
income? (Savings, stocks, bonds,
insurance?)

JOB SECURITY

5. Conditions: What general economic conditions can
affect your repayment of the loan?

How secure is

your job? Secure ; Not secure
How secure is the
firm you work for?  Secure ; Not secure

Source: Adapted from William M. Pride, Robert J. Hughes, and
Jack R. Kapoor, Business, 10th ed. (Mason, OH: South-Western
Cengage Learning, 2010), p. 551.

the need for creditors to manually review credit information. VantageScore features a
common score range of 501-990 (higher scores represent lower likelihood of risk). A
key benefit of VantageScore is that as long as the three major credit bureaus have the
same information regarding your credit history, you will receive the same score from
each of them. A different score alerts you that there are discrepancies in your report.

You should also know what factors a lender cannot consider, according to the law.
The Equal Credit Opportunity Act (ECOA) gives all credit applicants the same basic
rights. It states that race, nationality, age, sex, marital status, and certain other factors
may not be used to discriminate against you in any part of a credit dealing.

157
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EXhibit 5—6 TransUnion Personal Credit Score

The higher your FICO score, the less risk you pose to creditors.

Your Credit Score is:

This will show a numerical depiction of your creditworthiness.

475 550 625 700 775 850 925

Score created on:
02/18/2010

Lowest [ I I I I I | ] Highest
This will show how you compare to the general population.
20% 40% 60% 80% 100%
Lowest [ I I I I ] Highest

This will show how most lenders would view your creditworthiness.

You can purchase your
credit score for $7.95

by calling 1-866-SCORE-TU
or 1-866-726-7388.

Very . Very

* How can | Improve my credit score?

A credit score is a snapshot of the contents of your credit report at the time it is calculated. The first step in
improving your score is to review your credit report to ensure it is accurate. Long-term, responsible credit
behavior is the most effective way to improve future scores. Pay bills on time, lower balances, and use credit

wisely to improve your score over time.

Other Factors Considered in Determining
Creditworthiness

I

What age group has the best credit rating in
America?

According to Experian, the average credit score
for Americans is 675 out of a possible 830. Credit

scores are based on financial behavior (debt,
credit usage, paying bills on time).

70-plus 747
60-69 722
50-59 697
40-49 675
30-39 654
18-29 637

SOURCE: Experian (www.NationalScorelndex.com), accessed

January 15, 2007.

AGE The Equal Credit Opportunity Act is very specific about
how a person’s age may be used as a factor in credit decisions. A
creditor may request that you state your age on an application, but
if you're old enough to sign a legal contract (usually 18-21 years
old, depending on state law), a creditor may not turn you down or
decrease your credit because of your age. Creditors may not close
your credit account because you reach a certain age or retire.

PUBLIC ASSISTANCE You may not be denied credit because
you receive Social Security or public assistance. However, certain
information related to this source of income can be considered in
determining your creditworthiness.

HOUSING LOANS The ECOA also covers applications for
mortgages or home improvement loans. In particular, it bans dis-
crimination against you based on the race or nationality of the
people in the neighborhood where you live or want to buy your
home, a practice called redlining.

What If Your Application Is Denied?

If your credit application is denied, the ECOA gives you the right
to know the reasons. If the denial is based on a credit report from
the credit bureau, youre entitled to know the specific informa-
tion in the report that led to the denial. After you receive this
information, you can contact the credit bureau and ask for a copy
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of your credit report. The bureau cannot charge a fee for this service as long as you
ask to see your files within 60 days of notification that your credit application has
been denied. You're entitled to ask the bureau to investigate any inaccurate or incom-
plete information and correct its records (see Exhibit 5-7).

Your Credit Report

When you apply for a loan, the lender will review your credit history very closely.
The record of your complete credit history is called your credit report, or credit file.
Your credit records are collected and maintained by credit bureaus. Most lenders rely
heavily on credit reports when they consider loan applications. Exhibit 5-8 provides a
checklist for building and protecting your credit history.

CREDIT BUREAUS A credit bureau is an agency that collects information on
how promptly people and businesses pay their bills. The three major credit bureaus
are Experian, TransUnion, and Equifax. Each of these bureaus maintains more than
200 million credit files on individuals, based on information they receive from lenders.
Several thousand smaller credit bureaus also collect credit information about consum-
ers. These firms make money by selling the information they collect to creditors who
are considering loan applications.

Credit bureaus get their information from banks, finance companies, stores, credit
card companies, and other lenders. These sources regularly transmit information about

Exhibit 5=7 What If You Are Denied Credit?

Steps you can take if you are denied credit

You receive written notification
that credit has been denied
and the reasons for denial.*

.

Check your
credit file at the
credit bureau.
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¢

You believe the
reason(s) for denial are
valid.

You are not sure if the
reasons for denial are
valid or invalid.

:

You believe the reasons for
credit denial are invalid, and
the creditor has

L discriminated against you.

Ask the creditor to clarify
the reasons for denial.

: . . .

:

Hire a private attorney
to file suit against the
creditor.

. Notify the federal

Ask the creditor Apply to Take steps to enforcemeynt agency whose

if you can another M BIROS 7o name you were given.

provide creditor creditworthiness

additional whose (i.e., increase

information or standards income, reduce l

arrange spending, pay bills

alternative g]i:f);:)eent_ on time) and The federa_l e_nforcgment

arecli GEmms, reapply. agency will investigate
and report back to you.

Isssssssssssss EEeeesss—— R ———)

*If a creditor receives no more than 150 applications during a calendar year, the disclosures may be oral.

.

If the court finds
discrimination, the creditor
must pay you actual damages
plus punitive damages.

SOURCE: Reprinted courtesy of Office of Public Information, Federal Reserve Bank of Minneapolis, Minneapolis, MN 55480.
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Ex h l b it 5-8 It is simple and sensible to build and protect your own credit history. Here are some steps to
Checklist for Building and ~ _9etyou started:

Protecting Your Credit * Open a checking or savings account, or both.

History * Apply for a local department store credit card.

e Take out a small loan from your bank. Make payments on time.

A Creditor Must . . . Remember that a Creditor Cannot. ..

1. Evaluate all applicants on the same basis 1. Refuse you individual credit in your own

N . name if you are creditworthy
2. Consider income from part-time

employment 2. Require your spouse to cosign a loan. Any
creditworthy person can be your cosigner

3. Consider the payment history of all joint if one is required

accounts, if this accurately reflects your
credit history 3. Ask about your family plans or assume
that your income will be interrupted to

4. Disregard information on accounts if you have children

can prove that it doesn’t affect your ability
or willingness to repay 4. Consider whether you have a telephone
listing in your name

If you want a good credit rating, you must use credit wisely. Why is it a good idea to apply
for a local department store credit card or a small loan from your bank?

SOURCE: Reprinted by permission of the Federal Reserve Bank of Minneapolis.

the types of credit they extend to customers, the amounts and
terms of the loans, and the customer’s payment habits. Credit
bureaus also collect some information from other sources, such
as court records.

WHAT'S IN YOUR CREDIT FILES? A typical credit
bureau file contains your name, address, Social Security number,
and birth date. It may also include the following information:

CAUTION! www.annual
creditreport.com is the only
online source authorized to pro-
vide a free credit report at your
request. Beware of other sites
that may look and sound similar.

““\q

S
o

* Your employer, position, and income

* Your previous address

* Your previous employer

e Your spouse’s name, Social Security number, employer, and income
*  Whether you rent or own your home

e Checks returned for insufficient funds

In addition, your credit file contains detailed credit information. Each time you use
credit to make a purchase or take out a loan of any kind, a credit bureau is informed
of your account number and the date, amount, terms, and type of credit. Your file is
updated regularly to show how many payments you’ve made, how many payments were

' late or missed, and how much you owe. Any lawsuits or judg-
R ments against you may appear as well. Federal law protects
your rights if the information in your credit file is incorrect.

FAIR CREDIT REPORTING Fair and accurate credit report-

The Fair Credit Reporting Act requires each of ing is vital to both creditors and consumers. In 1971 the U.S. Con-
the nationwide consumer reporting companies— gress enacted the Fair Credit Reporting Act, which regulates the
Experian, Equifax, and TransUnion—to provide use of credit reports. This law requires the deletion of out-of-date
you with a free copy of your credit report annually. information and gives consumers access to their files as well as the
Call 1-877-322-8228. right to correct any misinformation that the files may include. The

act also places limits on who can obtain your credit report.



Five ways to boost your score and get the best rates. By Jessica L. Anderson

Clean Up Your Credit

ith all the finan-
cial upheaval
over the past year,
including the
subprime-mortgage mess and the
rescue plan for banks toppled by
risky loans, it wouldn’t be surpris-
ing if you were tempted to think
that credit is a four-letter word.

But one important lesson this
crisis has driven home is that your
credit is the financial equivalent
of your good name. A good score
is your ticket to a home, a car, a
credit card or even an insurance
policy and even a tiny slip-up can
come back to haunt you. That’s
especially true now because the
credit crunch has spread to other
types of borrowing. For instance,
banks have been forced to write
off record levels of credit-card
debt, so they’re setting the bar
higher for potential borrowers.

A year ago, a score of 720 would
have had lenders lining up for
your business. Today, a score of
740 or 750 will get you an account
but might not qualify you for

the lowest interest rates, says Bill
Hardekopf, of LowCards.com.

If you haven’t already done
so, start by taking a look at

your credit report. Log on to
AnnualCreditReport.com and
get a free copy from each of the
three credit bureaus: Equifax,
Experian and TransUnion. (Note:
Copycat sites often require you to
purchase other services in order
to get a “free” credit report.)
While you’re on a bureau’s
Web site, you’ll also have the
option of buying your credit score
for $6 to $8. If you've already
used your once-a-year free pass on
AnnualCreditReport.com, go to
myFICO.com to download your
reports and scores (§15.95 for the
score from one credit bureau, or
$47.85 for all three).

Go through your report with a
fine-tooth comb and file a dispute
immediately with each bureau
that reports an error. The process
isn’t lightning-fast (you typically
have to wait 30 to 45 days for the
bureau to investigate any disputes
you submit), but be persistent
until the problems have been
resolved. Big issues, such as an
incorrect notation that an account
has gone to collection or a home
is in foreclosure, could cost you
100 points or more on your credit
score.

Gerri Detweller, credit adviser

for Credit.com, says it’s also
important to check the dates on
any negative information that’s
being reported. Negative items,
such as collections accounts, may
generally be reported for seven
years from when you first fell
behind. Two exceptions are bank-
ruptcies, which may be reported
for ten years, and tax liens, which
may stay on your record indefi-
nitely until you pay them.

Other things to watch out for:
paid-in-full accounts that still
show a balance and someone
else’s record that appears in your
file. If the credit bureau misspells
your name or reports your address
incorrectly, that won’t affect your
score.

SOURCE: Reprinted by permission from the February issue of Kiplinger’s Personal Finance. Copyright © 2009 The Kiplinger Washington
Editors, Inc.

1. How has the current economic crisis affected the consumer credit and its availability?
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2. What is one important lesson that this financial crisis has driven home?

3. Why should you check the dates on any negative information that's being reported to your account?
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Key Web Sites for
Credit Reporting
www.experian.com

www.ftc.gov

CONCEPT CHECK 5-3
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WHO CAN OBTAIN A CREDIT REPORT? Your credit report may be issued
only to properly identified persons for approved purposes. It may be supplied in
response to a court order or by your own written request. A credit report may also be
provided for use in connection with a credit transaction, underwriting of insurance,
or some legitimate business need. Friends, neighbors, and other individuals cannot be
given access to credit information about you. In fact, if they even request such infor-
mation, they may be subject to a fine, imprisonment, or both.

TIME LIMITS ON UNFAVORABLE DATA Most of the information in your
credit file may be reported for only seven years. However, if you’ve declared personal
bankruptcy, that fact may be reported for 10 years. A credit reporting agency can’t
disclose information in your credit file that’s more than 7 or 10 years old unless you’re
being reviewed for a credit application of $75,000 or more, or unless you apply to pur-
chase life insurance of $150,000 or more.

INCORRECT INFORMATION IN YOUR CREDIT FILE Credit bureaus are
required to follow reasonable procedures to ensure that the information in their files is
correct. Mistakes can and do occur, however. If you think that a credit bureau may be
reporting incorrect data from your file, contact the bureau to dispute the information.
The credit bureau must check its records and change or remove the incorrect items. If
you challenge the accuracy of an item on your credit report, the bureau must remove
the item unless the lender can verify that the information is accurate.

If you are denied credit, insurance, employment, or rental housing based on the
information in a credit report, you can get a free copy of your report. Remember to
request it within 60 days of notification that your application has been denied.

WHAT ARE YOUR LEGAL RIGHTS? You have legal rights to sue a credit
bureau or creditor that has caused you harm by not following the rules established by
the Fair Credit Reporting Act.

Sheet 15: Consumer Credit Usage
Patterns

1 What are the two general rules of measuring credit capacity? How is it calculated?

2 Match the following key terms with the appropriate definition.

a. character
b. capacity
c. capital

d. collateral

e. conditions

An asset pledged to obtain a loan.

The borrower’s attitude toward credit obligations.

Financial ability to meet credit obligations.

The borrower’s assets or net worth.

General economic conditions that affect your ability to repay a loan.

3 What are the factors a lender cannot consider according to the law?




Chapter 5 Consumer Credit: Advantages, Disadvantages, Sources, and Costs

4 \What is a credit bureau?
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5 Write the steps you should take if you are denied credit.

Apply Yourself!
Objective 3

Talk to a person who has cosigned a loan. What experiences did this person have as a cosigner?

The Cost of Credit

If you are thinking of borrowing money or opening a credit account, your first step
should be to figure out how much it will cost you and whether you can afford it. Then
you should shop for the best terms. Two key concepts that you should remember are
the finance charge and the annual percentage rate.

Finance Charge and Annual Percentage Rate

Credit costs vary. If you know the finance charge and the annual percentage rate you
can compare credit prices from different sources. The finance charge is the total dol-
lar amount you pay to use credit. It includes interest costs and sometimes other costs
such as service charges, credit-related insurance premiums, or appraisal fees.

For example, borrowing $100 for a year might cost you $10 in interest. If there is
also a service charge of $1, the finance charge will be $11. The annual percentage rate
(APR) is the percentage cost (or relative cost) of credit on a yearly basis. The APR
is your key to comparing costs, regardless of the amount of credit or how much time
you have to repay it.

Suppose you borrow $100 for one year and pay a finance charge of $10. If you can
keep the entire $100 for one year and then pay it all back at once, you are paying an
APR of 10 percent.

Amount Borrowed Month Number Payment Made Loan Balance
$100 1 $ 0 $100
2 0 100
3 0 100
12 $100 0

(plus $10 interest)

OBJECTIVE 4

Determine the cost of
credit by calculating
interest using various
interest formulas.

annual percentage rate
(APR) The percentage cost
(or relative cost) of credit

on a yearly basis. The APR
yields a true rate of interest
for comparisons with other
sources of credit.
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On average, you had full use of $100 throughout the year. To calculate the average
use, add the loan balance during the first and last month, then divide by 2:

$100 + $100

) = §$100

Average balance =

But if you repay the $100 and the finance charge (a total of $110) in 12 equal monthly
payments, you don’t get use of $100 for the whole year. In fact, as shown next, you get
use of increasingly less of that $100 each month. In this case, the $10 charge for credit
amounts to an APR of 18.5 percent.

Amount Borrowed Month Number Payment Made Loan Balance

$100 1 $ 0 $100.00
2 8.33 91.67

3 8.33 83.34

4 8.33 75.01

5 8.33 66.68

6 8.33 58.35

7 8.33 50.02

8 8.33 41.69

9 8.33 33.36

10 8.33 25.03

11 8.33 16.70

12 8.33 8.37

Note that you are paying 10 percent interest even though you had use of only
$91.67 during the second month, not $100. During the last month, you owed only
$8.37 (and had use of $8.37), but the $10 interest is for the entire $100. As cal-
culated in the previous example, the average use of the money during the year is
$100 + $8.37 + 2, or $54.18. The accompanying Figure It Out feature shows how
to calculate the APR.

Tackling the Trade-Offs

When you choose your financing, there are trade-offs between the features you prefer
(term, size of payments, fixed or variable interest, or payment plan) and the cost of
your loan. Here are some major trade-offs you should consider.

TERM VERSUS INTEREST COSTS Many people choose longer term financ-
ing because they want smaller monthly payments, but the longer the term for a loan
at a given interest rate, the greater the amount you must pay in interest charges.
Consider the following analysis of the relationship between the term and interest
costs.



There are two ways to calculate the APR: using an APR
formula and using the APR tables. The APR tables are
more precise than the formula. The formula, given
below, only approximates the APR:

_2XnXx/|

"N+ 1)

where

r = Approximate APR

n = Number of payment periods in one year (12, if
payments are monthly; 52, if weekly)

| = Total dollar cost of credit
P = Principal, or net amount of loan

N = Total number of payments scheduled to pay off
the loan

Let us compare the APR when the $100 loan is paid
off in one lump sum at the end of the year and when the
same loan is paid off in 12 equal monthly payments. The
stated annual interest rate is 10 percent for both loans.

Using the formula, the APR for the lump-sum loan is

C2x1x$10_ $20 _ $20
"=$10000 + 1) _ $100@)  $200 1%

or 10 percent

Using the formula, the APR for the monthly payment
loan is
_2X12x$10 _  $240 _ $240
$100(12 + 1)  $100(13)  $1,300
= 0.1846, or 18.46 percent (rounded to 18.5
percent)

Suppose you're buying a $7,500 used car. You put $1,500 down, and you need to
borrow $6,000. Compare the following three credit arrangements:

Length of Monthly Total Finance
APR Loan Payment Charge Total Cost
Creditor A 14% 3 years $205.07 $1,382.52 $7,382.52
Creditor B 14 4 years 163.96 1,870.08 7,870.08
Creditor C 15 4 years 166.98 2,015.04 8,015.04

How do these choices compare? The answer depends partly on what you need. The
lowest cost loan is available from creditor A. If you are looking for lower monthly pay-
ments, you should repay the loan over a longer period of time. However, you would
have to pay more in total costs. A loan from creditor B—also at a 14 percent APR, but
for four years—would add about $488 to your finance charge.

If that four-year loan were available only from creditor C, the APR of 15 percent
would add another $145 to your finance charges. Other terms, such as the size of the
down payment, will also make a difference. Be sure to look at all the terms before you
make your choice.

LENDER RISK VERSUS INTEREST RATE You may prefer financing that
requires low fixed payments with a large final payment or only a minimum of up-front
cash. But both of these requirements can increase your cost of borrowing because
they create more risk for your lender.

If you want to minimize your borrowing costs, you may need to accept conditions
that reduce your lender’s risk. Here are a few possibilities:

* Variable interest rate. A variable interest rate is based on fluctuating rates in the
banking system, such as the prime rate. With this type of loan, you share the
interest rate risks with the lender. Therefore, the lender may offer you a lower
initial interest rate than it would with a fixed-rate loan.
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simple interest Interest
computed on principal only
and without compounding.

Key Web Sites for Cost
of Credit

www.pirg.org/consumer/credit

www.econsumer.equifax.com
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e A secured loan. If you pledge property or other asset as collateral, you’ll
probably receive a lower interest rate on your loan.

e Up-front cash. Many lenders believe you have a higher stake in repaying a loan
if you pay cash for a large portion of what you are financing. Doing so may
give you a better chance of getting the other terms you want.

* A shorter term. As you have learned, the shorter the period of time for which
you borrow, the smaller the chance that something will prevent you from
repaying and the lower the risk to the lender. Therefore, you may be able to
borrow at a lower interest rate if you accept a shorter-term loan, but your
payments will be higher.

In the next section, you will see how the foregoing trade-offs can affect the cost of
closed-end and open-end credit.

Calculating the Cost of Credit

The most common method of calculating interest is the simple interest formula. Other
methods, such as simple interest on the declining balance and add-on interest, are
variations of this formula.

SIMPLE INTEREST Simple interest is the interest computed on principal only and
without compounding; it is the dollar cost of borrowing money. This cost is based on
three elements: the amount borrowed, which is called the principal; the rate of inter-
est; and the amount of time for which the principal is borrowed.

You can use the following formula to find simple interest:

Interest = Principal X Rate of interest X Time
or
I=PXrXT

Example

Suppose you have persuaded a relative to lend you $1,000 to purchase a
laptop computer. Your relative agreed to charge only 5 percent interest, and
you agreed to repay the loan at the end of one year. Using the simple interest
formula, the interest will be 5 percent of $1,000 for one year, or $50, since you
have the use of $1,000 for the entire year:

/= $1,000 x 0.05 X 1
= $50

Using the APR formula discussed earlier,

_2Xnx/_ 2X1x$50 _ $100
P(N + 1)  $1,000(1 + 1)  $2,000

APR = 0.05, or 5 percent

Note that the stated rate, 5 percent, is also the annual percentage rate.

SIMPLE INTEREST ON THE DECLINING BALANCE When simple interest
is paid back in more than one payment, the method of computing interest is known as
the declining balance method. You pay interest only on the amount of principal that
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you have not yet repaid. The more often you make payments, the lower the interest
you’ll pay. Most credit unions use this method.

Example

Using simple interest on the declining balance to compute interest charges, the
interest on a 5 percent, $1,000 loan repaid in two payments, one at the end

of the first half-year and another at the end of the second half-year, would be
$37.50, as follows:

First payment:

I=PXrxT
= $1,000 X 0.05 X 1/2

= $25 interest plus $500, or $525

Second payment:

I=PXrxT
= $500 X 0.05 X 1/2

= $12.50 interest plus the remaining balance of $500, or $512.50

Total payment on the loan:

$525 + $512.50 = $1,037.50

Using the APR formula,

2Xnx/|_2xX2Xx$37.50 _ $150

APR = =
P(N+1)  $1,0002 + 1)  $3,000

= 0.05, or 5 percent
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ADD-ON INTEREST With the add-on interest method, interest is calculated on
the full amount of the original principal, no matter how frequently you make pay-
ments. When you pay off the loan with one payment, this

method produces the same annual percentage rate (APR) as & -t

the simple interest method. However, if you pay in installments, Q)
your actual rate of interest will be higher than the stated rate. = -
Interest payments on this type of loan do not decrease as the “““\Q
loan is repaid. The longer you take to repay the loan, the more ‘c'/“’

interest you’ll pay. XY

COST OF OPEN-END CREDIT The Truth in Lending Act requires that open-
end creditors inform consumers as to how the finance charge and the APR will affect
their costs. For example, they must explain how they calculate the finance charge.
They must also inform you when finance charges on your credit account begin to
accrue, so that you know how much time you have to pay your bills before a finance
charge is added.

COST OF CREDIT AND EXPECTED INFLATION Inflation reduces the buy-
ing power of money. Each percentage point increase in inflation means a decrease
of about 1 percent in the quantity of goods and services you can buy with the same
amount of money. Because of this, lenders incorporate the expected rate of inflation
when deciding how much interest to charge.

Remember the earlier example in which you borrowed $1,000 from your aunt at
the bargain rate of 5 percent for one year? If the inflation rate was 4 percent that year,

CAUTION! Many banks will
increase the interest rate because
of one late payment. They'll also
slap on a penalty fee, which can
run as high as $50 a pop.
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your aunt’s actual rate of return on the loan would have been only 1 percent (5 percent
stated interest minus 4 percent inflation rate). A professional lender who wanted to
receive 5 percent interest on your loan might have charged you 9 percent interest
(5 percent interest plus 4 percent anticipated inflation rate).

AVOID THE MINIMUM MONTHLY PAYMENT TRAP On credit card bills
and with certain other forms of credit, the minimum monthly payment is the smallest
amount you can pay and remain a borrower in good standing. Lenders often encour-
age you to make the minimum payment because it will then take you longer to pay
off the loan. However, if you are paying only the minimum amount on your monthly
statement, you need to plan your budget more carefully. The longer it takes for you to
pay off a bill, the more interest you pay. The finance charges you pay on an item could
end up being more than the item is worth.

Consider the following examples. In each example, the minimum payment is based
on 1/36 of the outstanding balance or $20, whichever is greater.

Example1

You are buying new books for college. If you spend $500 on textbooks using a
credit card charging 19.8 percent interest and make only the minimum pay-
ment, it will take you more than 2%z years to pay off the loan, adding $150 in
interest charges to the cost of your purchase. The same purchase on a credit
card charging 12 percent interest will cost only $78 extra.

Example 2

You purchase a $2,000 stereo system using a credit card with 19 percent
interest and a 2 percent minimum payment. If you pay just the minimum every
month, it will take you 265 months—over 22 years—to pay off the debt and
will cost you nearly $4,800 in interest payments. Doubling the amount paid
each month to 4 percent of the balance owed would allow you to shorten the
payment time to 88 months from 265 months—or 7 years as opposed to

22 years—and save you about $3,680.

Sheet 16 Credit Card/Charge Account
Comparison

CONCEPT CHECK 5-4

1 What are the two key concepts to remember when you borrow money?

Sheet 17 Consumer Loan Comparison

2 What are the three major trade-offs you should consider as you take out a loan?

3 Using terms from the following list, complete the sentences below. Write the term you have chosen in the space
provided.

finance charge

annual percentage rate
simple interest

minimum monthly payment

add-on interest method
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a. The is the cost of credit on a yearly basis expressed as a percentage.

b. The total dollar amount paid to use credit is the
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¢. The smallest amount a borrower can pay on a credit card bill and remain a borrower in good standing is the

d. With the interest is calculated on the full amount of the original principal, no matter how
often you make payments.
e istheinterest computed only on the principal, the amount that you borrow.
Apply Yourself!
Objective 4

Use the Internet to obtain information about the costs of closed-end and open-end credit.

Protecting Your Credit

Have you ever received a bill for merchandise you never bought or that you returned
to the store or never received? Have you ever made a payment that was not credited to
your account or been charged twice for the same item? If so, you are not alone.

Billing Errors and Disputes

The Fair Credit Billing Act (FCBA), passed in 1975, sets procedures for promptly cor-
recting billing mistakes, refusing to make credit card or revolving credit payments on
defective goods, and promptly crediting your payments.

Follow these steps if you think that a bill is wrong or want more information about
it. First notify your creditor in writing, and include any information that might sup-
port your case. (A telephone call is not sufficient and will not protect your rights.)
Then pay the portion of the bill that is not in question.

Your creditor must acknowledge your letter within 30 days. Then, within two bill-
ing periods (but not longer than 90 days), the creditor must adjust your account or
tell you why the bill is correct. If the creditor made a mistake, you don’t have to pay
any finance charges on the disputed amount. If no mistake is found, the creditor must
promptly send you an explanation of the situation and a statement of what you owe,
including any finance charges that may have accumulated and any minimum payments
you missed while you were questioning the bill.

PROTECTING YOUR CREDIT RATING According to law, a creditor may not
threaten your credit rating or do anything to damage your credit reputation while
you’re negotiating a billing dispute. In addition, the creditor may not take any action
to collect the amount in question until your complaint has been answered.

DEFECTIVE GOODS AND SERVICES Theo used his credit card to buy a new
mountain bike. When it arrived, he discovered that some of the gears didn’t work
properly. He tried to return it, but the store would not accept a return. He asked the
store to repair or replace the bike—but still he had no luck. According to the Fair
Credit Billing Act, he may tell his credit card company to stop payment for the bike
because he has made a sincere attempt to resolve the problem with the store.

OBJECTIVE 5

Develop a plan to protect
your credit and manage
your debts.

Fair Credit Billing Act
(FCBA) Sets procedures
for promptly correcting
billing mistakes, refusing to
make credit card payments
on defective goods,

and promptly crediting
payments.

Key Web Sites for
Protecting Credit

www.consumer-action.org

www.ftc.gov/ogc/stats.htm
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Key Web Sites for
Identity Theft

www.consumer.gov/idtheft/
index

www.econsumer.equifax.com

CAUTION! If you see an error
on your credit report, contact the

three major credit bureaus imme-

diately: Equifax (1-800-685-1111),
Experian (1-888-397-3742), and
TransUnion (1-800-916-8800).
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Identity Crisis: What to Do If Your
|dentity Is Stolen

“I don’t remember charging those items. I’'ve never been in that store.” Maybe you
never charged those goods and services, but someone else did—someone who used
your name and personal information to commit fraud. When imposters use your per-
sonal information for their own purposes, they are committing a crime.

The biggest problem? You may not know that your identity has been stolen until you
notice that something is wrong: You may get bills for a credit card account you never
opened, or you may see charges to your account for things that you didn’t purchase.

If you think that your identity has been stolen and that someone is using it to
charge purchases or obtain credit in some other way, the Federal Trade Commission
recommends that you take the following three actions immediately:

1. Contact the credit bureaus. Tell them to flag your file with
a fraud alert, including a statement that creditors should
call you for permission before they open any new accounts
in your name.

2. Contact the creditors. Contact the creditors for any accounts

_‘\d that have been tampered with or opened fraudulently.
(& Follow up in writing.
‘ c 3. File a police report. Keep a copy of the police report in
L. case your creditors need proof of the crime. If you're still

having identity problems, stay alert to new instances of
identity theft. You can also contact the Privacy Rights Clearinghouse. Call 1-619-
298-3396.

Protecting Your Credit from Theft or Loss

Some thieves will pick through your trash in the hope of coming across your personal
information. You can prevent this from happening by tearing or shredding any papers
that contain personal information before you throw them out.

If you believe that an identity thief has accessed your bank accounts, close the
accounts immediately. If your checks have been stolen or misused, stop payment on
them. If your debit card has been lost or stolen, cancel it and get another with a new
personal identification number (PIN).

Lost credit cards are a key element in credit card fraud. To protect your card, you
should take the following actions:

e Be sure that your card is returned to you after a purchase. Unreturned cards
can find their way into the wrong hands.

¢ Keep a record of your credit card number. You should keep this record
separate from your card.

* Notify the credit card company immediately if your card is lost or stolen. Under
the Consumer Credit Protection Act, the maximum amount that you must pay
if someone uses your card illegally is $50. However, if you manage to inform the
company before the card is used illegally, you have no obligation to pay at all.

Protecting Your Credit Information
on the Internet

The Internet is becoming almost as important to daily life as the telephone and televi-
sion. Increasing numbers of consumers use the Internet for financial activities, such as
investing, banking, and shopping.
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When you make purchases online, make sure that your transactions are secure, that
your personal information is protected, and that your “fraud sensors” are sharpened.
Although you can’t control fraud or deception on the Internet, you can take steps to
recognize it, avoid it, and report it. Here’s how:

e Use a secure browser.

e Keep records of your online transactions.

¢ Review your monthly bank and credit card statements.

e Read the privacy and security policies of Web sites you visit.
e Keep your personal information private.

e Never give your password to anyone online.

e Don’t download files sent to you by strangers.

Cosigning a Loan

If a friend or relative ever asks you to cosign a loan, think twice. Cosigning a loan means
that you agree to be responsible for loan payments if the other party fails to make them.
When you cosign, youre taking a chance that a professional lender will not take. The
lender would not require a cosigner if the borrower were considered a good risk.

If you cosign a loan and the borrower does not pay the debt, you may have to pay
up to the full amount of the debt as well as any late fees or collection costs. The credi-
tor can even collect the debt from you without first trying to collect from the borrower.
The creditor can use the same collection methods against you that can be used against
the borrower. If the debt is not repaid, that fact will appear on your credit record.

Complaining about Consumer Credit

If you believe that a lender is not following the consumer credit protection laws, first
try to solve the problem directly with the lender. If that fails,

use formal complaint procedures. This section describes how

to file a complaint with the federal agencies that administer

credit protection laws.

Consumer Credit Protection Laws OPTING OUT

b 3
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You can stop preapproved credit card offers by
If you have a particular problem with a bank in connection calling 1-888-567-8688.

with any of the consumer credit protection laws, you can get

advice and help from the Federal Reserve System. You don’t

need to have an account at the bank to file a complaint. You may also take legal action
against a creditor. If you decide to file a lawsuit, you should be aware of the various
consumer credit protection laws described below.

TRUTH IN LENDING AND CONSUMER LEASING ACTS If a creditor fails
to disclose information as required under the Truth in Lending Act or the Consumer
Leasing Act, or gives inaccurate information, you can sue for any money loss you suf-
fer. You can also sue a creditor that does not follow rules regarding credit cards. In
addition, the Truth in Lending Act and the Consumer Leasing Act permit class action
of all the people who have suffered the same injustice.

EQUAL CREDIT OPPORTUNITY ACT (ECOA) If you think that you can
prove that a creditor has discriminated against you for any reason prohibited by the
ECOA, you may sue for actual damages plus punitive damages—a payment used to
punish the creditor who has violated the law—up to $10,000.
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Key Web Sites for
Credit Protection
Laws

www.federalreserve.gov

www.uschamber.com
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FAIR CREDIT BILLING ACT A creditor that fails to follow the rules that apply
to correcting any billing errors will automatically give up the amount owed on the
item in question and any finance charges on it, up to a combined total of $50. This is
true even if the bill was correct. You may also sue for actual damages plus twice the
amount of any finance charges.

FAIR CREDIT REPORTING ACT You may sue any credit bureau or creditor
that violates the rules regarding access to your credit records, or that fails to correct
errors in your credit file. You're entitled to actual damages plus any punitive damages
the court allows if the violation is proven to have been intentional.

CONSUMER CREDIT REPORTING REFORM ACT The Consumer Credit
Reporting Reform Act of 1977 places the burden of proof for accurate credit infor-
mation on the credit bureau rather than on you. Under this law, the creditor must
prove that disputed information is accurate. If a creditor or the credit bureau verifies
incorrect data, you can sue for damages.

ELECTRONIC FUND TRANSFER ACT. If a financial institution does not follow
the provisions of the Electronic Fund Transfer Act, you may sue for actual damages plus
punitive damages of not less than $100 or more than $1,000. You are also entitled to court
costs and attorney fees in a successful lawsuit. Class action suits are also permitted.

THE CREDIT CARD ACCOUNTABILITY RESPONSIBILITY AND DISCLOSURE
ACT of 2009. President Obama signed this landmark credit-card legislation on May 22,
2009. The law, also known as the Credit Cardholders’ Bill of Rights, becomes effec-
tive in February 2010. Under the law, banks can’t raise interest rates on outstanding
balances unless your payment is 60 days overdue. However, if you pay on time for the
next six months, the company must immediately restore the lower rate. The law also
eliminates fees for paying balance online and requires credit-card companies to apply
payments to that part of your debts that carry the highest interest rates.

Your Rights under Consumer Credit Laws

If you believe that you’ve been refused credit because of discrimination, you can take
one or more of the following steps:

e Complain to the creditor. Let the creditor know that you are aware of the law.

e File a complaint with the government. You can report any violations to the
appropriate government enforcement agency, as shown in Exhibit 5-9.

e If all else fails, sue the creditor. If you win, you can receive actual damages and
punitive damages of up to $10,000. You can also recover reasonable attorneys’
fees and court costs.

Managing Your Debts

A sudden illness or the loss of your job may prevent you from paying your bills on
time. If you find you cannot make your payments, contact your creditors at once and
try to work out a modified payment plan with them.

Warning Signs of Debt Problems

Chris is in his late 20s. A college graduate, he has a steady job and earns an annual
income of $40,000. With the latest model sports car parked in the driveway of his new
home, it would appear that Chris has the ideal life.

However, Chris is deeply in debt. He is drowning in a sea of bills. Almost all his
income is tied up in debt payments. The bank has already begun foreclosure proceedings
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Exhibit 5=9 Federal Government Agencies that Enforce the Consumer Credit Laws

If you think you've been discriminated against by:

You may file a complaint with the following agency:

Consumer reporting agencies, creditors and others not
listed below

National banks, federal branches/agencies of foreign banks
(word “National” or initials “N.A.” appear in or after
bank’s name)

Federal Reserve System member banks (except
national banks, and federal branches/agencies of
foreign banks)

Savings associations and federally chartered savings
banks (word “Federal” or initials “F.S.B.” appear in federal
institution’s name)

Federal credit unions (words “Federal Credit Union” appear
in institution’s name)

State-chartered banks that are not members of the Federal
Reserve System

Federal Trade Commission: Consumer Response Center - FCRA
Washington, DC 20580 1-877-382-4357

Office of the Comptroller of the Currency
Compliance Management, Mail Stop 6-6

Washington, DC 20219 800-613-6743

Federal Reserve Board
Division of Consumer & Community Affairs

Washington, DC 20551 202-452-3693

Office of Thrift Supervision
Consumer Complaints

Washington, DC 20552 800-842-6929

National Credit Union Administration
1775 Duke Street

Alexandria, VA 22314 703-519-4600

Federal Deposit Insurance Corporation
Consumer Response Center, 2345 Grand Avenue, Suite 100
Kansas City, MO 64108-2638 1-877-275-3342

The law gives you certain rights as a consumer of credit. What types of complaints about a creditor might you report to these

government agencies?

on his home, and several stores have court orders to repossess practically all of his new
furniture and electronic gadgets. His current car payment is overdue, and he is behind in
payments on all his credit cards. If he doesn’t come up with a plan of action, he’ll lose

everything.

Chris’s situation is all too common. Some people who seem to be wealthy are just
barely keeping their heads above water financially. Generally, the problem they share
is financial immaturity. They lack self-discipline and don’t control their impulses. They
use poor judgment or fail to accept responsibility for managing their money.

Chris and others like him aren’t necessarily bad people. They simply haven’t thought
about their long-term financial goals. Someday you could find yourself in a situation
similar to Chris’s. Here are some warning signs that you may be in financial trouble:

* You make only the minimum monthly payment on credit cards.
* You're having trouble making even the minimum monthly payment on your

credit card bills.

e The total balance on your credit cards increases every month.

* You miss loan payments or often pay late.

* You use savings to pay for necessities such as food and utilities.

¢ You receive second and third payment due notices from creditors.

¢ You borrow money to pay off old debts.
* You exceed the credit limits on your credit cards.

* You’ve been denied credit because of a bad credit bureau report.

If you are experiencing two or more of these warning signs, it’s time for you to rethink

your priorities before it’s too late.

Debt Collection Practices

The Federal Trade Commission enforces the Fair Debt Collection Practices Act
(FDCPA). This act prohibits certain practices by debt collectors—businesses that
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collect debts for creditors. The act does not erase the legitimate debts that consumers
owe, but it does control the ways in which debt collection agencies may do business.

Financial Counseling Services

If you’re having trouble paying your bills and need help, you have several options. You
can contact your creditors and try to work out an adjusted repayment plan, or you
can contact a nonprofit financial counseling program.

CONSUMER CREDIT COUNSELING SERVICES The Consumer Credit
Counseling Service (CCCS) is a nonprofit organization affiliated with the National
Foundation for Consumer Credit (NFCC). Local branches of the CCCS provide debt-
counseling services for families and individuals with serious financial problems. The
CCCS is not a charity, a lending institution, or a government agency. CCCS counsel-
ing is usually free. However, when the organization supervises a debt repayment plan,
it sometimes charges a small fee to help pay administrative costs.

According to the NFCC, millions of consumers contact CCCS offices each year
for help with their personal financial problems. To find an office near you, check the
white pages of your local telephone directory under Consumer Credit Counseling Ser-
vice, or call 1-800-388-CCCS. All information is kept confidential.

Credit counselors know that most individuals who are overwhelmed with debt are
basically honest people who want to clear up their unmanageable indebtedness, the con-
dition of being deeply in debt. Too often, such problems arise from the lack of plan-
ning or a miscalculation of earnings. The CCCS is concerned with preventing problems
as much as it is with solving them. As a result, its activities are divided into two parts:

¢ Aiding families with serious debt problems by helping them to manage their
money better and set up a realistic budget.

e Helping people prevent indebtedness by teaching them the importance of
budget planning, educating them about the pitfalls of unwise credit buying,
and encouraging credit institutions to withhold credit from people who cannot
afford it.

See the accompanying Personal Finance in Practice box for help in choosing a
credit counselor.

OTHER COUNSELING SERVICES 1In addition to the CCCS, universities, credit
unions, military bases, and state and federal housing authorities sometimes provide
nonprofit credit counseling services. These organizations usually charge little or
nothing for their assistance. You can also check with your bank or local consumer
protection office to see whether it has a listing of reputable financial counseling ser-
vices, such as the Debt Counselors of America.

Declaring Personal Bankruptcy

What if a debtor suffers from an extreme case of financial woes? Can there be any
relief? The answer is bankruptcy proceedings. Bankruptcy is a legal process in which
some or all of the assets of a debtor are distributed among the creditors because the
debtor is unable to pay his or her debts. Bankruptcy may also include a plan for
the debtor to repay creditors on an installment basis. Declaring bankruptcy is a last
resort because it severely damages your credit rating.

Anita Singh illustrates the face of bankruptcy. A 43-year-old freelance photographer
from California, she was never in serious financial trouble until she began running up
big medical costs. She reached for her credit cards to pay the bills. Because Anita didn’t



> Choosing a Credit Counselor

Reputable credit counseling organizations employ
counselors who are certified and trained in consumer
credit, debt management, and budgeting. Here are a
few important questions to ask when choosing a credit
counselor:

1.

What services do you offer? Look for an organiza-
tion that offers a range of services, including budget
counseling, savings and debt management classes,
and trained certified counselors.

. Are you licensed to offer services in my state? Many

states require that credit counseling agencies register
or obtain a license before offering their services.

. Do you offer free information? Avoid organizations

that charge for information about the nature of
their services.

. Will I have a formal written agreement or contract

with you? Don’t commit to participate in a debt
management program over the telephone. Get all
the verbal promises in writing. Read all documents
carefully before you sign them. If you are told you
need to act immediately, consider finding another
organization.

. What are the qualifications of your counselors? Are

they accredited or certified by an outside organiza-
tion? Which one? If not, how are they trained? Try
to use an organization whose counselors are trained
by an outside organization that is not affiliated with
creditors.

6. Have other consumers been satisfied with the ser-
vice they received? Once you have identified credit
counseling organizations that suit your needs, check
them out with your state attorney general, local
consumer protection agency, and Better Business
Bureau.

. What are your fees? Are there set-up and/or monthly

fees? Get a detailed quote in writing, and specifically
ask whether all fees are covered in the quote. If an
organization won't help you because you can’t afford
to pay, look elsewhere for help.

. How are your employees paid? Are the employees

or the organization paid more if | sign up for certain
services, pay a fee, or make a contribution to your
organization? Employees who are counseling you to
purchase certain services may receive a commission if
you choose to sign up for those services. Many credit
counseling organizations receive additional compen-
sation from creditors if you enroll in a debt manage-
ment program.

. What do you do to keep personal information about

your clients (for example, name, address, phone
number, financial information) confidential and
secure? Credit counseling organizations handle your
most sensitive financial information. The organiza-
tion should have safeguards in place to protect the
privacy of this information and prevent misuse.

have health insurance, her debt quickly mounted and soon reached $17,000—too much
to pay off with her $25,000-a-year income. Her solution was to declare personal bank-
ruptcy and enjoy the immediate freedom it would bring from creditors’ demands.

THE U.S. BANKRUPTCY ACT OF 1978 Exhibit 5-10 illustrates the rate of
personal bankruptcy in the United States. The vast majority of bankruptcies in the
United States, like Anita Singh’s, are filed under a part of U.S. bankruptcy code known
as Chapter 7 . You have two choices in declaring personal bankruptcy: Chapter 7 (a
straight bankruptcy) and Chapter 13 (a wage earner plan bankruptcy). Both choices
are undesirable, and neither should be considered an easy way to get out of debt.

Chapter 7 Bankruptcy In a Chapter 7 bankruptcy, an individual is required to
draw up a petition listing his or her assets and liabilities. A person who files for relief
under the bankruptcy code is called a debtor. The debtor submits the petition to a U.S.
district court and pays a filing fee.

Chapter 7 is a straight bankruptcy in which many, but not all, debts are forgiven.
Most of the debtor’s assets are sold to pay off creditors. Certain assets, however, receive
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Exhibit 5=10 u.s.Consumer Bankruptcy Filings, 1980-2008
Consumer bankruptcies have increased significantly over the past 28 years. Consumer bankruptcy filings
rose from about 287,000 in 1980 to almost 2 million in 2005. Bankruptcies decreased after the Bankruptcy
Abuse Prevention and Consumer Protection Act was passed.

Consumer filings (in millions)
2.5 -

2.0
1.5 4

1.0 H
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Year

SOURCE: Administrative Office of the United States Courts; www.uscourts.gov/press-releases/bankruptcyfilingsDec2008.cfm, accessed January 24, 2009.

some protection. Among the assets usually protected are Social Security payments,
unemployment compensation, and the net value of your home, vehicle, household
goods and appliances, tools used in your work, and books.

The courts must charge a $245 case filing fee, a $39 miscellaneous administrative
fee, and a $15 trustee fee. If the debtor is unable to pay the fees even in installments,
the court may waive the fees.

In filing a petition, a debtor must provide the following information:

e A list of all creditors and the amount and nature of their claims.
e The source, amount, and frequency of the debtor’s income.

e A list of all the debtor’s property.

e A detailed list of the debtor’s monthly expenses.

The release from debt does not affect alimony, child support, certain taxes, fines,
certain debts arising from educational loans, or debts that you fail to disclose properly
to the bankruptcy court. Furthermore, debts arising from fraud, driving while intoxi-
cated, or certain other acts or crimes may also be excluded.

The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 On
April 20, 2005, President George W. Bush signed the Bankruptcy Abuse Prevention
and Consumer Protection Act, which is perhaps the largest overhaul of the Bank-
ruptcy Code since it was enacted in 1978. Signing the bill, the president declared,
“Bankruptcy should always be the last resort in our legal system. In recent years too
many people have abused the bankruptcy laws. Under the new law, Americans who
have the ability to pay will be required to pay back at least a portion of their debts.
The law will help make credit more affordable, because when bankruptcy is less com-
mon, credit can be extended to more people at better rates. Debtors seeking to erase
all debts will now have to wait eight years from their last bankruptcy before they can
file again. The law will also allow us to clamp down on bankruptcy mills that make
their money by advising abusers on how to game the system.”
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Among other provisions, the law requires that:

e The director of the Executive Office for U.S. Trustees develop a financial
management training curriculum to educate individual debtors on how to
better manage their finances; and test, evaluate, and report to Congress on the
curriculum’s effectiveness.

¢ Debtors complete an approved instructional course in personal financial
management.

¢ The clerk of each bankruptcy district maintains a list of credit counseling
agencies and instructional courses on personal financial management.

Furthermore, the law may require that states should develop personal finance cur-
ricula designed for use in elementary and secondary schools.

The bottom line: the new law made it more difficult for consumers to file a Chapter 7
bankruptcy and forces them into a Chapter 13 repayment plan.

Chapter 13 Bankruptcy In Chapter 13 bankruptcy, a debtor with a regular income
proposes a plan for using future earnings or assets to eliminate his or her debts over
a period of time. In such a bankruptcy, the debtor normally keeps all or most of his
or her property. A debtor must provide the same information that is required to file a
Chapter 7 bankruptcy.

During the period when the plan is in effect, which can be as long as five years, the
debtor makes regular payments to a Chapter 13 trustee, or representative, who then
distributes the money to the creditors. Under certain circumstances, the bankruptcy
court may approve a plan that permits the debtor to keep all property, even though he
or she repays less than the full amount of the debts.

EFFECTS OF BANKRUPTCY People have varying experiences in obtaining
credit after they file for bankruptcy. Some find the process more difficult, whereas
others find it easier because they have removed the burden of prior debts or because
creditors know that they cannot file another bankruptcy case for a certain period of
time. Obtaining credit may be easier for people who file a Chapter 13 bankruptcy and
repay some of their debts than for those who file a Chapter 7 bankruptcy and make
no effort to repay any of their debts.

CONCEPT CHECK 5-5

1 What steps might you take if there is a billing error in your monthly statement?

2 What steps would you take if someone stole your identity?

3 How might you protect your credit information on the Internet?
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4 What are some warning signs of debt problems?

Consumer Credit: Advantages, Disadvantages, Sources, and Costs

5 Distinguish between Chapter 7 and Chapter 13 bankruptcy.

Apply Yourself!

Objective 5

Use an Internet search engine to find branches of the Consumer Credit Counseling Service across the country. Choose
one in your area and one in another part of the country. Visit the Web sites to find out who funds the offices.

Backto ... Geth "o Personal

Reconsider your responses to the Getting Personal questions
at the beginning of the chapter.
For more effective use of consumer credit:

Seek information from several sources when evaluat-
ing the sources of credit, including various Web sites
and Exhibit 5-3.

Determine how you intend to use your credit card
before choosing one. Follow the suggestions to find
the card that best meets your needs and to use it
wisely. See the Personal Finance in Practice feature
on page 175.

Get copies of your credit report, then make sure the
information is correct. The only authorized online
source for a free credit report is www.annualcredit
report.com, or call 877-322-8228.

Beware of credit-repair scams. The Federal Trade
Commission’s Credit Repair: Self-Help May Be Best
(www.ftc.gov/bcp/online/pubs/credit/repair.shtm)
explains how you can improve your creditworthiness.

What did you learn in this chapter that might affect your
use of credit now or in the future?



Chapter Summary

ObjGCZ'/VG ] Consumer credit is the use of credit by
individuals and families for personal needs. Among the advan-
tages of using credit are the ability to purchase goods when
needed and pay for them gradually, the ability to meet finan-
cial emergencies, convenience in shopping, and establishment
of a credit rating. Disadvantages are that credit costs money,
encourages overspending, and ties up future income.

Objec tive 2 Closed-end and open-end credit are two
types of consumer credit. With closed-end credit, the borrower
pays back a one-time loan in a stated period of time and with
a specified number of payments. With open-end credit, the
borrower is permitted to take loans on a continuous basis and
is billed for partial payments periodically.

The major sources of consumer credit are commercial banks,
savings and loan associations, credit unions, finance compa-
nies, life insurance companies, and family and friends. Each of
these sources has unique advantages and disadvantages.

Parents or family members are often the source of the least
expensive loans. They may charge you only the interest they
would have earned had they not made the loan. Such loans,
however, can complicate family relationships.

Objec tive 3 Two general rules for measuring credit
capacity are the debt payments-to-income ratio and the debt-
to-equity ratio. In reviewing your creditworthiness, a credi-
tor seeks information from one of the three national credit
bureaus or a regional credit bureau.

Creditors determine creditworthiness on the basis of the
five Cs: character, capacity, capital, collateral, and conditions.

Objec tive4  Compare the finance charge and the annual
percentage rate (APR) as you shop for credit. Under the
Truth in Lending Act, creditors are required to state the cost
of borrowing so that you can compare credit costs and shop
for credit.

Objec tive5 1Ifa billing error occurs on your account,
notify the creditor in writing within 60 days. If the dispute is
not settled in your favor, you can place your version of it in
your credit file. You may also withhold payment on any defec-
tive goods or services you have purchased with a credit card
as long as you have attempted to resolve the problem with the
merchant.

If you have a complaint about credit, first try to deal
directly with the creditor. If that fails, you can turn to the
appropriate consumer credit law. These laws include the Truth
in Lending Act, the Consumer Leasing Act, the Equal Credit
Opportunity Act, the Fair Credit Billing Act, the Fair Credit
Reporting Act, the Consumer Credit Reporting Reform Act,
and the Electronic Fund Transfer Act.

If you cannot meet your obligations, contact your credi-
tors immediately. Also, contact your local Consumer Credit
Counseling Service or other debt counseling organizations.

A debtor’s last resort is to declare bankruptcy, permitted
by the U.S. Bankruptcy Act of 1978. Consider the financial
and other costs of bankruptcy before taking this extreme
step. A debtor can declare Chapter 7 (straight) bankruptcy or
Chapter 13 (wage earner plan) bankruptcy.

Key Terms
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KEY FORMULAS

Page Topic Formula
165 Calculating annual APR = 2 X Number of payment periods in one year X Dollar cost of credit
percentage rate (APR) Loan amount (Total number of payments to pay off the loan + 1)
_2XnXI
P(N + 1)
166 Calculating simple Interest (in dollars) = Principal borrowed X Interest rate X Length of loan
interest :
in years.
I=PXrXT

Self-Test Problems

1. Suppose that your monthly net income is $1,200. Your monthly debt payments include your student loan payment and a
gas credit card, and they total $180. What is your debt payments-to-income ratio?

2. Suppose you borrow $1,000 at 8 percent and will repay it in one payment at the end of one year. Use the simple interest
formula to determine the amount of interest you will pay.

Solutions

1. Use the debt payments-to-income ratio formula: Monthly debt payments/Monthly net income.

180

180 _ 0
$1.200 0.15, or 15%

Debt payments-to-income ratio =

2. Using the simple interest formula (Interest = Principal X Rate of interest X Time), the interest is $80, computed as
follows:

$80 = $1,000 X 0.08 X 1 (year)

1. A few years ago, Michael Tucker purchased a home for $100,000. Today the home is worth $150,000. His remaining
mortgage balance is $50,000. Assuming Michael can borrow up to 80 percent of the market value of his home, what is the
maximum amount he can borrow? (Obj. 2)

2. Louise Mclntyre’s monthly gross income is $2,000. Her employer withholds $400 in federal, state, and local income taxes
and $160 in Social Security taxes per month. Louise contributes $80 per month for her IRA. Her monthly credit payments
for Visa, MasterCard, and Discover cards are $35, $30, and $20, respectively. Her monthly payment on an automobile loan
is $285. What is Louise’s debt payments-to-income ratio? Is Louise living within her means? Explain. (Obj. 3)
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3. Robert Thumme owns a $140,000 townhouse and still has an unpaid mortgage of $110,000. In addition to his mortgage,
he has the following liabilities:

Visa $ 565
MasterCard 480
Discover card 395
Education loan 920
Personal bank loan 800
Auto loan 4,250
Total $7,410

Robert’s net worth (not including his home) is about $21,000. This equity is in mutual funds, an automobile, a coin
collection, furniture, and other personal property. What is Robert’s debt-to-equity ratio? Has he reached the upper limit
of debt obligations? Explain. (Obj. 3)

4. Kim Lee is trying to decide whether she can afford a loan she needs in order to go to chiropractic school. Right now Kim
is living at home and works in a shoe store, earning a gross income of $820 per month. Her employer deducts a total of
$145 for taxes from her monthly pay. Kim also pays $95 on several credit card debts each month. The loan she needs for
chiropractic school will cost an additional $120 per month. Help Kim make her decision by calculating her debt pay-
ments-to-income ratio with and without the college loan. (Remember the 20 percent rule.) (Obj. 3)

5. Dave borrowed $500 for one year and paid $50 in interest. The bank charged him a $5 service charge. What is the finance
charge on this loan? (Obj. 4)

6. In problem 5, Dave borrowed $500 on January 1, 2009, and paid it all back at once on December 31, 2009. What was the
APR? (Obj. 4)

7. If Dave paid the $500 in 12 equal monthly payments, what was the APR? (Obj. 4)

8. Sidney took a $200 cash advance by using checks linked to her credit card account. The bank charges a 2 percent cash
advance fee on the amount borrowed and offers no grace period on cash advances. Sidney paid the balance in full when the
bill arrived. What was the cash advance fee? What was the interest for one month at an 18 percent APR? What was the total
amount she paid? What if she had made the purchase with her credit card and paid off the bill in full promptly? (Ob;j. 4)

9. Dorothy lacks cash to pay for a $600 dishwasher. She could buy it from the store on credit by making 12 monthly pay-
ments of $52.74. The total cost would then be $632.88. Instead, Dorothy decides to deposit $50 a month in the bank until
she has saved enough money to pay cash for the dishwasher. One year later, she has saved $642—$600 in deposits plus
interest. When she goes back to the store, she finds the dishwasher now costs $660. Its price has gone up 10 percent. Was
postponing her purchase a good trade-oft for Dorothy? (Obj. 4)
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10. What are the interest cost and the total amount due on a six-month loan of $1,500 at 13.2 percent simple annual interest?
(Ob;. 4)

11. After visiting several automobile dealerships, Richard selects the used car he wants. He likes its $10,000 price, but financing
through the dealer is no bargain. He has $2,000 cash for a down payment, so he needs an $8,000 loan. In shopping at several
banks for an installment loan, he learns that interest on most automobile loans is quoted at add-on rates. That is, during the life
of the loan, interest is paid on the full amount borrowed even though a portion of the principal has been paid back. Richard
borrows $8,000 for a period of four years at an add-on interest rate of 11 percent. What is the total interest on Richard’s loan?
What is the total cost of the car? What is the monthly payment? What is the annual percentage rate (APR)? (Obj. 4)

Questions

1. Vicky is trying to decide whether to finance her purchase of a used Mustang convertible. What questions should Vicky ask
herself before making her decision? (Obj. 1)

2. List advantages and disadvantages of using credit. (Obj. 1)

3. To finance a sofa for his new apartment, Caleb signed a contract to pay for the so