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Preface

Dear Personal Finance Professors and Personal Finance Students,

Is the recession over? Is economic recovery underway? Or, are we in a double-dip recession? While this debate goes
on, unemployment remains high at 10 percent and the housing crisis continues at the time of this writing. The economic
meltdown that began in late 2007 rivals that of the “Great Depression” and has affected governments, companies, and
individuals both in the United States and around the world.

Hopefully, by the time you read this material, the economy will be steadily improving. Still, it is important to remem-
ber 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 10th edition of Personal Finance is all about. As authors, we want to provide you with the information you need
to develop a financial plan that will enable you to achieve your financial goals.

In this edition, we address the real and changing financial needs and dilemmas of students. For example, the book
guides students through career planning and discusses the importance of identifying their own strengths and weaknesses
as well as opportunities and threats within their chosen field. In a time when finding a job is especially challenging, the
book also suggests actions for improving employability in tough economic times. In addition, Personal Finance, 10/e
addresses getting and staying out of debt; financing college education; managing a future financial crisis; and investing
in conservative securities to minimize losses during economic downturns.

For ten editions, we have been keenly aware that our customers are students and instructors. With each revision, we
have asked instructors for suggestions that would help professors teach better and help students learn more efficiently.
And with each edition, we have incorporated 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 pro-
gram features. We can only say thank you for your suggestions, ideas, and support. Without you—both instructors and
students—we would have no reason to write a Personal Finance text.

A text should always be evaluated by the people who use it. We welcome your comments, suggestions, and questions.
Finally, we invite you to examine the visual guide that follows to see how Kapoor/Dlabay/Hughes can help students
obtain financial security and success.

Welcome to the new tenth edition of Personal Finance.

Sincerely,
Jack Kapoor Les Dlabay Bob Hughes
kapoorj@cod.edu dlabay @lakeforest.edu bhughes @dcccd.edu
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PERSONAL FINANCE OFFERS YOU
EVERYTHING YOU HAVE ALWAYS
EXPECTED ... AND MORE!

The primary purpose of this book is to help you apply the personal finance practices you learn from the book and from
your instructor to your own life. The following new features of the tenth edition expand on this principle. You can use
them to assess your current personal financial literacy, identify your personal finance goals, and develop and apply a
personal finance strategy to help you achieve those goals. (For a complete list of all of the features in Personal Finance,
10th ed., refer to the Guided Tour on pages xvii—xxii.)

NEW HOW TO BOXES

Much of understanding personal finance is knowing what steps to take in order to put your financial plan into practice.
Sure, opening up a brokerage account or filing your taxes online sounds like a great idea, but how do you get started? The
new How To boxes walk students through such scenarios, giving them practical information and strategies for successful
money management.

NEW MY LIFE STAGES

Personal finance is, first and foremost, personal. A financial plan will change depending on a person’s goals, lifestyle
and especially age. These boxes, located at the end of each chapter, encourage students to think about how their financial
action items will change depending on their stage in life.
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Chapter

Selected Topics

Benefits for the Teaching and Learning Environment

Chapter 1
Personal Finance
Basics and the
Time Value of
Money

Chapter 2
Financial Aspects
of Career Planning

Chapter 3

Money
Management
Strategy: Financial
Statements and
Budgeting

Chapter 4
Planning Your Tax
Strategy

Chapter 5

Financial Services:
Savings Plans and
Payments Accounts

New content: S-M-A-R-T
approach for financial goals

New feature: Coping during
difficult financial times

New content: Financial plan-
ning phone apps

New content: Social entrepre-
neurship as a career option

New content: A personal
SWOT analysis

New feature: Applying for a
job online

Expanded coverage:
Elevator pitch

New content: Career strate-
gies in a weak job market

Enhanced content: Salary
negotiations

New content: S-T-A-R
principle

Enhanced visual: Financial
documents not to keep

Expanded coverage: Wise
spending tips

Revised visual: Planning and
implementing a budget

Expanded content: Types of
tax credits

New content: Wise use of a
tax refund

Updated content: Recent tax
law changes

New feature: Filing taxes
online

Revised feature: Tax scams

Updated content: Tax saving
strategies

New content: Banking
phone apps

Expanded coverage:
Benefits of asset manage-
ment accounts

Reminds students that their financial goals should be
Specific, Measureable, Action-oriented, Realistic, and
Time-based.

Provides practical actions related to financial planning
in times of economic change.

Creates awareness among students regarding the use
of smart phone apps for various financial decisions.

Encourages students to consider careers that mix tra-
ditional business practices with innovation to address
social concerns such as hunger, disease, poverty, and
education.

Guides students to identify and analyze their
Strengths, Weaknesses, Opportunities, and Threats
when planning a career.

Emphasizes the actions when researching and applying
for employment opportunities.

Points out the importance of a short, persuasive,
focused summary of experiences and skills used when
networking.

Suggests actions for improving employability in dif-
ficult economic times.

Guidelines for improved value on the job and to
enhance salary potential.

Explains how to communicate the Situation, Task,
Actions, and Results of applicant experiences in a
résumé or interview.

Expands student awareness of updating and maintain-
ing a system for personal finance documents.

Creates awareness of spending actions that can save
households $500 a month or more.

Provides an expanded overview of the process for stu-
dents to develop and use a budget.

Provides student awareness of recent federal income
tax credits.

Suggests guidelines for do’s and don’ts regarding
tax refunds.

Updates students on the key changes for planning a
tax strategy and for filing their income tax return.

Offers a detailed discussion for the e-filing process.

Emphasizes potential fraudulent actions associated
with taxes.

Suggests actions to reduce taxes based on various
spending and investing activities.

Creates awareness regarding the use of smart phone

apps for banking activities and using a “virtual wallet”.

Details potential benefits of a consolidated financial
services account.
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Chapter Selected Topics Benefits for the Teaching and Learning Environment
Chapter 5 New feature: Where to keep  Suggests steps to take when comparing and selecting a
(Cont.) your money financial institution.
Enhanced content: Early with- Discussion of penalties for early withdrawal for certifi-
drawal penalties cates of deposit.
New content: Cross-cultural Provides insight into financial services used by various
financial services cultures in the United States and around the world.
Updated content: FDIC Presents updated information on recent changes for
insurance federal deposit insurance.
Chapter 6 New Did You Know? feature  Provides information that in 2010, 185 million debit

Introduction to
Consumer Credit

Chapter 7
Choosing a Source
of Credit: The
Costs of Credit
Alternatives

New coverage: Stored Value
(or gift) Cards

New Did You Know? feature

New coverage: Counterfeit
credit and debit cards

Expanded coverage: Deter-
mining debt-to-equity ratio
New Did You Know? feature

New How To . .. feature

New coverage: Credit Card
Accountability, and Disclosure
Act of 2009 (The Credit Card
Act)

New boxed feature: Financial
Planning for Life Situations

Updated coverage:
Exhibit 6-11

New self-test problems

Updated Financial
Planning case

Updated coverage:
Medium-priced and expen-
sive loans

New coverage: Student loans
and impact of the financial
crisis.

New Exhibit 7-2: Federal Stu-
dent Loans

New update of student loan
programs

New Financial Planning for
Life Situations box

card holders will use 525 million cards for 41 trillion
transactions amounting to over $1.65 trillion.

Discusses that over the past decade, the stored value
cards have grown rapidly. Today, gift cards are used for
many purposes.

Provides information that of the $87 billion in gift
cards purchased in 2009, approximately 6 percent, or
$5 billion will go unused.

Explains how new technology is making it more dif-
ficult to use, alter, or counterfeit credit and debit cards.

Provides a new example of determining debt-to-equity
ratio.

Shows how FICO score is determined.
Explains the five steps on how to improve your credit
score.

Discusses how the Credit Card Act of 2009 provides
most sweeping changes in credit card protections for
you since the Truth in Lending Act of 1968.

Provides detailed information on new credit card rules
beginning on February 22, 2010.

Includes the important provisions of the Credit Card
Accountability, Responsibility, and Disclosure Act
of 2009.

Includes the new self-test problems and their solutions.
The end-of-chapter case is updated to reflect 2009 data
from the Federal Trade Commission.

Provides the most recent data on credit unions, interest
rates, and average household credit card debt.

Discusses how current financial crisis has caused many
challenges for families with college-bound students.

Summarizes the kinds of loans that are available to
students.

Explains that beginning July 1, 2010, federal student
loans are no longer available from private lenders.

Provides information on various sources available to stu-
dents and their families seeking funding help for college.
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Xi

Chapter Selected Topics Benefits for the Teaching and Learning Environment
New example: Minimum Details what information all credit card issuers must
payment include with their application for credit cards.

New coverage: Cost of credit  Includes new information on cost of credit and the
Credit Card Accountability, Responsibility and Disclo-
sure Act of 2009.

New Did You Know? feature  Cautions readers as to what collection agencies can’t
do and how to file a complaint against collection
agencies.

New How To ... feature Provides step-by-step advice on how to choose a credit
counselor.

Expanded coverage: Cautions that declaring a bankruptcy should be a last

Personal Bankruptcy resort because it severely damages credit rating.

Updated Exhibit 7-7 Provides up-to-date data on personal bankruptcies.

Updated coverage: Discusses how the new bankruptcy law seemed to slow

Personal bankruptcy bankruptcy filings.

New coverage: Bankruptcy Explains what are the filing fees and what information

case filing fees a debtor must provide to the court.

New Did You Know? feature  Cautions how a personal bankruptcy can cause an
immediate drop in your credit report score.

New self-test problems Provide practice self-test problems and their solutions.

Chapter 8 Reorganized feature: Consolidates coverage of unit pricing, net present

Consumer Purchas-
ing Strategies and
Legal Protection

Chapter 9

The Housing Deci-
sion: Factors and
Finances

Chapter 10
Property and
Motor Vehicle
Insurance

Analyzing consumer
purchases

New visual: Wise online
buying

Updated coverage: Common
consumer complaint and
frauds

New feature: How to file in
small claims court.

New content: Price-to-rent
ratio

New content: Rent-to-buy
options

Reorganized content: Mort-
gage application process
Updated content: Types of
mortgages

New content: Housing phone
apps

Updated content: Closing
costs

Enhanced content: Underin-
sured motorist coverage

Updated feature: Filing an
auto insurance claim

Enhanced content: Umbrella
policy

value of consumer purchases, and buying matrix.

Practical actions for online buying research and pur-
chasing decisions.

Discussion of fraudulent business practices that surface
in weak economic times and as a result of expanded
technology.

Provides detailed step-by-step actions for filing and
presenting a small claims court case.

Provides a guideline for determining the desirability of
owning over renting.

Discussion of lease-to-purchase and rent-with-option
actions available to renters to become homeowners.

Communicates the steps commonly taken when work-
ing with a mortgage company to obtain a home loan.

Additions and deletions of various mortgage types
based on marketplace trends.

Creates awareness among students regarding the use
of smart phone apps for home buying activities.

Revised amounts are presented for home purchase set-
tlement costs.

Communicates the distinction between uninsured and
underinsured auto insurance coverage.

Provides a checklist of actions to consider to determine
if it is financially appropriate to file an auto insurance
claim.

Explains added liability coverage as a result of a per-
sonal catastrophe policy.
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Preface

Chapter

Selected Topics

Benefits for the Teaching and Learning Environment

Chapter 11
Health, Disability,
and Long-Term
Care Insurance

Chapter 12
Life Insurance

New coverage: The Patient
Protection and Affordable
Care Act

Revised coverage: High medi-
cal costs

New Did You Know? feature

Updated Exhibit 11-1:
National health expenditures

New Exhibit 11-2: Health care
expenditures

New coverage: Health care
costs

New coverage: Reducing
personal medical costs

New How To . .. feature

New Did You Know? feature

New coverage: Maintaining
health insurance

New example: Calculating
deductibles

New Did You Know feature

New How To . .. feature

Updated Financial Planning
for Life’s Situations box

Revised Did You Know?
feature

Updated Exhibit 11-5
New Did You Know? feature

New coverage: Health Insur-
ance and the Patient Protection
and Affordable Act of 2010

Revised coverage: Disability
income insurance

New Self-Test Problems
Updated coverage: Life
insurance

Revised coverage: Exhibit
12-1

New Did You Know? feature

Explains the Obama Administration’s belief that the
Patient Protection and Affordable Care Act, and the
Health Care and Education Reconciliation Act will
reduce long-term growth of health care costs.

Provides revised and updated information on
runaway health care costs.

Emphasizes that the consequences of medical care
costs on families can be quite serious.

Highlights the U.S. national health expenditures from
1960 and projected up to 2016.

Shows how the U.S. health care dollar was spent
in 2009.

Explains how improving health information technology
could lower costs and reduce medical errors.

Describes what steps individuals can take to reduce
their own health care costs.

Explains how individuals can appeal health care insur-
ance claims decisions.

Illustrates that the average cost of a family health
insurance policy offered by employers was $13,375
in 2009.

Cautions that since the cost of not being insured is very
high, make sure to maintain your health insurance if
you lose your job.

Provides a mathematical example of deductible and
coinsurance provisions.

Shows the 2009 average costs of long-term care in
nursing homes and other such facilities.

Provides tips on using and choosing an HMO.

Updates the information on how HSA plans will work
in 2010.

Updates Medicare Part A deductible increases
since 1987.

Adds new information about medical savings accounts
(MSAs) and how they work.

Shows how fighting Medicare fraud can pay you
$1,000.

Describes the key provisions of the Patient Protection
and Affordable Act of 2010.

Explains that every year, 12 percent of the adult U.S.
population suffers a long-term disability.

Provide chapter self-test problems and their solutions.
Provides updated information on life insurance policies
and their face value in 2009.

Illustrates expectations of life and expected deaths by
race, sex, and age, in 2006.

Provides information on stock and mutual life insur-
ance companies.
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Chapter Selected Topics Benefits for the Teaching and Learning Environment
Updated Did You Know? Shows average face amount of individual life insurance
feature policies purchased since 1986.
Revised Exhibit 12-5 Compares term, whole life, universal life, and variable
life insurance.
Updated Exhibit 12-6 Shows the growth of individual, group, and credit life
insurance in force in the United States.
Revised Exhibit 12-8 Adds Fitch Ratings to the rating systems of major rat-
ing agencies.
New How To . . . feature Provides tips on how to choose an insurance agent.
New coverage: The Health Explains the tax consequences of the Health Care and
Care and Education Reconcili- Education Reconciliation Act on annuity interest, divi-
ation Act of 2010 dends, and capital gains.
New Self-Test problems Provide three new practice self-test problems and their
solutions.
New and revised end-of- Include new and revised financial planning problems.
chapter problems
Chapter 13 New coverage: Manage Your Provides information about warning signs that indicate
Investing Credit Card Debt a person has too much credit card debt.

Fundamentals

Chapter 14
Investing in Stocks

New coverage: Managing a
Financial Crisis

Expanded coverage:
Market Risk

Expanded coverage: Your
Role in the Investment
Process

New How To . . . feature

New or revised Did You
Know? features

Expanded coverage: Why
corporations issue common
stock

Expanded coverage: Why
investors purchase common
stock

New Example: Income from
dividends

New Example: Dollar appre-
ciation of stock value

New Exhibit 14.5: Internet
stock coverage

New Exhibit 14.7: Stock advi-
sory services

Discusses eight specific steps individuals can use to
weather a future economic crisis.

Provides new coverage of systematic and unsystematic
risk for investments.

Includes more information about the need to evaluate
potential investments before investing.

Describes four specific steps individuals can take to
establish an investment program.

Includes four Did You Know? features about how per-
sonal income levels affect goals; where people invest
their money; suggestions to improve financial plan-
ning; and the need to document information when
choosing investments.

Includes additional coverage about why financial man-
agers use equity (stocks) financing to obtain capital.

Provides a detailed example of how an investor,
Patricia Nelson, made money with an investment in
McDonalds.

Describes why the record date is important.

Illustrates how investors could have made money by
investing money in General Mills over a three-year
period.

Describes the type of information about The Walt
Disney Company that is available on the Yahoo!
Finance Web site.

Includes a detailed Value Line research report
about AT&T.

xiii
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Chapter Selected Topics Benefits for the Teaching and Learning Environment
Chapter 14 Increased coverage: Other Discusses how a stock’s value is affected by its beta.
(Cont.) factors thati Influence the
price of a stock
New Financial Planning Case: Asks students to use the information in Exhibit 14-7
Research Information avail- (Value Line Report for AT&T) to evaluate an invest-
able from Value Line ment decision and then determine if their decision was
profitable or not.
New boxed feature: Provides information that individuals can use to choose
How To . . . feature a brokerage firm and open an account.
New or revised Did You Know? Includes four Did You Know? features about the per-
features centage of people in different age groups that own
stocks; the Dow Jones Average; the Securities Inves-
tor Protection Corporation (SIPC), and regulation of
securities.
Chapter 15 New Information: Chapter Includes information about how investors used bonds
Investing in introduction and other conservative investments to avoid losses dur-
Bonds ing the recent economic crisis.
New coverage: High-Yield Provides information about why investors choose
bonds high-yield (junk) bonds and the potential dangers with
these speculative investments.
Revised boxed feature: The Describes the type of information available in the
“How To"” of researching a Mergent Industrial Manual about a bond issued by
bond Caterpillar, Inc.
New coverage: Interest Discusses how a registered coupon bond is different
income from a registered bond, bearer bond, and zero-
coupon bond.
New example: A typical bond Describes how investors could have made money over a
transaction 10-year period by purchasing a DuPont corporate bond.
Expanded coverage: Federal  Provides increased coverage of federal agency debt
agency debt issues including the problems at mortgage lenders Fannie
Mae and Freddie Mac.
Revised financial planning Provides revised information that students can use to
case: A lesson from the past evaluate three possible investments that could meet
the needs of a typical investor.
New How To . . . feature Analyzes the steps that can be used to evaluate corpo-
rate, government, and municipal bonds.
New or revised Did You Includes four Did You Know? features about bond yields
Know? features for high-quality corporate bonds, information available
from the SEC, bond yields for U.S. Government 10-year
notes, and bond calculators available on the Treasury
Direct Web site.
Chapter 16 Revised information: Why Provides updated material on the importance and
Investing in Investors Purchase Mutual number of mutual funds currently available.

Mutual Funds

Funds

Revised Exhibit 16.1: Invesco
Large Cap Growth fund top
holdings

Expanded coverage:
Open-End funds

Revised Exhibit 16.2:
Summary of expenses

Contains updated information on the securities con-
tained in and industries represented in the Invesco
Large Cap Growth fund.

Includes increased coverage about when shares in an
open-end fund are bought and sold.

Contains updated information on the sales loads and fees
charged by the Davis New York Venture mutual fund.




Preface

XV

Chapter Selected Topics Benefits for the Teaching and Learning Environment

New boxed feature: Financial Analyzes why investors purchase lifecyle (sometimes

Planning for Life’s Situations  referred to as lifestyle or target-date) funds.

New Information: Describes the three largest mutual fund companies

Exhibit 16.4 (Vanguard, American Funds, and Fidelity Investments)
and provides information about assets under manage-
ment, URL addresses, and basic information.

New Exhibit 16.5: Morning- Illustrates the information about the Vanguard Inter-

star Web site Term Treasury fund available on the Morningstar
Web site.

New Exhibit 16.6: Morning- Illustrates a detailed research report about the Van-

star research information guard Primecap fund available from Morningstar.

New Exhibit 16.8: Money Includes a portion of Money Magazine’s recommenda-

Magazine’s 2010 List of High  tions for large cap, midcap, and foreign funds.

Quality Funds and ETFs

New Financial Planning Case: Asks students to use the information in Exhibit 16.6

Research information avail- (Morningstar Report for Vanguard Primecap fund) to

able from Morningstar evaluate an investment decision and then determine if
their decision was profitable or not.

New How To . . . feature Provides information about the steps individuals can
use to open an investment account and begin investing
in funds.

New or revised Did You Includes four Did You Know? features about who owns

Know? features mutual funds, number of different types of mutual
funds, characteristics of fund investors, and common
mistakes made by fund investors.

Chapter 17 Revised coverage: Did You Shows how recent downturn in the housing market
Investing in Know? feature dropped the home ownership rate to 67.4 percent

Real Estate and
Other Investment
Alternatives

New Did You Know? feature

New coverage: Vacation
homes

New Did You Know? feature

New coverage: Investing in
foreclosures

Revised coverage: REITs

Updated Did You Know?
feature

Revised and updated cover-
age: Precious metals

New coverage: Gold
certificates

New How To. .. feature

New Self-test problems

in 2009.

lllustrates that the median U.S. home price declined to
an almost eight-year low of $164,600 in 2010.

Explains that vacation home sales rose 7 percent in
2009, however, investment home sales fell 15.9 percent
in 2009.

Illustrates that home values are holding up better in
Texas than nation as a whole.

Describes that the U.S. home foreclosures are setting
new records in the midst of the economic downturn.

Explains the three types of REITs.

Illustrates how REITs invest in all types of properties
(in 2010).

Provides the latest information on the recent rise in
the prices of gold, silver, platinum, palladium, and
rhodium.

Explains how gold certificates offer you a method of
holding gold without taking physical inventory.

Provides tips on how to buy authentic Indian arts and
crafts for fun or investment.

Provides three new practice self-test problems and
their solutions.




XVi Preface
Chapter Selected Topics Benefits for the Teaching and Learning Environment
Chapter 18 Expanded coverage: Provides additional information about reverse mortgages,
Starting Early: Reverse mortgages and how to order AARP’s booklet on reverse mortgages.
Retirement Reduced coverage: Streamlines coverage of retirement housing options
Planning Types of housing for seniors.
Updated Did You Know? Provides the most recent information on who receives
feature Social Security benefits.
Updated Did You Know? Provides updated information on monthly Social Secu-
feature rity benefits.
Updated Exhibit 18-8: Updated Exhibit shows that the number of workers per
Future of Social Security beneficiary has been plummeting since 1945.
Updated coverage: Describes new contribution limits for 2010.
Defined-contribution plan
Expanded coverage: Compares important features of defined benefit and
Exhibit 18-10 defined contribution plans.
Updated coverage: Provides new information about Roth IRA contribution
Roth IRA limits for 2010.
New How to ... feature Offers tips on how to avoid IRA pitfalls.
New Exhibit 18-16 Summarizes the government and private sources of
retirement income.
New self-test problems Provide three new self-test problems and their
solutions.
Chapter 19 New How to . .. feature Provides tips for estate planning.

Estate Planning

New example: Advance
directives

Revised coverage: Types of
trusts

New example: Credit shelter
trust

New How to ... feature

Revised coverage: Federal
and state estate taxes

New content: Settling your
estate

New content: Estate taxes

New self-test problems

Describes that advance directives often include a
living will, a health care proxy, and a letter of last
instructions.

Provides updated information on the exemption
amounts for 2010.

Emphasizes that credit shelter trusts can minimize
estate taxes.

Provides tips on how to evaluate living trust offers.

Updates the information that no tax is due on gifts of
up to $13,000 in 2010.

Emphasizes that some assets, such as proceeds from life
insurance, annuities, investments in individual IRAs, etc.
pass outside of the will directly to your beneficiaries.

Cautions that in 2010, the future of estate tax
remained uncertain.

Provide student self-test sample problems and their
solutions.

ASSURANCE OF LEARNING

Many educational institutions today are focused on the notion of assurance of learning, an important element of some
accreditation standards. Personal Finance, 10th ed., is designed specifically to support your assurance of learning initia-

tives with a simple, yet powerful, solution.

Each test bank question for Personal Finance, 10th ed., 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 features of the software to aggregate student results in

similar fashion, making the collection and presentation of assurance of learning data simple and easy.




GUIDED TOUR

Chapter Opener: The chapter opener contains new features that
serve as the chapter road map at a glance!

What Will This Mean

for Me?

A short summary of why this chapter is
important. Also, what students can expect
to learn from it and apply to their own per-
sonal financial plan.

Objectives

Financial Aspects

of Career Planning

Objectives What will this mean for me?

1. Describe activities associated with career
planning and advancement.

pportunities are

by economic, social, and technological
2. Evaluate factors that influence employ-

e e factors. Effective career planning requires
3 (IR R s careful analysis of yourself, the job market,
4. Assess financial and legal concerns related and potential employers. Connecting your

to obtaining employment.

A summary of learning objectives is pre-
sented at the start of each chapter. These
objectives are highlighted at the start of
each major section in the chapter and appear
again in the end-of-chapter summary. The
learning objectives are also used to organize
the end-of-chapter questions, problems,
and exercises, as well as materials in the
Instructor’s Manual, Test Bank, and Student
Resource Manual. Problems in CONNECT
can also be organized using the objectives.

My Life
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abilities and skills to the needs of prospective

5. Analyze iques available for career employers is the foundation of a successful

growth and advancement.

job search.
— ’ awra.
—— T e
" s ~a
e q
My Life ; —
L & —
WORK TO LIVE, OR LIVE TO WORK? - 3 . E=
isions in life wil ter extent than your -
decisions in life will affect you to a grea t than y .
E:‘:ice of employment. Your income, amount of leisure m_n:, B e L
travel opportunities, and the people with whom you assodate g — %
will be greatly influenced by your work situation. —
ing activiti ider the following statements. For
ur career planning activities, consider stater " L
e you s o spaniyour e gy sl T S PO o
each, gree,
ing career planning activities.
it Disagree -
1.1 understand my personal interests and abilities that Agree  Neutral  Disagi - -
" could create a satisfying work life. g P i
2. My actions keep me informed of various factors that  Agree ™
" influence employment opportunities in our society. N - .
3. have the ability to ask other people questions that Agree  Neutra b .
provide me with information about career planning o
iviti ities.
activities and employment opportunities. } L L
i it factor for me when Agree  Neutral ~ Disagree ;
4. salary would be the important f: i
“accepting an employment position.- ) £
5. I sometimes think about what type of employment situ- ~ Agree Neutral ~ Disag
tion | would like to have three or five years from now. v | .
g : e S i |
s you study this chapter, you will encounter “My Life” boxes with additional information ans
| resources related to these items. -
4 e
.
T la =

The My Life concept begins with the chap-

ter opener. It presents students with an
engaging scenario that relates what they’re
about to learn to their own lives. The follow-up
questions are designed to get students thinking
about how involved they currently are in their
personal finances and to motivate them to try
new beneficial practices in their own personal
finance life. The My Life Boxes throughout the
chapters and the Objectives in the chapter sum-
mary expand on this concept.

Xvii



Boxed features are used in each chapter to build student interest
and highlight important topics. Three different types of boxed

features are used.

How To...

Yo

HOW TO...

New to this edition, the How To . . . boxes fit in
with the application-driven themes of Personal
Finance. Each box highlights a personal finance
issue and walks students through how to navi-

gate the situation.

Financial Planning for Life's Situations

WHAT’S “PHISHING"?

Regulatory agencies have published a brochure, Inter-
net Pirates Are Trying to Steal Your Information, to assist
you in identifying and preventing a new type of Inter-
net fraud known as “phishing.” With this type of scam,
you receive fraudulent e-mail messages that appear to
be from your financial institution. The messages often
appear authentic and may include the institution’s logo
and marketing slogans

These messages usually describe a situation that
requires immediate attention and state that your
accounts will be terminated unless you verify your per-
sonal information by clicking on a provided Web link
The Web link then takes you to a screen that asks for
confidential information, including:

* account numbers,

+ Social Security numbers,

+ passwords,

« place of birth, or

« other information used to identify you

Those perpetrating the fraud then use this information
to access your accounts or assume your identity.

The brochure advises consumers:

« If you're not sure the e-mail is legitimate, go to
the company's site by typing in a Web address that
you know is authentic.

« If you think the e-mail message might be fraudu-
lent, do not click on any embedded link within the
e-mail. The link may contain a virus,

* Do not be intimidated by e-mails that warn of
dire consequences for not following the sender’s
instructions.

« If you do you fall victim to a phishing scam, act
immediately to protect yourself by alerting your
financial institution, placing fraud alerts on your
credit files, and monitoring your account state-
ments closely.

« Report suspicious e-mails or calls from third parties
to the Federal Trade Commission, either through
the Internet at www.consumer.gov/idtheft or by
calling 1-877-IDTHEFT.

The brochure is on the Office of the Comptroller of the
Currency’s Web site, www.occ.gov/consumer/phishing.htm.

Source: Federal Trade Commission, www.ftc.gov, August 2010,

Financial Planning

Calculations

File Your Taxes Online

In recent years, the IRS has made online filing easier and less expensive. Through the Free File Alliance,
online tax preparation and e-filing is available free to millions of taxpayers, and involves the following
steps:

STEP 1. Go to the “Free File” page at www.irs.gov and select one of these two options:

« The “I Will Choose a Company” button allows you to review the list of companies and descriptions of
their services. After you determine your eligibility for a free service, select the link for the company’s
Web site.

Or, you may decide to use “Help Me Find A Company,” which will select a free filing based on
responses to questions about your age, marital status, estimated adjusted gross income, state of
residence, and amount of military pay.

STEP 2. Next, after connection to the company's Web site, you are ready to begin the preparation of your
tax return. However, if, after starting your tax return, you determine that are not eligible for the company’s
Free File service and you may be subject to a fee, you have several options: (1) Return to the Free File
homepage and select another company; (2) Continue completing your return but be aware of the fee you
will be charged; (3) Use the “Free File Fillable Forms” feature, with which you may fill in the tax forms and

file them online without tax software. For this option, no income limitations exist. You complete the blank ol
forms to e-file your 1040, 1040A, or 1040EZ return. Quick, online access is available for the most commonly

filed federal tax forms and schedules.

STEP 3. As you prepare your taxes, most online sites and tax software will guide you through the steps of

the process. You will be prompted to enter your personal data, income amounts, deductions, and determine
the tax credits for which you qualify.

STEP 4. Finally, you are ready to submit your federal tax form online. You will usually receive an e-mail
confirmation of your submission, and your refund will be processed within two weeks.

In addition the IRS Free File program, you may file your taxes online using a commercial a tax software
program, usually for a fee. Always beware of attempts to sell other financial products, such as expensive
refund anticipation loans. Taxpayers using a free e-file service must be aware that their state tax return
might not be included in the free program.

Financial Planning for
Life’s Situations

This box offers information that can assist stu-
dents when faced with special situations and
unique financial planning decisions. Many
emphasize the use of Internet sources.

Financial Planning Calculatio

ANNUAL PERCENTAGE YIELD

The Truth in Savings law, which took effect in 1993, account does not have a stated maturity, the APY for-
5 "equires that financial institutions report in advertise- mula is simply

P> ments, if a rate is quoted, and to savings plan custom- -
" " APY = 100 ( Interest/Principal
ers the annual percentage yield (APY). The formula for ( pal)

This feature presents more than 90 mathemati-
cal applications relevant to personal financial
situations.

Xviii

APY is
APY = 100 [(1 + Interest/Principal ?$3asinterm _ 1]
The principal is the amount of funds on deposit.

Interest is the total dollar amount earned during the

term on the principal. Days in term is the actual number

of days over which interest is earned.
When the number of days in the term is 365 (that
is, where the stated maturity is 365 days) or where the

APY provides a consistent comparison for savings
plans with different interest rates, different compound-
ing frequencies, and different time periods. APY may be
easily viewed in terms of a $100 deposit for a 365-day
year. For example, an APY of 6.5 percent would mean
$6.50 interest for a year.



Margin notes provide connections to supplementary information.

While the Did You Know? feature provides interesting statistics
and tips in personal financial planning. The Concept Check feature
provides an ongoing assessment tool.

Key I e r m S 18 Part 1 PLANNING YOUR PERSONAL FINANCES

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).

Key terms appear in bold type and in the margin FUTURE VALUE OF A SINGLE AMOUNT  Deposited money earns inter-

future value The amount est that will increase over time. Future value is the amount to which current savings
to which current savings will increase based on a certain interest rate and a certain time period. For example,

d Cflnltl on b oxes. Th e t erms an d th elI‘ p a ge re f er- :«e-r”‘ a\r":r;a‘:erel;fs'ﬁ;‘::n: f(l, f.’f:,\‘,‘i"‘i’}i‘iﬁn'fiw‘f’ percent account for one year will grow to $106. This amount is
rtain t d; ¢
o referredtoas P vl = 100 £ (5100 X 006X 13+ 5106

ences are also listed at the end of each chapter.

present value The current in savings interest eamed
value for a future amount
based on a certain interest  The same process could be continued for a second, third, and fourth year, but the com-

rate and a certain time putations would be time consuming. Future value tables simplify the process (see
Zenod, also referred to as l'vdnlm 1-8). To use a future value table, multiply the amount deposited by the factor
IEmiding 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 (S650 X 2.159). The future value of an amount
will always be greater than the original amount. As Exhibit 1-8A shows, all the futurc
value factors are larger than 1
Future value computations may be referred to as compound-
ing, since interest s carned on previously carned interest. Com-
My Life 4 pounding allows the future value of a deposit to grow faster than
y ite 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, making the $1,000 deposit

Time value of money calculations nften
guide my saving and spending dec

To assist you using future value and at age 25 would result in an account balance of $7,040 at age 65.
present value computations for achieving
personal financial goals, several Web sites are FUTURE VALUE OF A SERIES OF DEPOSITS

available: for example, www.dinkytown.net,
www.moneychimp.com/calculator, and
cgi.money.cnn.com/tools

Quite often, savers and investors make regular deposits. An
annuity is a series of eqm\l aspom\ or payments. To deter-
mine the future value of arly savings deposits, use
Exhibit 1-85. For his able to m used, the deposits must earn
a constant interest rate. If you deposit $50 a year at 7 percent

. for six years, starting at the end of the first year, you will have
I e O X e S $357.65 at the end of that time ($50 X 7.153). The Financial Planning Calculations box
on page 19 presents an example of using future value to achieve a financial goal
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 inter-

My Life boxes appear next to material that relates

allow you to determine how much to deposit now to obtain a desired total in the future.
Present value tables (Exhibit 1-8C) can be used to make the computations. If you want

back to the opening My Life scenario and the A AT
$784 ($1,000 X 0.784).
The present value of the amount you want in the future will always be less than the

L i Ob i Th b ff f 1 future value, since all of the f: Exhibit 1-8C are less than 1 and st earned
carning Objectives. These boxes offer usetu e e e s i S e

tips and possible solutions to help students better
manage their finances.

tain amount out of the account for a desired number of years. For example, if you want to

164 Part 2 MANAGING YOUR PERSONAL FINANCES

stop-payment commonly ranges from $10 to $20. If several checks are missing or you

.
lose your checkbook, closing the account and opening a new one is likely 1o be less ,
costly than paying several stop-payment fees. I O u ' l OW

H

‘RECONCILING YOUR CHECKING
DID YOU KNOW? ‘ACCOUNT

h month you will receive a bank

statement summarizing deposits, checks paid, interest

“R d  all d heck a a ch as s charges 2 . .
e o o b ™ | camet md e s e hngs md g Each chapter contains several Did You Know?
having to present the actual check. Use a scanner

to capture a digital image of the check. Then, Reasons for a diff ce include checks that have not f . h f f . f . d f
e e o ) ot e, depot ot rceved o th ok, and eatures with tun facts, information, and finan-
also be used by individuals.

usually differ from the balance in your checkbook

interest earned.

To determine the correct balance, prepare a bank : : :
reconcilition to account for differences between the Cla p annll’lg assistance.
bank statement and your checkbook balance. See the
Financial Planning Calculations box on page 163 for
details of the bank reconciliation process.

OTHER PAYMENT METHODS

While personal checks are the most common payment form, other methods are avail-
able. A certified check is a personal check with guaranteed payment. The amount of the
check is deducted from your balance when the financial institution certifies the check.
A cashier’s check s 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
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
you as the authorized person, you
s checks, in the form of a prepaid
o available. The card allows travelers visiting other nations to get
local currency from an ATM.

Concept Check

CONCEPT CHECK 5-5 M

1 What factors are commonly considered when selecting a checking account?

kg | W ooy e — The Concept Check at the end of each major

Po— e section provides questions to help students
assess their knowledge of the main ideas cov-
ered in that section. The Action Application
section contains short exercises that ask the stu-

dent to apply the concepts they have learned.

b 6
Payment account
comparison

A




A variety of end-of-chapter features are offered to support the

concepts presented throughout each chapter.

My Life Stages

S/

» 0 1
wy 50s
There is an increasing number of non traditional and beyomd =
tor for
d k' 1 f' Th M « Obtain career +Revise resume and | + Reassess career yec::: ;Srawfgi‘e‘r’;
students taking personal finance. The new My O I o, | e pote | amtonnd | younarvorer
S e
. work, and volunteer | | Aoply for employment | - paced on life iﬁiﬁgesm Gmites
Life Stages box at the end of each chapter pro- postons et
. . . . . E?(plore various career | Expand and update « Obtain additional « Increase contributions o
vides personal finance action items for students o SR L
« Make contacts with contacts advancement s| appropriate
people in various « Consider advanced « Update resume
of all ages Pereer fieks Conslder st -
: « Create resume and programs
career portfolio
.
. - . FINANCIAL PLANNING PROBLEMS
eam $7,000 a year more for the next 40 years. (Obj. 1)
a. What would be the total amount of these additional earnings?
b I b. What would be the future value of these additional earnings based on an annual interest rate of 6 percent? (Use Table 1-B in
the Chapter 1 Appendix.)
Problems B
» at his new job to maintain the same standard of living? (Obj. 2)
. . .. 3. Caleulating Future Value of Salary. During a job interview, Pam Thompson is offered a salary of $28.000. The company gives
annual raises of 6 percent. What would be Pam’s salary during her fifth year on the job? (Obj. 3)
With more added to this edition, these problems e e e 5005
. . . an annual interest rate of 7 percent. (Use the tables in the Chapter 1 appendix.) (Obj. 4)
allow students to apply their quantltatlve analy_ 5. Comparin s for Enplosce B Wi of e llwin employee beneis s e gt vl? Use e ol given
in the Financial Planning Calculations box on page 56 to compare these benefits. (Assume a 28 percent tax rate.) (Obj. 4)
. . . o e a. A nontaxable pension contribution of $4,300 or the use of a company car with a taxable value of $6,325.
sis of personal financial decisions. e e A Sl S
FI n a n C I a I P I a n n I n FINANCIAL PLANNING ACTIVITIES
g 1. Researching Career Planning Activities. Interview a person who recently made a major career change. What personal and eco-
‘nomic factors influenced this decision? What specific career planning activities did the person use? (Obj. 1)
= = = 2. Comparing Career Alternatives. Using Sheet 6 in the Personal Financial Planner; tesearch two careers you might consider
Activities O
>
>
63
The Financial Planning Activities provide
methods of researching and applying financial
planning topics.
d FINANCIAL PLANNING CASE = = =
Financial Planning Case
Deposit, Press 3 for Higher Fees”
<
<

XX

“Wow! My account balance is a little lower than I expected,”
commented Lisa Cross as she reviewed her monthly bank state-
ment. “Wait a minute! There’s nearly $20 in fees for ATM with-
drawals and other service charges.”

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  required for
my fiee checking account.” Lisa groaned. “That cost me $7.500

Lisa is not alone in her frustration with fees paid for finan-
cial services. While careless money management caused many
reduced or eliminated
tutions.
mer service and

by comparing costs at various financial

Consumers are also upset with sl
long wais in lines. These drawba
tomers to consider the use of online

‘Whether using the online services of your current finan-
cial institution or starting an account with a “Web” bank, you
can gain faster access to your account. Other benefits may be

present. Often, costs of online banking services are lower than
in traditional settings. Online banking can mean access to an
expanded array of financial services. For example, some online
bank accounts include low-cost, online investment trading and
instant loan approval.

Lisa believes that online banking services provide her with
an opportunity to better control her financial service costs.
However, she also has concerns about introductory low costs,
privacy, and security of transaction information.

Questions

1. What benefits might Lisa gain when using online banking
services?

2. What factors should Lisa consider when selecting various
banking services

L

What actions might you take to better understand the con-
cerns associated with using online banking?

Students are given a hypothetical personal
finance dilemma and data to work through to
practice concepts they have learned from the
chapter. A series of questions helps students to
use analytic and critical thinking skills while
reinforcing chapter topics.



Your Personal Financial
Planner in Action

This feature provides long- and short-term
financial planning activities per the concepts
learned within the chapter, and links each to
relevant Personal Financial Planner sheets
(located at the end of the book) and Web sites
for further personal financial planning.

\/

YOUR PERSONAL FINANCIAL PLANNER IN ACTION ~
Tax Planning Activities - = |

[Co—

‘Taxes are a fact of financial planning. However, various actions can be taken to reduce the time and money that go toward taxes.

Your Short Term Financial Planning Activities Resources

1. Develop a system for filing and storing various tax records related to
income, deductible expenses, and current tax forms.

See Exhibit 4-2 (p. 111)
www.turbotax.com

www.taxsoft.com

2. Using the IRS and other Web sites, identify recent changes in tax laws,
that may affect your financial planning decisions.

WWW.irs.gov.

www.1040.com
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Continuing Case

CONTINUING CASE E B
<
i

Managing Credit

Life Situation Financial Data

Single Monthly Income ~~ $1.750
Age24 Living expenses  $1.210
No dependents Personal Property  $7.300
Graduate and Engaged Savings $5.000
Student Loan $4,200
Credit Card Debt  $4,600

Shelby and Mark are making plans to get married, open her Pet Salon, and possibly buy a condo, but they realize that
they must manage their credit situation better. They have made a budget so that they can reduce their individual credit
card balances. However, they are looking for other ways to help them achieve their goals more quickly.

Questions

1. Given their current situation, list some suggestions on how Shelby and Mark can reduce the cost of using credit. What are some
alternative sources of credit they might consider?

2. What is the best way for Shelby and Mark to compare the cost of credit from different sources? Although student responses may
vary, sho

3. Expla
son an

ow Shelby and Mark might use the following Personal Financial Planner sheets (Credit Card/Charge Account Compari-
‘onsumer Loan Comparison)

DAILY SPENDING DIARY

“My daily work expenses could easily be reduced if I'd be more careful with lunch and coffee spending.”

The continuing case gives students the opportu-
nity to apply course concepts in a life situation.
This feature encourages students to evaluate the
changes that affect a family and then respond
to the resulting shift in needs, resources, and
priorities through the questions at the end of
each case.

Daily Spending Diary

A

Directions
Conti
egori
this process.

or start using the “Daily Spent
. or set up your ow

our own for

Questions
1. What types of job-related expenses might be commonly included as part of your Daily Spending Diary?
2. What actions might be taken to reduce costs associated with sceking a job or when changing jobs?

‘The daily spending diary sheets are located in Appendix C at the end of the book and on the student website wyvwmhhe.com/kdh

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 try to donate
to your favorite local charity every year?

These everyday spending activities might go
largely unnoticed, yet they have a significant
effect on the overall health of an individual’s
finances. The Daily Spending Diary sheets (in
the Appendix and online) and end-of-chapter
activities offer students a place to keep track of
every cent they spend in any category. Careful
monitoring and assessing of these daily spend-
ing habits can lead to better control and under-
standing of students’ personal finances.
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Personal Finance continues to provide instructors and students with

features and materials to create a learning environment that can be
adapted to any educational setting.

Personal Financial Planner  &&
Sheets

Name: Date:

Tax Planning Activities

Purpose: To consi
Instructions: Con:
Suggested Web si

ns that can prevent tax penalties and may result in tax savings.
ich of the following actions are appropriate to your tax situation.
isgov  www.taxlogic.com

The PFP sheets that correlate with sections of

Action to be
taken (if applicable) Completed

the text are conveniently located at the end of
the text. Each worksheet asks students to work
through the application and record their own per-
sonal financial plan answers. These sheets apply
concepts learned to students’ personal situation
and serve as a road map to their personal finan-
cial future. Students can fill them out, submit
them for homework, and keep them filed in a
safe spot for future reference!

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

Look for one or more PFP icons next to most
Concept Checks. The icons direct students to
the Personal Financial Planner sheet that cor-
responds with the preceding section.

Filing Status/Withholding

« Change filing status or exemptions because of changes
in life situation,

« Change amount of withholding because of 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
ing data.

« Send current mailing address and correct Social
Security number to IRS, place of employment, and
other sources of income.

Annual Tax Activities

« Be certain all needed data and current tax forms are
well before deadline.

ode changes and uncertain tax areas

Tax Savings Actions

Personal Financial Planner

« Consider tax-exempt and tax:

« If you expect to have
deductions because they will have a greater benefit

« If you expect to have a higher tax rate next year,
ipt o o have

What's Next for Your Personal Financial Plan?
« Identify saving and investing decisions that would minimize future income taxes.
« Develop a plan for actions to take related to your current and future tax situation.
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SUPPLEMENTS

Few textbooks provide such innovative and practical instructional
resources for both students and teachers. The comprehensive
teaching-learning package for Personal Finance includes the
extensive tools housed on the book’s Web site.

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

The Online Learning Center (OLC) contains access to Web-based study tools and instructor resources 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. They can also be easily accessed through McGraw-Hill’s CONNECT. Ask your campus representa-
tive for more details.

For Instructors

The Instructor Edition of the OLC holds all supplementary material, including the Instructor’s Manual, Test
Bank, computerized testing software, PowerPoint, and related Web links:

* The Instructor’s Manual includes a “Course Planning Guide” with instruc-
tional 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, introductory activi-
ties, 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.

* The Test Bank, revised by Patrice Nealon, Louisburg College, consists of
almost 2,000 true—false, multiple-choice, and essay questions. Each test item
is tagged with a corresponding learning objective, topic, level of difficulty,
page number, and Blooms category. Use these tags to easily and effectively
customize your test bank.

» 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 accommodates a wide range of
question types, and instructors may add their own questions. Multiple ver-
sions of the test can be created, and any test can be exported for use with
course management 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 by Melissa Hart, North Caro-
lina State University, offers more than 300 visual presentations that may be
edited and manipulated to fit a particular course format.
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ONLINE SUPPORT FOR STUDENTS

AND INSTRUCTORS

The student edition of the OLC contains many helpful study tools.

For Students

Digital Broadcasts View chapter related videos and answer questions to see how personal finance topics
are applied in everyday life.

Self-Study Quizzes

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

Narrated Student PowerPoint, Revised by Michelle Grant, Bossier Parish Community College

Every student learns differently and the Narrated PowerPoint was created with that in mind! The interac-
tive chapter presentations 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.

And More!

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 Learn-
ing Systems, 11460 Warner Ave., Fountain Valley, CA 92708, (800) 547-4748 or www.CoastLearning
.org. The course also has a Telecourse Study Guide available that connects the videos to the text.
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PACKAGE OPTIONS

You may also package your text with a variety of other learning tools that are available for your students:

McGraw-Hill Connect™ Finance

= comnect

FINANCE

Less Managing. More Teaching. Greater Learning. McGraw-Hill Connect™ Finance is an online assign-
ment and assessment solution that connects students with the tools and resources they’ll need to achieve suc-
cess. 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 anywhere, 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 selectable end-of-chapter questions and test bank items.

* Streamline lesson planning, student progress reporting, and assignment grading to make classroom
management more efficient than ever.

* Go paperless with the eBook and online submission 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.
* 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
additional 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 Learning Plan.
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Self-Quiz and Study The Self-Quiz and Study (SQS) connects each student to the learning resources
needed for success in the course. For each chapter, students:

» Take a practice test to initiate the study plan.

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

* Receive a study plan that recommends specific readings from the text, supplemental 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 individual or group performance with assignment and grade
reports.

* Access an instant view of student or class performance 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, knowing they can revisit important topics later. This can be deliv-
ered through Connect or separately. See below for more details.

McGraw-Hill Connect™ Plus Finance McGraw-Hill reinvents the textbook learning experience for the
modern student with Connect™ Plus Finance. A seamless integration 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, anywhere 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 connect 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 instructors 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 available 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 screens and corresponding audio. Students can replay any
part of any class with easy-to-use browser-based viewing on a PC or Mac.
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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 two-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 Web site. 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 Finance Basics
and the Time Value

of Money

Objectives

1. Analyze the process for making personal

AlSI Uncertain economic times intensify the
2. Develop personal financial goals. importance of wise personal financial
3. tAﬁsis_S ?Iersonal and economic factors decisions. Each year, more than a million
at influence personal financi €o i
that influ p - |Io ple declare ban.kruptcy, and Americans
4. Calculate time value of money situ e ot ot
: i : a- fraud i
'(cjlon_s_assoaated with personal financial ulent_ln.vest.ments. Both of these
5 Idec's'_ons' | common difficulties result from poor
. Identify strategies for achieving per- personal financial planning and incomplete

sonal financial goals for different life

sonal finar information. Your ability to make wise

money decisions is the basis for your current
and long-term well-being.

Ko A v | ,
\ v f
& X T
¥
- My Life ~ ,
| HOW DO | START? E“
One day, you may receive news that your aunt has given you ‘ |
\\ a gift of $10,000. Or you might find yourself with an extensive
5 amount of credit card debt. Or maybe you desire to contribute E
| money to a homeless shelter or a hunger-relief organization. L
i —
\ Each of these situations involves financial decision making that requires, first, planning, and then,
i taking action. The process you use should be carefully considered so no (or only a few) surprises occur. e A
\: The main focus when making decisions is to avoid financial difficulties and legal tangles. How will e =
{ you best plan for using your finances? For each of the following statements, select “yes,” “no,”
b ? or “uncertain” to indicate your personal response regarding these financial planning activities. =
1. When making major financial decisions, | research them
} using a variety of information sources. Yes No Uncertain
2. My specific financial goals for the next year are r 3
written down. Yes No Uncertain v S
3. My family and household situation is likely to stay fairly
stable over the next year or two. Yes No Uncertain — L
4. Time value of money calculations often guide my saving X I
; and spending decisions. Yes No Uncertain
5. | am able to name specific types of risks that can affect
my personal financial decisions. Yes No Uncertain x
|
As you study this chapter, you will encounter “My Life” boxes with additional information and
resources related to these items. - -
- b=
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Part 1 PLANNING YOUR PERSONAL FINANCES

The Financial Planning Process

Objective 1

Analyze the process for
making personal financial
decisions.

personal financial
planning The process of
managing your money
to achieve personal
economic satisfaction.

Being “rich” means different things to different people. Some define wealth as owning
many expensive possessions and having a high income. People may associate being rich
with not having to worry about finances or being able to pay bills. For others, being rich
means they are able to contribute to organizations that matter to them.

How people get rich also varies. Starting a successful business or pursuing a high-
paying career are common paths to wealth. However, frugal living and wise investing
can also result in long-term financial security. In recent years, many have discovered
that the quality of their lives should be measured in terms of something other than
money and material items. A renewed emphasis on family, friends, and serving others
has surfaced.

Most individuals would like to handle their finances so that they get full satisfaction
from each available dollar. To achieve this and other financial goals, people first need
to identify and set priorities. Both financial and personal satisfaction are the result of
an organized process that is commonly referred to as personal money management or
personal financial planning.

Personal financial planning is the process of managing your money to achieve per-
sonal economic satisfaction. This planning process allows you to control your finan-
cial situation. Every person, family, or household has a unique financial position, and
any financial activity therefore must also be carefully planned to meet specific needs
and goals.

A comprehensive financial plan can enhance the quality of your life and increase
your satisfaction by reducing uncertainty about your future needs and resources. The
specific advantages of personal financial planning include

* Increased effectiveness in obtaining, using, and protecting your financial
resources throughout your lifetime.

* Increased control of your financial affairs by avoiding excessive debt, bankruptcy,
and dependence on others for economic security.

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

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

We all make hundreds of decisions each day. Most of these decisions are quite
simple and have few consequences. Some are complex and have long-term effects on
our personal and financial situations. Personal financial activities involve three main
decision areas:

1. SPEND 2. SAVE 3. SHARE
o 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
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Identify
alternative
courses of

action

6

Review

and revise
the financial
plan

While everyone makes decisions, few people consider how to make better decisions.
As Exhibit 1-1 shows, the financial planning process is a logical, six-step procedure that
can be adapted to any life situation.

STEP 1: DETERMINE YOUR CURRENT
FINANCIAL SITUATION

In this first step, you will determine your current financial situation regarding income,
savings, living expenses, and debts. Preparing a list of current asset and debt bal-
ances and amounts spent for various items gives you a foundation for financial plan-
ning activities. The personal financial statements discussed in Chapter 3 will provide
the information needed to match your goals with your current income and potential
earning power.

Step 1 Example Within the next two months, Kent Mullins will complete his
undergraduate studies with a major in international studies. He has worked part-
time in various sales jobs. He has a small savings fund ($1,700) and over $8,500 in
student loans. What additional information should Kent have available when plan-
ning his personal finances?
How about you? Depending on your current (or future) life situation, what
Kacz‘ions might you take to determine your current financial situation? )

Exhibit 1-1

The financial planning
process
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STEP 2: DEVELOP YOUR FINANCIAL GOALS

Several times a year, you should analyze your financial values and goals. This
activity involves identifying how you feel about money and why you feel that way.
Are your feelings about money based on factual knowledge or on the influence of
others? Are your financial priorities based on social pressures, household needs,
or desires for luxury items? How will economic conditions affect your goals and
priorities? The purpose of this analysis is to differentiate your needs from your
wants.

Specific financial goals are vital to financial planning. 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 Kent Mullins has several goals, including paying off his student
loans, obtaining an advanced degree in global business management, and working
in Latin America for a multinational company. What other goals might be appropri-

ate for Kent?

How about you? Depending on your current (or future) life situation, describe
some short-term or long-term goals that might be appropriate for you.

STEP 3: IDENTIFY ALTERNATIVE
COURSES OF ACTION

Developing alternatives is crucial when making decisions.
Although many factors will influence the available alter-
natives, possible courses of action usually fall into these
categories:

Financial choices require
periodic evaluation.

DID YOU KNOW?

According to the National Endowment for Financial
Education, 70 percent of major lottery winners end
up with financial difficulties. These winners often
squander the funds awarded them, while others
overspend. Many end up declaring bankruptcy.
Having more money does not automatically

mean you will make better financial

choices.

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

Expand the current situation. You may choose to
save a larger amount each month.

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

Take a new course of action. You may decide to use
your monthly savings budget to pay off credit card
debts.

Not all of these categories will apply to every deci-
sion; however, 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 deci-
sions. For instance, most people believe they must
own a car to get to work or school. However, they
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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 Kent Mullins has several options available for the near
future. He could work full time and save for graduate school; he could go to
graduate school full time by taking out an additional loan; or he could go to
school part time and work part time. What additional alternatives might he
consider?

How about you? Depending on your current (or future) life situation, list vari-
ous alternatives for achieving the financial goals you identified in the previous

Kstep. )

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?

CONSEQUENCES OF CHOICES Every decision closes off alternatives. For
example, a decision to invest in stock may mean you cannot take a vacation. A decision
to go to school full time may mean you cannot work full time. Opportunity cost is opportunity cost What a

what you give up by making a choice. This cost, commonly referred to as the trade-off person gives up by making
a choice.

of a decision, cannot always be measured in dollars. It may refer to the money you forgo
by attending school rather than working, but it may also refer to the time you spend
shopping around to compare brands for a major purchase.
In either case, the resources you give up (money or time)
have a value that is lost.

Decision making will be an ongoing part of your
personal and financial situation. Thus, you will need to
consider the lost opportunities that will result from your
decisions. Since decisions vary based on each person’s
situation and values, opportunity costs will differ for each
person.

EVALUATING RISK Uncertainty is a part of every
decision. Selecting a college 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 Various risks should be
cost only a few dollars. Your chances of losing something of great value are low in these ~ considered when making
situations. financial decisions.

In many financial decisions, identifying and evaluating risk is difficult (see
Exhibit 1-2). The best way to consider risk is to gather information based on your
experience and the experiences of others and to use financial planning information
sources.
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Exhibit
Types of risk

My Life 1

When making major financial decisions,

Part 1 PLANNING YOUR PERSONAL FINANCES

e Rising or falling (deflation) prices cause changes in buying power.

Inflation Risk * Decide whether to buy something now or later. If you
\ 5’ buy later, you may have to pay more.

e Changing interest rates affect your costs (when you borrow) and
your benefits (when you save or invest).
® Borrowing at a low interest rate when interest rates are rising can be

Interest Rate Risk to your advantage. Variable rate loans may increase, resulting in
& % higher payments. If you save when interest rates are dropping, you
will earn a lower return with a six-month savings certificate than
with a certificate having a longer maturity.
¢ The loss of a job may result from changes in consumer spending
Income Risk or expanded use of technology.
\ ., e Individuals who face the risk of unemployment need to save
while employed or acquire skills they can use to obtain a
different type of work.

e Many factors can create a less than desirable situation. Purchasing a
certain brand or from a certain store may create the risk of having to

Personal Risk . . . ) .
obtain repairs at an inconvenient location.
e Personal risk may also take the form of health risks, safety risks, or
additional costs associated with various purchases or financial

decisions.

e Some savings and investments have potential for higher earnings.

\ Liquidity Risk However, they may be more difficult to convert to cash or to sell
without significant loss in value.

FINANCIAL PLANNING INFORMATION SOURCES
When you travel, you often need a map. Traveling the path of
financial planning requires a different kind of map. Relevant

I research them using a variety of information is required at each stage of the decision-making

information sources.

Always consider information from several
sources when making financial decisions. In

process. This book provides the foundation you need to make
appropriate personal financial planning decisions. Changing
personal, social, and economic conditions will require that you

addition to various Web sites, see Appendix A continually supplement and update your knowledge. Exhibit 1-3
for other financial planning resources. offers an overview of the informational resources available

when making personal financial decisions.

Step 4 Example As Kent Mullins evaluates his alternative courses of action,
he must consider his income needs for both the short term and the long term. He
should also assess career opportunities with his current skills and his potential with
advanced training. What risks and trade-offs should Kent consider?

How about you? Depending on your current (or future) life situation, what types
of risks might you encounter in your various personal financial activities?

STEP 5: CREATE AND IMPLEMENT YOUR
FINANCIAL ACTION PLAN

This step of the financial planning process involves developing an action plan that iden-
tifies ways to achieve your goals. For example, you can increase your savings by reduc-
ing 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, shelter current income in a tax-deferred
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Exhibit 1-3

Financial planning
information sources

Print and Media

* books
e periodicals
* newsletters
o television, radio
programs

retirement program, or buy municipal securities. As you achieve your short-term or
immediate goals, the goals next in priority will come into focus.

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 insurance
or the services of an investment broker to purchase stocks, bonds, or mutual funds.

Step 5 Example Kent Mullins has decided to work full time for a few years
while he (1) pays off his student loans, (2) saves money for graduate school, and
(3) takes a couple of courses in the evenings and on weekends. What are the ben-
efits and drawbacks of this choice?

How about you? Depending on your current (or future) life situation, describe
the benefits and drawbacks of a financial situation you have encountered during the

ast year.
\pasty Y,

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 regu-
larly 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.

When life events affect your financial needs, this
financial planning process will provide a vehicle for

DID YOU KNOW?

Phone apps are available for comparing prices,
locating an ATM, and monitoring investments.
Mobile phones with Web access provide
many personal finance capabilities with

costs ranging from free to a few dollars.

adapting to those changes. Regularly reviewing 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.
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Step 6 Example Over the next 6 to 12 months, Kent Mullins should reassess
his financial, career, and personal situations. What employment opportunities or
family circumstances might affect his need or desire to take a different course of
action?

How about you? Depending on your current (or future) life situation, what fac-
tors in your life might affect your personal financial situation and decisions in the

future?
o J

CONCEPT CHECK 1-1 M

1 What are the main elements of every decision we make?

2 What are some risks associated with financial decisions?

3 What are some common sources of financial planning information?

4 Why should you reevaluate your actions after making a personal financial decision?

Action Application Prepare a list of potential risks involved with making vari-
ous personal and financial decisions. What actions might be taken to investigate and
reduce these risks?

Developing Personal Financial Goals

Objective 2

Develop personal financial
goals.

A variety of personal and
financial goals will motivate
your actions.

Since the United States is one of the richest countries in the world, it is difficult to
understand why so many Americans have money problems. The answer seems to be the
result of two main factors. The first is poor planning and weak money management hab-
its in areas such as spending and the use of credit. The other factor is extensive advertis-
ing, selling efforts, and product availability. Achieving personal financial satisfaction
starts with clear financial goals.

TYPES OF FINANCIAL GOALS

Two factors commonly influence your financial aspira-
tions for the future. The first is the time frame in which
you would like to achieve your goals. The second is the
type of financial need that drives your goals.

TIMING OF 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.

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

* intermediate goals have a time frame from one to
five years.

* 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.
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Long-term goals should be planned in coordination with short-term and intermediate
ones. Setting and achieving short-term goals is the basis for achieving long-term goals.
For example, saving for a down payment to buy a house is an intermediate goal that can
be a foundation for a long-term goal: owning your own home.

Goal frequency is another ingredient in the financial planning process. Some goals,
such as vacations or money for gifts, may be set annually. Other goals, such as a college
education, a car, or a house, occur less frequently.

GOALS FOR DIFFERENT FINANCIAL NEEDS A goal of obtaining

increased career training is different from a goal of saving money to pay a semi-

annual auto insurance premium. Consumable-product
goals usually occur on a periodic basis and involve
items that are used up relatively quickly, such as food,
clothing, and entertainment. Such purchases, if made
unwisely, can have a negative effect on your financial
situation.

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, and leisure. Goal setting for these
life circumstances is also necessary for your overall
well-being.

GOAL-SETTING GUIDELINES

DID YOU KNOW?

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, sav-

ers who say they have financial plans report

about twice as much savings and invest-

ments as savers without plans.

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 making.
Your financial goals are the basis for planning, implementing, and measuring the prog-
ress of your spending, saving, and investing activities. Exhibit 1-4 on page 10 offers
typical goals and financial activities for various life situations.

Your financial goals should take as S-M-A-R-T approach, in that they are:

S—specific, so you know exactly what your goals are
so you can create a plan designed to achieve those
objectives.

M-—measurable with a specific amount. For example,

“Accumulate $5,000 in an investment fund within three

years” is more measurable than “Put money into an
investment fund.”

A—action-oriented, providing the basis for the personal
financial activities you will undertake. For example,

“Reduce credit card debt” will usually mean actions to

pay off amounts owed.

R—realistic, involving goals based on your income and life

situation. For example, it is probably not realistic to

expect to buy a new car each year if you are a full-time

student.

My Life 2

My specific financial goals for the next year
are written down.

Having specific financial goals in writing that
you review on a regular basis is the founda-
tion of successful personal financial planning.
To start (or continue) creating and achieving
your financial goals, use “Financial Planning
for Life's Situations: Developing Financial
Goals” on page 11.

T—time-based, indicating a time frame for achieving the goal,
such as three years. This allows you to measure your progress toward your

financial goals.
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Exhibit Financial goals and activities for various life situations

Time to Take Action ... Common Financial Goals and Activities

¢ Evaluate and select
appropriate investments.

e Obtain appropriate career e Accumulate an appropriate
training.’ emergency fund.

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 investment program.

¢ Make a will and develop
e Create and implement a an estate plan.

flexible budget.

If This Is Your Life Situation, You Should ... Specialized Financial Activities

Young, single (18-35)

Young couple with
children under 18

Single parent with
children under 18

Young dual-income
couple, no children

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

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

Older (50+), single

e Establish financial independence.

e Obtain disability insurance to replace income during
prolonged illness.

e Consider home purchase for tax benefit.

o Carefully manage the increased need for the use of credit.

e Obtain an appropriate amount of life insurance for the
care of dependents.

e Use a will to name a guardian for children.

¢ 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.

e Coordinate insurance coverage and other benefits.

e Develop savings and investment program for changes in
life situation (larger house, children).

e Consider tax-deferred contributions to retirement fund.

e Review financial assets and estate plans.

e Consider household budget changes several years prior
to retirement.

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

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

e 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.

e Make arrangements for long-term health care coverage.

e Review will and estate plan.

¢ Plan retirement living facilities, living expenses, and
activities.




Financial Planning for Life’s Situations

DEVELOPING FINANCIAL GOALS

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

STEP 1 STEP 3
Realistic goals for your Determine time frame
life situation

STEP 2 STEP 4
State goals in Actions to be taken

measurable terms

T

MCONCEPT CHECK 1-2 ==\ .| Setting personal

financial goals

1 What are examples of long-term goals?
2 What are the five main characteristics of useful financial goals?

Action Application Ask friends, relatives, and others about their short-term
and long-term financial goals. What are some of the common goals for various
personal situations?

Influences on Personal Financial Planning

Many factors influence daily financial decisions, ranging from age and household size Objective 3
to interest rates and inflation. Three main elements affect financial planning activities:
life situation, personal values, and economic factors.

Assess personal and eco-
nomic factors that influence
personal financial planning.

LIFE SITUATION AND PERSONAL VALUES

People in their 20s spend money differently than 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 factors.

1
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Exhibit

Life situation influences
on your financial
decisions

My Life 3

My family and household situation is likely to
stay fairly stable over the next year or two.

Many personal, social, and economic fac-
tors can affect your life situation. Refer to
Exhibit 1-4 for further information on finan-
cial goals and personal finance activities for

various life situations.

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.

Part 1 PLANNING YOUR PERSONAL FINANCES
Age Employment Situation
*18-24 *45-54 o full-time o full-time employment
s 257 30 . 55 < student or volunteer work
* not employed - e part-time employment
*35-44 * 65 and over or volunteer work
q Number and Age of
* no other household ¢ college students
e single ¢ separated/divorced RElibRE o dependent
o married « widowed o preschool children adults
¢ elementary and ¢ nondependent
secondary adults
schoolchildren

As our society changes, different types of financial needs
evolve. Today people tend to get married at a later age, and more
households have two incomes. Many households are headed
by single parents. More than 2 million women provide 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 1-5 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 marital status, household size, and employment,
as well as events such as

¢ Graduation (at various levels of * Dependent children leaving home.

education). * Changes in health.
* Engagement and marriage.  Divorce.
¢ The birth or adoption of a child. ¢ Retirement.
* A career change or a move to * The death of a spouse, family mem-

a new area. ber, 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.

ECONOMIC FACTORS

Daily economic activities are another important influence on financial planning. In
our society, the forces of supply and demand play an important role in setting prices.
Economics is the study of how wealth is created and distributed. The economic envi-
ronment includes various institutions, principally business, labor, and government, that
must 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
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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 government securities. The Fed
attempts to make adequate funds available for consumer spending
and business expansion while keeping interest rates and consumer
prices at an appropriate level.

GLOBAL INFLUENCES The global marketplace influ-
ences financial activities. Our economy is affected by both the
financial activities of foreign investors and competition from for-
eign companies. American businesses compete against foreign
companies for the spending dollars of American consumers.

When the level of exports of U.S.-made goods is lower than  Various economic conditions affect the value of
the level of imported goods, more U.S. dollars leave the country investments and your personal financial situation.

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 their dollars in the United
States, the domestic money supply is reduced. This reduced money supply may cause
higher interest rates.

ECONOMIC CONDITIONS Financial Web sites provide current economic
statistics. Exhibit 1-6 has an overview of some economic indicators that influence
financial decisions. Your personal financial decisions are most heavily influenced by
consumer prices, consumer spending, and interest rates.

1. Consumer Prices 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 one year ago would now cost $105.
This means it now takes more money to buy the same amount of goods and services.

The main cause of inflation is an increase in demand without a comparable increase
in supply. For example, if people have more money to spend because of pay increases
or borrowing but the same amounts of goods and services are available, the increased
demand can bid up prices for those 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 smaller amounts of
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. If you pay 10 percent interest on a loan and the inflation
rate is 12 percent, the dollars you pay the lender have lost buying power. For this reason,
interest rates rise in periods of high inflation.

The rate of inflation varies. During the late 1950s and early 1960s, the annual infla-
tion rate was in the 1 to 3 percent range. During the late 1970s and early 1980s, the
cost of living 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).

inflation A rise in the
general level of prices.

13
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Exhibit

Part 1

PLANNING YOUR PERSONAL FINANCES

Changing economic conditions and financial decisions

Economic Factor

What It Measures

How It Influences Financial Planning

Consumer prices

Consumer spending

Interest rates

Money supply

Unemployment

Housing starts

Gross domestic
product (GDP)

Trade balance

Dow Jones Average,
S&P 500, other stock
market indexes

The buying power of a dollar; changes
in inflation.

The demand for goods and services
by individuals and households.

The cost of money; the cost of credit
when you borrow; the return on your
money when you save or invest.

The dollars available for spending in
our economy.

The number of people without
employment who are willing and
able to work.

The number of new homes being
built.

The total value of goods and services
produced within a country’s borders,
including items produced with
foreign resources.

The difference between a country’s
exports and its imports.

The relative value of stocks
represented by the index.

If consumer prices increase faster than your
income, you are unable to purchase the same
amount of goods and services; higher consumer
prices will also cause higher interest rates.

Increased consumer spending is likely to cre-
ate more jobs and higher wages; high levels
of consumer spending and borrowing can also
push up consumer prices and interest rates.

Higher interest rates make buying on credit
more expensive; higher interest rates make
saving and investing more attractive and
discourage borrowing.

Interest rates tend to decline as more people
save and invest; but higher saving (and lower
spending) may also reduce job opportunities.

People who are unemployed should reduce
their debt level and have an emergency sav-
ings fund for living costs while out of work;
high unemployment reduces consumer
spending and job opportunities.

Increased home building results in more job
opportunities, higher wages, more consumer
spending, and overall economic expansion.

The GDP provides an indication of a nation’s
economic viability, resulting in employment
and opportunities for increased personal
wealth.

If a country exports more than it imports,
the balance of payments deficit can result in
price changes for foreign goods.

These indexes provide an indication of the
general movement of stock prices.

More recently, the annual price increase for most goods and services as measured by
the consumer price index has been less than 2 percent. The consumer price index (CPI),
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. For current CPI

information, go to www.bls.gov.

Inflation rates can be deceptive. Most people face hidden inflation since the cost of
necessities (food, gas, health care), on which they spend most of their money, may rise
at a higher rate than the cost of nonessential items. This results in a personal inflation
rate that is higher than the government’s CPI.

Deflation, a decline in prices, can also have damaging economic effects. As prices
drop, consumers expect they will go even lower. As a result, they cut their spending,
which causes damaging economic conditions. While widespread deflation is unlikely,
certain items may be affected, and their prices will drop.




HOW TO . ..

Cope in Times of Financial Difficulty

At some point, financial uncertainty affects nearly everyone. Most wise personal financial planning
strategies advocated during prosperous times are equally valid during times of financial difficulty.
Fundamental personal economic decision making can serve individuals and households in all
circumstances, such as:

What Why

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

. 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.

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

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

. Avoid financial People are desperate when faced with financial difficulties, which can make
scams. them more vulnerable to investment fraud, credit repair swindles, and other
deceptions. Obtain complete information before taking action. Don't rush into
a "too good to be true” situation.

. Communicate with Talking about the financial difficulties can reduce anxiety. These discussions can
family members. have benefits during the crisis and can help prepare children for financial situ-
ations they will likely encounter in their lifetime. Involve them in decisions that
might be necessary to reduce family spending.

These suggestions may be valid for every financial situation in every economic setting. Your ability to know
and use wise personal finance strategies will serve you in all stages of your life and in every stage of the
business cycle.

2. Consumer Spending Total demand for goods and services in the economy influ-
ences employment opportunities and the potential for income. As consumer purchasing
increases, the financial resources of current and prospective employees expand. This
situation improves the financial condition of many households.

In contrast, reduced spending causes unemployment, since staff reduction com-
monly results from a company’s reduced financial resources. The financial hardships
of unemployment are a major concern of business, labor, and government. Retraining
programs, income assistance, and job services can help people adjust.

15
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heet 4
=2\ -1 Monitoring
current economic
conditions

Part 1 PLANNING YOUR PERSONAL FINANCES

3. 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
rates. When consumer saving and investing increase the supply of money, interest rates
tend to decrease. However, as consumer, business, government, and foreign borrowing
increase the demand for money, interest rates tend to rise.

Interest rates affect your 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 fac-
tors 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.
Current interest rate data may be obtained at www.federalreserve.gov.

CONCEPT CHECK 1-3 M

1 How do age, marital status, household size, employment situation, and other per-
sonal factors affect financial planning?

2 How might the uncertainty of inflation make personal financial planning difficult?

3 What factors influence the level of interest rates?

Action Application Using Web research and discussion with others, create an
inflation rate that reflects the change in price for items commonly bought by you and
your family.

Opportunity Costs and the Time Value of Money

Objective 4

Calculate time value of
money situations associated
with personal financial
decisions.

Exhibit

Opportunity costs and
financial results should
be assessed when making
financial decisions

Have you noticed that you must 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. These opportunity costs
may be viewed in terms of both personal and financial resources (see Exhibit 1-7).

Financial
Acquisitions
(automobile, home,
college education,
investments,
insurance coverage,
retirement fund)

Personal
Opportunity Costs

(time, effort, health)
Financial
Opportunity Costs
(interest, liquidity, safety)
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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. The allocation of time should be viewed like any
decision: Select your use of time to meet your needs, achieve your goals, and satisfy
personal values.

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 careful 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 time value of money
money as a result of interest earned. Saving or investing a dollar instead of spending Increases in an amount
it today results in a future amount greater than a dollar. Every time you spend, save, of money as a result of
invest, or borrow money, you should consider the time value of that money as an oppor- interestcarned:
tunity 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.
Borrowing to make a purchase involves the opportunity cost of paying interest on the
loan, but your current needs may make this trade-off worthwhile.
The opportunity cost of the time value of money is also present in these financial
decisions:

¢ Setting aside funds in a savings plan with little or no risk has the opportunity cost
of potentially higher returns from an investment with greater risk.

* Having extra money withheld from your paycheck in order to receive a tax refund
has the opportunity cost of the lost interest the money could earn in a savings
account.

e Making annual deposits in a retirement account can help you avoid the opportu-
nity cost of having inadequate funds later in life.

* Purchasing a new automobile or home appliance has the potential benefit of sav-
ing you money on future maintenance and energy costs.

INTEREST CALCULATIONS Three amounts are required 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).

* 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 Annual )
. : Time _
in X interest X . = Interest
. period
savings rate

For example, $500 on deposit at 6 percent for six months would earn $15
($500 X 0.06 X 6/12, or 1/2 year).
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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.

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.

My Life 4

Time value of money calculations often
guide my saving and spending decisions.

Part 1 PLANNING YOUR PERSONAL FINANCES

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 inter-
est 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
computed as follows:

Future value = $1|00 + ($100 X 0.06I X 1 year) + $106

Original amount Amount of
in savings interest earned

The same process could be continued for a second, third, and fourth year, but the com-
putations would be time consuming. Future value tables simplify the process (see
Exhibit 1-8). 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 1-8A shows, all the future
value factors are larger than 1.

Future value computations may be referred to as compound-
ing, since interest is earned on previously earned interest. Com-
pounding 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, making the $1,000 deposit

To assist you with using future value and at age 25 would result in an account balance of $7,040 at age 65.
present value computations for achieving
personal financial goals, several Web sites are FUTURE VALUE OF A SERIES OF DEPOSITS

available: for example, www.dinkytown.net,
www.moneychimp.com/calculator, and

cgi.money.cnn.com/tools

Quite often, savers and investors make regular deposits. An
annuity is a series of equal deposits or payments. To deter-
mine the future value of equal yearly savings deposits, use
Exhibit 1-8B. For this table to be used, the deposits must earn
a constant interest 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 Financial Planning Calculations box
on page 20 presents an example of using future value to achieve a financial goal.

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 inter-
est 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 1-8C) 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, since all of the factors in Exhibit 1-8C are less than 1 and interest earned
will increase the present value amount to the desired future amount.

PRESENT VALUE OF A SERIES OF DEPOSITS You can also use present
value computations to determine how much you need to deposit so that you can take a cer-
tain amount out of the account for a desired number of years. For example, if you want to



A. Future Value of $1 (single amount)

Percent
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 0.784 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 4.212 4.100 3.993 3.890
6 5.076 4.917 4.767 4.623 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 (6.247] 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.

Exhibit

Time value of money
tables (condensed)
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Financial Planning Calculations

TIME VALUE OF MONEY CALCULATION METHODS

The time value of money may be calculated using a
variety of techniques. When achieving specific financial
goals requires regular deposits to a savings or invest-
ment 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. These
are described in the appendix at the end
of this chapter.

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

Financial Calculator A variety of
handheld financial calculators are pro-
grammed with various financial func-
tions. Both future value and present
value calculations may be performed
using the appropriate keystrokes.

Spreadsheet Software Excel and

other spreadsheet programs have built-in
formulas for various financial computa-
tions, 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 deter-
mining 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 future value table in Exhibit 1-8A:
$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 E
Interest rate

5[1]
Result $

(Keystrokes for various brands and models of financial
calculators are available at www.TVMCalcs.com)
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

e www.moneychimp.com/calculator

e cgi.money.cnn.com/tools

Note: The slight differences in answers are the result of rounding.
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take $400 out of an investment account each year for nine
years and your money is earning an annual rate of 8 per-
cent, you can see from Exhibit 1-8D that you would need
to make a current deposit of $2,498.80 ($400 X 6.247).
The formulas for calculating future and present val-

Personal Finance Basics and the Time Value of Money 21

DID YOU KNOW?

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 from ages
22 to 30, at age 65 this fund will be worth
$579,471! Most important: Start

investing something now!

ues, as well as tables covering a wider range of interest
rates and time periods, are presented in the appendix at
the end of this chapter. Additional methods for calculat-
ing time value of money are also shown in the “Financial
Planning Calculations” box.

MCONCEPT CHECK 1-4 ‘;A, Time value

=" of money
calculations

1 How can you use future value and present value computations to measure the
opportunity cost of a financial decision?
2 Use the time value of money tables in Exhibit 1-8 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.
c. The present value of $500 received in eight years with an interest rate of
8 percent.

Action Application 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.

Achieving Financial Goals

Throughout life, our needs usually can be satisfied with the intelligent use of financial Objective 5
resources. Financial planning involves deciding how to obtain, protect, and use those : :
resources. By using the eight major areas of personal financial planning to organize ldentify strategies for

your financial activities, you can avoid many common money mistakes. achieving personal finan-
cial goals for different life

situations.

COMPONENTS OF PERSONAL FINANCIAL
PLANNING

This book is designed to provide a framework for the study and planning of personal
financial decisions. Exhibit 1-9 presents an overview of the eight major personal finan-
cial planning areas. To achieve a successful financial situation, you must coordinate
these components through an organized plan and wise decision making.

OBTAINING (CHAPTER 2) 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.

Online Sources for Obtaining Many guidelines for effective career plan-
ning and professional development may be obtained at www.rileyguide.com and
WWw.monster.com.
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Exhibit

Components of personal
financial planning

liquidity The ability to
readily convert financial
resources into cash with-
out a loss in value.

Part 1 PLANNING YOUR PERSONAL FINANCES

Part 6
Controlling Your
Financial Future

Part 1
Planning Your
Personal Finances

Part 5
Investing Your
Financial
Resources
Planning
(Chapters 3, 4)
Saving

(Chapter 5)

Part4
Insuring Your

Resources Borrowing

(Chapters 6, 7) Part 2

Managing Your

Part 3 Personal Finances

Making Your
Purchasing Decisions

PLANNING (CHAPTERS 3, 4) Planned spending through budgeting is the
key to achieving goals and future financial security. Efforts to anticipate expenses and
financial decisions can also help reduce taxes. The ability to pay your fair share of
taxes—no more, no less—is vital to increasing your financial resources.

Online Sources for Planning Budgeting is an ongoing activity, and tax plan-
ning should not occur only around April 15. For assistance, go to www.money.com,
www.20somethingfinance.com, and www.irs.gov.

SAVING (CHAPTER 5) Long-term financial security starts with a regular sav-
ings plan for emergencies, unexpected bills, replacement of major items, and the pur-
chase 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.

An amount of savings must be available to meet current household needs.
Liquidity refers to the ability to readily convert financial resources into cash without
a loss in value. The need for liquidity will vary based on a person’s age, health, and
family situation. Savings plans such as interest-earning checking accounts, money
market accounts, and money market funds earn money on your savings while provid-
ing liquidity.

Online Sources for Saving Fast updates on savings rates and other banking
services are available at www.bankrate.com and www.banx.com.




Chapter 1 Personal Finance Basics and the Time Value of Money

BORROWING (CHAPTERS 6, 7) 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 a person’s debts far exceed the resources available to pay
those debts. Bankruptcy is a set of federal laws that allow 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 7 discusses
bankruptcy in detail.

Online Sources for Borrowing Current rates for credit cards, personal loans,
and other types of credit are available at www.bankmonitornotes.com, wWww.
consumercredit.com and www.bankrate.com.

SPENDING (CHAPTERS 8, 9) Financial planning is designed not
to prevent your enjoyment of life but to help you obtain the things you want.
Too often, however, people make purchases without considering the financial
consequences. Some people shop compulsively, 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.

Online Sources for Spending Consumer buying information is avail-
able at www.consumerworld.org and www.consumer.gov. Over 70 percent
of car buyers research purchases online at Web sites such as www.autoweb
.com and autos.msn.com. Prospective home buyers can obtain financing
online at www.hsh.com and www.eloan.com.

MANAGING RISK (CHAPTERS 10-12) Adequate insurance
coverage is another component of personal 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 disability insurance. The insurance industry is
more aggressive in selling life insurance than in selling disability insurance, thus put-
ting the burden of obtaining adequate disability insurance on you.

Many households have excessive or overlapping insurance coverage. Insuring prop-
erty for more than it is worth may be a waste of money, as may both a husband and a
wife having similar health insurance coverage.

Online Sources for Managing Risk Insurance planning assistance and rate
quotes may be obtained at personalinsure.about.com and www.carinsurance.com.

INVESTING (CHAPTERS 13-17) While many types of investment vehicles
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.
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bankruptcy A set of
federal laws that allow
you to either restructure
your debts or remove
certain debts.

The planning component of
personal finance provides a
foundation for other activities.
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You can achieve investment diversification by including a variety of assets in your
portfolio—for example, stocks, bond mutual funds, real estate, and collectibles such as
rare coins. Obtaining general investment advice is easy; however, it is more difficult to
obtain specific investment advice to meet your individual needs and goals.

Online Sources for Investing “Information is power”—this is especially true
when investing. You can obtain company information and investment assistance at
finance.yahoo.com, www.fool.com, and www.marketwatch.com.

RETIREMENT AND ESTATE PLANNING

DID YOU KNOW? (CHAPTERS 18, 19) Most people desire financial

security upon completion of full-time employment. But

In 1935, Grace Groner purchased three shares of retirement planning also involves thinking about your
Abbott Laboratories stock for $180. In 2010, at housing situation, your recreational activities, and pos-

the time of her death, as a result of stock splits and
reinvested dividends, that initial investment was
worth $7 million. These funds were donated to
Lake Forest College, where Groner attended
school, to provide scholarships for foreign

study and internships.

financial plan A formal-
ized report that summa-
rizes your current financial
situation, analyzes your
financial needs, and rec-
ommends future financial
activities.

sible 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. A knowledge of property transfer methods
can help you select the best course of action for fund-
ing current and future living costs, educational expenses,
and retirement needs of dependents.

Online Sources for Retirement and Estate Planning Whether you are 40
years or 40 minutes away from retiring, you can obtain assistance at retireplan
.about.com, www.aarp.org, and www.estateplanninglinks.com.

DEVELOPING A FLEXIBLE FINANCIAL PLAN

A financial plan is a formalized report that summarizes your current financial situ-
ation, analyzes your financial needs, and recommends future financial activities. You
can create this document on your own, seek assistance from a financial planner, or
use a money management software package. Exhibit 1-10 offers a framework for
developing and implementing a financial plan, along with examples for several life
situations.

IMPLEMENTING YOUR FINANCIAL PLAN

You must have a plan before you can implement it. However, once you have clearly
assessed your current situation and identified your financial goals, what do you do next?

The most important strategy for success is to develop financial habits that contribute
to both short-term satisfaction and long-term financial security, including the following:

1. Using a well-conceived spending plan will help you stay within your income while
you save and invest for the future. The main source of financial difficulties is
overspending.

2. Having appropriate insurance protection will help you prevent financial disasters.

3. Becoming informed about tax and investment alternatives will help you expand
your financial resources.
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Exhibit Financial planning in action for different life situations
Now ® Within a Year o More than a
Year from
Now
Assess your Short-Term Financial
current situation Strategies
e Create and implement
a budget

e Pay off credit card debts
¢ Obtain adequate
Develop financial ° insurance
goals e Establish a regular
savings program
e Invest in safe, income-
producing financial

instruments
Select appropriate e Use rental housing;
plans of action save for home purchase
Examples

Life situation: Single parent

in 10 years

Life situation: Young couple
Goal: Save for down payment

or investment program
for home purchase

Life situation: Middle-aged person

or couple ¢ Purchase life insurance with
eseeessscsscssescsscss —e L
Goal: Provide for financial needs parents as beneficiaries
of parents

STUDYING PERSONAL FINANCE

Within each chapter of this book are various learning devices
to help you build knowledge. The Personal Financial Planner
sheets provide a framework for creating and implementing your
financial activities. The Web site (www.mhhe.com/kdh) con-
nects you to additional resources and activities. As you move
into the following chapters, we recommend that you:

* Read and study the book carefully. Use the Concept
Checks and end-of-chapter activities.

¢ Use media sources for the latest personal finance
information.

* Talk to others, experts and friends, who have knowledge
of various money topics.

¢ Search the Web for answers to questions that result from
your desire to know more.

Long-Term Financial
Strategies

¢ Invest in financial
instruments for long-term
growth

e Select tax-deferred
investments

e Pay off consumer debts
and home mortgage

00000000000O000OI0000C * Make regular deposits to a savings * Obtain life insurance for
Goal: Provide $20,000 college fund ~——®  plansuch as certificates of deposit ——® dependent care in case of

premature death

¢ Create and implement budget to ¢ Continue investment program
—e allow regular deposits to savings — o to provide for expanded housing

needs or emergencies

* Make monthly payments to
——  mutual funds investment
program

My Life 5

| am able to name specific types of risks that
can affect my personal financial decisions.

All decisions involve risk. 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.goy,
www.federalreserve.gov, and www.
bloomberg.com.

Achieving your financial objectives requires two things: (1) a willingness to learn
and (2) appropriate information sources. You must provide the first element; the mate-
rial that follows will provide the second. For successful financial planning, know
where you are now, know where you want to be, and be persistent in your efforts to

get there.
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CONCEPT CHECK 1-5 M

1 What are the main components of personal financial planning?
2 What is the purpose of a financial plan?

3 Identify some common actions taken to achieve financial goals.

Action Application Prepare a list of questions that might be asked of a finan-
cial planning professional by (1) a young professional starting out on his or her own,

(2) a young couple planning for their children’s education and for their own retire-
ment, and (3) a person nearing retirement.
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Objective 1

Analyze the process for making personal financial decisions.
When making major financial decisions, use a variety of infor-
mation sources to implement the personal financial planning pro-
cess: (1) determine your current financial situation, (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.

Objective 2

Develop personal financial goals.

The financial goals you develop 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

Assess personal and economic factors that influence per-
sonal financial planning.

Financial goals and financial planning decisions are affected by
a person’s life situation (income, age, household size, health)

SUMMARY OF OBJECTIVES

and personal values, and by economic factors (prices, interest
rates, and employment opportunities).

Objective 4

Calculate time value of money situations associated with
personal financial decisions.

Every decision involves a trade-off with things given up. Per-
sonal opportunity costs include time, effort, and health. Finan-
cial opportunity costs are based on time value of money
calculations. Future value and present value calculations enable
you to measure the increased value (or lost interest) that results
from a saving, investing, borrowing, or purchasing decision.

Objective 5

Identify strategies for achieving personal financial goals for
different life situations.

Successful financial planning requires specific goals combined
with spending, saving, investing, and borrowing strategies
based on your personal situation and various social and eco-
nomic factors, especially inflation and interest rates.

adult life cycle 12 future value
inflation 13

liquidity 22

bankruptcy 23
economics 12

financial plan 24

opportunity cost

KEY TERMS

personal financial planning 2
present value 18

time value of money 17
values 12

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 deter-
mine your earning rate. If your money is expected to double in 12 years, what is your rate of return?

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 1-8C, p. 19 (or Exhibit 1-C, p. 39):

$10,000 X 0.677 = $6,770.

FINANCIAL PLANNING PROBLEMS

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

1. Calculating the Future Value of Property. Ben Collins plans to buy a house for $220,000. If that real estate is expected to increase
in value by 3 percent each year, what will its approximate value be seven years from now? (Obj. 3)
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10.

11.

12.

13.

14.

. Using the Rule of 72. Using the rule of 72, approximate the following amounts. (Obj. 3)

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?

c. Atan annual interest rate of 5 percent, how long will it take for your savings to double?

. Determining the Inflation Rate. In 2000, selected automobiles had an average cost of $16,000. The average cost of those same auto-

mobiles is now $28,000. What was the rate of increase for these automobiles between the two time periods? (Obj. 3)

. Computing Future Living Expenses. A family spends $36,000 a year for living expenses. If prices increase by 2 percent a year

for the next three years, what amount will the family need for their living expenses after three years? (Obj. 3)

. Calculating Earnings on Savings. What would be the yearly earnings for a person with $8,000 in savings at an annual interest

rate of 2.5 percent? (Obj. 4)

. Computing the Time Value of Money. Using time value of money tables, calculate the following. (Obj. 4)

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 earning
8 percent.

. Calculating the Future Value of a Series of Amounts. Elaine Romberg prepares her own income tax return each year. A tax

preparer would charge her $80 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. 4)

. Calculating the Time Value of Money for Savings Goals. If you desire to have $20,000 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. 4)

. Calculating the Present Value of a Series. Pete Morton is planning to go to graduate school in a program of study that will take

three years. Pete wants to have $12,000 available each year for various school and living expenses. If he earns 4 percent on his
money, how much must be deposited at the start of his studies to be able to withdraw $12,000 a year for three years? (Obj. 4)

Using the Time Value of Money for Retirement Planning. Carla Lopez deposits $3,000 a year into her retirement account. If these funds
have an average earning of 9 percent over the 40 years until her retirement, what will be the value of her retirement account? (Obj. 4)

Calculating the Value of Reduced Spending. If a person spends $15 a week on coffee (assume $750 a year), what would be the
future value of that amount over 10 years if the funds were deposited in an account earning 3 percent? (Obj. 4)

Calculating the Present Value of Future Cash Flows. A financial company advertises on television that they will pay you
$60,000 now in exchange 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. 4)

Calculating the Potential Future Value of Savings. Tran Lee plans to set aside $2,400 a year for the next six years, earning
4 percent. What would be the future value of this savings amount? (Obj. 4)

Determining a Loan Payment Amount. If you borrow $8,000 with a 5 percent interest rate, to be repaid in five equal yearly payments,
what would be the amount of each payment? (Note: Use the present value of an annuity table in the chapter appendix.) (Obj. 4)

FINANCIAL PLANNING ACTIVITIES
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. Comparing Financial Planning Actions. Survey friends, relatives, and others to determine the process they use when making

financial decisions. How do these people measure risk when making financial decisions? (Obj. 1)

Using Financial Planning Experts. Prepare a list of financial planning specialists (investment advisers, credit counselors, insurance
agents, real estate brokers, tax preparers) in your community who can assist people with personal financial planning. (Obj. 1, 3)

. Setting Financial Goals. Using Sheet 3 in the Personal Financial Planner, create one short-term and one long-term goal for

people in these life situations: (a) a young single person, (b) a single parent with a child age 8, (¢) a married person with no
children, and (d) a retired person. (Obj. 2)

. Analyzing Changing Life Situations. Ask friends, relatives, and others how their spending, saving, and borrowing activities

changed when they decided to continue their education, change careers, or have children. (Obj. 3)

. Researching Economic Conditions. Use library resources, such as The Wall Street Journal, www.businessweek.com, or other

Web sites to determine recent trends in interest rates, inflation, and other economic indicators. Information about the consumer



price index (measuring changes in the cost of living) may be obtained at www.bls.gov. Report how this economic information

might affect your financial planning decisions. (Obj. 3)

6. Comparing Alternative Financial Actions. What actions would be necessary to compare a financial planner who advertises “One
Low Fee Is Charged to Develop Your Personal Financial Plan” and one that advertises “You Are Not Charged a Fee, My Services
Are Covered by the Investment Company for Which I Work™? (Obj. 4, 5)

Now What Should | Do?

When Nina opened the letter from her aunt, she discovered 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?”

“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.

FINANCIAL PLANNING CASE

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

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

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

“Some financial advisors recommend not doing anything for
at least 6 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!”

Questions

1. Which additional information might be necessary to know
about Nina 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?

PERSONAL FINANCIAL PLANNER IN ACTION

Starting Your Financial Plan

Planning is the foundation for success in every aspect of life. Assessing your current financial situation, along with setting goals is the

key to successful financial planning.

Your Short-Term Financial Planning Activities

Resources

1. Prepare a list of personal and financial information for yourself and family members.
Also create a list of financial service organizations that you use.

PFP Sheets 1, 2
WWw.money.com
www.kiplinger.com

2. Set financial goals related to various current and future needs.

PFPSheet 3
http://financialplan.about.com

actions to take related to your personal finances.

3. Monitor current economic conditions (inflation, interest rates) to determine possible

PFPSheet 4
www.federalreserve.gov
www.bls.gov

Your Long-Term Financial Planning Activities

Resources

those goals.

1. Based on various financial goals, calculate the savings deposits necessary to achieve

PFP Sheet 5
www.dinkytown.net

the next two to five years.

2. Identify various financial planning actions for you and other household members for

Text pages
www.moneycentral.msn.com
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CONTINUING CASE

Getting Started

Life Situation Financial Data
Single Monthly Income $1,750
Age 21 Living Expenses $1,210
No dependents Personal property $7,300
College student Savings $2,000
Student loan $3,000
Credit card debt $2,400

Shelby Johnson has a flair for grooming dogs and cats. She hopes to open her own pet salon when she graduates college. She is
currently completing her sophomore year in business while working at a local pet store. Shelby has been living with a roommate
(Melinda) in an apartment near her work in order to reduce her living expenses. However, she continually uses her credit card to
make ends meet.

Her personal property consists of a 2005 car ($5,550) that gets great gas mileage, a television set with a DVD player ($400), a
digital camera ($50), a laptop computer ($400), clothing ($300), and some furnishings valued at $600 (bed, dresser, lamp, clock,
couch) with a total value of $7,300.

Questions
1. Given her current situation, list various personal financial decisions that Shelby may be considering at this point in her life.

2. Describe what short-term, intermediate and long-term goals Shelby should develop using “Setting Personal Financial Goals”
(Sheet 3) located at the back of this book.

3. What types of time value of money calculations would be helpful for Shelby?

DAILY 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 I spend my money.”

Directions

Nearly everyone who has taken the effort to keeping a Daily Spending Diary has found it beneficial. While at first the process may
seem tedious, after awhile, recording this information becomes easier and faster.

Using the “Daily Spending Diary” sheets, record every cent of your spending each day in the categories provided. Or you may cre-
ate 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.

Analysis 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 at www.mhhe.com/kdh
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Appendix:
The Time Value of
Money: Future Value
and Present Value
Computations
-

“If T 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?”

“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 apartment 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 currently 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 the earnings from lending money. The
interest is based on three elements:

* The dollar amount, called the principal.
* The rate of interest.
* The amount of time.

The formula and financial calculator computations are as follows:

Interest Rate Basics

Formula Financial Calculator*

Interest = Principal X Rate of interest (annual) X Time (years)
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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 22 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 —750 8[v] 9112 = 75[Njo

[Fv]795.795 — 750 = 45

*(Note: These financial calculator notations may require slightly different keystrokes when using various brands and models, see www.
TVMCalcs.com.)

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 36.)

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 interest.
This calculation involves the following elements:

FV = Future value
PV = Present value
1 = 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 + i)’ FV = PV (Table factor) 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(1 + 0.10)3 Using Exhibit 1-A: 1[PV], 107v], 3[N] 0 [PMmT], 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 36). 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 |
I g I g

After year 0 1 2 3

> T
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Formula Table Financial Calculator

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[Y], 1.5 x 12 = 18N} 0
[PmT] 478.46

SAMPLE PROBLEM 3

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

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: |E
J 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: ‘ 4 3[N] 10[i7Y], 0 [pv], [cPT] [FV] 3.31

0.10 $3.31=$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 Interes‘&$0.10 Interest $0.21

After year 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:

$40(1 + 0.08)0 -1 Using Exhibit 1-B —40 [PmT], 10[N], 10 [I7Y], 0[PV},

0.08 $579.48 = $40(14.487) 579.46

$579.46 =

SAMPLE PROBLEM 5

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

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: |E| '
(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:

s075- S Using Exhibit 1-C: 1] 3N 10[1), o [Pt [cPT][PY]—
(1+0.10) $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 > ! > ! > |

After year 0 1 2 3

Present value tables are available to assist you in this process (see Exhibit 1-C on page 38). 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:

$300 Using Exhibit 1-C: 300[FV] 7 x 2 = 14[N] 10,2 = 5[I”Y] 0
15$151.52 = =0 05y $151.50 = $300(0.505) [PMT), [CPT][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?
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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 calculator
computations are as follows:

Present Value of a Series of Payments

Formula Table Financial Calculator
_ 1_ﬁ Using Exhibit 1-D: IE’
PV = Annuity X 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

| T G002 Using Exhibit 1-D: 1[PMmT], 3[NJ, 10[I7Y] 0 [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 < T < T < 1
Afteryear 0 1 2 3
This same amount appears in Exhibit 1-D on page 40 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

1_7
_ (1+0.14)%
$521.61 = $100 (—0'14

Using Exhibit 1-D: 100 [PMT], 10[NJ, 14[17Y], 0 [FV], [cPT][PV] —

$521.60 = $100(5.216) 521.61156

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 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
Amount borrowed _
Present value of a series table factor (Exhibit 1-D) HEEID [PERLTIES IE

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:

$1,000 _ g30 1, 1000 [PV} 6 [11Y], 3[N], o[FV], [CPT] [PMmT] -
2.673 ' 374.10981

SAMPLE PROBLEM 11

What would be the annual payment amount for a $20,000, 10-year loan at 7 percent?

Answers to Sample Problems

LN R WD

o
= e

Time Value of

1.

$300 X 0.06 X 2.25 years (27 months) = $40.50.

$670 X 0.12 X 2/3 (of a year) = $53.60.

$800(1.587) = $1,269.60. (Use Exhibit 1-A, 8%, 6 periods.)
$200(1.873) = $374.60. (Use Exhibit 1-A, 4%, 16 periods.)
$230(23.276) = $5,353.48. (Use Exhibit 1-B, 6%, 15 periods.)
$375(133.33) = $49,998.75. (Use Exhibit 1-B, 12%, 25 periods.)
$2,200(0.327) = $719.40. (Use Exhibit 1-C, 15%, 8 periods.)
$6,000(0.307) = $1,842. (Use Exhibit 1-C, 3%, 40 periods.)
$200(8.745) = $1,749. (Use Exhibit 1-D, 7%, 14 periods.)
$650(7.963) = $5,175.95. (Use Exhibit 1-D, 11%, 20 periods.)

. $20,000/7.024 = $2,847.38. (Use Exhibit 1-D, 7%, 10 periods.

Money Application Exercises

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

. (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)

. (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)

. (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)

. (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)

. (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)

. (Future value of an annuity) If, instead, you invest $600/Year 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: $202,729.47)
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Exhibit Future value (compounded sum) of $1 after a given number of time periods

Period 1% 2% 3% 4% 5% 6% 7% 8% 9% 10% 1%
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 1145 1166  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 1195 1305  1.423 1.551 1.689 1.838 1999  2.172 2.358 2.558
10 1105 1219 1344  1.480 1.629 1.791 1967 2159  2.367 2.594 2.839
11 1116 1243 1384 1539 1.710 1.898 2105 2332 2580 2.853 3.152
12 1127 1268 1426  1.601 1.796 2.012 2252 2518 2813 3.138 3.498
13 1138 1294 1469  1.665 1.886 2.133 2410 2720  3.066 3.452 3.883
14 1149 1319 1513 1732 1.980 2.261 25579 2937 3342 3.797 4310
15 1.161 1346 1558  1.801 2.079 2.397 2759 3172 3.642 4177 4.785
16 1173 1373 1605  1.873 2.183 2.540 2952 3426  3.970 4.595 5.311
17 1184 1400  1.653  1.948 2.292 2.693 3.159 3700 4328 5.054 5.895
18 1196 1428 1702 2.026 2.407 2.854 3380 399 4717 5.560 6.544
19 1208 1457 1754  2.107 2.527 3.026 3617 4316  5.142 6.116 7.263
20 1220 1.48  1.806  2.191 2.653 3.207 3.870 4661  5.604 6.727 8.062
25 1282 1.641 2094  2.666 3.386 4.292 5427  6.848  8.623 10.835 13.585
30 1348 1.811 2427 3243 4.322 5.743 7.612  10.063 13.268 17.449 22.892
40 1.489 2208 3262  4.801 7.040 10.086 14.974 21725  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 1120 1130 1.140 1.150 1.160 1.170 1.180 1.190 1.200 1.250 1.300
2 1254 1277  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 1574 1630  1.689 1.749 1.811 1.874 1.939 2.005 2.074 2.441 2.856
5 1762 1.842  1.925 2.011 2.100 2.192 2.288 2.386 2.488 3.052 3.713
6 1.974 2082  2.195 2.313 2.436 2.565 2.700 2.840 2.986 3.815 4.827
7 2211 2353 2.502 2.660 2.826 3.001 3.185 3.379 3.583 4.768 6.276
8 2476  2.658  2.853 3.059 3.278 3.511 3.759 4.021 4.300 5.960 8.157
9 2773 3.004  3.252 3.518 3.803 4.108 4.435 4.785 5.160 7.451 10.604
10 3106 3395 3707 4.046 4.411 4.807 5.234 5.696 6.192 9313 13.786
11 3.479 3.836 4.226 4.652 5.117 5.624 6.176 6.777 7.430 11.642 17.922
12 3896 4335 4818 5.350 5.936 6.580 7.288 8.064 8.916 14.552 23.298
13 4363 4898 5492 6.153 6.886 7.699 8.599 9.59 10.699 18.190 30.288
14 4.887 5.535 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  7.98  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 8613 10197  12.056 14.232 16.777 19.748 23214 27.252 31.948 69.389 146.190
20 9.646 11523 13743 16.367 19.461 23.106 27.393 32.429 38.338 86.736 190.050
25 17.000 21.231  26.462 32919  40.874 50.658 62.669 77.388 95.396 264.700 705.640
30 29.960 39.116  50.950 66.212 85850  111.070 143370  184.680  237.380 807.790  2,620.000
40 93.051 132.780 188.880  267.860 378720  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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Exhibit Future value (compounded sum) of $1 paid in at the end of each period of a given
number of time periods (an annuity)

Period 1% 2% 3% 4% 5% 6% 7% 8% 9% 10% 1%
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 4.662 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 20.213 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 34785  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 5215 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 33.253 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
30 241.330 293.200 356.790  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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Exhibit 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 0990 0980 0971 0962 0952 0943 0935 0926 0917  0.909 0901  0.893
2 0980 0961 0943 0925 0907 0890 0873 0857 0842 0826 0812  0.797
3 0971 0942 0915 0889 0864 0840 0816 0794 0772  0.751 0731 0712
4 0961 0924 0885 0855 0823 0792 0763 0735 0708  0.683 0659  0.636
5 0951 0906 0863 0822 0784 0747 0713 0681 0650  0.621 0593  0.567
6 0942 0888 0837 0790 0746 0705 0666 0630 0596 0564 0535  0.507
7 0933 0871 0813 0760 0711 0665 0623 058 0547 0513 0482 0452
8 0923 0853 0789 0731 0677 0627 0582 0540 0502  0.467 0434  0.404
9 0914 0837 0766 0703 0645 0592 0544 0500 0460  0.424 0391  0.361
10 0905 0820 0744 0676 0614 0558 0508 0463 0422 0386 0352 0322
11 0896 0804 0722 0650 0585 0527 0475 0429 038 0350 0317  0.287
12 0887 0788 0701 0625 0557 0497 0444 0397 0356 0319 0286  0.257
13 0879 0773 0681 0601 0530 0469 0415 0368 0326 0290 0258  0.229
14 0870 0758 0661 0577 0505 0442 038 0340 0299 0263 0232 0205
15 0861 0743 0642 0555 0481 0417 0362 0315 0275 0239 0209  0.183
16 0853 0728 0623 0534 0458 0394 0339 0292 0252 0218 0.188  0.163
17 0844 0714 0605 0513 043 0371 0317 0270 0231 0.198 0170  0.146
18 083 0700 0587 0494 0416 0350 0296 0250 0212  0.180 0.153  0.130
19 0828 068 0570 0475 039 0331 0277 0232 0194 0164 0138 0.116
20 0820 0673 0554 045 0377 0312 0258 0215 0178  0.149 0.124  0.104
25 0780 0610 0478 0375 0295 0233 018 0146  0.116  0.092 0.074  0.059
30 0742 0552 0412 0308 0231 0174 0131 0099 0075  0.057 0.044  0.033
40 0672 0453 0307 0208 0142 0097 0067 0046 0032  0.022 0.015  0.011
50 0608 0372 0228 0141 0087 0054 0034 0021 0013  0.009 0.005  0.003
Period 13% 14% 15% 16% 17% 18% 19% 20% 25% 30% 35% 40% 50%
1 0885 0877 0870 0862 0855 0847 0840 0833 0800 0769 0741 0714 0.667
2 0783 0769 0756 0743 0731 0718 0706 0694 0640 0592 0549 0510 0.444
3 0693 0675 0658 0641 0624 0609 0593 0579 0512 0455 0406 0364 0296
4 0613 0592 0572 0552 0534 0515 0499 0482 0410 0350 0301 0260 0.198
5 0543 0519 0497 0476 0456 0437 0419 0402 0320 0269 0223 018 0.132
6 0480 0456 0432 0410 039 0370 0352 0335 0262 0207 0.165  0.133 0.088
7 0425 0400 0376 0354 0333 0314 029 0279 0210 0159 0122  0.095 0.059
8 0376 0351 0327 0305 028 0266 0249 0233 0168 0123 0091  0.068 0.039
9 0333 0300 0284 0263 0243 0225 0209 0194 0134 009 0067 0048 0.026
10 0295 0270 0247 0227 0208 0.191 0176 0162 0107 0073 0050 0035 0.017
11 0261 0237 0215 0495 0178 0162 0148 0135 0086 0056 0037 0025 0.012
12 0231 0208 0187 0.168 0152  0.137 0124 04112 0069 0043 0027 0018 0.008
13 0204 0182 0163 0145 0130 0116 0104 0093 0055 0033 0020 0013 0.005
14 0.181 0160 0141 0125  0.111 0099 0088 0078 0044 0025 0015 0009 0.003
15 0160 0140 0123  0.108  0.095 0084 0074 0065 0035 0020 0011 0006 0.002
16 0141 04123 0107 0093 0081 0071 0062 0054 0028 0015 0008 0005 0.002
17 0125 0108 0093 008 0069 0060 0052 0045 0023 0012 0006  0.003 0.001
18 0111 0095 0081 0069 0059 0051 0044 0038 0018 0009 0005 0002 0.001
19 0098 0083 0070 0060 0051 0043 0037 0031 0014 0007 0003 0002 0
20 0.087 0073 0061 0051 0043 0037 0031 002 0012 0005 0002 0001 0
25 0.047 0038 0030 0024 0020 0016 0013 0010 0004 0001 0001 0 0
30 0026 0020 0015 0012 0009 0007 0005 0004 0001 0 0 0 0
40 0.008 0005 0004 0003 0002 0001 0001 0001 0 0 0 0 0
50 0.002 0001 0001 0001 0 0 0 0 0 0 0 0 0
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PLANNING YOUR PERSONAL FINANCES

Exhibit Present value 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% 11% 12%
1 0990 0980  0.971 0962 0952 0943 0935 0926 0917 0909 0901  0.893
2 1970 1942  1.913 1886  1.859  1.833 1808  1.783 1759 1736 1713 1.690
3 2.941 2.884 2829 2775 2723 2673 2624 2577 2531 2487 2444 2402
4 3902  3.808 3717  3.630 3546 3465 3387 3312 3240  3.170  3.102  3.037
5 4853 4713 4580 4452 4329 4212 4100  3.993  3.890 3791  3.696  3.605
6 5.795 5.601 5.417 5.242 5.076 4.917 4.767 4.623 4.486 4.355 4.231 4.111
7 6728 6472 6230 6002 578 5582 538 5206 5033 488 4712 4564
8 7652 7325  7.020 6733 6463 6210 5971 5747 5535 5335 5146  4.968
9 8566 8162  7.78  7.435  7.108 6802 6515 6247 5995 5759 5537 5328

10 9.471 8983 8530 8111 7722 7360  7.024 6710 6418 6145 5889 5650
11 10368 9787 9253 8760 8306  7.887  7.499  7.139 6805  6.495 6207 5938
12 11255 10575  9.954 9385 8863 838  7.943 7536  7.161 6814 6492  6.19%
13 12134 11348  10.635  9.986 9394 8853 8358  7.904 7487  7.103 6750  6.424
14 13.004 12106 11296  10.563 ~ 9.899 9295 8745 8244 7786 7367 6982  6.628
15 13.865  12.849  11.939  11.118 10380 9712  9.108 8559 8061  7.606  7.191  6.811
16 14718 13578 12561  11.652  10.838  10.106  9.447 8851 8313  7.824 7379 6974
17 15562 14292  13.166  12.166 11274 10477 9763 9122 8544 8022 7549  7.102
18 16398 14992 13754  12.659  11.690  10.828  10.059 9372 8756 8201  7.702  7.250
19 17.226 15678 14324  13.134 12085  11.158 10336  9.604 8950 8365  7.839  7.366
20 18.046 16351  14.877  13.590 12462 11470 10594  9.818 9129 8514  7.963  7.469
25 22023 19523 17.413 15622  14.094 12783 11654 10675  9.823  9.077 8422  7.843
30 25808  22.396  19.600  17.292 15372  13.765 12409 11258  10.274  9.427 8694  8.055
40 32.835 27.355 23.115 19.793 17.159 15.046 13.332 11.925 10.757 9.779 8.951 8.244
50 39.196 31424 25730 21482 18256 15762  13.801 12233  10.962 9915  9.042 8304

Period 13% 14% 15% 16% 17% 18% 19% 20% 25% 30% 35% 40% 50%
1 0885  0.877 0870 0862 0855 0847 0840 0833 0800 0769 0741 0714  0.667
2 1.668 1.647 1.626 1.605 1.585 1.566 1.547 1.528 1.440 1.361 1.289 1.224 1.111
3 2361 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  1.997  1.849  1.605
5 3517 3433 3352 3274 3199 3127  3.058 2991 2689 2436 2220 2035 1737
6 3.998 3889 3784 3685 3589  3.498 3410 3326 2951 2643 2385  2.168  1.824
7 4423 4288 4160 4039 3922 3812 3706 3605 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 4031 3463 3019 2665 2379 1.948
10 5426 5216 5019 4833 4659 4494 4339 4192 3571 3092 2715 2414 1965
11 5687 5453 5234 5029 4836 4656 4486 4327 3656  3.147 2752 2438 1977
12 5918 5660 5421 5197 4988 4793 4611 4439 3725 3190 2779 2456 1.985
13 6122 5842 5583 5342 5118 4910 4715 4533 3780 3223 2799 2469  1.990
14 6302 6002 5724 5468 5229 5008 4802 4611  3.824 3249 2814 2478 1.993
15 6462 6142 5847 5575 5324 5092 4876 4675  3.859 3268 2825 2484  1.995
16 6.604 6265 5954 5668 5405 5162 4938 4730  3.887 3283 2834 2489 1.997
17 6729 6373 6047 5749 5475 5222 4988 4775 3910 3295 2840 2492  1.998
18 6.840 6467 6128 5818 5534 5273 5033 4812 3928 3304 2844 2494  1.999
19 6938 6550 6198 5877 5584 5316 5070 4843  3.942 3311 2848 2496  1.999

20 7.025 6623 6259 5929 5628 5353 5101 4870  3.954 3316 2850 2497  1.999
25 7330 6873 6464 6097 5766 5467 5195 4948  3.985 3329 2856 2499  2.000
30 7496  7.003 6566  6.177 5829 5517 5235 4979  3.995 3332 2857 2500 2.000
40 7634 7105 6642 6233 5871 5548 5258 4997  3.999 3333 2857 2500  2.000
50 7675 7133 6661 6246 5880 5554 5262 4999 4000 3333 2857 2500 2.000
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Financial Aspects
of Career Planning

Objectives

1. Descri_be activities associated with career
planning and advancement.

2. Evaluate factors that influence employ-
ment opportunities.

3. Implement employment search strategies.

4. Assess fin_ancial and legal concerns related
to obtaining employment.

5. Analyze techniques available for career
growth and advancement.

My Life

WORK TO LIVE, OR LIVETO WORK?

Few decisions in life will affect you to a greater extent than your
amount of leisure time,

choice of employment. Your income,

travel opportunities, and the people with whom you associate

will be greatly influenced by your work situation.

As you start (or expand) your career planning activities,
each, indicate if you “agree,” are »neutral,” or “disagree” related to your current situation regard-

ing career planning activities.

1. 1 understand my personal interests and abilities that
could create a satisfying work life.

2. My actions keep me informed of various factors that
influence employment opportunities in our society.

3. | have the ability to ask other people questions that
provide me with information about career planning
activities and employment opportunities.

4. Salary would be the important factor for me when
accepting an employment position.

5. | sometimes think about what type of employment situ-
ation 1 would like to have three or five years from now.

As you study this chapter, you will encounter “My Life”
resources related to these items.

Employment opportunities are influenced
by economic, social, and technological
factors. Effective career planning requires
careful analysis of yourself, the job market,
and potential employers. Connecting your
abilities and skills to the needs of prospective

employers is the foundation of a successful
job search.
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consider the following statements. For
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Agree Neutral  Disagree
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Part 1 PLANNING YOUR PERSONAL FINANCES

Career Choice Factors

Objective 1

Describe the activities asso-
ciated with career planning
and advancement.

job An employment posi-
tion obtained mainly

to earn money, with-

out regard for interests
or opportunities for
advancement.

career A commitment to
a profession that requires
continued training and
offers a clear path for
occupational growth.

“Only two days until the weekend.” “Just ten more minutes of sleep!” “Oh no!” “Excel-
lent!” These are some common responses to “It’s time to get up for work.”

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
selection and professional growth require planning. The average person changes jobs,
or even careers, five or more 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.
You may select a job, an employment position obtained mainly to earn money. Many
people work in one or more jobs during their lives without considering their interests or
opportunities for advancement. Or you may select a career, a commitment to a profes-
sion that requires continued training and offers a clear path for occupational growth.

TRADE-OFFS OF CAREER DECISIONS

While many factors affect living habits and financial choices, your employment prob-
ably affects daily decisions the most. Your income, business associates, and leisure time
are a direct result of the work you do.

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

* Some people select employment that is challenging and offers strong per-
sonal satisfaction rather than employment in which they can make the most
money.

* Some people refuse a transfer or a promotion that would require moving
their families to a new area or reducing leisure time.

* Many parents opt for part-time employment or flexible hours to allow more
time with children.

* Many people give up secure job situations because they prefer to operate
their own businesses.

CAREER TRAINING AND SKILL
DEVELOPMENT

Your level of formal training affects financial success. Exhibit 2-1 shows the
influence of education on income. The statistics in this exhibit do not mean you
will automatically earn a certain amount because you have a college degree.
More education increases your potential earning power and reduces your
chances of being unemployed. Other factors, such as field of study and the job

Time with family members may
be an important influence on
career decisions.

market, also influence future income. The training you obtain may be viewed
in two main categories:

1. Technical skills. Specialized career training refers to technical skills for a specific
profession. This training includes competencies in fields such as information tech-
nology, accounting, law, engineering, health care, education, real estate, insurance,
and law enforcement.

2. General skills. In addition to technical training, managers, employers, and career
counselors stress the importance of traits adaptable to most work situations, some-
times called social intelligence. While some of these abilities can be acquired in
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Earning a professional or doctorate
degree could be worth $3.8 million

in income over 40 years:
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Education and income
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school, others require experience in work or organizational settings. The general
competencies that successful people commonly possess include:

* An ability to work well with others in a variety of settings.

* A desire to do tasks better than they have to be done.

* An interest in reading and continuing learning.

* A willingness to cope with conflict and adapt to change.

* An awareness of accounting, finance, and marketing fundamentals.

* A knowledge of technology and computer software.

* An ability to solve problems creatively in team settings.

* A knowledge of research techniques and library resources.

* Well-developed written and oral communication skills.

* An understanding of both personal motivations and the motivations of others.

These competencies give people flexibility, making it easier to move from one orga-
nization to another and to successfully change career fields. How are you working to

develop these traits?

PERSONAL FACTORS

You may identify a satisfying career using guidance
tests that measure abilities, interests, and personal
qualities. Aptitude tests, interest inventories, and other
types of career assessment tests are available at school
career counseling offices and online.

Aptitudes are natural abilities that people possess.
The ability to work well with numbers, problem-solving
skills, and physical dexterity are examples of aptitudes.

DID YOU KNOW?

Prospective workers who are most successful
possess technical skills (such as computer use
and financial analysis), have the ability to
communicate effectively, and work well in
team settings.
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DEVELOPING A CAREER ACTION PLAN

Your career plan might start with a personal S-W-O-T Next, for one of the following career development

analysis, in which you identify your: activities, describe your plans and actions using the
steps below.

Strengths, which are the skills and experiences that set &

you apart from others. e Assess your personal and career interests.

Weaknesses involve personal areas in need of improvement. e Identify and expand career skills.

Opportunities are social, economic, technological, e Obtain required education and career training.

global, and organizational trends for employment. « Apply for a potential employment position.

Threats are factors that limit employment oppor-
tunities, such as changing technology and global

competition.
STEP 1 STEP 3
Describe your current situation Identify the time frame for this goal
STEP 2 STEP 4
Set a specific goal List actions to be taken to achieve this goal

Interest inventories determine the activities that give you satisfaction. These instru-
ments measure qualities related to various types of work. People with strong social
tendencies may be best suited for careers that involve dealing
with people, while people with investigative interests may be

best suited for careers in research areas.
M L\ 1 Test results will not tell you which career to pursue. How-
L{ lfe ever, these assessments will indicate your aptitudes and interests.
Another important dimension of career selection is your personal-

I_understand my personal i_nte_rests and ?bi“' ity. Do you perform best in structured or high-pressure situations,
ties that could create a satisfying work life. or do you prefer unstructured or creative work environments?
You might ask people who know you well to Sample career assessments may be located through an online
point out some of your interests and abilities. search for “career interest inventory” and ‘“‘career interest survey.”
This information may be used to start your

career planning activities using the “Financial CAREER DECISION MAKING

Planning for Life’s Situations: Developing a

Cerzer Adiim Az iiFsis: Changing personal and social factors will require you to con-

tinually assess your work situation. Exhibit 2-2 provides an
approach to career planning, advancement, and career change.
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B. Change to different career

A. Career entry I\/I

C. Change
employment
within same
career field

4

Develop a
résumé and
cover letter;
6 apply for
available
Plan and positions
implement
a program
for career 3
development

D. Career
advancement

As you can see, the different entry points depend on your personal situation. For exam-
ple, people established in a certain career field may start at point C (Change employ-
ment within same career field) or D (Career advancement).

Your career goals will also affect how you use this process. If you desire more
responsibility on the job, for example, you may obtain advanced training or change
career fields. This process is a suggested framework for planning, changing, or advanc-
ing in a career.

MCONCEPT CHECK 2-1

1 How does a job differ from a career?
2 What opportunity costs are associated with career decisions?
3 What skills would be of value in most employment situations?

Action Application Interview several people about influences on their cur-
rent employment situation. How did various personal, economic, and social factors
affect their career choices and professional development?

45
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Stages of career planning
and advancement
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Career Opportunities: Now and in the Future

Objective 2

Evaluate the factors that
influence employment
opportunities.

Your job search should start with an assessment of the career choice factors shown in
Exhibit 2-3.

SOCIAL INFLUENCES

Various demographic and geographic trends influence employment opportunities.
Demographic trends affecting the job market include the following:

* Continuing growth in the number of single and working parents expands the
demand for food service and child care.

¢ Increases in leisure time among various segments of the population, resulting in
an increased interest in personal health, physical fitness, and recreational prod-
ucts and services.

* As people live longer, the demand for travel services, health care, and retirement
facilities increases.

e Expanded demand for employment training services increases opportunities for
teachers, corporate trainers, and related careers.

In considering geographic areas, be sure to assess salary levels. Average
incomes are high in such metropolitan areas as Boston, New York, and Chicago;
however, the prices of food, housing, and other living expenses are also high.
What appears to be a big salary may actually mean a lower standard of living than
in a geographic area with lower salaries and lower living costs. For example, in
recent years, the cost of living for a single employee earning $30,000 annually
was 60 percent higher in the District of Columbia than the national city average.
In contrast, the cost of living in Fayetteville, Arkansas, was only 90 percent of the
national city average.

Example: Geographic Cost of Living Differences

To compare living costs and salaries in different cities, you may use the follow-
ing “Geographic Buying Power” formula:

City 1 Index number X Salary _ $ buying power
City 2 Index number ying p

For example,
Chicago 123 x $30,000 _
Omaha 93.3 = $39,550
A person earning $30,000 in Omaha, Nebraska, would need to earn $39,550 in
Chicago to have comparable buying power. Information to compare geographic
cost-of-living differences is available at www.bls.gov and www.erieri.com.

DID YOU KNOW? ECONOMIC CONDITIONS

In recent years, nearly 80 percent of new
jobs in the U.S. economy occurred in

companies with fewer than
100 employees.

High interest rates, price increases, or decreased global
demand for goods and services can affect career oppor-
tunities. While you cannot eliminate the effects of eco-
nomic factors on employment trends, these factors
affect some businesses more than others. For example,
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9 CAREER OPPORTUNITIES ARE BASED ON...

Social Influences
* Demographic trends
* Geographic trends

Economic Conditions

* Interest rates
« Inflation
» Consumer demand

Exhibit

Factors influencing your
career opportunities

Industry Trends
* Foreign competition
+ Changing uses of technology

high interest rates reduce employment in housing-related industries, since people are

less likely to buy homes when interest rates are high.

INDUSTRY TRENDS

While career opportunities have dwindled in some sec-
tors of our economy, opportunities in other sectors have
grown. Service industries that are expected to continue to

have the greatest employment potential include

Information technology—systems analysts, com-
puter operators, Web site developers, network oper-
ations managers, and repair personnel and service
technicians for data processing equipment.

Health care—medical assistants, physical therapists,
home health workers, biotech analysts, laboratory tech-
nicians, registered nurses, and health care administrators.

Business services—Web consultants, foreign lan-
guage translators, employee benefit managers,
operations consultants, and research data analysts.

Social services—child care workers, elder care

coordinators, family counselors, and social service agency administrators.

Technology influences career
opportunities and required
employment skills.

Sales and retailing—Web promotion producers, marketing representatives, and
sales managers with technical knowledge in the areas of electronics, medical

products, and financial services.

Hospitality and food services—resort and hotel adminis-
trators, food service managers, online customer service
representatives, and meeting planners.

Management and human resources— clerical supervisors,
recruiters, interviewers, employee benefit administrators,
and employment service workers.

Education—corporate trainers, special education teachers,
adult education instructors, educational administrators, and
teachers for elementary, secondary, and postsecondary schools.

Financial services—risk assessment managers, actuaries,
e-commerce accountants, investment brokers, and others
with a knowledge of accounting and taxes.

My Life 2

My actions keep me informed of various fac-
tors that influence employment opportuni-
ties in our society.

What are some personal, social, economic,
and technological factors you might consider
when planning the direction for your career?

e —————
WRIURRIISSEEES S
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ENTREPRENEURIAL CAREER OPTIONS

People start their own business for two main reasons:
(1) reduced career opportunities in their field and
(2) a desire for greater control of their work environ-
ment. Over 20 million people in the United States oper-
ate their own businesses. These range from home-based
sales and consulting services to small manufacturing
enterprises and technology support.

In recent years, a strong interest in social entrepre-
neurship has surfaced. Social entrepreneurs mix tradi-
tional business practices with innovation to address
social concerns such as hunger, disease, poverty, and
education. The visions of this movement have been
communicated in books such as The Fortune at the Bot-
tom of the Pyramid and Banker to the Poor.

GETTING STARTED

If you are planning to start a business, consider three
main issues. First, become knowledgeable about your
product or service. Next, identify potential customers,
select an appropriate location, and study competitors.
Finally, consider your financial sources. Most entrepre-
neurs use a combination of personal funds and loans.

QUALITIES OF SUCCESSFUL ENTREPRENEURS
Would running your own business be an appropriate
career for you? That depends on your personality and
abilities. Are you a highly motivated, confident individ-
ual? Do you have the ability to manage different phases
of a business? Are you someone who enjoys challenges
and is willing to take risks?

In addition, skills commonly viewed as vital for entre-
preneurial success include:

e Sales and marketing knowledge.
e Effective written and oral communication ability.

e An understanding of accounting and financial
management of cash flows.

¢ An ability to motivate and coordinate the work of
others.

e Effective and efficient management of your time.
e A creative vision for success.

BUSINESS PLAN ELEMENTS

The foundation for success is a business plan, which is
used to communicate the vision and purpose of an enter-
prise. Since the business plan contains detailed finan-
cial projections, product information, and a marketing
plan, this document is a vital tool for business planning
and operations. Web sites with information on business
plans include www.bplans.com, www.businessplans
.org, and entrepreneurs.about.com.

To obtain assistance about starting a business, con-
tact a lawyer, local banker, accountant, or insurance
agent. Additional information about running your
own business may be obtained from the Small Busi-
ness Administration (www.sba.gov), the Association
for the Self-Employed (www.nase.org), Startup Journal
(www.startupjournal.com), and SCORE (www.score.org).

Future business demands will include expanded reading and communication skills.
More and more employees are being required to read scientific and technical journals and
financial reports and to write speeches and journal articles. Your career success is likely
to depend on communication skills, computer skills, and the ability to communicate in

more than one language.

~
S Career area
research sheet

CONCEPT CHECK 2-2 M

1 What are some demographic and economic factors that affect career opportunities?
2 How does technology affect available employment positions?

Action Application Based on a Web search or library resources, obtain arti-
cles, employment data projections, and other information about the careers with the
most future potential. Prepare a report or visual presentation (slides, poster, or video)
communicating the types of careers likely to be most in demand in the future.
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Employment Search Strategies

Most people have heard about job applicants who send out hundreds of résumés with Objective 3
very little success, while others get several offers. What are the differences between
these two groups? The answer usually involves an ability to expand one’s experiences
and use job search techniques effectively.

Implement employment
search strategies.

OBTAINING EMPLOYMENT EXPERIENCE

A common concern among people seeking employment is a lack of work experience.
Many opportunities are available to obtain work-related training.

PART-TIME EMPLOYMENT Summer and part-
time work can provide experience along with the chance
to see if you enjoy a particular career field. The increased
use of temporary employees has opened up opportuni-
ties to obtain experience in different career areas. More
and more workers are taking advantage of temporary job
assignments as a channel to a full-time position. Working
as a “temp” can give you valuable experience as well as
contacts in various employment fields.

VOLUNTEER WORK Involvement in community
organizations and government agencies can provide excel-
lent opportunities to acquire skills, establish good work hab-
its, and make contacts. Volunteering to work at the gift shop
of a museum, for example, gives you experience in retail- Community activities can
ing. You may participate in a recycling project, assist at a senior center, or help supervise ~Provide experience as well as
youth activities at a park district. These activities will help you obtain organizational skills. ~ c@reer contacts.

INTERNSHIPS 1In very competitive fields, an internship can give you needed
experience. During an internship, quite often, you can make contacts about available
jobs. Applying for an internship is similar to applying for a job. Most colleges and uni-
versities offer cooperative education and internships as part of their academic programs.

CAMPUS PROJECTS Class assignments and campus activities are frequently
overlooked as work-related experience. You can obtain valuable career skills on campus
from experience in

* Managing, organizing, and coordinating people and activities as an officer or a
committee chairperson of a campus organization.

* Public speaking in class, campus, and community presentations.

* Goal setting, planning, supervising, and delegating responsibility in community
service and class team projects.

* Financial planning and budgeting gained from organizing fund-raising projects,
managing personal finances, and handling funds for campus organizations.

* Conducting research for class projects, community organizations, and campus
activities.

USING CAREER INFORMATION SOURCES

Career planning and advancement, like other financial decisions, are enhanced by the
use of current and relevant information. Exhibit 2-4 provides an overview of the main
sources of career information.
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Exhibit

Career information
sources

My Life 3

I have the ability to ask other people ques-
tions that provide me with information
about career planning activities and employ-

ment opportunities.

Develop some questions that you might ask in
an informational interview. These questions
should reflect your current knowledge of a
career field and should engage the person you

Part 1 PLANNING YOUR PERSONAL FINANCES

—
CAREER INFORMATION SOURCES

—_— e —_—

P Library P Campus Placement Office
e Career publications e Career planning publications
e Government materials e Listings of available jobs

e Industry brochures
y P Community Organizations

P Media e Business and civic groups
e Newspaper and magazine e Job training and
articles and columns employment services
L]
zzl\,?,;”:g;:;?t?d radio P> Professional Associations
e Career preparation
P> Online Sources information
* Web sites ¢ Meetings and publications
e E-mail contacts .
« Phone apps P Business Contacts
e Online videos e Friends, relatives,
e Professional networking and colleagues
sites e Teachers, employers,

and businesspeople

LIBRARY MATERIALS Most school and community libraries have extensive

career information sources. The Occupational Outlook Handbook covers all aspects

of career planning and job search and provides detailed information on jobs in various
career clusters. Other helpful government resources related to
careers are the Dictionary of Occupational Titles and the Occu-
pational Outlook Quarterly.

MEDIA CAREER INFORMATION Most newspapers
offer articles and columns about job searches and career trends.
Newspapers, television reports, and radio reports also provide use-
ful information about economic and social influences on careers.

ONLINE SOURCES The Internet offers a variety of infor-
mation sources related to job opportunities, preparing a résumé,
interviewing, and other career planning topics. See the “How

interview to provide additional information. To .. ” feature on page 51 for additional information on using

The best questions usually start with “How,” digital media for career planning.
“What,” “Why,” “Describe,” or “Explain.”

networking The process
of making and using
contacts for obtaining
and updating career
information.

CAREER DEVELOPMENT OFFICE Your school
probably has a career planning and placement service. This
office will have materials on various career planning topics and
can assist you in creating a résumé and preparing for an interview.

NETWORKING Networking is the process of making and using contacts to
obtain and update career information. Every person you talk to is a potential contact
who may provide career assistance. These activities can be especially valuable, because
about 70 percent of professionals find positions through personal contacts and network-
ing, while responding to job ads accounts for only about 15 percent of jobs. The main
sources of networking include:

1. Community organizations. Every community has business and civic groups you
can use in your career search. Public meetings featuring industry leaders and busi-
ness owners provide opportunities to become acquainted with local businesspeople.

2. Professional associations. All professions have organizations to promote their
career areas. These organizations include the American Marketing Association, the
Council of Supply Chain Management Professionals, the Association of Women in



'HOW TO...

Apply for a Job Online

The Internet, social media, and phone apps have enhanced the career planning process. Many digital sources
are available to research and apply for employment. When planning an online job search, consider the
following actions:

Step 1. Obtain Career Planning Assistance. Start by seeking suggestions related to résumés and interviews at:

www.jobhuntersbible.com | www.rileyguide.com jobsearch.about.com www.resumania.com

Step 2. Identify Employment Opportunities. Personal contacts and networking are vital for determining job
leads. Learn about available positions through LinkedIn.com and other professional networking sites. Also,
use your school’s online career development and alumni resources. Contacts are possible through
volunteering experiences such as www.taprootfoundation.org. In addition, career trends and employment
opportunities are available at:

www.careerjournal.com | www.ajb.dni.us campus.monster.com www.careerbuilder.com.

Step 3. Post Your Resume Online. When creating a résumé for online distribution, keep the format simple
and avoid e-mail attachments that some computer systems may be unable to open. Include key phrases on
your resume used in the position description for which you are applying. Some web sites for posting
résumés include:

www.careerpath.com www.hotjobs.com www.monster.com

Step 4. Complete an online application. Many organizations require that prospective employees complete
an online application, which might include some screening questions and an instant personality test.
Information and samples of online applications are available at:

jobsearch.about.com application centers for individual companies and other organizations

Step 5. Interview for a position. A preliminary interview may take place via e-mail or with an online survey.
These screening interviews may involve questions such as: “Would you rather have structure or flexibility in
your work?” and “What approach do you use to solve difficult problems?” Additional information about
online interviews is available:

| www.careerbuilder.com | www.jobtrak.com | career-advice.monster.com

Step 6. Assess Job Offers and Work Settings. Comparisons of salary levels and employee benefits for various
careers and organizations may be accessed at:

| www.salary.com | salary.money.cnn.com | www.bls.gov/ncs/ebs | www.benefitnews.com |

Step 7. Research Career Advancement Opportunities. Online courses to expand your career skills and
suggested career development strategies are available at:

| www.find-your-dream-career.com | www.career-success-for-newbies.com

International Trade, and the National Restaurant Association. The Encyclopedia of
Associations, as well as a Web search, can help you identify organizations related
to careers in which you are interested. Many of these organizations have a reduced
membership fee for students.

3. Business contacts. Professional contacts can advise you about career preparation

and job opportunities. Friends, relatives, people you meet through community and
51
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informational interview
A company visit or meet-
ing at which one gath-
ers information about a
career or an organization.

Part 1 PLANNING YOUR PERSONAL FINANCES

professional organizations, and people you meet through school, work, church, or
other activities are all potential business contacts.

For effective networking: (1) prepare and practice a 30-second summary of your abili-
ties and experience; (2) volunteer for committees and events of professional organiza-
tions; and (3) ask questions to get others to talk about themselves and their experiences.

Although contacts may not be able to hire you, if jobs are available they might refer
you to the right person. They can also help you get an informational interview, a meet-
ing at which you gather information about a career or an organization. When planning
and using informational interviews, consider the following:

* Prepare a list of industries and organizations for which you would like to work.
Talk to family, friends, co-workers, and others for names of people you might
contact.

* Prepare a list of open-ended questions that will help you obtain information about
current trends in the industry and potential employment opportunities.

* Make an appointment for a 20-minute meeting; emphasize to the person that the
meeting is for information only.

e Try to interact with the person at his or her place of work to gain better awareness
of the work environment.

* Follow up with a thank-you note and, if possible, send some information (such as
an article) that might be of interest to your contact.

An e-mail informational “interview” may be used in some settings. Be sure your
questions are open-ended and are focused on various career and industry topics. Send
your e-mail request to a specific person. As a follow-up to the e-mail response, you may
also want to meet in person or talk by telephone.

IDENTIFYING JOB OPPORTUNITIES

Before you apply for employment, you need to identify job openings that match your
interests and abilities.

JOB ADVERTISEMENTS Advertisements in newspapers and professional
periodicals can be valuable sources of available positions. Newspapers such as The Wall
Street Journal, the New York Times, the Chicago Tribune, and the Los Angeles Times
have job listings covering a wide geographic area. You should also check local and
regional newspapers. For opportunities in a specific career field, refer to specialized
publications such as Advertising Age, Marketing News, the Journal of Accountancy,
and American Banker. Since 80 to 90 percent of available jobs are not advertised to the
general public, other job search techniques are critical.

CAREER FAIRS Career fairs, commonly held on campuses and at convention
centers, offer an opportunity to contact several firms in a short time span. Be prepared
to quickly communicate your potential contributions
to an organization. By making yourself memorable to

DID YOU KNOW? the recruiter, you are likely to be called for a follow-

An elevator speech, also called an elevator pitch, is a
short, persuasive, focused summary of your experi-
ences and skills used when networking and in other

up interview. Be ready to ask specific questions about
the organizations in which you are interested. Addi-
tional information on career fairs may be obtained at

settings. This talk should be conversational (not www.nationalcareerfairs.com.
forced), memorable, and sincere. The use of
an engaging idea or question can help EMPLOYMENT AGENCIES Another pos-

keep the conversation going.

sible source of job leads is employment agencies.
These for-profit organizations match job hunters with
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prospective employers. Often the hiring company pays
the fee charged by the employment agency; however,
be careful when you are asked to pay a fee and have
no guarantee of a job. Be sure you understand any con-
tracts before signing them.

Government-supported employment services are
also available. Contact your state employment ser-
vice or your state department of labor for further
information.

JOB CREATION After researching a particu-
lar company or industry, present how your abilities
would contribute to that organization. Job creation

involves developing an employment position that matches your skills with the needs of

an organization.

As you develop skills in areas you enjoy, you may be able to create a demand for
your services. For example, a person who enjoyed researching business and economic
trends was hired by a major corporation to make presentations for its managers at vari-
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DID YOU KNOW?

To obtain more interviews, job seekers are
encouraged to consider all sizes of companies
as well as nonprofit organizations. In
addition, a résumé and cover letter should
communicate that you possess specific

skills needed for the available

job positions.

job creation The develop-
ment of an employment
position that matches
your skills with the needs
of an organization.

ous company offices. Or people with an ability to design promotions and advertising
might be hired by a nonprofit organization that needs to enhance its public visibility.

OTHER JOB SEARCH METHODS Your abil-
ity to locate existing and potential employment positions
is limited only by your imagination and initiative. Com-
monly overlooked sources of jobs include the following:

* Visit organizations where you would like to work,
and make face-to-face contacts. Create an impres-
sion that you are someone who can contribute. Call-
ing or visiting before 8 a.m. or after 4 p.m. increases
your chance of talking to someone who is not busy.

* Successful organizations continually look for quality
employees. Telephone directories and Web searches
can provide names of organizations that employ
people with your qualifications.

* Search the Web for information about potential jobs

and organizations that may be seeking someone with your abilities and skills.

A career fair provides an oppor-
tunity to contact many prospec-
tive employers.

e Talk with alumni who work in your field. Graduates who are familiar with your

school and major can help you focus your career search.

To improve your job search efforts, work as many hours a week getting a job as you
expect to work each week on the job. Maintaining an ongoing relationship with contacts
can be a valuable source of information about future career opportunities.

CAREER STRATEGIES IN A WEAK

JOB MARKET

In recent years, obtaining employment has become more difficult for many job seekers.
Consider the following actions when attempting to seek employment or maintain your

current position:

* Acknowledge stress, anxiety, frustration, and fear. Eat properly and exercise to

avoid health problems.

* Assess your financial situation. Determine sources of emergency funds to pay

needed expenses. Cut unnecessary spending.
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résumé A summary of a
person’s education, train-
ing, experience, and other
job qualifications.

cover letter A letter that
accompanies a résumé
and is designed to express
interest in a job and
obtain an interview.

hee
=1 -| Making career
contacts
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¢ Evaluate your current and future employment potential. Consider work and com-
munity experiences that you have which are not on your résumé.

* Maintain focus and keep a positive outlook. Your ability to communicate confi-
dence and competency will result in more job offers.
¢ Connect with others in professional and social settings.

* Consider part-time work, consulting, and volunteering to exercise your skills,
develop new contacts, and expand your career potential.

This strategy for obtaining and maintaining employment in difficult economic times
will serve you in every type of job market.

APPLYING FOR EMPLOYMENT

Many qualified people never get the job they deserve without a presentation of skills
and experiences. This process usually involves three elements.

1. The résumé, a summary of education, training, experience, and qualifications, pro-
vides prospective employers with an overview of your potential contributions to an
organization.

2. A cover letter is the correspondence you send with a résumé to communicate your
interest in a job and to obtain an interview.

3. The interview is the formal meeting used to discuss your qualifications in detail.

For expanded coverage of résumés, cover letters, and interview strategies, see the
appendix at the end of this chapter.

CONCEPT CHECK 2-3 M

1 How can a person obtain employment-related experiences without working in a
job situation?

2 What types of career information sources can be helpful in identifying job
opportunities?

3 How does the information in a cover letter differ from the information in a résumé?

Action Application Arrange an informational interview at a local company or
with a business contact you have made. Prepare questions related to needed skills in this
employment field, current trends for the industry, and future prospects for this career area.

Financial and Legal Aspects of Employment

Objective 4

Assess the financial and
legal concerns related to
obtaining employment.

“We would like you to work for us.” When offered an employment position, you should
examine a range of factors. Carefully assess the organization, the specific job, and the
salary and other benefits.

ACCEPTING AN EMPLOYMENT POSITION

Before accepting a position, do additional research about the job and the company. Request
information about your specific duties and job expectations. If someone currently has a
similar position, ask to talk to that person. If you are replacing a person who is no longer
with the company, obtain information about the circumstances of that person’s departure.
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THE WORK ENVIRONMENT Investigate the work environment. The term
corporate culture refers to management styles, work intensity, dress codes, and social
interactions within an organization. For example, some companies have rigid lines of
communication, while others have an open-door atmosphere. Are the values, goals, and
lifestyles of current employees similar to yours? If not, you may find yourself in an
uncomfortable situation.

Consider company policies and procedures for salary increases, evaluations of
employees, and promotions. Talking with current workers can help you obtain this
information.

FACTORS AFFECTING SALARY Your initial salary will be influenced by

your education and training, company size, and salaries for comparable positions. To

ensure a fair starting salary, talk to people in similar positions and research salary levels.
To improve your value on the job and to enhance your salary potential:

* Ask your supervisor for professional development suggestions.
¢ Obtain additional training; request additional duties.
* Take initiative to exceed performance expectations.

¢ Talk with co-workers to obtain ideas for contributing to team and organizational
success.

EVALUATING EMPLOYEE BENEFITS

Escalating health care costs, changing family situations, and concerns about retirement
have increased the attention given to supplementary
compensation benefits.

MEETING EMPLOYEE NEEDS In recent DID YOU KNOW?
years, nonsalary employee benefits have expanded to
meet the needs of different life situations. The increas-
ing number of two-income and single-parent house- the work, integrity of the organization,
holds has resulted in a greater need for child care potential for advancement, benefits,
benefits and leaves of absence. The need for elder and job location.

care benefits for employees with dependent parents

or grandparents has also increased. Other common

employee benefits designed to meet varied life situa-

tion needs include:

The main factors college graduates consider when
choosing an employer are: enjoyment of

* Flexible work schedules.

* Work-at-home arrangements (telecommuting).

e Legal assistance.

¢ Counseling for health, emotional, and financial needs.

¢ Exercise and fitness programs.
Such benefits not only enhance the quality of employees’ lives but are profitable for
organizations because happier, healthier employees miss fewer workdays and have a

higher level of productivity.

Cafeteria-style employee benefits are programs that allow workers to base their job cafeteria-style employee

benefits on a credit system and personal needs. Flexible selection of employee benefits benefits Programs that
has become common. A married employee with children may opt for increased life and allow workers to base
health insurance, while a single parent may use benefit credits for child care services. their job benefits on a
The Financial Planning for Life’s Situations box on page 56 can help you plan benefits ~ credit system and personal
for different life situations. Like any financial decision, employee benefits involve a needs.

trade-off, or opportunity cost.



Financial Planning for Life’s Situations

SELECTING EMPLOYEE BENEFITS

Commonly recommended employee benefits for various life situations are shown here:

Single, No
Children

Young Family

Single Parent

Married, No
Children

Mixed-Generation
Household

¢ Disability income
insurance

e Health insurance

e Retirement
program

e Educational
assistance,
such as tuition
reimbursement

e Comprehensive
health insurance

e Life insurance

e Child care services

Health insurance
Life insurance
Disability income
insurance
Dependent care
benefits

Health insurance
Retirement
program
Maternity cover-
age and parental
leave (young

e Health and disabil-
ity insurance

e Child care services

e Elder care benefits

couple)
e Long-term health
care (older couple)

Based on your current life situation or expectations for the future, list the employee benefits that would be most

important to you.

Life Situation

Desired Employee Benefits

My Life 4

Salary would be the important factor for me

when accepting an employment position.

While salary is important, research findings

consistently rate several other factors higher

for a person deciding to accept a position.
Talk to people in various stages of their
careers to obtain information about fac-

tors they have considered when selecting an

employment position.
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Many organizations offer flexible spending plans, also
called expense reimbursement accounts. This arrangement
allows you to set aside part of your salary for paying medical
or dependent care expenses. These funds are not subject to
income or Social Security taxes. However, money not used for
the specified purpose is forfeited. Therefore, you must care-
fully plan the amount to be designated for a flexible spend-
ing plan.

In a similar manner, a medical-spending account (MSA)
allows people to pay health care costs with pretax dollars. The
MSA has two components: (1) health insurance coverage with a
high deductible and (2) a tax-deferred savings account for pay-
ing medical expenses. Money in this account may be taken out
for other uses; however, the funds are then taxed, along with an
additional 15 percent tax penalty. While MSAs have tax-saving
implications, the high deductible may not be affordable for
many households.
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When matching dependent health care needs and medical insurance plans, consider
the following:

* Types of services available and location of health care providers.
¢ Direct costs (insurance premiums) to you.
* Anticipated out-of-pocket costs (deductibles and coinsurance amounts).

As people live longer, various retirement programs are increasing in impor-
tance. In addition to Social Security benefits, some employers contribute to a
pension plan. Vesting is the point at which retirement payments made by the
organization on your behalf belong to you even if you no longer work for the
organization. Vesting schedules vary, but all qualified plans (those for which
an employer may deduct contributions to the plan for tax purposes) must
(1) be 100 percent vested on completion of five years of service or (2) have 20
percent vesting after three years and full vesting, in stages, after seven years.
Vesting refers only to the employer’s pension contributions; employee contribu-
tions belong to the employees regardless of the length of their service with the
organization.

Workers are commonly allowed to make personal contributions to company-
sponsored retirement programs. These plans usually involve a variety of invest-
ments, making it easy for employees to create a diversified portfolio for their
retirement funds.

COMPARING BENEFITS Two methods used to assess the monetary
value of employee benefits are market value calculations and future value Child care facilities provided
calculations. by employers create improved
Market value calculations determine the specific monetary value of employee career flexibility.
benefits—the cost of the benefits if you had to pay for them. For example, you may
view the value of one week’s vacation as 1/52 of your annual salary, or you may view
the value of a life insurance benefit as what it would cost you to obtain the same cover-
age. You can use this method to determine the difference between two job offers with
different salaries and employee benefits.
Future value calculations, as discussed in Chapter 1, enable you to assess the long-
term worth of employee benefits such as pension programs and retirement plans. For
example, you can compare the future value of payments contributed to a company
retirement fund to that of other saving and investment options.
You should also take tax considerations into
account when you assess employment benefits.

A tax-exempt benefit is one on which you won’t have DID YOU KNOW?

to pay income tax, but a tax-deferred benefit requires

the payment of income tax at some future time, such More and more employers are using credit reports
as at retirement. When assessing employment com- as hiring tools. Federal law requires that job
pensation and benefits, consider their taxability, applicants be told if credit histories are

since an untaxed benefit of lower value may be worth being used in the hiring process. You can

more than a benefit of higher value that is subject check your credit report at

to taxation (see the Financial Planning Calculations www.annualcreditreport.com.

box).

YOUR EMPLOYMENT
RIGHTS

Employees have legal rights both during the hiring process and on the job. For example,
an employer cannot refuse to hire a woman or terminate her employment because of
pregnancy, nor can it force her to go on leave at an arbitrary point during her preg-
nancy. In addition, a woman who stops working due to pregnancy must get full credit



TAX-EQUIVALENT EMPLOYEE BENEFITS

Employee benefits that are nontaxable have a higher
financial value than you may realize. A $100 employee
benefit on which you are taxed is not worth as much as
a nontaxable $100 benefit. This formula is used to cal-
culate the tax-equivalent value of a nontaxable benefit:

Value of the benefit
(1 —Tax rate)

For example, receiving a life insurance policy with a
nontaxable annual premium of $350 is comparable to
receiving a taxable employee benefit worth $486 if you
are in the 28 percent tax bracket. This tax-equivalent

Financial Planning Calculations

A variation of this formula, which would give the after-
tax value of an employee benefit, is

Taxable value of the benefit (1 — Tax rate)
For the above example, the calculation would be
$486 (1—0.28) = $486(0.72) = $350

In other words, a taxable benefit with a value of $486

would have an after-tax value of $350 since you would

have to pay $136 ($486 X< 0.28) in tax on the benefit.
These calculations can help you assess and compare

amount is calculated as follows:
_ $350

$350 _
1-028 0.72

hee
Employee benefits
comparison

different employee benefits within a company or in
considering different jobs. Remember to also consider
the value of employee benefits in terms of your per-

IS sonal and family needs and goals.

for previous service, accrued retirement benefits, and accumulated seniority. Other
employment rights include the following:

* A person may not be discriminated against in the employment selection process
on the basis of age, race, color, religion, sex, marital status, national origin, men-
tal or physical disabilities, or sexual orientation.

* Minimum-wage and overtime pay legislation apply to individuals in certain work
settings.

* Worker’s compensation (for work-related injury or illness), Social Security, and
unemployment insurance are required benefits.

CONCEPT CHECK 2-4 M

1 How does a person’s life situation determine the importance of certain employee
benefits?
2 What methods can be used to measure the monetary value of employee benefits?

Action Application Talk to people employed in various types of organizations.
Prepare a list of the most common types of employee benefits received by workers.

Long-Term Career Development

Objective 5

Analyze the techniques
for career growth and
advancement.
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A job is for today, but a career can be for a lifetime. Will you always enjoy the work you
do today? Will you be successful in the career you select? These questions cannot be
answered right away; however, certain skills and attitudes can lead to a fulfilling work life.

Every day you can perform duties that contribute to your career success. Com-
municating and working well with others will enhance your chances for financial
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advancement and promotion. Flexibility and openness to new ideas will expand your
abilities, knowledge, and career potential.

Develop efficient work habits. Use lists, goal setting, and time management tech-
niques. Combine increased productivity with quality. All of your work activities should
reflect your best performance. This extra effort will be recognized and rewarded.

Finally, learn to anticipate problems and areas for action. Creativity and a willing-
ness to assist others can help the entire organization and contribute to your work enjoy-
ment and career growth.
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TRAINING OPPORTUNITIES

Many technology-work situations did not exist a few years ago. Many of the job
skills you will need in the future have yet to be created. Your desire for increased
education is a primary determinant of your career success and financial advance-
ment. Continue to learn about new technology and the global economy.

Various methods for updating and expanding your knowledge are available.
Formal methods include company programs, seminars offered by professional
organizations, and graduate and advanced college courses. Many companies
encourage and pay for continuing education.

Informal methods for updating and expanding your knowledge include read-
ing and discussion with colleagues. Newspapers, news magazines, business
periodicals, professional journals, and Web sites offer a wealth of information
on business, economic, and social trends. Informal meetings with co-workers
and associates from other companies are a valuable source of current career
information.

CAREER PATHS AND ADVANCEMENT

As with other financial decisions, career choices must be reevaluated in light of chang-
ing values, goals, economic conditions, and social trends. As Exhibit 2-5 on page 60
shows, you will evolve through a series of career stages, each with specific tasks and
challenges. A successful technique for coping with the anxieties associated with career
development is to gain the support of an established person in your field. A mentor is
an experienced employee who serves as a teacher and counselor for a less experienced
person in a career field. A relationship with a mentor can provide such benefits as per-
sonalized training, access to influential people, and emotional support during difficult
times.

Your efforts to attract a mentor start with excellent performance. Show initiative, be
creative, and be alert to meeting the needs of others. Maintain visibility and display a
desire to learn and grow by asking questions and volunteering for new assignments.

A prospective mentor should be receptive to assisting others and to helping them
grow in both the technical and social areas of a career. Many organizations have formal
mentor programs with an experienced employee assigned to oversee the career develop-
ment of a new employee. Some mentor relationships involve retired individuals who
desire to share their knowledge and experience.

CHANGING CAREERS

At some time in their lives, most workers change jobs. About 10 million career moves
occur each year. People change jobs to obtain a better or different position within the
same career field or to move into a new career field. Changing jobs may be more dif-
ficult than selecting the first job. Unless their present situation is causing mental stress
or physical illness, most people are unwilling to exchange the security of an existing
position for the uncertainty of an unfamiliar one.

Career training can take place
in both formal and informal
settings.

mentor An experienced
employee who serves as a
teacher and counselor for
a less experienced person
in a career field.
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Exhibit

Stages of career develop-
ment: characteristics and

concerns

My Life 5

Part 1

Stage

Preentry and
career exploration
stage

Establishment and
professional
growth
stage

PLANNING YOUR PERSONAL FINANCES

Characteristics Concerns

o Assess personal interests
and set career goals.

¢ Obtain necessary training.

¢ Gain initial employment.

l

e Gain in experience,
effectiveness,
and respect of colleagues.
e Concentrate on an area
of specialization.

* Matching interests and
abilities to employment.

¢ Dealing with shock of
unfulfilled expectations.

¢ Developing career
contacts.

¢ Avoiding overinvolvement
and career burnout.

Advancement and
midcareer adjustment
stage

Late-career and
preretirement
stage

!

e Continue to obtain
experience and knowledge
to win promotions.

¢ Seek new challenges and
expanded responsibility.

l

e Make financial and personal
plans for retirement.
e Assist in training successor.

e Finding continued
satisfaction.

* Maintaining sensitivity
toward colleagues and
subordinates.

¢ Determining the extent of
professional involvement
after retirement.

¢ Planning involvement in
community activities.

The following may be indications that it is time to move on:

* Low motivation toward your current work.

* Physical or emotional distress caused by your job.

* Consistently poor performance evaluations.

e A lack of social interactions with co-workers.

e Limited opportunity for salary or position advancement.

* A poor relationship with your superior.

A decision to change careers may require minor alterations in your life (such as
going from retail sales to industrial sales), or it may mean extensive retraining and
starting at an entry level in a new field. As with every other financial decision, no exact

| sometimes think about what type of
employment situation | would like to have

three or five years from now.

Conduct a Web search to locate suggestions
for career development and advanced career

training.

formula exists for deciding whether you should make a career
change. However, follow these guidelines. First, carefully assess
the financial and personal costs and benefits of changing careers
in relation to your needs and goals and those of your household.
Giving up benefits such as health insurance may be costly to a
family, but the expanded career opportunities in a new field may
be worth the trade-off. Then determine whether a career change
will serve your needs and goals and those of other household
members.

In many industries, job security is a thing of the past. Com-
pany mergers, downsizing, and economic conditions may result
in forced career changes. Layoffs cause emotional and financial
stress for individuals and families. To cope with job termination
while seeking new employment, counselors recommend that you



Chapter 2 Financial Aspects of Career Planning

61
* Maintain appropriate eating, sleep, and exercise habits.

* Get involved in family and community activities; new career contacts are pos-
sible anywhere.

e Improve your career skills through personal study, formal classes, or
volunteer work.

* Target your job search to high-growth industries or small businesses.

¢ Consider opportunities with nonprofit organizations, government agencies, tem-
porary employment, or consultant work.

* Target your skills and experience to the needs of an organization.

MCONCEPT CHECK 2-5 ™

=\ . Career devel-

opment and
1 What types of activities would you recommend for people who desire career advancement
advancement and professional growth?

2 What factors should a person consider before changing jobs or career fields?

Action Application Create a list of competencies, skills, and technical abili-

ties that you would like to develop over the next few years. What actions will you
take to obtain those proficiencies?

| -
: ‘ Clavning..-
My Life Stages for Career g -
-
N 1 S
 college inwmy 20s ~inwmy 30s and |...in my 50 -
i eoned 40s and. beyond b
Serve as a mentor for
: i d e Reassess career O
career * Revise resume an ( _ e G
X (c)grt:";tencies in class, career portfolio situation and - y 9 -
IS nd volunteer | nt employee pene s e Evaluate needed .
Rkt ReiEL e =P R based on life changes in employee
gituations positions situation. benefits i
. E?(plore various career | | Expand and update « Obtain additional e contributions | &
fields career network training and career T retirement plans, as
o Make contacts with contacts advancement skills appropriate .
people in various « Consider advanced « Update résumé ‘
career fields degree study
e Create resume and programs
career portfolio "
5
—

y A



SUMMARY OF OBJECTIVES
Objective 1

Describe activities associated with career planning

and advancement.

An understanding of your personal interests and abilities is the
basis of a satisfying work life. Career planning and advancement
involve the following stages and activities: (1) assess and research
personal goals, abilities, and career fields; (2) evaluate the
employment market and identify specific employment opportuni-
ties; (3) develop a résumé and cover letter for use in applying for
available positions; (4) interview for available positions; (5) evalu-
ate financial and other elements of the positions you are offered;
and (6) plan and implement a program for career development.

Objective 2

Evaluate factors that influence employment opportunities.
Take actions to keep informed of various factors that influence
employment opportunities in our society. Consider the selection
of a career in relation to personal abilities, interests, experience,
training, and goals; social influences affecting employment,
such as demographic trends; changing economic conditions;
and industrial and technological trends.

Objective 3

Implement employment search strategies.
Your ability to ask questions of others that provide information about
career planning activities and employment opportunities is the basis

of successful career planning and development. Also consider the
following: Obtain employment or related experiences by working
part-time or by participating in campus and community activities.
Use career information sources to learn about employment fields and
identify job opportunities. Prepare a résumé and cover letter that effec-
tively present your qualifications for a specific employment position.
Practice interview skills that project enthusiasm and competence.

Objective 4

Assess financial and legal concerns related to obtaining
employment.

While salary may be viewed by some as the important factor
when accepting an employment position, also evaluate the work
environment and compensation package. Assess employee
benefits on the basis of their market value, future value, and
taxability and your personal needs and goals. Prospective and
current employees have legal rights with regard to fair hiring
practices and equal opportunity on the job.

Objective 5

Analyze techniques available for career growth

and advancement.

When considering your employment situation three to five
years from now, identify informal and formal education and
training opportunities that are available to further your profes-
sional development and facilitate career changes.

KEY TERMS

cafeteria-style employee informational
benefits 55
career 42 job 42

cover letter 54

interview 52

job creation 53

mentor 59
networking 50
résumé 54

KEY FORMULAS

Page  Topic Formula

46 Geographic buying power

Example:

58 Tax-equivalent employee benefits

Example:

Geographic buying power =

Tax-equivalent of a nontaxable benefit =

City I  Index number X Salary
City 2 Index number

_ 123 X 50,000
N 98.8

= $62,247

Value of the benefit
(1 — Tax rate)

_$1,250
~(1-028)

= $1,736
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SELF-TEST PROBLEMS

1. Time value of money calculations are used to determine the value of potential retirement benefits. If a person deposits $1,800 a
year in a retirement account earning 6 percent for 20 years, what would be the future value of that account?

2. A non-taxable employee benefit has a greater value than the stated amount. What would be the tax equivalent value of a non-
taxable employee benefit of $392? Assume a 30 percent tax rate.

Self-Test Solutions

1. Using the future value of a series (annuity) table on page 38, the result would be $66,214.80 ($1,800 X 36.786).
2. To determine the tax equivalent value, divide the amount by one minus the tax rate. In this situation, $392 would be divided by
0.70 (1 —0.3), resulting in $ 560.

FINANCIAL PLANNING PROBLEMS

1. Determining the Future Value of Education. Jenny Franklin estimates that as a result of completing her master’s degree, she will
earn $7,000 a year more for the next 40 years. (Obj. 1)

a. What would be the total amount of these additional earnings?

b. What would be the future value of these additional earnings based on an annual interest rate of 6 percent? (Use Table 1-B in
the Chapter 1 Appendix.)

2. Comparing Living Costs. Brad Edwards is earning $45,000 a year in a city located in the Midwest. He is interviewing for a posi-
tion in a city with a cost of living 12 percent higher than where he currently lives. What is the minimum salary Brad would need
at his new job to maintain the same standard of living? (Obj. 2)

3. Calculating Future Value of Salary. During a job interview, Pam Thompson is offered a salary of $28,000. The company gives
annual raises of 6 percent. What would be Pam’s salary during her fifth year on the job? (Obj. 3)

4. Computing Future Value. Calculate the future value of a retirement account in which you deposit $2,000 a year for 30 years with
an annual interest rate of 7 percent. (Use the tables in the Chapter 1 appendix.) (Obj. 4)

5. Comparing Taxes for Employee Benefits. Which of the following employee benefits has the greater value? Use the formula given
in the Financial Planning Calculations box on page 58 to compare these benefits. (Assume a 28 percent tax rate.) (Obj. 4)

a. A nontaxable pension contribution of $4,300 or the use of a company car with a taxable value of $6,325.

b. A life insurance policy with a taxable value of $450 or a nontaxable increase in health insurance coverage valued at $340.

6. Comparing Employment Offers. Bill Mason is considering two job offers. Job 1 pays a salary of $36,500 with $4,500 of nontax-
able employee benefits. Job 2 pays a salary of $34,700 and $6,120 of nontaxable benefits. Which position would have the higher
monetary value? Use a 28 percent tax rate. (Obj. 4)

7. Calculating the After-Tax Value of Employee Benefits. Helen Meyer receives a travel allowance of $180 each week from her com-
pany for time away from home. If this allowance is taxable and she has a 30 percent income tax rate, what amount will she have
to pay in taxes for this employee benefit? (Obj. 4)

8. Future Value of Advanced Training. Ken Braden estimates that taking some classes would result in earning $3,500 more a year for
the next 30 years. Based on an annual interest rate of 5 percent, calculate the future value of these classes. (Obj. 5)

9. Comparing the Value of a Career Change. Marla Opper currently earns $50,000 a year and is offered a job in another city for
$56,000. The city she would move to has 8 percent higher living expenses than her current city. What quantitative analysis should
Marla consider before taking the new position? (Obj. 5)

FINANCIAL PLANNING ACTIVITIES

1. Researching Career Planning Activities. Interview a person who recently made a major career change. What personal and eco-
nomic factors influenced this decision? What specific career planning activities did the person use? (Obj. 1)

2. Comparing Career Alternatives. Using Sheet 6 in the Personal Financial Planner, research two careers you might consider.
Compare employment requirements, duties on the job, and future potential. (Obj. 2)
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3. Searching the Web for Benefit Information. Using a Web search or the library, obtain information about various employee benefits
such as health insurance, retirement plans, child care, life insurance, and tuition reimbursement. (Obj. 4)

4. Analyzing Employee Benefits. Using Sheet 12 in the Personal Financial Planner, obtain information about various employee

benefits from current or prospective employers. (Obj. 4)

5. Obtaining Career Advancement Information. Talk with several people employed in various types of careers (large company,
international business, individual entrepreneur, nonprofit, or government). Prepare an outline or other visual presentation
describing the training and professional development activities they have found most valuable. (Obj. 5)

6. Preparing for an Interview. Based on library research, a Web search, and experiences of others, obtain information about effective
interviewing techniques. Prepare a video that presents appropriate and inappropriate actions one might take when preparing for

and participating in an interview. (Chapter 2 appendix.)

FINANCIAL PLANNING CASE

Which Job? Are You Sure?

“Wow, you mean you have three job offers? How did that
happen?”

“I’'m not quite sure, Joan,” responded Alexia. “I guess I just
carefully prepared for my job search.”

“Ahhh . . . could you be a bit more specific for those of us
who have no job offers?” asked Joan.

“After researching various organizations, I tried to match
my abilities and experiences to their needs,” Alexia continued.

“Then, in addition to my résumé, I sent a portfolio with samples
of my research work and creative projects.”

“OK, Alex, which of the three jobs are you going to take?”
asked Joan.

“Again, I'm not quite sure. I've created a comparison of the
three to help me decide,” Alexia replied.

“Let me see that!” exclaimed Joan. “Wow, you take this
career search stuff seriously!”

Job Offer Comparison Position A

Position B Position C

Position description,
organization

Advertising account assistant
for international promotions
with global company with
offices in 17 countries.

Public relations director in
local office of national non-
profit organization assisting
low-income families with
food and housing.

Marketing assistant for

a medium-sized equipment
company; sales offices in
eight states in south-

east United States.

Salary situation $36,000; performance
reviews and salary increases
every six months for first two

years, then annually.

$33,500; annual bonus
based on percentage of
company sales increase.

$28,500, with annual
salary increases of
3 to 5 percent.

Vacation time (paid)/year Two weeks (first year); addi-
tional two days for each year

of service.

One week after six months
on the job; two additional
days for each six months of
service.

Two weeks (paid); addi-
tional unpaid leave time up
to four weeks a year.

Health insurance coverage Employer pays 80 percent
of health premiums for
doctors on list of insurance

company.

Employer pays for HMO
coverage with some
flexibility of doctors.

Employer pays 60 per-
cent of health premiums;
employee selects own
doctor.

Retirement fund Employer contributes 5
percent of salary; additional

contributions allowed.

Employer matches employee
contributions (up to 10
percent).

Employer pays 2 percent of
salary; employee may make
tax-deferred contributions.

Educational opportunities On-site training seminars to
update employees on global
cultures and advertising

trends.

Tuition reimbursement (up
to $4,000 a year) for gradu-
ate courses.

Two trips a year to seminars
on topics related to non-
profit organizations.
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Questions

1. What steps might Alexia take when deciding which position 3. Which employment position would you recommend for
to accept? her? Why?

2. What additional factors would you consider when selecting
an employment position?

\

)

Planning Your Career [—_

PERSONAL FINANCIAL PLANNER IN ACTION "% =

Your selection of a career and professional development activities will influence many aspects of your life, including financial resource
availability, leisure time, living location, and acquaintances.

Your Short-Term Financial Planning Activities Resources
1. Explore various career areas in relation to your interests, abilities, PFP Sheets 6, 7
and goals. www.mappingyourfuture.org

www.jobbankinfo.org
www.hotjobs.yahoo.com

2. Develop a résumé and sample cover letter for use in a job search. PFP Sheets 8, 9
www.job-hunt.org
www.rileyguide.com
www.careerjournal.com

3. Research prospective employers and develop a strategy for effective PFP Sheets 10, 11

interviewing. www.jobhuntersbible.com
www.careerbuilder.com
www.businessweek.com/careers/index.htm

Your Long-Term Financial Planning Activities Resources
1. Analyze employee benefits based on your current and possible future PFP Sheet 12
financial needs. www.benefitnews.com

www.dol.gov/ebsa

2. Develop a plan of action for professional development. Consider starting | PFP Sheet 13

your own business. www.sba.gov
www.inc.com
www.startupjournal.com
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CONTINUING CASE
Career Decision

Life Situation Financial Data
Single Monthly Income $1,750
Age 21 Living Expenses $1,210
No dependents Personal property $7,300
College student Savings $2,000
Student loan $3,000
Credit card debt $2,400

Shelby Johnson’s current employment position, a grooming specialist for a local pet store, provides her with a lot interesting activi-
ties each day. While she is not part of management, she does have the opportunity to use various communication skills, record busi-
ness transactions, and use current technology tools. Shelby especially enjoys working with the pets and their owners to achieve a
pleasing experience.

Her income is based on an hourly wage which can result in financial stress during times of inflation. She has previously used her
credit cards to help make ends meet each month. However, the experience she is gaining will be especially valuable when she opens
her own pet salon in the future.

Questions
1. Given her current situation, identify some positive and negative aspects of her current career.
2. What suggestions do you think Shelby should consider related to her current and future career activities.

3. Describe how Shelby might use the following Personal Financial Planner sheets for career planning Resume Worksheet and Pre-
paring for an Interview.

DAILY SPENDING DIARY

“My daily work expenses could easily be reduced if I'd be more careful with lunch and coffee spending.”

Directions

Continue or start using the “Daily Spending Diary” sheets, or create your own format. Record every cent of your spending in the cate-
gories provided, or set up your own categories. Knowing your spending actions and achieving financial goals can improve by using
this process.

Questions

1. What types of job-related expenses might be commonly included as part of your Daily Spending Diary?

2. What actions might be taken to reduce costs associated with seeking a job or when changing jobs?

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
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Appendix: Résumés,
Cover Letters, and
Interviews

Developing a Résumeé

Every business must present its product or service to potential customers in an effective
manner. In the same way, you must market yourself to prospective employers by devel-
oping a résumé, creating a letter to obtain an interview, and interviewing for available
positions.

RESUME ELEMENTS

A résumé is a summary of your education, training, experience, and other job qualifi-
cations. This personal information sheet is vital in your employment search. The main
components of a résumé are as follows.

1. THE PERSONAL DATA SECTION Start with your name, address, tele-
phone number and e-mail address. Both a school and home address and telephone
number may be appropriate. Do not include your birth date, sex, height, weight, or
photograph in a résumé unless they apply to specific job qualifications.

2. THE CAREER OBJECTIVE SECTION Be sure to clearly focus your

objective to each specific employment situation. A vague career objective will be mean-

ingless to a prospective employer, and one that is too

specific might prevent you from being considered for

another position within the organization. Your career DID YOU KNOW?
objective may be omitted from the résumé and best
communicated in your cover letter. As an alternative,
consider a “Summary” section with a synopsis of your
distinctive skills and experiences.

Résumeés often include vague words such as
competent, creative, flexible, motivated, or team
player. Instead, give specific examples of

your experiences and achievements to

better communicate these capabilities.

3. THE EDUCATION SECTION This sec-

tion should include dates, schools attended, fields of

study, and degrees earned. Courses directly related to

your career field may be highlighted. If your grade point average is exceptionally high,
include it to demonstrate your ability to excel.

4. THE EXPERIENCE SECTION In this section, list organizations, dates
of involvement, and responsibilities for all previous employment, work-related
school activities, and community service. Highlight computer skills, technical abili-
ties, and other specific competencies that are in demand by organizations. Use action
verbs to communicate how your experience and talents will benefit the organiza-
tion (see Exhibit 2-A). Focus this information on results and accomplishments, not
characteristics.
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Exhibit

Action verbs to effec-
tively communi-

cate career-related
experiences

Part 1 PLANNING YOUR PERSONAL FINANCES

5. THE RELATED INFORMATION SECTION List honors or awards
to communicate your ability to produce quality work. List interests and activities that
relate to your career. Information on hobbies and other interests, can communicate a
well-rounded individual.

6. THE REFERENCES SECTION 1In this section, list people who can verify
your skills and competencies. These individuals may be teachers, previous employers,
supervisors, or business colleagues. Be sure to obtain permission from the people you
plan to use as references. References are usually not included in a résumé; however, you
will need to have this information available when a prospective employer requests it.

TYPES OF RESUMES

Three commonly used types of résumés are the chronological résumé, the functional
résumé, and the targeted résumé. The chronological résumé (see Exhibit 2-B) presents
your education, work experience, and other informa-
tion in a reverse-time sequence (the most recent item

DID YOU KNOW? first). This type of résumé is most appropriate for peo-

A combination résumé blends the chronological
and functional types. With this format, you

first highlight skills and experience relevant

to the position. This is followed by your
employment history section, which

ple with a continuous school and work record. Many
people find it to be the best vehicle for presenting their
career qualifications.

The functional résumé (see Exhibit 2-C) is sug-
gested for people with diverse skills and time gaps in

reports specific experiences that their experience. This résumé emphasizes your abili-

match the requirements for
the job.

ties and skills in categories such as communication,

supervision, project planning, human relations, and

research. Each section provides information about

experiences and qualifications rather than dates,

places, and job titles. This type of résumé is especially

appropriate if you are changing careers or your most recent experiences are not directly
related to the available position.

You may want to develop a targeted résumé, that is, a résumé for a specific job. Such

a résumé highlights the capabilities and experiences most appropriate to the available



terviews
és, Cover Letters, and In
Résumeés,

Exhibit

Appendix

CHAD BOSTWICK

SCHooL ADDRESS HomEe ADDRESS
234 ‘eber Drive (Apt, 6) 765 Cannon Lane
Jasper, Mo 54321 Benton, KS 67783

(316) 555~7659
bostwc@unsoark.edu

CAREER
OBJECTIVE

(407) 555. 1239

An entry-leve| Position jp Medica| o health care
administration.

Bache/or of Science in Business Adrninistration
and Healtp Care Marketing, University of
South Arkansas, June 2013

Associate of Arts, Medica) Technician Assistant,
Arrow Valley Community College, Ariington,
Kansas, June 2011,

EDUCATION

EXPERIENCE Patient account clerk, University Hospital, Jasper,
Missouri, Novemper 201 T-present. Researched
overdye accounts, Createq ollection Method fo
faster accounts receivable turnover, assisted jp

training biiiing clerks.

records, Processeq Customer records,

CAMPUS Newsletter editor, University of South Arkansas

ACTi\/iTIES Chapter of Financia) Managernent Association,
January—June 2010.
Tutor for business Statistics and Computer lab,
201 1-2012,
HONORs

College of Business Comrnunity Service Award,
University of South Arkansas, June 2015,

Arrow Valley Health Care Society Scholarship,
June 2010,

REFERENCES Available Upon request,

CAREER OBJECTIVE
Human resources departrnent Position With training responsibilities.

EDUCATION
Master of Arts, Columbia College, Hamiiton, New Jersey, 2011
Bachelor of Science, Oral Communications, Martin University,
Cooper, New Hampshire, 2009,

SUPERVISORY EXPERIENCE
Coordinated Conference Ommittees f,

Assocratron

COMMUN!CATION EXPERIENCE
Createq training Manuals fo, Benton Printing Cornpany, Reston, Maine,
Deveioped Press releaseg for loca| government agencies, Reston, Maine,

RESEARCH
investigated
Northeastern,

EXPERiENCE
training Problems of large industrial organizations in
Uniteq States,

REFERENCES
Available Upon request,
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Résumé
worksheet

Part 1 PLANNING YOUR PERSONAL FINANCES

position. The format may be similar to the chronological or functional résumé except
it includes a very specific career objective. The targeted résumé takes extra time and
research to prepare; however, this effort increases your opportunity for obtaining an
interview.

For online résumés, consider the following factors:

* Keep the format simple; avoid bold type, underlines, italics, and tabs.

* Do not use attached files that may be difficult to open.

* Résumés posted on the Internet may be viewed by your current employer, whom
you may not want to know about your job search.

* An online résumé is less personal than a printed one or a phone call; most jobs
are obtained offline through ads, job fairs, and networking.

When preparing a résumé, consider using the STAR principle to communicate your
experiences and achievements:

S Situation, or the setting Example: fund-raising coordinator for campus
organization

T | Task, your duties prepared a plan to raise funds for social service
agency

A | Actions you took administered a team that solicited donations
on campus

R Result, the outcome resulting in donating over $2,000 to a homeless
shelter

On your résumé, this experience could be presented in this manner:

* Coordinated fund-raising campaign for campus organization to raise funds for
social service agency, resulting in soliciting and donating over $2,000 to a home-
less shelter.

The STAR principle is also useful when communicating your background in an
interview.

RESUME PREPARATION

No exact formula exists for preparing an effective résumé; however, a résumé must be
presented in a professional manner. Many capable candidates are disqualified due to
poor résumés. Personal computers make the résumé design process easier. Many copy
businesses specialize in preparing and duplicating résumés.

Limit your résumé to one page. Send a two-page résumé only if you have enough
material to fill three pages; then use the most valid information to prepare an impressive
two-page presentation.

Use a format that highlights how your experiences will contribute to the compa-
ny’s needs. Underline or italicize items, if appropriate. Remember, résumés are usually
skimmed very quickly; some companies use scanners to check for key words related to
education and technical expertise.

Words and phrases that commonly impress prospective employers include “foreign
language skills,” “computer experience,” “research experience,” “problem-solving,”
“leadership,” “team projects,” and “overseas study” or “overseas experience.” Instead of
just listing your ability to use various software packages (such as Excel or PowerPoint),
describe how these tools were used to research information or to present findings for a
specific project.

For best results, seek guidance in preparing and evaluating your résumé. Coun-
selors, the campus placement office, and friends may find errors and suggest
improvements.
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RESUME DELIVERY METHODS

Traditionally, résumés have been mailed or hand deliv-

ered. When presenting a résumé in person, you have DID YOU KNOW?
an opportunity to observe the company environment
and make a positive impression about your career Identity theft can occur using an online résumé.
potential. Electronic résumé delivery may be done by Do not put your Social Security number on your
fax, by e-mail, or posting on Web sites such as www résumé. Thieves will often contact you and
.monster.com and www.resumemailman.com. pretend to be a prospective employer
in an effort to obtain other personal
information.

RESUME ALTERNATIVES

Thousands of résumés are sent each day. To stand

out, applicants have tried various creative approaches.

Employers report receiving résumés in the form of comic strips, “wanted” posters,
advertisements, and menus; résumés attached to balloons, pizzas, and plants; and résu-
més on video. Some of these efforts were effective; however, most employers view
them as frivolous. A creative approach may be appropriate in fields such as advertising,
journalism, photography, and public relations.

TARGETED APPLICATION LETTER Instead of a résumé, some career
counselors recommend a targeted application letter describing specific experiences and
accomplishments. After researching a position and company, communicate how your
specific skills will benefit the organization. Within your letter (or e-mail), present a bul-
leted list with short descriptions of your specific experiences that relate to the available
position.

CAREER PORTFOLIO You might also create a career portfolio containing tan-
gible evidence of your experience and competencies. This printed or digital presenta-
tion (on a Web site, CD or DVD), could include:

e Résumé, cover letter, answers to sample interview questions, and letters of
recommendation.

* Sample reports, presentation materials, photos, research results, and published
articles from school projects or other activities.

e Web site designs, creative works from school activities or previous employment,
such as product designs, ads, packages, promotions, video clips, sales results, and
financial data.

* News articles of community activities or other experiences in which you have
participated.

A professionally prepared career portfolio can effectively communicate your initiative
and distinctiveness.

VIDEO RESUMES When preparing a video résumé, be sure to dress profession-
ally and don’t read your résumé. Talk as if you were in an in-person interview setting.
Be concise, make eye contact, and show enthusiasm.

Creating a Cover Letter

Your résumé must be targeted to a specific organization and job. A cover letter is
designed to express your interest in a job and help you obtain an interview. This letter
accompanies your résumé and usually consists of an introductory paragraph, one or two
development paragraphs, and a concluding paragraph.
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INTRODUCTION
The introductory paragraph should get the reader’s attention. Indicate your reason for
writing by referring to the job or type of employment in which you are interested. Com-

municate what you have to offer the company based on your experience and qualifica-
tions. If applicable, mention the name of the person

who referred you to this organization.

DID YOU KNOW?
DEVELOPMENT

The development section should highlight the aspects

of your background that specifically qualify you for

the job. Refer the employer to your résumé for more
details. At this point, elaborate on experiences and

The Q letter (Q for qualifications) provides a
side-by-side comparison of your experiences
and abilities with the job requirements. The

two coordinated lists allow you to be
quickly rated as a viable candidate for
the position.
training. Connect your skills and background to spe-
cific organizational needs.
CONCLUSION

The concluding paragraph should request action from the employer. Ask for the oppor-
tunity to discuss your qualifications and potential with the employer in more detail; in
other words, get an interview! Include information to make contacting you convenient,
such as telephone numbers, e-mail address, and the times when you are available. Close

your letter by summarizing how you can benefit the organization.
You should create a personalized cover letter (see Exhibit 2-D) for each position for

which you apply. A poorly prepared cover letter usually guarantees rejection. Be sure to
address your correspondence to the appropriate person in the organization.

\ Planning a cover
[—
letter

F

May 23, 2012

Exhibit

Sample cover letter
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A résumé and cover letter are your ticket to the interview. You may possess outstand-
ing qualifications and career potential, but you need an interview to communicate this
information. The time, effort, and care you take to present yourself on paper will help
you achieve your career goal.

The Job Interview

“Why should we hire you?” This may be an unexpected question; however, you may
need to answer it. The interview phase of job hunting is limited to candidates who pos-
sess the specific qualifications the employer wants. Being invited for an interview puts
you closer to receiving a job offer.

PREPARING FOR THE INTERVIEW

Prepare for your interview by obtaining additional information about your prospective
employer. The best sources of company information include

e Library resources such as annual reports or recent articles.

* Internet searches of company and industry information.

¢ Observations during company visits.

* Observations of company products in stores or other places.

* Informal interviews with current and past employees.

* Discussions with people knowledgeable about the company or industry. cat 10

During your research, try to obtain information about the company’s past and current M;, Researching
activities. Facts about its operations, competitors, recent successes, planned expansion, a prospective
and personnel policies will be helpful when you discuss your potential contributions to employer
the company.

Another preinterview activity is preparing questions you might ask, such as

e What training opportunities are available to employees who desire advancement?
* What qualities do your most successful employees possess?

* What are the main expectations and challenges of this position?

* What do your employees like best about working here?

* What actions of competitors are likely to affect the company in the near future?
Also, prepare questions about your specific interests and about the particular orga-

nization with which you are interviewing. Request information about company policies
and employee benefits.

Successful interviewing requires practice. By using a video camera or working with —m
friends, you can develop the confidence needed for effective interviewing. Work to ==

organize ideas, speak clearly and calmly, and communicate enthusiasm. Prepare spe- | — - Preparing for an
cific answers regarding your strengths. Many campus organizations and career place- interview

ment offices offer opportunities for practice by conducting mock interviews. Prepare
concise answers for specific questions (see Exhibit 2-E) explaining how your experi-
ence will contribute to the future of the company. Also, practice stories that demonstrate
your skills in various settings. If appropriate, plan to bring photos or other evidence of
your past efforts.

Career counselors suggest having a “theme” for interview responses to focus on your
key qualifications. Throughout the interview, come back to the central idea that com-
municates your potential contributions to the organization.

As you get ready for the interview, keep in mind that proper dress and grooming
are important. Current employees are the best source of information about how to
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Education and Training Questions

What education and training qualify you for this job?
Why are you interested in working for this company?

In addition to going to school, what activities have helped you to expand
your interests and knowledge?

What did you like best about school?
What did you like least?

Behaviorial, Competency-Based Questions

In what types of situations have you done your best work?

Describe the supervisors who motivated you most.

Which of your past accomplishments are you most proud of?

Have you ever had to coordinate the activities of several people?
Describe some people whom you have found difficult to work with.

Describe a situation in which your determination helped you achieve a
specific goal.

Describe situations in which you demonstrated creativity.
What situations frustrate you?

Other than past jobs, what experiences have helped prepare you for
this job?

What methods do you consider best for motivating employees?

Personal Qualities Questions

What are your major strengths?

What are your major weaknesses? What have you done to overcome your
weaknesses?

What do you plan to be doing 3 or 5 years from now?

Which individuals have had the greatest influence on you?
What traits make a person successful?

How well do you communicate your ideas orally and in writing?
How would your teachers and your past employers describe you?
What do you do in your leisure time?

How persuasive are you in presenting ideas to others?

dress. In general, dress more conservatively than employees do. A business suit is
usually appropriate for both men and women. Avoid trendy and casual styles, and
don’t wear too much jewelry. Confirm the time and location of the interview. Be sure
you have correct directions to the interview location.

Take copies of your résumé, your reference list, work samples, and paper for writ-
ing down ideas during the interview. Plan to arrive about 10 minutes earlier than your
appointed time.
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THE INTERVIEW PROCESS

A screening interview is an initial, usually brief, meeting with applicants that reduces the
pool of job candidates. In the screening interview, interviewees are processed on the basis
of overall impression and a few general questions. Screening interviews may be con-
ducted on college campuses by corporate recruiters or by telephone. A screening inter-
view by phone will require stronger verbal communication since there is no eye contact
or body language. Success qualifies you for additional consideration by the employer.
Organizations are expanding the use of online screening interviews in which appli-
cants provide basic personal and background informa-
tion. In addition, these “e-interviews” may ask you to

respond to questions such as “Would you rather have DID YOU KNOW?

structure or flexibility in your work?” and “What

approach do you use to solve difficult problems?” In situational interviewing, candidates for a sales

Computerized interviewing may also be used to test position may be asked to interact with a potential

an applicant’s ability in job-related situations such as customer. Prospective employees for Southwest Air-

those that a bank teller or retail clerk might encounter. lines participate in a “job audition.” This starts the
Once you are judged to be a strong candidate for a moment they apply, with extensive notes from the

initial phone call. During the flight to the interview,
gate agents, flight attendants, and other company
employees are instructed to pay special attention
to the candidate’s behaviors. Thus, the candidate is
being observed constantly, similar to their job set-

job, your next interview can last from one hour to sev-
eral days. The selection interview, which is reserved
for the finalists in the job search, may involve a series
of activities, including responses to questions, meet-

ings with several people on the staff, and a seminar ting. The process also includes giving a talk to a
presentation. large group. Bored or distracted audience
The first part of the selection interview usually members are disqualified. This selection
occurs in an informal setting. This arrangement is process has been shown to reduce
designed to help you relax and to establish rapport. employee turnover and increase
Next, a brief discussion of the available position may customer satisfaction.

take place. The main part of the interview involves
questions to assess your abilities, potential, and per-
sonality. Interviews may include situations or questions
to determine how you react under pressure. Remain calm. Answer clearly in a con-
trolled manner. In the last portion of the interview, you are usually given an opportunity
to ask questions.

An interviewer cannot ask:

* Where you were born.
* Your age.
¢ If you have any disabilities.

* About marital status, religion, or responsibility for
children, or other personal information protected
by law.

However, an interviewer can ask:

e If you have the legal right to work in the United
States indefinitely.

* You to prove you are over 18, if there is a mini-
mum age requirement for the job.

* If you have the physical ability to perform the job
for which you have applied.

e If there are any days or times when you can’t work. A presentation may be required
as part of the interview process.

The use of behavioral interviewing is expanding to better evaluate an applicant’s on-
the-job potential. In these situations, prospective employees are asked how they might
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handle various work situations. Behavioral interview questions typically begin with
“describe” or “tell me about . . .” to encourage interviewees to better explain their work
style.

Most interviewers conclude the selection interview by telling you when you can
expect to hear from the company. While waiting, consider doing two things. First,
send a follow-up letter or e-mail within a day or two expressing your appreciation for
the opportunity to interview. If you don’t get the job, this thank-you letter can make a
positive impression that improves your chances for future consideration. Second, do
a self-evaluation of your interview performance. Write down the areas that you could
improve. Try to remember the questions you were asked that were different from what
you expected.

Finally, the more interviews you have, the better you will present yourself. And the
more interviews you have, the better the chance of being offered a job.
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4. My budgeting activitie

5. The status of m

As you study this chapter, you will encounter

s could be described as . )
a. "I don't have enough money to worry about wt\ere it goes.
b. “l keep track of my spending in my checkbook.

¢. "I have a written plan for spending an _
y savings goals could be described as

a. "Good progress is being made.” .
b. “If | save $100 more, I'll have $100!
¢. “What is a savings goal?”

d paying my bills on time.”

“My Life” boxes with additional information and

resources related to these items.

Successful Money Management

Objective 1

Recognize relationships
among financial documents
and money management
activities.

money management
Day-to-day financial activi-
ties necessary to manage
current personal economic
resources while working
toward long-term finan-
cial security.

My Life 1

| understand the value of money manage-
ment activities.

Many online sources are available to provide

“Each month, I have too many days and not enough money. If the month were only 20
days long, budgeting would be easy.” Most of us have heard a comment like this when
it comes to budgeting and money management.

Your daily spending and saving decisions are at the center of financial planning. You
must coordinate these decisions with your needs, goals, and personal situation. When
people watch a baseball or football game, they usually know the score. In financial
planning, knowing the score is also important.

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

OPPORTUNITY COST AND MONEY
MANAGEMENT

Daily decision making is a fact of life, and trade-offs are associated with each choice
made. Selecting an alternative means you give up something
else. In terms of money management decisions, examples

of trade-off situations, or opportunity costs, include the
following:

e Spending money on current living expenses reduces the
amount you can use for saving and investing for long-
term financial security.

money management information. Locate a

blog that you consider reliable for obtaining
money management assistance.

78

¢ Saving and investing for the future reduce the amount
you can spend now.

* Buying on credit results in payments later and
reduces the amount of future income available for
spending.

!
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* Using savings for purchases results in lost interest
earnings and an inability to use savings for other
purposes.

¢ Comparison shopping can save you money and
improve the quality of your purchases but uses up
something of value you cannot replace: your time.

As you plan and implement various money management
activities, you need to assess financial and personal costs
and benefits associated with financial decisions.

COMPONENTS OF MONEY
MANAGEMENT

As Exhibit 3-1 shows, three major money management
activities are interrelated. 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 effective money management.

Organized financial documents
are a foundation of effective
money management.

M CONCEPT CHECK 3-1

1 What opportunity costs are associated with money management activities?
2 What are the three major money management activities?

Action Application Talk to several people regarding wise and poor money
management actions they have taken in their lives.

Exhibit Money management activities

3. Creating and \
implementing a plan

for spending and saving (budgeting).

2.Creating personal\
/ financial statements
(balance sheets and cash flow statements

\ of income and outflows).

1.Storing and
maintaining personal financial records
and documents.
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A System for Personal
Objective 2

Design a system for main-
taining personal financial
records.

DID YOU KNOW?

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 contents 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.

PLANNING YOUR PERSONAL FINANCES

Financial Records

Invoices, credit card statements, insurance policies, tax, forms, and other documents
are the basis of financial recordkeeping and personal economic choices. An organized
system of financial records provides a basis for:

* Handling daily business affairs, including payment of bills on time.
Planning and measuring financial progress.

Completing required tax reports.

Making effective investment decisions.

Determining available resources for current and future buying.

As Exhibit 3-2 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 docu-
ments with limited value. Your home file may be a
series of folders, a cabinet with several drawers, or
even a cardboard box. Whatever method you use, it
is most important that your home file be organized
to allow quick access to required 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. Access to the contents of a safe deposit box requires two keys.

safe deposit box

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

deposit box is located.

home safe.

My Life 2

I have an organized system for personal
financial records.

Conduct a brief interview with a couple of
people you know about the methods and
systems they use to organize their financial
documents. What filing systems do they use?
How do they use computerized recordkeep-
ing systems?

One key is issued to you; the other is kept by the financial institution where the safe

Items commonly kept in a safe deposit box include an annual

stock investment statement, contracts, a list of insurance policies, and valuables
such as rare coins and stamps. These documents may also be kept in a fireproof

The number of financial records and documents may seem
overwhelming; however, they can easily be organized into 10
categories (see Exhibit 3-2). 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. As your financial
situation changes, you will add others.

How long should you keep personal finance records?
The answer to this question differs for various documents.
Records such as birth certificates, wills, and Social Security
data should be kept permanently. Records on property and
investments 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 circum-
stances, the Internal Revenue Service may request informa-
tion from six years back. Financial experts also recommend
keeping documents related to the purchase and sale of real
estate indefinitely.
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Exhibit

Home File

1. Personal and
Employment Records
(Chapter 2)

e Current résumé

e Employee benefit
information

e Social Security numbers

e Birth certificates

3. Tax Records (Chapter 4)

e Paycheck stubs, W-2 forms,
1099 forms

e Receipts for tax-deductible
items

¢ Records of taxable income

e Past income tax returns and
documentation

5. Credit Records
(Chapters 6, 7)
e Unused credit cards
¢ Payment books
* Receipts, monthly statements

e List of credit account
numbers and telephone
numbers of issuers

7. Housing Records
(Chapter 9)

e Lease (if renting)

® Property tax records

® Home repair, home
improvement receipts

9. Investment Records
(Chapters 13-17)

e Records of stock, bond
and mutual fund
purchases and sales

e List of investment
certificate numbers

e Brokerage statements

¢ Dividend records

e Company annual reports

What Not to Keep . . .

2. Money Management
Records (Chapter 3)

¢ Current budget

e Recent personal financial
statements (balance sheet,
income statement)

e List of financial goals

e List of safe deposit box
contents

4. Financial Services

Records (Chapter 5)

e Checkbook, unused checks

¢ Bank statements, canceled
checks

¢ Savings statements

e Location information and
number of safe deposit box

6. Consumer Purchase & Auto-

mobile Records (Chapter 8)

e \Warranties

¢ Receipts for major purchases

e Owner’s manuals for major
appliances

* Automobile service and
repair records

¢ Automobile registration

* Automobile owner’s manual

8. Insurance Records
(Chapters 10-12)

¢ Original insurance policies

e List of insurance premium
amounts and due dates

¢ Medical information (health
history, prescription drug
information)

e Claim reports

10. Estate Planning and
Retirement Records
(Chapters 18-19)

o Will

¢ Pension plan information

¢ [RA statements

¢ Social Security
information

e Trust agreements

Wastebasket

* Receipts for
small, non-

tax-deductible
purchases

¢ Expired
warranties

Money Management Strategy: Financial Statements and Budgeting

Where to keep your financial records

Safe Deposit Box or Fireproof
Home Safe

. Seri

e Birth, marriage, and expens o
death certificates » photograP S ble

« Citizenship papers video of valua

¢ Adoption, custody papers 9 pelongings

¢ Military papers

o Credit conta ctsr
« Certificates of deposit B, jst of credit
e List of checking and numbers an mbers
savings account numbers telephon€ o

and financial institutions g of issuers

* Mortgage papers, title deed @ bond 5t stamps.
 Automobile title o« Rare COINS: @
e List of insurance policy gems ¢

numbers and company 5 collectibles

names « copy of will

Personal Computer
System and Online

e Current and past budgets

e Summary of checks written and
other banking transactions

e Past income tax returns prepared
with tax preparation software

e Account summaries and
performance results of
investments

e Computerized version of wills,
estate plans, and other documents

Shredder

e Quarterly investment
account statements
(keep the annual
summary statements)

¢ Documents that you
no longer need with
personal information
such as your Social
Security number or
account numbers.
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CONCEPT CHECK 3-2 M

1 What are the benefits of an organized system of financial records and
documents?

2 What suggestions would you give for creating a system for organizing and storing
financial records and documents?

3 What influences the length of time you should keep financial records and
documents?

Action Application Outline a system for filing and maintaining personal
financial records. What are some of the goals of your system?

Personal Financial Statements

Objective 3

Develop 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.

assets Cash and other
property with a monetary
value.

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 of the financial documents we have discussed come from financial institutions,
business organizations, or the government. Two documents that you create yourself,
the personal balance sheet and the cash flow statement, are called personal financial
statements. These reports provide information about your current financial position and
present a summary of your income and spending. The main purposes of personal finan-
cial statements are to

* Report your current financial position in relation to the value of the items you
own and the amounts you owe.

* Measure your progress toward your financial goals.

* Maintain information about your financial activities.

* Provide data you can use when preparing tax forms or applying for credit.

THE PERSONAL BALANCE SHEET:
WHERE ARE YOU NOW?

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

Items of value _ Amounts owed _ Net worth

(what you own) (what you owe) (your wealth)

For example, if your possessions are worth $4,500 and you owe $800 to others, your
net worth is $3,700.

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 finan-
cial position. Assets are cash and other tangible property with a monetary value. The
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balance sheet for Rose and Edgar Gomez (Exhibit 3-3) lists their assets under four

categories:

1. Liquid assets are cash and items of value that can easily be converted to cash. Money in
checking and savings accounts is liquid and is available to the Gomez family for current
spending. The cash value of their life insurance may be borrowed if needed. While assets
other than liquid assets can also be converted into cash, the process is not quite as easy.
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liquid assets Cash and
items of value that can
easily be converted to

2

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

cash.

3. Personal possessions are a major portion of assets for most people. Included in this
category are automobiles and other personal belongings. While these items have
value, they may be difficult to convert to cash. You may decide to list your posses-
sions on the balance sheet at their original cost. However, these values probably

Exhibit

Creating a personal balance sheet

Note: Various asset and liability items are discussed in the chapters listed next to them.

Rose and Edgar Gomez
Personal Balance Sheet as of October 31, 2012
Step 1 Assets
Prepare a total of all items Liquid Assets
of value (_assets). Include Checking account balance (Chap.5)................. $ 1,450
amounts in bank accounts, ?
2 Savings/money market accounts (Chap.5) .... ....... 5,235
e, and the cost Cash value of life insurance (Chap. 12) 3,685
(or estimated current Total liquid assets S =
value) of your possessions. ERICl BRGS0 00 a00000000000000000000000000a0 $ 10,370
Real Estate
Current market value of home (Chap. 9)............. $ 189,900
Personal Possessions
Market value of automobile. . ..................... 8,000
Furniture and appliances. .. ....................... 5,900
Stereo and video equipment ...................... 2,600
Home computer. ... 1,400
Jewelry . .o 2,200
Total household assets. .. ............oovun.. $ 20,100
Investment Assets (Chaps. 13-17)
Retirement accounts (Chap. 18)..................... 26,780
Mutual funds (Chap. 16). .......... ... ..., 11,890
Total investmentassets. .. ...................... 38,670
Total assets 259,040
Step 2 Liabilities
List and total the amounts Current Liabilities
owed to others (liabilities). Medical bills (Chap. 11) . .. ... $ 150
This list will include current Charge account and credit card balances (Chaps. 6, 7)... 3,340
debts, charge account/ Balance dueonautoloan......................... 1,750
credit card balances, and Total current liabilities. . ....................... $ 5,240
amounts due on loans '
and mortgages. Long-Term Liabilities
Mortgage (Chap.9). ............ciiiiiiiannn. 91,600
Home improvement loan (Chaps.6,7)............... 1,760
Studentloan. .. ... ... ... 1,200
Total long-term liabilities. . . .................... 94,560
Step 3 Total liabilities 99,800
Subtract total liabilities
from total assets to
determine net worth.
This amount indicates Net worth (assets minus liabilities) 159,240
the current financial
position of an individual
or a household.
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need to be revised over time, since a five-year-old tele-
DID YOU KNOW? vision set, for example, is worth less now than when it
was new. Thus, you may wish to list your possessions
Poorly organized financial records can result in at their current value (also referred to as market value).
hidden assets such as U.S. savings bonds, old This method takes into account the fact that such things
life insurance policies with a cash value, as a home or rare jewelry may increase in value over
dormant savings accounts, old time. You can estimate current value by looking at ads

investments, and unused gift cards.

liabilities Amounts owed
to others.

current liabilities Debts

that must be paid within
a short time, usually less
than a year.

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.

for the selling price of comparable automobiles, homes,
or other possessions. Or you may use the services of an
appraiser.

4. Investment assets are funds set aside for long-term financial needs. The Gomez
family will use their investments for such things as financing their children’s educa-
tion, 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 Looking at the total assets
of the Gomez family, you might conclude that they have a strong financial position.
However, their debts must also be considered. Liabilities are amounts owed to others
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. Similarly, a home improve-
ment loan may be repaid to the lender over the next 5 to 10 years.

The debts listed in the liability section of a balance sheet represent the amount owed at
the moment; they do not include future interest payments. However, each debt payment is
likely to include a portion of interest. Chapters 6 and 7 discuss the cost of borrowing further.

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 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 3-3 shows, Rose and Edgar Gomez have a net worth of $159,240. Since
very few people, if any, liquidate all assets, the amount of net worth has a more practical
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. Bankruptcy, discussed in Chapter 7, may be an
alternative for a person in this position.

You can increase your net worth in various ways, including

* Increasing your savings.

* Reducing spending.
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¢ Increasing the value of investments and other possessions.

e Reducing the amounts you owe.

Remember, your net worth is not money available for use but an indication of your
financial position on a given date.

EVALUATING YOUR FINANCIAL POSITION

A personal balance sheet helps you measure progress toward financial goals. Your
financial situation improves if your net worth increases each time you prepare a bal-
ance sheet. It will improve more rapidly if you are able to set aside money each month
for savings and investments. As with net worth, the relationship among various balance
sheet items can give an indication of your financial position.

THE CASH FLOW STATEMENT:
WHERE DID YOUR MONEY GO?

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
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 3-4 on page 86), 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 spend-
ing patterns, which will be helpful when preparing a budget. A checking account can
provide information for your cash flow statement. Deposits to the account are your
inflows; checks written are your outflows. Of course, in using this system, when you do
not deposit the entire amounts received, you must also note the spending of undeposited
amounts in your cash flow statement.

The process for preparing a cash flow statement is

Cash outflows
during the time =

Total cash

received during - Cash surplus

or deficit

the time period period

STEP 1: RECORD INCOME Creating a
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cash flow The actual
inflow and outflow of
cash during a given time
period.

cash flow statement

A financial statement that
summarizes cash receipts
and payments for a given
period.

income Inflows of cash
to an individual or a
household.

cash flow statement starts with identifying the cash
received during the time period involved. 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

* Wages, salaries, and commissions.

¢ Self-employment business income.

e Savings and investment income (interest,
dividends, rent).

¢ Gifts, grants, scholarships, and educational
loans.

* Government payments, such as Social Security, public assistance, and
unemployment benefits.

Daily purchasing decisions influ-
ence cash outflows and long-
term financial goals.
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Exhibit Creating a cash flow statement of income and outflows
Lin Ye
Cash Flow Statement for the Month Ended September 30, 2012
Income (cash inflows)
Step 1 Salary (grossincome). . ................ $4,350
. . Less deductions
For a set time period (such Federal income tax $810
as a month), record your e 108
income from various - o 022880 8P0RRR809999°99¢
Social Security ........ ... . 332
sources, such as wages, ; =
salary, interest, or Total deductions................... $1,250 $3,100
payments from the Interest earned onsavings ............. 34
government. Earnings frominvestments............. 62
Total income $3,196
Cash Outflows
Step 2 Fixed Expenses
. ReNt ..ot $1,150
Develop categories and Loan payment ..........oueiueanenn.. 216
record cash payments for Cable television . ..................... 52
the time period covered Monthly train ticket .................. 196
by the cash flow Lifeinsurance. ............c.oovuenn.. 32
statement. Apartment insurance. ................. 23
Total fixed outflows $1,669
Variable Expenses
Foodathome ....................... 260
Food away fromhome................ 168
Clothing. . ...t 150
Telephone ....... ... .. . i 52
Electricity . . .. ..o 48
Personal care (dry cleaning,
laundry, cosmetics) . ............. ... 66
Medical expenses. . ................... 85
Step 3 Recreation/entertainment.............. 100
Gifts. ... 70
Subtract the total outflows Donations. .. ..o vi i 80
from the total inflows. A . - 079
positive number (surplus) Total variable outflows _ 1,079
represents the amount Total outflows $2,748
available for saving and Cash surplus + (or deficit —) +$448
investing. A negative | (N | _ _ _ _ _ _ _ _ _ _ _ _ _____
number (deficit) represents
the amount that must be Allocation of Surplus
taken out of savings or Emergency fund savings. . ............. 168
borrowed. Savings for short-term/intermediate
financialgoals ...................... 80
Savings/investing for long-term
financial security . ................... 200
Total surplus $448

* Amounts received from pension and retirement programs.

e Alimony and child support payments.

In Exhibit 3-4, notice that Lin Ye’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-

take-home pay Earnings . . .
pay 9 home pay, also called net pay, is a person’s earnings after deductions for taxes and

after deductions for taxes

and other items; also other items. Lin’s deductions for federal, state, and Social Security taxes are $1,250.

called disposable income. Her take-home pay is $3,196. This amount, plus earnings from savings and investments,
is the income she has available for use during the current month.

discretionary income Take-home pay is also called disposable income, the amount a person or household

Money left over after pay- has available to spend. Discretionary income is money left over after paying for

ing for housing, food, and housing, food, and other necessities. Studies report that discretionary income ranges

other necessities. from less than 5 percent for people under age 25 to more than 40 percent for older

people.



Financial Planning Calculations

RATIOS FOR EVALUATING FINANCIAL PROGRESS

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 avail-
able 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:

Liabilities $12,000
Liquid assets $2,200

Monthly credit payments $150

Monthly savings $130

1. Debt ratio

Net worth $36,000
Current liabilities $550
Take-home pay $900
Gross income $1,500

2. Current ratio

3. Debt-payments ratio

4. Savings ratio

Analysis: How do these ratios compare with the guidelines mentioned in the “Interpretation” column above?

STEP 2: RECORD CASH OUTFLOWS Cash payments for living expenses
and other items make up the second component of a cash flow statement. Lin Ye divides
her cash outflows into two major categories: fixed expenses and variable expenses.
While every individual and household has different cash outflows, these main catego-
ries, along with the subgroupings Lin uses, can be adapted to most situations.

1. Fixed expenses are payments that do not vary from month to month. Rent or mort-
gage payments, installment loan payments, cable television service fees, and a

87
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monthly train ticket for commuting to work are examples of
constant or fixed cash outflows.

For Lin, another type of fixed expense is the amount she sets
aside each month for payments due once or twice a year. For
example, Lin pays $384 every March for life insurance. Each
month, she records a fixed outflow of $32 for deposit in a special

T eHent savings account so that the money will be available when her
In what ways might the “Daily Spending insurance payment is due.
Diary” (at the end of each chapter) be of
value when preparing a personal cash flow 2. Variable expenses are flexible payments that change from
statement? month to month. Common examples of variable cash out-
flows are food, clothing, utilities (such as electricity, tele-
phone, cable, and Internet), 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.
DID YOU KNOW? STEP 3: DETERMINE NET CASH FLOW

When there is not enough in savings for emergen-

The difference between income and outflows can be

cies, people most often use a home equity loan or either a positive (surplus) or a negative (deficit) cash
credit cards, borrow from relatives or flow. A deficit exists if more cash goes out than comes
against a retirement account, or sell in during a given month. This amount must be made

some unneeded assets.

hee
S Personal balance
sheet

Personal cash flow

statement

up by withdrawals from savings or by borrowing.
When you have a cash surplus, as Lin did
(Exhibit 3-4), this amount is available for saving, inves-
ting, or paying off debts. Each month, Lin sets aside
money for her emergency fund in a savings account that she would use for unexpected
expenses or to 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 reenrollment 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, discussed in the next section.

CONCEPT CHECK 3-3 Qf

1 What are the main purposes of personal financial statements?

2 What does a personal balance sheet tell about your financial situation?
3 How can you use a balance sheet for personal financial planning?

4 What information does a cash flow statement present?

Action Application Using a Web search or library sources, obtain information
about the assets commonly held by U.S. households. How have the values of assets,
liabilities, and net worth of U.S. consumers changed in recent years?

Budgeting for Skilled Money Management

Objective 4

Create and implement a
budget.

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 fail-
ing to ensure future financial security can be minimized through budgeting. The main
purposes of a budget are to help you:
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¢ Live within your income.

* Spend your money wisely.

* Reach your financial goals.

* Prepare for financial emergencies.

e Develop wise financial management habits.

Budgeting may be viewed in four major phases, as shown in Exhibit 3-5.

THE BUDGETING PROCESS

The financial statements and documents discussed in the first sections of this chapter
provide a starting point for your daily money management activities. A personal bal-
ance sheet is an effective scorecard for measuring financial progress. Increases in net
worth as a result of increased assets or decreased debt are evidence of an improved
financial position. A regular assessment of your financial standing using a personal bal-
ance sheet can provide a point of reference for money management decisions.

STEP 1: SETTING FINANCIAL GOALS Future plans are an important
dimension of your financial direction. Financial goals are plans for future activities that
require you to plan your spending, saving, and investing. Exhibit 3-6 gives examples of
common financial goals based on life situation and time.

| Assessing Your Current Situation |

In this preliminary phase, your main tasks are to:

e Measure your current financial position
e Determine your personal needs, values, and life situation

| Planning Your Financial Direction |

The actual budgeting activities occur in this phase with:

Step 1: Setting Financial Goals

Step 2: Estimating Income

Step 3: Budgeting an Emergency Fund and Savings
Step 4: Budgeting Fixed Expenses

Step 5: Budgeting Variable Expenses

| Implementing Your Budget |

As you select and use your budgeting system, this phase involves:
Step 6: Recording Spending Amounts

|Eva|uating Your Budgeting Program|

The final phase of the process calls for:

Step 7: Reviewing Spending and Saving Patterns

With the completion of the process, possible revisions of financial
goals and budget allocations should be considered.

budget A specific plan for
spending income.

Exhibit

Creating and implement-
ing a budget
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Exhibit Common financial goals

Short-Term Goals
Personal Situation  (less than 1 year)

Intermediate Goals Long-Term Goals
(1-5 years) (over 5 years)

Single person Complete college

e Pay off auto loan e Pay off education loan the mountains
e Attend graduate school ¢ Provide for retirement
income
Married couple e Take an annual vacation ¢ Remodel home e Buy a retirement home
(no children) e Buy a new car e Build a stock portfolio ® Provide for retirement
income
Single parent ¢ Increase life insurance e Increase investments e Accumulate a college
(young children) ¢ Increase savings e Buy a new car fund for children

e Take a vacation to Europe e Buy a vacation home in

e Move to a larger home

As discussed in Chapter 1, financial goals should: (1) Be realistic; (2) be stated in
specific, measurable terms; (3) have a definite time frame; and (4) imply the type of

DID YOU KNOW?

The main budgeting mistakes people make are
failing to save, never creating a budget,
underestimating expenses, and not

planning for large costs (vacations,

auto repairs).

Maintaining income and
expense records makes the
budgeting process easier.

action to be taken. Your personal financial statements
and budgeting allow you to achieve your financial
goals with

1. Your balance sheet: reporting your current finan-
cial position—where you are now.

2. Your cash flow statement: telling you what you
received and spent over the past month.

3. Your budget: planning spending and saving to
achieve financial goals.

STEP 2: ESTIMATING INCOME  As Exhibit 3-7 shows, you
should next 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.

If you get paid once a month, planning is easy since you will work
with a single amount. But if you get paid weekly or twice a month,
you will need to plan how much of each paycheck will go for various
expenses. If you get paid every two weeks, plan your spending based
on the two paychecks you will receive each month. Then, during the
two months each year that have three paydays, you can put additional
amounts into savings, pay off some debts, or make a special purchase.

Budgeting income may be difficult if your earnings vary by sea-
son or your income is irregular, as with sales commissions. In these

situations, attempt to estimate your income based on the past year and on your expecta-
tions for the current year. Estimating your income on the low side will help you avoid

overspending and other financial difficulties.

STEP 3: BUDGETING AN EMERGENCY FUND AND SAVINGS To
set aside money for unexpected expenses as well as future financial security, the Fra-
ziers (see Exhibit 3-7) have budgeted several amounts for savings and investments.
Financial advisers suggest that an emergency fund representing three to six months of
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DID YOU KNOW?

According to Lynnette Khalfani (www.themoney
coach.net), LIFE is the major budget buster:

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

involves “Impulse buying,” whether in stores or

L

F

online.

are "Forgotten” bills, such as annual insurance

payments.

are “Emergencies,” such as unexpected

auto or home repairs.

My Life 4

| adapt my budgeting activities for changing

situations.

Part 1 PLANNING YOUR PERSONAL FINANCES

living expenses be established for use in periods of
unexpected financial difficulty. This amount will vary
based on a person’s life situation and employment
stability. A three-month emergency fund is probably
adequate for a person with a stable income or secure
employment, while a person with erratic or seasonal
income may need to set aside an emergency fund suf-
ficient for six months or more of living expenses.

The Fraziers 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. The time value
of money, discussed in Chapter 1, refers to increases
in an amount of money as a result of interest earned.
Savings methods for achieving financial goals are dis-
cussed later in this chapter.

A very common budgeting mistake is to save only the amount left at the end of the
month. When you do that, you often have nothing left for savings. Since savings are vital to
long-term financial security, advisers suggest that an amount be budgeted as a fixed expense.

STEP 4: BUDGETING FIXED EXPENSES Defi-
nite obligations make up this portion of a budget. As Exhibit 3-7
shows, the Fraziers have fixed expenses for housing, taxes, and
loan payments. They make a monthly payment of $29 for life
insurance. The budgeted total for the Fraziers’ 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

Your buying habits will vary depending on depend on your current needs and plans for the future. The fol-

the number of people in your household,

lowing sources can help you plan your spending:

their ages, and your geographic location. The
spending patterns for various households, *  Your cash flow statement.

reported with consumer expenditure data o
and the latest consumer price index, are
available at www.stats.bls.gov.

Consumer expenditure data from the Bureau of Labor
Statistics.

* Articles in magazines such as Kiplinger’s Personal
Finance Magazine and Money.

¢ Estimates of future income and expenses and anticipated
changes in inflation rates.

Exhibit 3-8 provides suggested 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. Remember, a budget is an estimate for spending and saving intended to
help you make better use of your money, not to reduce your enjoyment of life.

STEP 5: BUDGETING 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, economic conditions, and a
variety of other factors. A major portion of the Fraziers’ planned spending—over 60
percent of their budgeted income—is for variable living costs.

The Fraziers base their estimates on their needs and desires for the items listed and
on expected changes in the cost of living. The consumer price index (CPI) is a mea-
sure of the general price level of consumer goods and services in the United States.



Chapter 3 Money Management Strategy: Financial Statements and Budgeting 93

Exhibit Typical after-tax budget allocations for different life situations
Single Parents Couple
Working Couple Parent (children (over 55, no
Single (no (children (young over 18 in dependent
Budget Category Student dependents) under 18) children) 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 away 15-20 15-25 15-25 13-20 15-20 18-25
from home)
Clothing 5-12 5-15 5-10 5-10 4-8 4-8
Personal and health care 3-5 3-5 4-10 8-12 4-6 6-12
(including child care)
Entertainment and 5-10 5-10 4-8 4-8 6-10 5-8
recreation
Reading and education 10-30 2-4 3-5 3-5 6-12 2-4
Personal insurance and 0-5 4-8 5-9 5-9 4-7 6-8
pension payments
Gifts, donations, and 4-6 5-8 3-5 3-5 4-8 3-5
contributions
Savings 0-10 4-15 5-10 5-8 2-4 3-5

Sources: Bureau of Labor Statistics (stats.bls.gov); American Demographics; Money; The Wall Street Journal.

This government statistic indicates changes in the buy-

ing power of a dollar. As consumer prices increase DID YOU KNOW?

due to inflation, people must spend more to buy the

same amount. Changes in the cost of living will vary For ideas to cut your spending, go to www.
depending on where you live and what you buy. clarkhoward.com, www.homemoneyhelp

As mentioned in Chapter 1, the rule of 72 can help
you budget for price rises. At a 2 percent inflation rate,
prices will double in 36 years (72/2). However, at a 6 per-
cent inflation rate, prices will double in 12 years (72/6).

STEP 6: RECORDING SPENDING AMOUNTS After you have estab-
lished your spending plan, you will need to keep records of your actual income and
expenses similar to those you keep in preparing an income statement. In Exhibit 3-7,
notice that the Fraziers estimated specific amounts for income and expenses. These are
presented under “Budgeted Amounts.”

The family’s actual spending 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 Fraziers was a $17 deficit, since their actual spending exceeded
their planned spending by this amount. The Fraziers 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, while more income than expected would be a surplus.

.com www.debtproofliving.com, and
www.thefrugalshopper.com.

budget variance The differ-
ence 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.
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Spending more than planned for an item may be justified by reducing spending for
another item or putting less into savings. However, it may be necessary to revise your
budget and financial goals.

STEP 7: REVIEWING 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.
DID YOU KNOW?
Reviewing Your Financial Progress The results
of your budget may be obvious: having extra cash in
checking, falling behind in your bill payments, and so
on. However, such obvious results may not always be

Households can save money each month by cutting
insurance costs, adopting savvier grocery shopping
habits, using less energy, switching to a less expen-
sive cable or phone plan, and avoiding the fees and

high payments that come with debt. They can also present. Occasionally, you will have to evaluate (with
choose not to receive a tax refund at the end of the other household members, if appropriate) and review
year and instead to pay less taxes every areas where spending has been more or less than
month. These actions may end up saving expected.

households an additional $500 a As Exhibit 3-9 shows, you can prepare an annual
month or more! summary to compare actual spending with budgeted

amounts. This type of summary may also be prepared

every three or six months. A spreadsheet computer

program can be useful for this purpose. The summary

will help you see areas where changes in your budget
may be necessary. This review process is vital to both successful short-term money
management and long-term financial security.

Exhibit An annual budget summary
E3 Microsoft Excel D@@
File Edit Wiew Insert Format Tools Data Window Help Acrobst
DFES SRy iR - &= AL MY 0 - B = i % Zmez
01 j = Annual Totals 7
A ] G = F G H [ | J [ L N o | [ =
1 J Actual Spanding (cash outflows) Annual Totals
Monthly
2 Item Budget Jan. Feh. Mar Apr May June July  Aug. Sept. Oct  Nov. Dec. Actual Budgeted®|
3 Income 27300 2730 2730 2730 2940 2730 2730 2730 2730 2B850 2950 2850 2850 334450 32,760
4 Savings 150 150 150 200 150 o0 £0 30 100 250 250 150 40 1810 1800
826 326 G826 826 826 826 826 826 826 826 826 26 826 9812
5 Morgage/Rent 9812
Housing Costs 190 214 236 187 176 185 Ba 146 178 196 177 201 i 22063 2280
(insurance,
B utilities)
7 Telephone a0 43 45 B7 56 a4 52 BS 45 43 52 45 47 B18 BOD
o Food (at home) 280 287 277 245 234 278 267 258 320 301 298 278 324 3407 3380
Food {away from 80 67 78 84 87 123 ‘09 89 83 B7 76 83 143 1,083
9 home) 960
10 Clothing 100 =s| 7 123 156 {ila] 76 111 124 a7 95 123 111 1,268 1,200
Transpartation 340 302 312 333 345 207 287 390 373 299 301 267 301 3807 4,080
(auto operation,
public
11 transportation)
12 (Credit payments 249 243 249 243 243 249 249 249 243 249 243 243 249 2388 2988
Insurance (life, 45 135 35 AT By 401 540
13 health, other)
14 Health care 140 176 145 187 122 m 56 186 166 134 189 193 147 1812 1680
15 Recreation 60 67 28 123 28 67 45 a7 98 65 87 87 111 1,033 960
Reading,
16 education 40 32 a4 44 34 =] 54 12 38 54 34 76 45 516 480
17 Gifts, donations 100 102 110 94 87 123 89 B5 94 113 87 Hg 134 1237 1,200
Personal B0 o] 45 B7 54 98 A9 a4 49 71 BS a0 56 R 72
miscellaneous
18 expense
18 Total 2730 2702 2705 2964 2674 2p26 2642 2638 2743 2/892 2786 2771 2864 33007 32,760
20 Surplus (deficit) 2 257 (34 286 104 o] 92" (13 M2 64 787 g4 443 f—
M| 4 »| M} Sheetl f Sheet2 / Sheet3 4] -

Ready UM



Chapter 3 Money Management Strategy: Financial Statements and Budgeting 95

Revising Your Goals and Budget Allocations What should you cut first when a
budget shortage occurs? This question doesn’t have easy answers, and the answers will
vary for different household situations. The most common overspending areas are enter-
tainment and food, especially away-from-home meals. Purchasing less expensive brand
items, buying quality used products, avoiding credit card purchases, and renting rather
than buying are common budget adjustment techniques. When having to cut household
budgets, reduced spending most often occurs for vacations, dining out, cleaning and
lawn services, cable/Internet service, and charitable donations.

At this point in the budgeting process, you may also revise your financial goals. Are
you making progress toward achieving 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 than those that have been your major concern?
Addressing these issues while creating an effective saving method will help ensure
accomplishment of your financial goals.

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, expenses, and goals will require
changes in your spending plan. Money management
experts advise that a successful budget should be

e Well planned. A good budget takes time and effort
to prepare. Planning a budget should involve
everyone affected by it. Children can learn impor-

tant money management lessons by helping to
develop and use the family budget.

* Realistic. If you have a moderate income, don’t immediately expect to save
enough money for an expensive car or a lavish vacation. 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 changes in your cost of living will require a
budget that you can easily revise. Also, special situations, such as two-income fam-
ilies or the arrival of a baby, may require an increase in certain types of expenses.

* 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 house-
hold members.

M CONCEPT CHECK 3-4

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 What are the main steps in creating a budget?

4 What are commonly recommended qualities of a successful budget?

5 What actions might you take when evaluating your budgeting program?

Action Application Ask two or three friends or relatives about the budgeting
system they use for their spending records. Create a visual presentation (video or
slide presentation) that communicates wise budgeting techniques.

The budgeting process should
be a cooperative effort among
all household members.

- Il

N

=\ -| Cash
budget

Annual budget
summary




HOW TO . ..

Select a Budgeting System

Although your checkbook and online payments summary may give you a fairly complete picture of your
expenses, these records do not serve the purpose of planning for spending. A budget requires that you
outline how you will spend available income. The following are commonly used budgeting systems:

1. 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. An “in your head” budget can be dangerous
when you forget the amounts you plan to spend on various items.

. A physical budget involves envelopes, folders, or containers to hold money or slips of paper repre-
senting amounts allocated for spending categories. This system allows you to actually see where your
money goes. Envelopes would contain the amount of cash or a note listing the amount to be used for
“Food,” “Rent,” “Clothing,” “Auto Payment,” “Entertainment,” and other expenses.

. A written budget allows you provide a detailed plan for spending. This type of budget can be in a
notebook or on accounting paper or a budget record book available in office supply stores. A common
written budget format is a spreadsheet that has several monthly columns for comparing budgeted and
actual amounts for various expense items.

. A computerized budgeting system may be developed using spreadsheet software. Excel budget
templates may be located online. Or, you may use money management software such as Quicken
(www.quicken.com). In addition to creating a budget, these programs are capable of doing other
financial planning tasks.

. An online budget may be used through a Web site such as mint.com. In addition, banks, credit unions,
brokerage firms, and other financial institutions have various budgeting and personal financial
management tools on their Web sites.

. A budgeting app for your cell phone is also a consideration. Several choices are available with various
features and complexity. Costs range from free downloads to a few dollars.

Your decision for a budgeting system will depend on your personal situation and your preference for
maintaining your information. The most important consideration when choosing a system is to find one that
provides accurate and timely information for helping you achieve your financial goals.

Money Management and Achieving
Financial Goals

Objective 5 Your personal financial statements and budget allow you to achieve your financial
Is with

Relate money management goals wit

and savings activities to 1. Your balance sheet: reporting your current financial position—where you are now.

achieving financial goals. 2. Your cash flow statement: telling you what you received and spent over the past
month.

3. Your budget: planning spending and saving to achieve financial goals.

People commonly 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 and July 1. Your budget would serve to plan your spending

96
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and saving between these points in time, and your cash flow statement 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 Balance
sheet sheet sheet
January 1 June 30 December 31

Actual inflows Actual inflows
and outflows —e and outflows —e

(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.

IDENTIFYING SAVING GOALS

Saving current income (as well as investing, which is discussed in Chapters 13—17) is
the basis for an improved financial position and long-term financial security. Common
reasons for saving include:

* To set aside money for irregular and unexpected expenses.

* To pay for the replacement of expensive items, such as appliances
or an automobile, or to have money for a down payment on a
house.

* To buy expensive items such as electronics or sports equipment or
to pay for a vacation.

¢ To provide for long-term expenses such as the education of children
or retirement.

* To earn income from the interest on savings for use in paying living
expenses.

SEI_ECTI N G A SAVI N G TEC HN |Q U E Specific savings activities

) ) ) ) ) contribute to achieving
For many years, the United States has ranked lowest among industrial nations in sav-  jong-term financial goals.

ings rate. Low savings affect personal financial situations. Studies reveal that the major-
ity of Americans do not have an adequate amount set aside for emergencies.

Since most people find saving difficult, financial
advisers suggest these methods to make it easier:

DID YOU KNOW?

1. Write a check each payday and deposit it in a sav-

ings account not readily available for regular spend- For years, coworkers were amused by a woman who
ing. Or use an automatic payment to electronically carried a brown bag lunch to her job each day. That
transfer an amount to your savings. This savings woman later retired in financial comfort and lived
deposit can be a percentage of income, such as 5 or her later years in beachfront property.

A daily coffee and muffin can add up

10 percent, or a specific dollar amount.
to over $1,300 a year.

2. Payroll deduction is available through most places
of employment. With this system, an amount is
deducted from your salary and deposited in savings.
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3. Saving coins or spending less on certain items can help you save. Each day, put
your change in a container. You can also increase your savings by taking a sandwich
to work instead of buying lunch or refraining from buying snacks or magazines.

I regularly review the status of my saving

goals.

Reaching your financial goals will depend on
the savings method used and the time value
of money. How do the examples shown in
Exhibit 3-10, Using Savings to Achieve Finan-
cial Goals, relate to your current or future life

situation?

=1 | College education
cost analysis,
savings plan

Exhibit

Using savings to achieve
financial goals

How you save is far less important than making regular periodic
savings deposits that will help you achieve financial goals. Small
amounts of savings can grow faster than most people realize.

CALCULATING SAVINGS
AMOUNTS

To achieve your financial objectives, you should convert your
savings goals into specific amounts. Your use of a savings
or investment plan is vital to the growth of your money. As
Exhibit 3-10 shows, using the time value of money calculations,
introduced in Chapter 1, can help you calculate progress toward
achieving your financial goals.

CONCEPT CHECK 3-5 Qf

1 What are some suggested methods to make saving easy?
2 What methods are available to calculate amounts needed to reach savings goals?

Action Application 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?

for unexpected
expenses and
financial
emergencies

Financial Saving s -
Goal Method In;erest Savings Balance After:
ate
Set aside $6,000 Asingle 2 years 5 years 10 years

—o

fdep°5't —e| 3% —®| $6365  $6956  $8,064
rom past

savings

Save for a down
payment to
purchase a home

. 2 years 4 years 6 years
Deposit

$200 every —@ 4% —@| $1,657 $3,452 $5,395
three months

Save for
retirement living
expenses

. 10 years 20 years 30 years

Deposit

$2,000a —O@ 8% —®| $28973 $91,524 $226,566
year




My Life Stages for Monvey Managewment - .

—in my 20s

...in college

e Create a personal
balance sheet and
income statement
on an annual basis

e Maintain spending
diary to monitor
daily finances

e Create a system for
financial records
and documents

e Use a budget that
included savings

e Accumulate an
appropriate
emergency fund

e Revise budget

Objective 1

Recognize relationships among financial documents and
money management activities.
Successful money management requires effective coordination

of personal financial records, personal financial statements, and
budgeting activities.

Objective 2

Design a system for maintaining personal financial records.
Your system for organizing personal financial records and docu-
ments is the foundation of effective money management. This
structure should provide ease of access as well as security for
financial documents that may be impossible to replace.

Objective 3

Develop a personal balance sheet and cash flow statement.

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 difference between your total
assets and your total liabilities is your net worth. A cash flow
statement, also called a personal income and expenditure

.
inmy 30s ~inwmy B50s
and 40s and beyond
« Update personal o Determin'e pot_ential
financial statements chang_es in daily ‘
spending needs
* Begin investment during retirement
program for funding _ _ ,
children’s education e Consider increased
savings and
* Adapt budget to contributions to
changing house- retirement plans -
hold needs

SUMMARY OF OBJECTIVES

statement, 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.

Objective 4

Create and implement a budget.

Your budgeting activities should involve a process with four
phases: (1) assessing your current personal and financial situa-
tion, (2) planning your financial direction by setting financial
goals and creating budget allowances, (3) implementing your
budget, and (4) evaluating your budgeting program.

Objective 5

Relate money management and savings activities to achieve
financial goals.

Your saving goals should be based on the relationship among
the personal balance sheet, cash flow statement, and budget.
Saving current income provides the basis for achieving long-
term financial security. Future value and present value calcula-

tions may be used to compute the increased value of savings for
achieving financial goals.

99
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KEY TERMS

assets 82 deficit 93 money management 78
balance sheet 82 discretionary income 86 net worth 84

budget 88 income 85 safe deposit box 80
budget variance 93 insolvency 84 surplus 93

cash flow 385 liabilities 84 take-home pay 86

cash flow statement 85 liquid assets 83

current liabilities 87 long-term liabilities 84

KEY FORMULAS

Page Topic Formula
82 Net worth Net worth = Total assets — Total liabilities
Example: = $125,000 — $53,000
= $72,000
85 Cash surplus (or deficit) Cash surplus (or deficit) = Total inflows — Total outflows
Example: = $5,600 — $4,970
= $630 (surplus)
87 Debt ratio Debt ratio = Liabilities/Net worth
Example: = $7,000/$21,000
=0.33
87 Current ratio Current ratio = Liquid assets/Current liabilities
Example: = $8,500/$4,500
=1.88
87 Liquidity ratio Liquidity ratio = Liquid assets/Monthly expenses
Example: = $8,500/$3,500
=24
87 Debt-payments ratio Debt-payments ratio = Monthly credit payments/Take-home pay
Example: = $760/$3,800
=0.20
87 Savings ratio Savings ratio = Amount saved per month/Gross monthly income
Example: = $460/$3,800
=0.12

SELF-TEST PROBLEMS

1. The Hamilton household has $145,000 in 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?

100




Self-Test Solutions

—

. Net worth is 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).

FINANCIAL PLANNING PROBLEMS

1. Creating Personal Financial Statements. Based on the procedures presented in the chapter, prepare your current personal balance
sheet and a cash flow statement for the next month. (Obj. 3)

2. Calculating Balance Sheet Amounts. Based on the following data, compute the total assets, total liabilities, and net worth. (Obj. 3)
Liquid assets, $4,670 Household assets, $93,780
Investment assets, $14,350 Long-term liabilities, $76,230
Current liabilities, $2,670

3. Preparing a Personal Balance Sheet. Use the following items to prepare a balance sheet and a cash flow statement. Determine
the total assets, total liabilities, net worth, total cash inflows, and total cash outflows. (Obj. 3)

Rent for the month, $650 Auto insurance, $230

Monthly take-home salary, $1,950 Household possessions, $3,400
Cash in checking account, $450 Stereo equipment, $2,350
Savings account balance, $1,890 Payment for electricity, $90
Spending for food, $345 Lunches/parking at work, $180
Balance of educational loan, $2,160 Donations, $70

Current value of automobile, $7,800 Home computer, $1,500
Telephone bill paid for month, $65 Value of stock investment, $860
Credit card balance, $235 Clothing purchase, $110

Loan payment, $80 Restaurant spending, $130

4. Computing Balance Sheet Amounts. For each of the following situations, compute the missing amount. (Obj. 3)

a. Assets $45,000; liabilities $11,400; net worth $ .
b. Assets $76,500; liabilities $ _ ; net worth $13,700.
c. Assets $44,280; liabilities $12,965; net worth $ .
d. Assets$  ;liabilities $38,345; net worth $52,654.
5. Calculating Financial Ratios. The Fram family has liabilities of $128,000 and a net worth of $340,000. What is their debt ratio?
How would you assess this? (Obj. 3)

6. Determining Financial Progress. 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. 3)

7. Determining Budget Variances. Fran Bowen created the following budget:

Food, $350 Clothing, $100
Transportation, $320 Personal expenses and recreation, $275
Housing, $950

She actually spent $298 for food, $337 for transportation, $982 for housing, $134 for clothing, and $231 for personal expenses
and recreation. Calculate the variance for each of these categories, and indicate whether it was a deficit or a surplus. (Obj. 4)

8. Calculating the Effect of Inflation. Bill and Sally Kaplan have an annual spending plan that amounts to $36,000. If inflation is
3 percent a year for the next three years, what amount will the Kaplans need for their living expenses three years from now?
(Obj. 4)
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10.

11.

12.

. Computing the Time Value of Money for Savings. Use future value and present value calculations (see tables in the Chapter 1

appendix) to determine the following. (Obj. 5)

a. The future value of a $500 savings deposit after eight years at an annual interest rate of 3 percent.
b. The future value of saving $1,500 a year for five years at an annual interest rate of 4 percent.

c. The present value of a $2,000 savings account that will earn 3 percent interest for four years.

Calculating Present Value of a Savings Fund. Hal Thomas wants to establish a savings fund from which a community organiza-
tion could draw $800 a year for 20 years. If the account earns 3 percent, what amount would he have to deposit now to achieve
this goal? (Obj. 5)

Future Value of Reduced Spending. Brenda plans to reduce her spending by $80 a month. Calculate the future value of this
increase in saving over the next 10 years. (Assume an annual deposit to her savings account, and an annual interest rate of
5 percent.) (Obj. 5)

Future Value of Savings. Kara George received a $6,000 gift for graduation from her uncle. If she deposits the entire amount in
an account paying 3 percent, what will be the value of this gift in 15 years? (Obj. 5)

FINANCIAL PLANNING ACTIVITIES

. Researching Money Management Information. Using Web sites, library sources, friends, relatives, and others, obtain information

on common suggestions for successful money management. (Obj. 1)

. Comparing Financial Record Systems. Conduct a survey of people of various ages to determine the system they use to keep track

of various financial documents and records. (Obj. 2)

. Creating Personal Financial Statements. Using Sheets 15 and 16 in the Personal Financial Planner, or some other format,

prepare a personal balance sheet and cash flow statement. (Obj. 3)

. Researching Money Management Software. Use the Internet, store visits, or advertisements to determine software or Web sites a

person might use to prepare personal financial statements, create a budget, and monitor spending, saving, and investing. (Obj. 3, 4)

. Analyzing Budgeting Situations. Discuss with several people how the budget in Exhibit 3-7 might be changed based on various

budget variances. If the household faced a decline in income, what spending areas might be reduced first? (Obj. 4)

. Analyzing Saving Habits. Interview a young single person, a young couple, and a middle-aged person about their financial goals

and saving habits. What actions do they take to determine and achieve various financial goals? (Obj. 5)

FINANCIAL PLANNING CASE

A Little Becomes a Lot

Can you imagine saving 25 cents a week and having it grow to
over $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 dollars
here and there for snacks and other minor purchases quickly
add up.

Today, at age 27, Ken works as a customer service man-
ager for an online sales division of a retailing company. He
lives with his wife, Alicia, and their two young children. The
family’s spending plan allows for all their needs and also
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includes regularly saving and investing for the children’s educa-
tion and for retirement.

Recently, Ken was asked by a coworker, Brian, “How come
you and Alicia never seem to have financial 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
financial 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 3. Are your money management activities more like Ken’s
most people neglect? Brian’s? What actions might you take to provide better

2. What additional goals might be appropriate for Ken, Alicia,
and their children?

control of your spending and to increase your saving?

PERSONAL FINANCIAL PLANNER IN ACTION

Personal Financial Statements and a Spending Plan

Money management activities are the basis for most financial planning activities. Creation of a financial document filing system, a per-
sonal balance sheet, a cash flow statement, and a budget provide you with tools for setting, implementing, and achieving financial goals.

Your Short-Term Financial Planning Activities

Resources

1. Develop a filing system to organize your financial records and documents.

PFP Sheet 14
www.quicken.com
www.kiplinger.com

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

PFP Sheets 15, 16
WWwWw.money.com
www.lifeadvice.com

3. Based on your current financial situation, set short-term financial goals and
develop a budget. Monitor your spending for various categories.

PFP Sheets 17, 18
www.betterbudgeting.com
WWW.mymoney.gov
www.mint.com

4. Accumulate an appropriate amount for an emergency fund.

www.clevelandsaves.org
www.choosetosave.org

Your Long-Term Financial Planning Activities

Resources

1. Set long-term financial goals related to education, housing, or retirement.

PFP Sheet 19
www.statefarm.com/lifevents/lifevents.htm
www.dinkytown.net

2. Develop a savings plan, such as automatic withdrawals, to achieve
long-term financial goals.

Text pages
WWW.asec.org
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CONTINUING CASE

Money Management Activities

Life Situation Financial Data
Single Monthly Income (after taxes) $1,450
Age 21 Personal property $7,300
No dependents Savings $2,000
College student Student loan $3,000
Credit card debt $2,400
Rent $400

Utilities $75

Car insurance $100

Cell phone $50

Credit card payment $40
Gas/Car maintenance $100
Cable/Internet $45
Groceries $300

Clothing $50

Gifts & donations $50

Since Shelby has a fixed income each month, she has been using her credit card to make ends meet. Although she pays the minimum
required by the credit card company each month, her credit card debt is rising at an alarming rate. She knows that she is not clear

on where all of her money is going but she is glad to be able to share expenses with her roommate, Melinda. She does have a small
amount of savings, but she is not sure it is enough if an emergency were to occur.

Questions

1. Since a budget is made up of fixed expenses and variable expenses, identify which of Shelby’s expenses fall into each category.
Then total each category and compare it to her monthly income to determine if she has a surplus or deficit.

2. Based on the information above, how much should Shelby have in an emergency fund? What steps should she take to reach this
amount?

3. Describe how Shelby might use the following Personal Financial Planner sheets for assessing her financial condition (Creating a
Personal Balance Sheet, Creating a Personal Cash Flow Statement, and Developing a Personal Budget).

DAILY SPENDING DIARY

“I am amazed how little things can add up. However, since I started keeping track of all my spending, I realized that
1 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, 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.

Analysis Questions

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?

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
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Planning Your
Tax Strateqgy

Objectives

1. Describ_e the importance of taxes for per-
sonal financial planning.

2. Calculate taxable income and the amount
owed for federal income tax.

3. Prepare a federal income tax return.
. Identify tax assistance sources.

5. Selec_t app_ropriate tax strategies for differ-
ent financial and personal situations.

iy

My Life

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 $2,700 for a total of over $243 billion.
Invested at 5 percent for a year, these refunds
represent over $12 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.

R . Y 71

PAY ONLY YOUR FAIR SHARE Sr
¥
Taxes are often viewed as a confusing aspect of personal finan-
cial planning. However, with a little effort, the basic elements of
taxes can be understood. —
(S
The Main Focus
The main focus when planning and paying your taxes is to pay your fair share based on cur- .
rent tax laws. What action do you commonly take regarding taxes? For each of the following e
statements, select “agree” or »disagree” to indicate your personal response regarding these tax- o
planning activities:
r
1. 1 have a good knowledge of the varied taxes paid in our society. Agree Disagree ‘W
2. My tax records are organized to allow me to easily find needed .
information. Agree Disagree
y : : L
3. | am able to file my taxes on time each year. Agree Disagree ]
L
4. My tax returns have never been questioned by the Internal Revenue Service. Agree Disagree
5. Every few months, | learn new tax information to make filing easier and Agree Disagree -
to reduce the amount of taxes owed. ]
E
As you study this chapter, you will encounter “My Life"” boxes with additional information and
resources related to these items. —
Jl

-

p




106

Part 1 PLANNING YOUR PERSONAL FINANCES

Taxes and Financial Planning

Objective 1

Describe the importance of
taxes for personal financial
planning.

excise tax A tax imposed
on specific goods and
services, such as gasoline,
cigarettes, alcoholic bever-
ages, tires, and air travel.

Taxes are an everyday financial fact of life. You pay some taxes every time you get a
paycheck or make a purchase. However, most people concern themselves with taxes
only in April. With about one-third of each dollar you earn going for taxes, an effective
tax strategy is vital for successful financial planning. Understanding tax rules and regu-
lations can help you reduce your tax liability.

The U.S. Bureau of the Census reports that about two out of three American house-
holds have no money left after paying for taxes and normal living expenses. For most
of us, taxes are a significant factor in financial planning. Each year, the Tax Foundation
determines how long the average person works to pay taxes. In recent years, “Tax Free-
dom Day” came in late April. This means that the time people worked from January 1
until late April represents the portion of the year worked to pay their taxes.

This financial obligation includes the many types of taxes discussed later in this sec-
tion. To help you cope with these taxes, common goals related to tax planning include

¢ Knowing the current tax laws and regulations that affect you.
* Maintaining complete and appropriate tax records.

* Making purchase and investment decisions that can reduce your tax liability.

Target your tax planning efforts toward paying your fair share of taxes while taking
advantage of tax benefits appropriate to your personal and financial situation.

The principal purpose of taxes is to finance government activities. As citizens, we
expect government to provide services such as police and fire protection, schools, road
maintenance, parks and libraries, and safety inspection of food, drugs, and other prod-
ucts. Most people pay taxes in four major categories: taxes on purchases, taxes on prop-
erty, taxes on wealth, and taxes on earnings.

TAXES ON PURCHASES

You probably pay sales tax on many of your purchases. This state and local tax is added
to the purchase price of products. Many states exempt food and drugs from sales tax to
reduce the economic burden of this tax on the poor. In recent years, all but five states
(Alaska, Delaware, Montana, New Hampshire, and Oregon) have 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 tele-
phone service.

TAXES ON PROPERTY

DID YOU KNOW?

According to the Tax Foundation (www.taxfoundation
.org), Alaska, New Hampshire, Delaware, Tennessee,
and Alabama were the most “tax-friendly” states. In
contrast, Vermont, Maine, New York, Rhode

Island, and Ohio had the highest taxes as a

percentage of income.

estate tax A tax imposed
on the value of a person’s
property at the time of his
or her death.

Real estate property tax is a major source of revenue for
local governments. This tax is based on the value of land
and buildings. The increasing amount of real estate prop-
erty taxes is a major concern of homeowners. Retired peo-
ple with limited pension incomes may encounter financial
difficulties if local property taxes increase rapidly.

Some areas also impose personal property taxes. State
and local governments may assess taxes 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 his or her
death. This federal tax is based on the fair market value of the deceased individual’s
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investments, property, and bank accounts less allowable deduc-
tions and other taxes. Estate taxes are discussed in greater detail
in Chapter 19.

Money and property passed on to heirs may also 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 the payment of tuition or medical expenses are
not subject to federal gift taxes. Some states impose a gift tax on
amounts that a person, before his or her death, transfers to another
person, because the action may have been intended to avoid estate
and inheritance taxes.

Real estate property taxes are the major revenue

TAXES ON EARNINGS source for local government.

The two main taxes on wages and salaries are Social Security
and income taxes. The Federal 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 hospital insurance portion (Medicare). Chapters 11 and 18 dis-
cuss various aspects of Social Security.

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.

inheritance tax A tax
levied on the value of
property bequeathed by
a deceased person.

Throughout the year, your employer will withhold income ML{ Lif@ 1
tax payments from your paycheck, or you may be required to
make estimated tax payments if you own your own business. I have a good knowledge of the varied taxes
Both types of payments are only estimates of your income paid in our society.
taxes. You may need to pay an additional amount, or you may Prepare a list of the various taxes you pay in
get a tax refund. The following sections will assist you in pre- our society. This list might include fees and
paring your federal income tax return and planning your future charges associated with various licenses and
tax strategies. government services.

MCONCEPT CHECK 4-1

1 How should you consider taxes in your financial planning?
2 What types of taxes do people frequently overlook when making financial decisions?

Action Application Prepare a list of taxes that people commonly encounter
in your geographic region.

Income Tax Fundamentals

Each year, millions of Americans are required to pay their share of income taxes to the
federal government. The process involves computing taxable income, determining the
amount of income tax owed, and comparing this amount with the income tax payments
withheld or made during the year.

Objective 2

Calculate taxable income
and the amount owed for
federal income tax.
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Exhibit Computing taxable income and your tax liability
Gross Income

* \Wages and salaries * Interest ¢ Dividends

Step 1: Determining Adjusted * Profits from business * Gains or losses * Property rental
or profession on sale of investments ® Pensions
GrossIncome............. e Commissions, fees e Alimony  Tips, bonuses
* Employee awards  Royalties e Prizes, gambling
winnings

Step 2:

Computing Taxable Income

Step 3: Calculating TaxesOwed ...................... Lak basec-onTax tables

taxable income The net
amount of income, after
allowable deductions,
on which income tax is
computed.

earned income Money
received for personal
effort, such as wages, sal-
ary, commission, fees, tips,
or bonuses.

investment income
Money received in

the form of dividends,
interest, or rent from
investments. Also called
portfolio income.

l

Less: Adjustments to income

1

Equals: Adjusted gross income

Less: Standard deduction .. or.. .. Less: Itemized deductions
and exemptions and exemptions

Equals: Taxable income *—

l

or tax schedules

l

Less: Tax credits

!

Plus: Other taxes

l

Equals: Total tax due

STEP 1: DETERMINING ADJUSTED GROSS
INCOME

Taxable income is the net amount of income, after allowable deductions, on which
income tax is computed. Exhibit 4-1 presents the components of taxable income and the
process used to compute it.

TYPES OF INCOME Most, but not all, income is subject to taxation. Your gross,
or total, income can consist of three main components:

1. Earned income is money received for personal effort. Earned income is usually in
the form of wages, salary, commission, fees, tips, or bonuses.

2. Investment income (sometimes referred to as portfolio income) is money received
in the form of dividends, interest, or rent from investments.
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3. Passive income results from business activities in
which you do not actively participate, such as a

limited partnership.

Other types of income subject to federal income tax
include alimony, awards, lottery winnings, and prizes.
Cameron Clark once won $30,533 in prizes on the televi-
sion game show Wheel of Fortune. In addition to paying
California sales tax of $1,154, Cameron had to sell the car
stereo, ping-pong table, camping gear, water ski equip-
ment, bass guitar, and art drawing table and chair he won to
pay the federal income tax. He did get to keep the Toyota,
Honda scooter, Gucci watches, and Australian vacation.

Total income is also affected by exclusions. An
exclusion is an amount not included in gross income. For example, the foreign earned
income exclusion allows U.S. citizens working and living in another country to exclude
a certain portion ($91,500, as of 2010) of their incomes from federal income taxes.

Exclusions are also referred to as tax-exempt income, or income that is not subject
to tax. For example, interest earned on most state and city bonds is exempt from federal
income tax. Tax-deferred income is income that will be taxed at a later date. The earn-
ings on an individual retirement account (IRA) are an example of tax-deferred income.
While these earnings are credited to the account now, you do not pay taxes on them
until you withdraw them from the account.

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.
Certain adjustments to income, such as tax-deferred retirement plans, are a type of tax
shelter. Tax shelters are investments that provide immediate tax benefits and a reasonable
expectation of a future financial return. In recent years, tax court rulings and changes in
the tax code have disallowed various types of tax shelters that were considered excessive.

STEP 2: COMPUTING TAXABLE INCOME

DEDUCTIONS A tax deduction is an amount subtracted from adjusted gross
income to arrive at taxable income. Every taxpayer receives at least the standard
deduction, a set amount on which no taxes are paid. As of 2010, single people receive
a standard deduction of $5,700 (married couples filing jointly receive $11,400). Blind
people and individuals 65 and older receive higher standard deductions.

Many people qualify for more than the standard deduction. Itemized deductions are
expenses a taxpayer is allowed to deduct from adjusted gross income. Common item-
ized deductions include the following:

* Medical and dental expenses, including doctors’ 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
2010) of adjusted gross income. If your AGI is $20,000, for example, you must
have more than $1,500 in unreimbursed medical and dental expenses before you
can claim this deduction. If your medical and dental bills amount to $1,600, you
qualify for a $100 deduction.

* Taxes—state and local income tax, real estate property tax, and state or local
personal property tax. You may also deduct an amount for state sales tax instead
of your state income tax, whichever is larger—but not both. This deduction will
benefit taxpayers in the seven states without a state income tax.
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DID YOU KNOW?

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.

passive income Income
resulting from business
activities in which you do
not actively participate.

exclusion An amount not
included in gross income.

tax-exemptincome Income
that is not subject to tax.

tax-deferred income
Income that will be taxed
at a later date.

adjusted gross income
(AGI) Gross income
reduced by certain adjust-
ments, such as contribu-
tions to an individual
retirement account (IRA)
and alimony payments.

tax shelter An investment
that provides immediate
tax benefits and a rea-
sonable expectation of a
future financial return.

tax deduction An amount
subtracted from adjusted
gross income to arrive at
taxable income.

standard deduction A set
amount on which no taxes
are paid.

itemized deductions
Expenses that can be
deducted from adjusted
gross income, such as
medical expenses, real
estate property taxes,
home mortgage interest,
charitable contributions,
casualty losses, and certain
work-related expenses.
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IS IT TAXABLE INCOME? IS IT DEDUCTIBLE?

Certain financial benefits individuals receive are not sub- Indicate whether each of the following items would
ject to federal income tax. Indicate whether each of the or would not be deductible when you compute your
following items would or would not be included in tax- federal income tax.

able income when you compute your federal income tax.

Is it taxable income ... ?

Yes No Is it deductible ... ? Yes No

1. Lottery winnings
2. Child support received

3. Worker’s compensation
benefits

4. Life insurance death benefits

5. Municipal bond interest
earnings

6. Bartering income

. 7. Life insurance premiums

- 8. Cosmetic surgery for -
improved looks

9. Fees for traffic violations

- 10. Mileage for driving to -
volunteer work

11. An attorney’s fee for -
preparing a will

12. Income tax preparation fee -

Note: These taxable income items and deductions are based on the  Answers: 1, 6, 10, 12—yes; 2, 3, 4, 5, 7, 8, 9, 11—no.
2010 tax year and may change due to changes in the tax code.

American

Red Cross

Donations to charitable organi-
zations can reduce taxes owed o
and benefit people in need.

Interest—mortgage interest, home equity loan interest, and investment interest
expense up to an amount equal to investment income.

Contributions of cash or property to qualified charitable organizations. Con-
tribution totals greater than 20 percent of adjusted gross income are subject to
limitations.

Casualty and theft losses—financial losses resulting from natural disasters, acci-
dents, or unlawful acts. Deductions are for the amount exceeding 10 percent of
AGI, less $100, for losses not reimbursed by an insurance company or other source.
(California residents commonly report casualty losses due to earthquake damage.)

Moving expenses when a change in residence is associated with a new job that is

at least 50 miles farther from your former home than your old main job location.
Deductible moving expenses include only the cost of transporting the taxpayer and
household members and the cost of moving household goods and personal property.

Job-related and other miscellaneous expenses such as unreimbursed job travel,
union dues, required continuing education, work clothes or uniforms, investment
expenses, tax preparation fees, and safe deposit box rental (for storing investment
documents). The total of these expenses must exceed 2 percent of adjusted gross
income to qualify as a deduction. Such miscellaneous expenses as gambling
losses to the extent of gambling winnings and physical or mental disability
expenses that limit employability are not subject to the 2 percent limit.

The standard deduction or total itemized deductions, along with the value of your
exemptions (see the next section), is subtracted from adjusted gross income to obtain

your
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taxable income.
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You are required to maintain records to document tax
deductions. Financial advisers recommend a filing system
(see Exhibit 4-2) for storing receipts and other tax documents. N
Canceled checks (or electronic copies of checks) can serve as ML{ L‘fe 2
proof of payment for such deductions as charitable contribu-

tions, medical expenses, and business-related expenses. Travel My tax records are organized to allow me to

expenses can be documented in a daily log with records of mile- easily find needed information.

age, tolls, parking fees, food and lodging costs. To assist you in organizing your tax records,
Generally, you should keep tax records for three years from you need to be aware of what is taxable

the date you file your return. However, you may be held respon- income and what is deductible. See the Finan-

sible for providing back documentation up to six years. Records cial Planning for Life’s Situations on page 113.

such as copies of past tax returns and home ownership docu-
ments should be kept indefinitely.

EXEMPTIONS An exemption is a deduction from adjusted

gross income for yourself, your spouse, and qualified dependents. A dependent must exemption A deduction
not earn more than a set amount unless he or she is under age 19 or is a full-time stu- from adjusted gross

dent under age 24; you must provide more than half of the dependent’s support; and income for yourself, your
the dependent must reside in your home or be a specified relative and must meet cer-  Spouse, and qualified
tain citizenship requirements. The Social Security number of each dependent must be dependents.

reported on the tax return, regardless of age.
For 2010, taxable income was reduced by $3,650 for each exemption claimed. This
amount is revised annually based on inflation. Increased exemptions and standard

/Tax Forms and l

Tax Filing Information

¢ Current tax forms and instruction
booklets

* Reference books on current
tax laws and tax-saving
techniques

¢ Social Security numbers of
household members

« Copies of federal tax returns
from previous years

_/Income Records l —

* W-2 forms reporting salary, wages,
and taxes withheld

* W-2P forms reporting pension
income

© 1099 forms reporting interest,
dividends, and capital gains and
losses from savings and
investments

© 1099 forms for self-employment
income, royalty income, and
lump-sum payments from pension or
retirement plans

(Expense Records l

« Receipts for medical, dependent
care, charitable donations, and
job-related expenses

* Mortgage interest (Form 1098) and
other deductible interest

« Business, investment, and
rental-property expense documents

Exhibit

A tax recordkeeping
system
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marginal tax rate The
rate used to calculate
tax on the last (and next)
dollar of taxable income.

average tax rate Total tax
due divided by taxable
income.

EXAMPLE: Taxable Income

Calculating taxable income involves the following steps:

1 Gross income (wages, profits, dividends, interest, other $ 74,670
income)

2 Less: Adjustments to income (retirement plan —$ 4,600
contributions)

3 Equals: Adjusted gross income =$ 70,070

4 Less: Itemized deductions (or standard deduction) —$ 13,450
and exemptions —$ 14,600

5 Equals: Taxable income =$ 42,020

Part 1 PLANNING YOUR PERSONAL FINANCES

deductions eliminate or reduce the taxes many low-income Americans pay. For 2010,
a family of four did not have to pay federal income tax on the first $26,000 of gross
income ($11,400 for the standard deduction and $14,600 for four exemptions). 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 your income tax. The
use of tax rates and the benefits of tax credits are the final phase of the tax computation
process.

TAX RATES Use your taxable income in conjunction with the appropriate tax
table or tax schedule. For several years previous to 1987, there were 14 tax rates, rang-
ing from 11 to 50 percent. For 2010, the six-rate system for federal income tax was as
follows:

Rate on Married

Taxable Single Taxpayers Head of
Income Taxpayers Filing Jointly Households
10% Up to $8,375 Up to $16,750 Up to $11,950
15 $8,375-$34,000 $16,750-$68,000 $11,950-$45,550
25 $34,000-$82,400 $68,000-$137,300 $45,550-$117,650
28 $84,400-$171,850  $137,300-$209,250  $117,650-$190,550
33 $171,850-$373,650  $209,250-$373,650  $190,550-$373,650
35 Over $373,650 Over $373,650 Over $373,650

A separate tax rate schedule exists for married persons who file separate income tax
returns.

The 10, 15, 25, 28, 33, 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 28 percent tax bracket pays 28 cents
in taxes for every dollar of taxable income in that bracket.

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
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TAX CREDITS VERSUS TAX DEDUCTIONS

Many people confuse tax credits with tax deductions.
Is one better than the other? A tax credit, such as eli-
gible 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 income on
which your taxes are based.

Here is how a $100 tax credit compares with a $100
tax deduction:

$100 TAX CREDIT

v

Reduces your taxes by $100.

As you 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.

$100 TAX DEDUCTION

v

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.

tax bill of $4,200 would have an average tax rate of 10.5 percent ($4,200 <+ $40,000).
Self-employed people are likely to have a higher average tax rate due to self-
employment taxes, which include payments toward future Social Security benefits.
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 special tax breaks
to pay little in taxes. However, in recent years, this tax is affecting many taxpayers.
In recent years, nearly 4 million people were subject to the AMT. This number could
exceed 20 million if no changes are made in the tax laws. 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 WWWw.irs.gov.

TAX CREDITS The tax owed may be reduced by a tax credit, an amount sub-  tax credit An amount sub-
tracted directly from the amount of taxes owed. One example of a tax credit is the ~ tracted directly from the
credit given for child care and dependent care expenses. This amount lowers the tax amount of taxes owed.
owed by an individual or a couple. A tax credit differs from a deduction in that a fax

credit has a full dollar effect in lowering taxes, whereas a deduction reduces the taxable

income on which the tax liability is computed. (See the Financial Planning Calculations

box, above.)

Low-income workers can benefit from the earned-income credit (EIC). This fed-
eral tax regulation, for working parents with taxable income under a certain amount
($48,279 in 2010), can result in a tax credit of more than $5,657. Families that do not
earn enough to owe federal income taxes are also eligible for the EIC. When these
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families file a tax return and attach Schedule EIC, they receive a check from the IRS for
the amount of their credit.
Other recent tax credits have included:

* Foreign tax credit to avoid double taxation on income taxes paid to another
country.

e Retirement savings tax credit to encourage investment contributions to indi-
vidual and employer-sponsored retirement plans by low- and middle-income
taxpayers.

* Adoption tax credit to cover qualifying expenses when adopting a child.

e American Opportunity and Lifetime Learning tax credits to help offset college
education expenses.

* Mortgage interest tax credit for low-income, first-time home buyers.

* Energy-savings tax credit when purchasing various energy-efficient products or
renewable home energy systems.

* Elderly and disabled tax credit assists low-income people age 65 or older, and
those under age 65 retired with a permanent disability and taxable disability
income.

During recent economic difficulties, other tax credits were used to stimulate business
activity, some of which may be extended in the future. Tax preparation software will
guide you in identifying current tax credits for which you may qualify.

MAKING TAX PAYMENTS

You will make your payment of income taxes to the federal government in one of two
ways: through payroll withholding or through estimated tax payments.

WITHHOLDING The pay-as-you-go system requires an employer to deduct fed-

eral income tax from your pay and send it to the government. The withheld amount is

based on the number of exemptions and the expected deductions claimed on the W-4

form. 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 at year-end.

DID YOU KNOW?

The number of independent contractors, temps, and
part-timers is increasing. These self-employed people
file Schedule C requiring payment for Social

Security and Medicare taxes. However, they

will also be eligible for various business

deductions against their income.

After the end of the year, you will receive a W-2
form (see Exhibit 4-3), which reports your annual
earnings and the amounts that have been deducted
for federal income tax, Social Security, and, if appli-
cable, state income tax. A copy of the W-2 form is
filed with your tax return to document your earnings
and the amount you have paid in taxes. The differ-
ence between the amount withheld and the tax owed
is either the additional amount you must pay or the
refund you will receive.

Regarding wise financial decisions for your tax refund:

DON'T have excessive withholding that

results in a large refund.

DON'T use your refund for impulse

purchases.

DON'T leave the amount of the refund
in your checking account.

——

—

DO have an amount from each paycheck
deposited in a savings or investment account.

DO use the funds to reduce high-interest
credit card debt.

DO make contributions to retirement and
college-savings plans.

—



Chapter 4

Planning Your Tax Strategy

a Control number

OMB No. 1545-

0008

b Employer’s identification number
37

- 19876541

1 Wages, tips, other compensation

22,8972, 0%

2 Federal income tax withheld
2,678.93

< Employer's name, address, and ZIP code

Information Data,

Benton, NJ 08734

Inc.

9834 Collins Blvd.

3 Social security wages
23,8772 Q%

4 Social security tax withheld

$1,486.27

5 Medicare wages and tips

22,972 . QF)

6 Medicare tax withheld
347.60

7 Social security tips

8 Allocated tips

d Employee’s social security number

123-45-6789

9 Advance EIC payment

10 Dependent care benefits

e Employee’s name, address, and ZIP code

11 Nonqualified plans

12 Benefits included in box 1

13 See Instrs. for box 13 14 Other
Barbara Victor
124 Harper Lane
Parmont, NJ 07819

[15 Statutory Deceased Pension Legal Hshld. Subtotal Deferred
ﬁnployeeD lan rep. emp. compensation

16 State  Employer’s state I.D. No. 17 State wages, tips, etc.| 18 State income tax | 19 Locality name | 20 local wages, tips, etc. | 21 Local income tax

37_-.19876541 $23 972,09

(1) Department of the Treasury—Internal Revenue Service

Wage and Tax

£
2 W- Statement

Copy B To Be Filed With Employee’s FEDERAL Tax Return

This information is being furnished
to the Internal Revenue Service.

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 cur-
rent year. Dependents may not be exempt from withholding if they have any unearned
income and if their total gross income will exceed $500. Being exempt from withhold-
ing results in not having to file for a refund and allows you to make more use of your
money during the year. However, even if federal income tax is not withheld, Social
Security taxes will still be deducted.

ESTIMATED PAYMENTS People with income from savings, investments,
independent contracting, royalties, and lump-sum payments from pensions or retire-
ment plans have their earnings reported on Form 1099. People in these situations and
others who do not have taxes withheld 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 the person’s estimate of taxes due
at year-end. Underpayment or failure to make these estimated payments can result in
penalties and interest charges. These penalties are usually avoided if withholding and
estimated payments total more than your tax liability for the previous year or at least
90 percent of the current year’s tax.

EXAMPLE: Refund or Amount Owed?

Taxes owed or a refund?

(1) Compare withholding amount and payments made during $1,978
the year with

(2) taxes due as calculated on your 1040 form, which $1,726

(3) would result in a REFUND of $ 252

However when withholding and payments are less than the amount of taxes
due. An additional amount must be paid by April 15.

Exhibit
W-2 form
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DEADLINES AND PENALTIES

Most people are required to file their federal income tax return each 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 of 5 percent for
just one day.

People who make quarterly deposits for estimated taxes must submit their payments
by April 15, June 15, and September 15 of the current tax year, with the final payment
due by January 15 of the following year.

The IRS can impose penalties and interest for violations of the tax code. Failure to
file a tax return can result in a 25 percent penalty in addition to the taxes owed.

Underpayment of quarterly estimated taxes requires 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. Refunds must be claimed within three years of filing
the return or within two years of paying the tax.

CONCEPT CHECK 4-2 M

1 How does tax-exempt income differ from tax-deferred income?

2 What information is needed to compute taxable income?

3 When would you use the standard deduction instead of itemized deductions?

4 What is the difference between your marginal tax rate and your average tax rate?
5 How does a tax credit affect the amount owed for federal income tax?

Action Application Using library resources or an Internet search, determine
the types of income that are exempt from federal income tax.

Filing Your Federal Income Tax Return

Objective 3

Prepare a federal income
tax return.

As you stare at those piles of papers, you know it’s time to do your taxes! Submitting
your federal income tax return requires several decisions and activities. First, you must
determine whether you are required to file a return. Next, you need to decide which
basic form best serves your needs and whether you are required to submit additional
schedules or supplementary forms. Finally, you must prepare your return.

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, 2011 (for
tax year 2010), if their gross income exceeded $9,350, single persons over 65 had to file
if their gross income exceeded $13,000. The amount at which you are required to file
will change each year based on changes in the standard deduction and in the allowed
personal exemptions. If your gross income is less than this amount but taxes were with-
held from your earnings, you will need to file a return to obtain a refund.
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Your filing status is affected by such factors as marital status and
dependents. The five filing status categories are as follows:

* Single—never-married, divorced, or legally separated individuals
with no dependents.

* Married, filing joint return—combines the income of a husband
and a wife.

* 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

e ) Your family situation affects
spouse who maintains a household (paying for more than half of the costs) for a your tax filing status.

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 available alternatives to determine the most advantageous filing status.

WHICH TAX FORM SHOULD
YOU USE? DID YOU KNOW?

The Internal Revenue Service oversees more
than 17,000 pages of laws and regulations
with about 500 different tax forms.

Although about 500 federal tax forms and schedules
exist, you have a choice of three basic forms when fil-
ing your income tax (see Exhibit 4-4). Recently about
20 percent of taxpayers used Form 1040EZ or Form
1040A; about 60 percent used the regular Form 1040.
Your decision in this matter will depend on your type
of income, the amount of your income, the number of your deductions, and the com-
plexity of your tax situation. Most tax preparation software programs will guide you in
selecting the appropriate 1040 form.

COMPLETING THE FEDERAL
INCOME TAX RETURN

The major sections of Form 1040 (see Exhibit 4-5 on page 119)

correspond to tax topics discussed in the previous sections of this M Li f@ 3

chapter: L{

1. Filing status and exemptions. Your tax rate is determined by I am able to file my taxes on time each year.
your filing status and allowances for yourself, your spouse, The latest federal income tax forms and
and each person you claim as a dependent. instructions are available at www.irs.org.

Information about state income taxes may be

2. 1 . Earnings f 1 t rted . .
ncome. Earnings from your employment (as reporte SR e T

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 4-6) or by the standard deduction for your tax
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FORM 1040EZ

You may use Form 1040EZ if:

¢ You are single or married filing a joint return,
under age 65, and claim no dependents.

¢ Your income consisted only of wages, salaries,
and tips and not more than $1,500 of taxable
interest.

* Your taxable income is less than $100,000.

¢ You do not itemize deductions or claim any
adjustments to income or any tax credits.

Deparument of the Treasury—iaternal Revenve Servce.

Form Income Tax Return for Single and
1040EZ Joint Filers With No D w2009 OMEB No 1545.0074
Vo st name and el Tost name Your sockal securlty mumber
Label
L
(Seepage 0) | A |raTat rtum, spousa's e e and Tl | Lt e Spouse’s soclal security number
Use the N
IRS label. L |'Fome address (number and streel). i you have a P.0. boX, 566 page o ApL. o, Youmustenter
OI‘herwise.‘ " A your SSN(s) above. A
el i € I'City, town or post office, state, and ZIP code. Il you have a forelgn address, see page .
ortype. ® Z 7
. Ghecking a box below will not
Presidential change your tax or refund.
Election
Campaign }
(see page 9) Check here if you, or your spouse if a joint returm, want 3 to go to this fund . . » [] You [ Spouse
Income: 1 Wages, salarics. and tips. This should be shown in box 1 of your Form(s) W-2
Attach your Form(s) W-2. 1
Attach
Form(s) W-2 y
here. 2 Taxable interest. If e total is over $1.500. you cannot use Form 1040EZ. 2
Enclose, but do 3 Unemployment compensation in excess of $2.400 per recipient and Alnska Permanent
not Fund dividends (see page 11) 3
attach, any e e =
payment.
- . 4 Addlines 1.2, and 3. This is your adjusted gross income. 4

<—FORM 1040A
This form would be used by people who have less

that $100,000 in taxable income from wages,

salaries, tips, unemployment compensation, interest,

or dividends and use the standard deduction. With

Form Department of the Treasury—Intemal Revenue Service
1040A U.S. Individual Income Tax Returnes 2009 RS Uss Only—Do not wrieor siaple I ihs space
Label our first name and nial Last name. 0 "OMB No. 15450074
woopagoin) |k Your social security number

B
Use the E [TaJomt raturm, Spouse's frst name and el | Last name Spousa's social security number
IRS label. e
— W [Foma address (number and streat] 1 you have a P.0. box, Sa page 17 Ao T —
please print e A jour ssn) above. A
or type. E |Gy, own of poet ofice, State, and ZIP Gade. 1 you have a forelgh addrass, sa page 17 Ghecking a box below Wil not
Presidential _J change your tax or refund.
Election Campaign B> Check here If you, or your spouse i filing jointly, want $3 to go to this fund (see page 17) B> [] You [[] spouse
Filing 1 [ Single 4[] Head of household (with qualifying person). (See page 18.)
status 2 [] Married filing jointly (even if only one had income) If the qualifying person is a child but not your dependent,
Check only 3 [ Married filing separately. Enter spouse’s SSN above and enter this child's name here. »
one box, full name here. > 5 [ Qualifying widow(er) with dependent child (see page 19)
Exemptions 6a [ Yourself. If someone can claim you as a dependent, do not check .

% Ba.
b [ spouse

6a.and 6b
No. of children

¢ Dependents:

i e mesecsre 1@V qualtying

o
a thvart 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.

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. Consider
about all the possible adjustments to income,
deductions, and tax credits for which you may qualify.

FORM 1040X

Department of the Traasury—interal Revenuo Service

U.S. Individual Income Tax Return

£1040

2009 o e

20

or staple i this space.

Oriy—Do not e

For e year Jan.1-Dec. 31, 2000, o ol axyear begning 2006, onng : OVB No. 15450074
Label = B ]
o |[¥our frstrame and mitar Lastname Vour SooTaT Secury mambeT
@00 A |
nsiructions | B - =
& | amtretum, spouses frst nams and i | Lastname Spouse’s social Securily number
use theIRs | |
label. 1 [Fome adss pamberand el 1youave a7 -6, 50 pag 14 Ao T R
Nk A e &
plegse pritt . . o e
€ |Gy, own or postoffce sate, and 2P cote: T you iave a forelgn adress, se6 page 14 e DI et
Prosidential change your tax or refund,
Eloction Campaign B Oheck here I You, or your Spouse i fing Joinly, want $3 10 go 10 this fund (see page 14) » L] You [ spouse
= Iigle Head of household (with quallying person). (See page 15) I the
Filing Status 1 U singl « 0

2 [ Maried filing jointly (even if only one had income)
3 [ Married filing separately. Enter spouse’s SSN above
and full name here. »

qualtying person Is a chikd but not your dependent, enter this
child's name here. B
5[] Qualitying widow(er) with dependent child (see page 16)

Boxes checked

on 6a and 6b

No. of children
6 who:

Check only one
box.

Exemptions 6a LI Yourself. If someone can claim you as a dependent, do not check box 6a

b Spouse
¢ Dependents:
(1) First name

@) Dependents () /i qualtyng

jou | Sl ot chi ax

eltionship o YoU| v (s age 1)
]

(2) Dependent's
soc « lived with you
ocial security number ERavTn
i e to divorce
o separation
(500 page 18)

Last name

It more than four ]

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.

FORM 1040NR and FORM 1040NR-EZ

These form are designed for nonresident aliens living in the United States; resident aliens file Form 1040, 1040A, or 1040EZ.
The status of a taxpayer may be determined using the 1040NR instructions. Most international students and others not
claiming any dependents, and income under $100,000 can use Form 1040NR-EZ. Additional information about these forms

is available at www.irs.gov.

situation. In addition, an amount is deducted for each exemption to arrive at your
taxable income. That income is the basis for determining the amount of your tax
(see Exhibit 4-7 on page 122).

5. Tax credits. Any tax credits for which you qualify are subtracted at this point.

6. Other taxes. Any special taxes, such as self-employment tax, are included at this

point.

7. Payments. Your total withholding and other payments are indicated in this section.
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£1040

Department of the Treasury—Internal Revenue Service

U.S. Individual |

Tax Return

(99) RS Use Only—Do not write or staple i this space.

2.

Your earnings
and other
sources of

income will be

reported in this
section.

Label For the year Jan. 1-Dec. 31, 2009, or other tax year beginning 2009, ending .20 OMB No. 1545-0074
L | Yourfirst name and initial Last name Your social security number
@See A Edward L. Rameriz 123 14516189
onpage 14) | E [TFalointretum, spouse’s first name and initial Last name Spouse’s social security number
UsethelRs | - Marge S Rameriz 123 15419876
label. H | Home address {number and street). If you have a P.O. box, see page 14. Apt.no. ol MilsRienter
Olhervie:, 5 8734 Conner Lane A yourssne sbove. A
brive. € [ City, town or post office, state, and ZIP code. If you have a foreign address, see page 14. Eheckinga box below will nok
- Collins, IA change your tax or refund.
Election Campaign P> Check here if you, or your spouse if filing jointly, want $3 to go to this fund (see page 14) »  [] You [] Spouse
1 Filing Status 1 [ single 4 [ Head of household (with qualifying person). (See page 15) If the
Your marriage 2 % Married filing jointly (even if only one had income) qualifying person is a child but not your dependent, enter this
Check only one 3 Married filing separately. Enter spouse’s SSN above child’s name here. B
and household fosg | box. e el i 5 [ Qualifying widow(er with child (see page 16)
situation will Exemptions 6a [X] Yourself. If someone can claim you as a dependent, do not check box 6a . Esheedt
affect your b [ spouse Sy s m n E nu e @ a0l  NelotRE
. ¢ Dependents: (2) Dependent's (3) Dependent's |(4) v/ ifqualiing  on 6¢ who: 2
taxable income () Firstname [-a— sodal securty number | relaionshipto you | Chidforchidiac - o lived withyou 2
and tax rate. [*%| John Rameriz 987 . (5. 4321 | Son O D e vores
fmere than four Sandy Rameriz 789 . 56: 1234 | Daughter ] feee pageity
see o Dependents on 6c
page 17 and = not entered above
check here »[] = Add numbers on
d__ Total number of claimed . N lines above »
Income 7 Wages, salaries, tips, etc. Attach Form(s) W-2 7 58092 —
8a Taxable interest. Attach Schedule B if required . e S R 8a 280 —
b Tax-exempt interest. Do not include on line 8a . . L8b
a,“z‘;:f:’zg 9a Ordinary dividends. Attach Schedule B if required = E G %W B LB
attach Forms b Qualified dividends (see page 22) . . . %
W-2G and 10  Taxable refunds, credits, or offsets of state and Iocal income taxes (see page 23) . . 10
1099-R if tax 11 Alimony received . s 11
Yaspihhold: 12 Business income or (loss). Anach Schedule c or c EZ . 12
3 13  Capital gain or (loss). Attach Schedule D if required. If not requxred cneck here > |:| 13
Iley‘ou\:llldznm 14 Other galns or (losses). Attach Form 4797 . 14 3600 —
gee :ag-e '22_ 15a |RA di i . 15a ] | | b Tsxable amount (ses page 24) 15b
16a Pensions and annuities | 16a b Taxable amount (see page 25) | 16b
17  Rental real estate, royalties, partnerships, S corporations, trusts, etc. Attach Schedule E 17
52::‘::&:”;:; 18  Farmincome or (loss). Attach Schedule F . . 18
payment. /’\Iso, 19 Unemployment compensation in excess of $2,400 per recnplen( (see page 27) - 19
please use 20a Social security benefits | 20a b Taxable amount (see page 27) | 20b
3- Form 1040-V. 21 Other income. List type and amount (see page 29) 21
Adjusted g ross 22 Add the amounts in the far right column for lines 7 through 21. This is your total income » | 22 58732 —
B 2 23 Educator expenses (see page29) . . . . * 23
iIncome reSl:lItS AdIUSted 24 Certain business expenses of reservists, performing artists, and
from certain Gross fee-basis government officials. Attach Form 2106 or 2106-EZ 24
deductions and Income 25  Health savings account deduction. Attach Form 8889 . | 25
. 26  Moving expenses. Attach Form 3903 . . . . . [ 26
will be used as a 27 One-half of self-employment tax. Attach Scheduls SE . | 27
basis for 28 Self-employed SEP, SIMPLE, and qualified plans 28
computing other 29 Seff health _ (see page 30) | 29
N 30  Penalty on early withdrawal of savings . o
deductions. 31a Alimonypaid b Recipient's SSN P i i 31a
v’ 32 IRA deduction (see page 31) « w = |82 3,000 —
33  Student loan interest deduction (see page 34] v & 3| 98
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 . % % W G W e 36 o
37___ Subtract line 36 from line 22. This is your adjusted grossincome . . . . . » 37 55.752| —
For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see page 97. Cat. No. 113208 Form 1040

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
record the necessary account information directly on Form 1040, 1040A, or

1040EZ.

9. Your signature. Forgetting to sign a tax return is one of the most common filing

C€ITOrS.

FILING STATE INCOME TAX RETURNS

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 per-
cent and is based on some aspect of your federal income tax return, such as adjusted
gross income or taxable income. For further information about the income tax in your
state, contact the state department of revenue. States usually require income tax returns
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Exhibit

Form 1040 Page 2
Taxand 38 Amountfrom line 37 (adjusted grossincome) . W W e W@ B R A s 38 55732 | —
Credits 39a F':heck E ;ou were bnr:o bs!:r: Jar:]uary 2, 1291?‘5945 E 2:In: } ‘ll:'::alkb(;xes & D
if: pouse was rn before January 2, 3 lind. cked p a
Standard b If your spouse itemizes on a separate return or you were a dual-status alien, see page 35 and check hered  39b[]
4. De"“dm" _40a Itemized deductions (from Schedule A) or your standard deduction (see left margin) . . 40a 15,002 | —
. . . peop|e who b If you are increasing your standard deduction by certain real estate taxes, new motor
In this section, check any vehicle taxes, or a net disaster loss, attach Schedule L and check here (see page 35) . > 40b(]
you subtract Soxgmtre. | 41 Subtractiine 40afromineds . . . 41 =
. A 40b or who 42  Exemptions. If line 38 is $125,100 or Iess and you dld not prowde hcuslng toa Mldwestern L
your itemized obe sE displaced individual, multiply $3,650 by the number on line 6d. Otherwise, see page 37 . a2 144,00
deductions or ggg;r;dgzn;,s. 43 Taxable income. Subtract line 42 from line 41. If line 42 is more than line 41, enter -0- . 43 26,130
the standard eAllothers: | 44  Tax (see page 37). Checkiif any tax is from:  a [] Form(s) 8814 b [ Form 4972. 44 3.053
. Single or 45  Alternative minimum tax (see page 40). Attach Form 6251 . S 45 — |
deduction and <5 e | 46 Addlines44andds . . . . iow s w o ow ww v 5w P 48 3,084
exemptions to ;5190" = 47 Foreign tax credit. Attach Form 1 116 N requlved o B 47
B Married filing | 48 Credit for child and dependent care expenses. Attach Form 2441 48
. obtain taxable Blaiing | 49 Education credits from Form 8863, ne2 . . . . 49
Income; YOUI' tax gﬁorégn 50  Retirement savings contributions credit. Attach Form 8880 50 5'
is based on the Headof 51 Child tax credit (see page 42) . . 51 Tax credits are
ousehold, | 52 Credits from Form: @ [] 8396 b D 8839 © D 5695 52
tax tables or s 53 Other credits from Form: a (] 3800 b (] 8801 ¢ (J 53 dec_iuctgd at
schedule. 54 Add lines 47 through 53. These are your total credits . R — 0 — this point.
55 Subtract line 54 from line 46. If line 54 is more than line 46, enter T s o e n e (B 55 3,084 | —
56  Self-employment tax. Attach Schedule SE s h o5 kG %@ 8B 56
?;::; 67  Unreported social security and Medicare tax from Fovm a[Ja137 b [J 8919 57
6_ 58  Additional tax on IRAs, other qualified retirement plans, etc. Attach Form 5329 if required 58
o 59  Additional taxes: a [J AEIC b [] taxes. Attach Schedule H | 59
Any additional oy~ 60 Add lines 55 through 59. This is your total tax . . . - . . . » |60 3,004 | —
taxes owed Payments 61  Federal income tax withheld from Forms W-2and 1099 . . | 61 3314] —
are added at 62 2009 estimated tax payments and amount applied from 2008 return | 62
. . 63 Making work pay and government retiree credits. Attach Schedule M | 63
this point. ffyouhavea 64  Earnedincome credit(EIC) . . . . . . . . . . |64a 7
g:;l;fy;agach b Nontaxable combat pay electon lﬁb_l—‘_ The federal
Schedule EIC.| 65  Additional child tax credit. Attach Form 8812 s @ w ow o= |68 income tax you
66 credit from Form 8863, line 16 . 66
8. 67  First-time homebuyer credit. Attach Form 5405 . . . . | 67 have had
Your total tax 68  Amount paid with request for extension to file (see page 72) . | 68 = withheld or
= 69  Excess social security and tier 1 RRTA tax withheld (see page 72) | 69
is compared to 70 Credits from Form: a [] 2439 b [] 4136 ¢ [J 8801 d [] 8885 | 70 payments you
your total 71 Add lines 61, 62, 63, 64a, and 65 through 70. These are your total e Al 3314 | — have made are
payments to Refund 72 Ifline 71 is more than line 60, subtract line 60 from line 71. This is the amount you overpaid | 72 230 | — recorded here.
= V Direct deposit? 73a  Amount of line 72 you want refunded to you. If Fonn asee is attached, check here . »[] |73a 230 | —
determine your :ne:g“alg:_g!b » b Routing number | ! \ > LY
refund or 73c,and 73d, p d Account number ] | k4 |
amount due. orForm8888. 74  Amount of line 72 you want applied to your 2010 esti tax» | 74 | |
Amount 75  Amount you owe. Subtract line 71 from line 60. For details on how to pay, see page 74 .  » 75
YouOwe 76  Estimated tax penalty (seepage 74) . . . .. | 76 | |
Third Party Do you want to allow another person to discuss thls return with the IRS (see page 75)? [] Yes. Complete the following.  [] No
Designee Designee’s Phone Personal identification |—|—'—|—|—|
name b no. » number (PIN) >
9. Sign Under penalties of perjury, | declare that | have examined this retur and accompanying schedules and statements, and to the best of my knowledge and belief,
y Here they are true, correct, and complete. Declaration of preparer (other than taxpayer) is based on all information of which preparer has any knowledge.
Don't fo rget to =T Jeint vtz Your signature Date Your occupation Daytime phone number
sign the form Seo page 15. (é‘i-W/ /(70(/»-1?'/ 2 | 4-10-11 | Production Supervisor
an d yo ur z)erey%:rcopy Spcﬁ signature. If a jcinkatum, tfothAmust sign. | Date Spouse’s occupation
checkl! records. oragc § AL 4-10-11 | Sales Representative
-~ : Preparer's Date Preparer's SSN or PTIN
paid . _denare ) Satamployed 1
Brepca’n:r 8 Firm’s name (or [En
i M [
Form 1040

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 information
from your local IRS office, post office, public library, or at www.irs.gov.

to be filed when the federal income tax return is due. For help in planning your tax
activities, see Exhibit 4-8 on page 123.

CONCEPT CHECK 4-3 M

1 In what ways does your filing status affect preparation of your federal income tax
return?
2 What factors affect your choice of a 1040 form?

Action Application Create a visual presentation (video or slides) that demon-
strates actions a person might take to reduce errors when filing a federal tax return.
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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.

SCHEDULE A Itemized Deductions OMB No. 1545-0074.
(Form 1040)
Department of the Treasury > Attach to Form 1040. » See Instructions for Schedule A (Form 1040). Attachment
Internal Revenue Service (99) Sequence No. 07
Name(s) shown on Form 1040 Your social security number
Fdward L. and Marge S. Rameriz 125 45 67189
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 54732| —
Expenses 3 Multiply line 2 by 7.5% (.075) . . . 3 4180 —
4 Subtract line 3 from line 1. If line 3 is more than I|ne1 enter 0- g . S 4 — 0 — Certain other
Taxes You 5 State and local (check only one box): taxes m ay be
Paid a [ income taxes, or } s 822| —
(See b [ General sales taxes deducted.
page A-2) 6 Real estate taxes (see page A-5) . 6 2,840| —
7 New motor vehicle taxes from line 11 of the worksheet on
back. Skip this line if you checked box 5b . £ G o 7
8 Other taxes. Listtypeandamount »
8
9 Add lines 5 through 8 . — T — 9 3662 —
Interest 10 Home mortgage interest and points reported to you on Form 1098 10 6,870| —
YouPaid 11 Home mortgage interest not reported to you on Form 1098. If
(See paid to the person from whom you bought the home, see page
page A-6.) A-7 and show that person’s name, identifying no., and address »
Note.
Personal 11
interest is 12 Points not reported to you on Form 1098. See page A-7 for
not special rules . 12
deductible. 13 Qualified mortgage insurance premsums (see page A 7) 13 X
14 Investment interest. Attach Form 4952 if required. (See pageA 8.) 14 Donations and
15 Add lines 10 through 14 . — 15 6870 — charitable
Gifts to 16 Gifts by cash or check. If you made any glft of $250 or contributions
Charity more, see page A-8 . 16 4y70] — ~ =
Ilfyoumadea 17 Other than by cash or check If any glft of $250 or more, see are reported
gift and got a page A-8. You must attach Form 8283 if over $500 . 17 here.
benefitforit, 18 Carryover from prior year R 18
seepage A8. 19 Add lines 16 through 18 . .. 19 4470|
Casualty and
Theft Losses 20 Casualty or theft loss(es). Attach Form 4684. (See page A-10) . 20
Job Expenses 21 Unreimbursed employee expenses—job travel, union dues, job
and Certain education, etc. Attach Form 2106 or 2106-EZ if required. (See
Miscellaneous page A-10.) > 21 850| —
Deductions 22 Tax preparation fees . 22
(See 23 Other expenses—investment, safe deposn box etc. Llst type
page A-10.) and amount p
23
24 Add lines 21 through 23 . P e 24 850 —
25 Enter amount from Form 1040, line % |25 54732 The,tOta! of
26 Multiply line 25 by 2% (.02) . 26 1,115 — your itemized
27 Subtract line 26 from line 24, If line 26 is more than line 24 enter -0- . sryme ol 2T deductions is
Other ther—from list A-11. List t t >
i 28 Other—from list on page isttypeand amount ®» transferred to
28 — 0| — form 1040 in
Total 29 Is Form 1040, line 38, over $166,800 (over $83,400 if married filing separately)? the “Tax
Itemized [INo.  Your deduction is not limited. Add the amounts in the far right column for Computation”
Deductions lines 4 through 28. Also, enter this amount on Form 1040, line 40a. » | 29 15,002 — .
[ Yes. Your deduction may be limited. See page A-11 for the amount to enter. section.
30 If you elect to itemize deductions even though they are less than your standard
deduction, check here L. . P |
For Paperwork Reduction Act Notice, see Form 1040 instructions. Cat. No. 17145C Schedule A (Form 1040)

Tax Assistance and the Audit Process

In the process of completing your federal income tax return, you may seek additional
information or assistance. After filing your return, you may be identified for a tax audit.

If this happens, several policies and procedures protect your rights.

TAX INFORMATION SOURCES

Objective 4

121

Identify tax assistance

sources.

As with other aspects of personal financial planning, many resources are available
to assist you with your taxes. The IRS offers a wide variety of services to taxpayers.
Libraries and bookstores offer books and other publications that are updated annually.

IRS SERVICES

knowledge of tax regulations, the IRS has several methods of assistance:

If you wish to do your own tax return or just to expand your

1. Publications. The IRS offers hundreds of free booklets and pamphlets. You can
obtain these publications at a local IRS office, by mail request, or by a telephone
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Tax Table
Ty Tax Rate
i(taxahle) ; And you are—

reome) & Schedules
At But Single | Married | Married | Head
least less filing filing ofa

than jointt - | house- - . . .- . S .
farty fﬁt‘ﬁy hﬁ.‘é Schedule Y-1—If your filing status is Married filing jointly or Qualifying widow(er)
Your tax is— P
If your taxable The tax is:

26,000 income is: I
26,000 26,050 | 3,486 = 3,069 3,486 3,306 But not amount
26,050 26,100 | 3,494 3,076 3,494 3314 Over— over— over—
26,100 26,150 | 3,501 3,084 3,501 ' 3,321
26,150 26,200 ( 3,509 3,091 3,509 @ 3,329 $0 $16,700 10% $0
26,200 26,250 | 3,516 = 3,099 3,516 3,336
26,300 26,350 | 3,531 3,114 3,531 3,351
26,350 26,400 | 3539 | 3421 3539 | 3.359 67,900 137,050 9,350.00 + 25% 67,900
26,400 26,450 | 3,546 = 3,129 3,546 3,366 137,050 208,850 26,637.50 + 28% 137,050
26,450 26,500 | 3,554 8,136 3,554 3,374
26,500 26,550 | 3,561 83,144 3,561 3,381 208,850 372,950 46,741.50 + 33% 208,850
26,550 26,600 | 3,569 3,151 3,569 3,389 o
26,600 26,650 | 3,576 8,159 3,576 3,396 872950 00 e 100,894.50 + 35% 2D
26,650 26,700 | 3,584 = 3,166 3,584 & 3,404
26,700 26,750 | 3,591 3,174 3,591 | 3,411 ) ) )

26,750 26,800 | 3,599 = 3,181 3,599 3,419 Use only if your taxable income (Form 1040, line 43) is $100,000 or more.

i moio| 00 NN COCC N If less, use the Tax Table. Even though you cannot use the Tax Rate Schedules

26,900 26,950 | 3,621 = 8204 3,621 3,441 CAUTION below if your taxable income is less than $100,000, all levels of taxable

Aben el 30 5 income are shown so taxpayers can see the tax rate that applies to each level.
* 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.

DID YOU KNOW?

Volunteer Income Tax Assistance (VITA) offers free

tax help to low- and moderate-income taxpayers

who cannot prepare their own tax returns. Certified

volunteers provide this service at community centers,

libraries, schools, shopping malls, and other

locations. Most locations also offer free S.
electronic filing. To locate the nearest

2.

4.

VITA site call 1-800-829-1040.

call to the office listed in your tax packet or your local telephone directory. Espe-
cially helpful is Your Federal Income Tax (IRS Publication 17). You may obtain IRS
publications and tax forms by calling 1-800-TAX-FORM, online at www.irs.gov, or
by fax at 703-368-9694.

Recorded messages. The IRS Tele-Tax system allows you access to about 150 tele-
phone tax tips covering everything from filing requirements to reporting gambling
income. Your push-button phone gives you 24-hour-a-day access to this recorded
information. Telephone numbers can be found in your tax packet or your telephone
directory, or call 1-800-829-4477.

Phone hot line. You can obtain information about specific problems through an
IRS-staffed phone line. The appropriate telephone number is listed in your local
telephone directory, or call 1-800-829-1040. You are not asked to give your name
when you use this service, so your questions are anonymous.

Walk-in service. You can visit your local or district IRS office to obtain assistance
with your taxes. More than 400 of these facilities
are available to taxpayers. Be aware, however, that
information IRS employees provide is not always
reliable. Various studies in recent years have
reported incorrect answers over 30 percent of the
time. You are still liable for taxes owed even if you
based your calculations on information provided
by IRS employees.

Automated tax kiosks. The IRS has tax kiosks in
several locations to provide a quick, self-service
option for taxpayers without Internet access.
These machines have touch screens, with easy
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January

February

March

Establish a recordkeeping
system for your tax
information.

If 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.

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.

Organize your records
and tax information in
preparation for filing
your tax return; if you
expect a refund, file as
soon as possible.

April

May

June

April 15 is deadline for
filing federal tax return,
and for the first installment
for estimated tax. If it falls
on a weekend, you have
until the next business day
(usually Monday).

Review your tax return

to determine whether any
changes in withholding,
exemptions, or marital
status have not been
reported to your

The second installment
for estimated tax is due
June 15 for income not
covered by withholding.

employer.
If necessary, file for an
automatic extension for
filing your tax forms.
July August September

With the year half over,
consider or implement
plans for a personal
retirement program such
as an IRA or a Keogh.

Determine if you qualify
for an IRA; if so,
consider opening one.

The third installment
for estimated tax is
due September 15 for
income not covered by
withholding.

October

November

December

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.

Make any last-minute
changes in withholding
by your employer to
avoid penalties for

too little withholding.
Prepare a preliminary tax
form to determine the
most advantageous
filing status.

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!

instructions, current and prior year federal tax form for review or print, answers to
frequently asked tax questions with information in English and Spanish.

6. DVD. The Internal Revenue Service also sells a DVD with over 2,000 tax forms
and publications.

In addition, the IRS has videos, free speakers for community groups, and teaching
materials for schools to assist taxpayers.

TAX PUBLICATIONS Each year, several tax guides are published and offered
for sale. These publications include J. K. Lasser’s Your Income Tax, The Ernst & Young
Tax Guide, and the U.S. Master Tax Guide. You can purchase them online or at local
stores.

Exhibit

Tax-planner calendar
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THE INTERNET As with other personal finance topics, extensive
information may be found on the Internet. The Internal Revenue Service
(www.irs.gov) is a good starting point. Personal finance magazines, such
as Kiplinger’s Personal Finance and Money, as well as other financial plan-
ning information services, offer a variety of tax information. In addition,
the Web sites of companies that sell tax software and tax-related organiza-
tions can be useful.

personal Info.

You & Your Family

Federal Refund

| - . et
TAX PREPARATION SOFTWARE

Today, most taxpayers use personal computers for tax recordkeeping and
tax form preparation. A spreadsheet program can 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 operate your own
Software can reduce tax return business?

preparation time and effort. . . . . . . .
2. Special tax situations with regard to types of income, unusual deductions, and vari-

ous 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.

M({ Life 4 TAX PREPARATION SERVICES

Over 40 million U.S. taxpayers pay someone to do their income
taxes. The fee for this service can range from $40 at a tax prepa-
ration service for a simple return to more than $2,000 to a certi-

My tax returns have never been questioned
by the Internal Revenue Service.

You reduce your chance of a tax audit when fied public accountant for a complicated return.
using tax preparation software. Conduct a
Web search to obtain information about TYPES OF TAX SERVICES Doing your own taxes may

various tax software as well as the cost of

not be desirable, especially if you have sources of income other
these programs.

than salary. The sources available for professional tax assistance
include the following:

¢ Tax services range from local, one-person opera-
tions to national firms with thousands of offices,

such as H&R Block.
¢ Enrolled agents—government-approved tax
DID YOU KNOW? experts—prepare returns and provide tax advice.
You may contact the National Association of
An IRS study of visits to its tax assistance centers Enrolled Agents at 1-800-424-4339 for information

found that 19 of 26 tax returns (83 percent) had

) about enrolled agents in your area.
been incorrectly prepared by IRS employees. The

agency reported that 17 of the 19 inaccurately * Many accountants offer tax assistance along with

prepared fictitious returns would have other business services. A certified public accoun-
resulted in incorrect refunds totaling tant (CPA) with special training in taxes can help

nearly $32,000. with tax planning and the preparation of your

annual tax return.



EVALUATING TAX SERVICES When planning to use a tax prepara-

tion service, consider these factors:

|-
HOW TO . ..

File Your Taxes Ownline

In recent years, the IRS has made online filing easier and less expensive. Through the Free File Alliance,
online tax preparation and e-filing is available free to millions of taxpayers, and involves the following
steps:

s

STEP 1. Go to the “Free File” page at www.irs.gov and select one of these two options:

e The “I Will Choose a Company” button allows you to review the list of companies and descriptions of
their services. After you determine your eligibility for a free service, select the link for the company’s
Web site.

e Or, you may decide to use “Help Me Find A Company,” which will select a free filing based on
responses to questions about your age, marital status, estimated adjusted gross income, state of
residence, and amount of military pay.

STEP 2. Next, after connection to the company’s Web site, you are ready to begin the preparation of your
tax return. However, if, after starting your tax return, you determine that you are not eligible for the
company'’s Free File service and you may be subject to a fee, you have several options: (1) Return to the Free
File homepage and select another company; (2) Continue completing your return but be aware of the fee
you will be charged; (3) Use the “Free File Fillable Forms” feature, with which you may fill in the tax forms
and file them online without tax software. For this option, no income limitations exist. You complete the
blank forms to e-file your 1040, 1040A, or 1040EZ return. Quick, online access is available for the most
commonly filed federal tax forms and schedules.

STEP 3. As you prepare your taxes, most online sites and tax software will guide you through the steps of
the process. You will be prompted to enter your personal data, income amounts, deductions, and determine
the tax credits for which you qualify.

STEP 4. Finally, you are ready to submit your federal tax form online. You will usually receive an e-mail
confirmation of your submission, and your refund will be processed within two weeks.

In addition the IRS Free File program, you may file your taxes online using a commercial a tax software
program, usually for a fee. Always beware of attempts to sell other financial products, such as expensive
refund anticipation loans. Taxpayers using a free e-file service must be aware that their state tax return
might not be included in the free program.

¢ 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.

* What training and experience does the tax professional possess?

* How will the fee be determined? (Avoid preparers who earn a percent-
age of your refund.)

* Does the preparer suggest you report various deductions that might be
questioned?

* Will the preparer represent you if your return is audited?

e Is tax preparation the main business activity, or does it serve as a front Various professional services are
for selling other financial products and services? available to assist taxpayers.
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Financial Planning for Life’s Situations

TAX SCAM WARNINGS FROM THE IRS

Alan Newell was attracted to the idea of reducing his
taxes by running a business out of his home. However,
the bogus home-based business promoted in an online
advertisement did not qualify for a “home office”
deduction.

Vanessa Elliott liked the idea of increasing the
refund she would receive from her federal income tax
return. For a fee, she would be informed of additional
tax deductions to lower her taxable income. Vanessa
avoided the offer since the refund was promised with-
out any knowledge of her tax situation.

Ken Turner was informed that he had won a prize that
required payment of the income tax on the item before
it would be shipped to him. While taxes are usually due
on large prizes, the amount would not be paid until later.

Fortunately, Alan, Vanessa, and Ken did not fall for
these deceptive offers. These three situations are some
of the many common tax scams that cost consumers bil-
lions of dollars each year. The Internal Revenue Service
warns taxpayers to never give out personal and finan-
cial information without proper identification by the
IRS employee.

Other recently reported tax scams include:

¢ An official-looking, but phony, letter or e-mail to
trick a taxpayer into disclosing personal informa-
tion and bank account numbers. Referred to as
“phishing,” the swindler will then use the infor-
mation to steal the person’s identity and bank
deposits. IRS impersonation scams can take the
form of e-mails, tweets, phony Web sites, phone
calls, or faxes to reach their victims. Scam artists

will mislead consumers by telling them they are
entitled to a tax refund from the IRS and that they
must reveal personal information to claim the
money.

¢ An offer to obtain a refund of the Social Security
taxes paid during a person’s lifetime. The taxpayer
is asked to pay a “paperwork” fee of $100. The
law does not allow such a refund.

* A home visit by a con artist posing as a federal tax
agent who tries to collect additional tax that the
phony agent says is owed.

¢ A dishonest tax preparer may skim a portion of
a client’s refund or may promise a large refund.
Remember, in the final analysis, the taxpayer is
the one who is responsible for the accuracy of the
return that is filed.

e Offers to overstate charitable donations and
retirement plan contributions. Suggested actions
to disguise business ownership or financial activity
to underreport income.

As with any fraud, consumers should be cautious.
The opportunity to make fast money can end up being
very expensive. Information about misuse of IRS insig-
nia, seals, and symbols as well as to identify theft
related to taxes may be obtained at www.ustreas.gov/
tigta. Suspected tax fraud can be reported using IRS
Form 3949-A, which is available at IRS.gov, or by calling
1-800-829-3676.

Source: “Dirty Dozen Tax Scams,” www.irs.gov

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 Association
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, it is your responsibility to pay 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).
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e Organize all tax-related information for easy access.

e 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.

e Use the proper tax rate schedule or tax table column.

e Be sure to claim the correct number of exemptions and the correct
amounts of standard deductions.

e Consider the alternative minimum tax that may apply to your situation. Be
sure to pay self-employment tax and tax on early IRA withdrawals.

e Check your arithmetic and accuracy of software data entry several times.

e 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.

e Attach necessary documentation, such as your W-2 forms and required
supporting schedules.

e Make the check payable to “United States Treasury.”

e Put your Social Security number, the tax year, and a daytime telephone
number on your check—and be sure to sign the check!

e Keep a copy of your return.
e Put the proper postage on your mailing envelope.

e Finally, check everything again—and file on time! Care taken when you
file your income tax can result in “many happy returns.”

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 the entries on your tax return. Be sure
to keep accurate records to support your return. Keep receipts, canceled checks, and
other evidence to prove amounts that you claim. Avoiding common filing mistakes (see
Exhibit 4-9) helps to minimize your chances of an audit.

WHO GETS AUDITED? About 1 percent of all tax filers—1.4 million people—
are audited each year. While the IRS does not reveal its basis for auditing returns, sev-
eral 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 deduc-
tions that may be questioned. Individuals with high incomes who report large losses due
to tax shelters or partnerships, or who have had their tax returns questioned in the past,
may also be targeted for an audit.

TYPES OF AUDITS The simplest and most common type of audit is the corre-
spondence audit. This mail inquiry requires you to clarify or document minor questions
about your tax return. You usually have 30 days to provide the requested information.
The office audit requires you to visit an IRS office to clarify some aspect of your tax
return. This type of audit usually takes an hour or two.
The field audit is more complex. An IRS agent visits you at your home, your busi-
ness, or the office of your accountant to have access to your records. A field audit may
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Exhibit
How to avoid common
filing errors

tax audit A detailed
examination of your tax
return by the Internal
Revenue Service.
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be done to verify whether an individual has an office in

DID YOU KNOW? the home as claimed.

The IRS also conducts more detailed audits for
The Sacramento Bee reported that Aaron Zeff, of about 50,000 taxpayers. These range from random
Sacramento, California, was visited by IRS agents to requests to document various tax return items to line-
collect delinquent taxes amounting to . . . 4 cents! by-line reviews by IRS employees.
While he sent in checks to cover $202.31 in interest
and penalties, the late payment wiped out all but YOUR AUDIT RIGHTS When you receive an
4 cents Of the tax Obligation. Zeff d|d not Understand audit notice’ you have the rlght to request tlme to pre_

why he was never informed of the late
payment due before he was visited by the
agents.

pare. Also, you can ask the IRS for clarification of
items being questioned. When you are audited, use the
following suggestions:

¢ Decide whether you will bring your tax preparer,
accountant, or lawyer.

* Be on time for your appointment; bring only relevant documents.

* Present tax records and receipts 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; you can never tell an auditor too little.

People under stress tend to talk too much. IRS auditors are trained to create silence
and listen in case the taxpayer blurts out damaging information. The five best responses
to questions during an audit are “Yes,” “No,” “I don’t recall,” “T’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 tax-
payers 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.

= -| Income tax pre- CONCEPT CHECK 4-4 M

parer comparison

1 What are the main sources available to help people prepare their taxes?

2 What actions can reduce the chances of an IRS audit?

3 What appeal process do taxpayers have if they disagree with an audit decision of
the IRS?

Action Application Conduct an Internet search to obtain additional informa-
tion about e-filing procedures.

Tax Planning Strategies

Objective 5 Most people want to pay their fair share of taxes—no more, no less. They do this by
practicing tax avoidance, the use of legitimate methods to reduce one’s taxes. In con-
Select appropriate tax strat-  (ragt, tax evasion is the use of illegal actions to reduce one’s taxes. To minimize taxes

egies for different financial owed, follow these guidelines:
and personal situations.

* If you expect to have the same or a lower tax rate next year, accelerate deduc-
tions into the current year. Pay real estate property taxes or make your January
mortgage payment in December. Make charitable donations by December 31.
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Exhibit Special tax situations

Business in your home ¢ You may deduct any ordinary and necessary expenses related to starting
and maintaining your business, including a portion of your rent or
mortgage if that portion of your home is used exclusively for business.

e It must be your principal place of business. (Individuals who are employed
elsewhere and claim an office at home are likely to be challenged by the
IRS on this deduction.)

Divorced persons e Child support payments have no tax consequences. They are neither
deductible by the payer nor included in the recipient’s income.

e Alimony is tax deductible by the payer and must be included as income
by the recipient.

e Exemptions for children are generally claimed by the parent who has
custody for a longer period during the tax year.

Single parents ¢ Asingle parent may claim “head of household” filing status, which has
greater advantages than “single” status.

e Working parents may qualify for a child care tax credit.
¢ Low-income families may qualify for the earned-income credit (EIC).

Retired persons e Individuals over age 59%2 may withdraw tax-deferred funds from a
retirement plan without penalty. Of course, these funds must be
reported as ordinary income.

e As of 2010, retirees with total incomes, including Social Security, exceed-
ing $44,000 (couples) and $34,000 (singles) pay income tax on up to
85 percent of their Social Security benefits. Those with incomes between
$25,000 and $34,000 (singles) or $32,000 and $44,000 (couples) continue
to be taxed on up to 50 percent of their benefits.

Note: Individual circumstances and changes in the tax laws can affect these examples.

¢ If you expect to have a lower or the same tax rate next year, delay the receipt of
income until next year. This means income will be taxed at a lower rate or at a tax avoidance The use

later date. of legitimate methods to

e If you expect to have a higher tax rate next year, consider delaying deductions, reduce one’s taxes.

since they will have a greater benefit. A $1,000 deduction at 28 percent lowers

your taxes $280; at 33 percent, your taxes are lowered $330. tax evasion The use of

. ) ) illegal actions to reduce
* If you expect to have a higher tax rate next year, accelerate the receipt of income one’s taxes.

to have it taxed at the current lower rate.

As Exhibit 4-10 shows, people in different life situations can take advantage of vari-
ous tax rules. 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
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deductions) and thus reduce your taxable income. While renting may seem less expen-
sive than owning, the after-tax cost of owning a home often makes owning financially
advantageous. Chapter 9 presents specific calculations for comparing renting and
buying.

CONSUMER DEBT Current tax laws allow homeowners to borrow for con-
sumer 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, are discussed in greater detail
in Chapters 6 and 9. Current tax laws allow you to use that line of credit to buy a car,
consolidate credit card or other debts, or finance other personal expenses. Some states
place restrictions on home equity loans. A person may also claim a deduction for inter-
est expense on qualified education loans.

JOB-RELATED EXPENSES As previously mentioned, certain work expenses,
such as union dues, some travel and education costs, and business tools, may be included
as itemized deductions. Job search expenses are also deductible if you incur them when
seeking employment in your current occupational category. Such expenses may include
transportation to interviews, résumé preparation and duplication, and employment
agency or career counseling fees. Remember, only the portion of these expenses that
exceeds 2 percent of adjusted gross income is deductible. Expenses related to finding
your first job or obtaining work in a different field are not deductible.

HEALTH CARE EXPENSES Flexible spend-

ing accounts (FSA), a type of health savings account,

DID YOU KNOW?

Each year, over 90,000 taxpayers do not receive their
refunds. The undeliverable checks total over $60 mil-
lion, an average of more than $600 per check. These
refund checks were returned by the post office
because it was unable to deliver them.

allow you to reduce your taxable income when pay-
ing 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

Taxpayers due a refund may contact
the IRS at 1-800-829-1040.

Owning a business can result in
various tax benefits.

and dependent care costs. A drawback of the FSA
is that any account funds must be used to pay for
expenses incurred before year’s end or the money
is lost.

INVESTMENT DECISIONS

A major area of tax planning involves the wide variety of decisions related to investing.

TAX-EXEMPT INVESTMENTS Interestincome from municipal bonds, which
are issued by state and local governments, and other tax-exempt investments is not sub-
ject to federal income taxes. While municipal bonds have lower interest rates than other
investments, the after-tax income may be higher. For example, if you are in the 28 per-
cent 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 $90: $125 less $35 (28 percent of $125) for taxes. Interest on EE savings bonds is
exempt from federal income tax if it is used to pay tuition at a college, university, or
qualified technical school. Chapter 5 gives further details.

TAX-DEFERRED INVESTMENTS Although, from a tax standpoint, tax-

deferred investments, whose income will be taxed at a later date, are less beneficial
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than tax-exempt investments, they also have financial advantages. According to basic
opportunity cost, paying a dollar in the future instead of today gives you the opportunity
to invest (or spend) it now. Examples of tax-deferred investments include

* Tax-deferred annuities, usually issued by insurance companies. These invest-
ments are discussed in Chapter 19.

* 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.

* 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. Certain assets, however, such as art,
antiques, stamps, and other collectibles, are still taxed at the pre-1997 capital gains
rate—?28 percent.

Short-term capital gains (on investments held for less than a year) are taxed as ordi-
nary income (see the Financial Planning Calculations box on page 132). Taxpayers in
the lowest tax bracket have lower capital gains tax rates for both short-term and long-
term investments.

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.

Capital gains of $500,000 on the sale of a home may be excluded by a couple filing a
joint return ($250,000 for singles). This exclusion is allowed each time a taxpayer sells
or exchanges a principal residence—however, only once every two years.

SELF-EMPLOYMENT Owning your own business has certain tax advantages.
Self-employed persons may deduct expenses such as health and life insurance as busi-
ness costs. However, business owners have to pay self-employment tax (Social Secu-
rity) in addition to the regular tax rate.

CHILDREN'S INVESTMENTS In past years, parents made investments on
their children’s behalf and listed the children as owners. This process, known as income
shifting, attempted to reduce the taxable income of parents by shifting the ownership of
investments to children in lower tax brackets. A child under 19 with investment income
of more than $1,900 (as of 2010) is taxed at the parent’s top rate. For investment income
under $1,900, the child receives a deduction of $900 and the next $900 is taxed at his
or her own rate, which is probably lower than the parent’s rate. This income-shifting
restriction does not apply to those 19 and older, so it is not possible to take advantage of
income shifting with them.

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 When IRAs were first established, every working per-
son was allowed to deduct up to $2,000 per year for IRA contributions. The contri-
butions to and earnings from these accounts are not taxed until they are withdrawn.
Today the regular IRA deduction is available only to people who do not participate in
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SHORT-TERM AND LONG-TERM CAPITAL GAINS

You will pay a lower tax rate on the profits from stocks short-term capital gain (assets held for less than a year).
and other investments if you hold the asset for more However, that same taxpayer would pay only $150 on
than 12 months. As of 2010, a taxpayer in the 28 per- the $1,000 (a 15 percent capital gains tax) if the invest-
cent tax bracket would pay $280 in taxes on a $1,000 ment were held for more than a year.

Short-Term Capital Gain Long-Term Capital Gain
(assets held less than a year) (assets held a year or more)
Capital gain $1,000 $1,000
Capital gains tax rate 28% 15%
Capital gains tax $280 $150
Tax savings $130

employer-sponsored retirement plans or who have an adjusted

gross income under a certain amount. As of 2010, the IRA con-

o tribution limit was $5,000. Older workers, age 50 and over, are

M({ Llfe 5 allowed to contribute up to $6,000 as a “catch up” to make up
for lost time saving for retirement.

Every few months, | learn new tax informa- In general, amounts withdrawn from deductible IRAs
tion to make filing easier and to reduce the are included in gross income. An additional 10 percent pen-
amount of taxes owed. alty is usually imposed on withdrawals made before age 59%%
Your attempts to continually update your unless the withdrawn funds are on account of death or dis-
knowledge of income taxes will help you ability, for medical expenses, or for qualified higher education
make better informed financial decisions. Ask expenses.

several people about the actions they take to
stay informed and to reduce the amount paid
in taxes.

Variations of the IRA include the Simplified Employee Pen-
sion (SEP) Plan and the Savings Incentive Match Plans for
Employees (SIMPLE Plans). These plans are designed for peo-
. Pr—— ple who are self-employed and small business owners.

ROTH IRA The Roth IRA also allows a $5,000 annual con-

tribution, 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).

Deductible IRAs provide tax relief up front as contributions reduce current taxes. How-
ever, taxes must be paid when the withdrawals are made from the deductible IRA. In con-
trast, 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.

COVERDELL EDUCATION SAVINGS ACCOUNT  The Education Sav-

ings 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
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and is limited to taxpayers with an adjusted gross income under a certain amount. How-
ever, 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 $49,000 (as of 2010), 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 2010) than you can contribute to an IRA. Older work-
ers, age 50 and over, are allowed to contribute up to $20,500. However, most companies
set a limit on your contribution, such as 15 percent of your salary. Many 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 immedi-
ate 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 com-
puting your current tax liability. Chapter 18 discusses retirement plans in greater detail.

TAX-SAVINGS STRATEGIES: A SUMMARY

Someone once said that “death and taxes are the only certainties of life.” Changing tax
laws seem to be another certainty. Each year, the IRS modifies the tax form and filing
procedures. In addition, Congress often 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. Some guidelines to consider when selecting
effective personal tax strategies include the following:

* Time the receipt of income and payment of taxable expenses in relation to your
current and future tax rate.

* Take advantage of tax credits for which you qualify.

* Maximize contributions to tax-deferred retirement programs.

* Consider tax-exempt investments, such as municipal bonds.

* Defer capital gains and accelerate capital losses.

¢ Take advantage of the tax benefits of owning your own business.

* Plan purchases, such as a house or health care, with tax implications in mind.

¢ Search out all possible itemized deductions.

Carefully monitor your personal tax strategies to best serve both your daily living needs
and your long-term financial goals.

MCONCEPT CHECK 4-5 AU 1 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?

Action Application Talk to several people about the benefits and drawbacks
of receiving a federal tax refund each year.



My Life Stages for Tax Plovnning - - -

.. .inwmy 20s

e Sign up for your
employer’s tax-
deferred pension
plan.

e Maintain a system
for tax documents.

o Estimate a suitable
withholding amount
to avoid a large
refund or large
amount owed.

e Consider buying
a home or other
actions for possible

tax savings.
e Develop an

understanding for
preparing your own
tax return.

e Revise withholding
amounts based on
family changes.

SUMMARY OF OBJECTIVES
Objective 1

Describe the importance of taxes for personal financial
planning.

Your knowledge of the varied taxes paid in our society will pro-
vide an understanding of your tax planning, which can influ-
ence spending, saving, borrowing, and investing decisions.
Knowing tax laws and maintaining accurate tax records allows
you to take advantage of appropriate tax benefits. 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.

Objective 2

Calculate taxable income and the amount owed for federal
income tax.

Organized tax records allow you to easily find needed informa-
tion when calculating taxable income, which is determined by
subtracting adjustments to income, deductions, and allowances
for exemptions from gross income. Your total tax liability is based
on the published tax tables or tax schedules, less any tax credits.

Objective 3

Prepare a federal income tax return.

To file your taxes on time each year requires that you under-
stand the major sections of Form 1040, which are (1) your filing
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e Contribute larger
“catch up” amounts
to retirement plan.

o Consider increased
contributions
to tax-deferred
retirement plans.

o Assess financial and
tax implications
of withdrawals
from tax-deferred
retirement plans.

e Investigate various
tax-exempt
investments.

e Research tax credits
for which you may
qualify.

* Determine age at
which Social Security
benefits will start.

status, (2) exemptions, (3) income from all sources, (4) adjust-
ments to your income, (5) standard deduction or itemized
deductions, (6) tax credits for which you qualify, (7) other taxes
you owe, (8) amounts you have withheld or paid in advance,
and (9) your refund or the additional amount you owe.

Objective 4

Identify tax assistance sources.

You reduce questions by the Internal Revenue Service about
your tax return by using the main sources of tax assistance:
IRS services and publications, other tax publications, the Inter-
net, computer software, and professional tax preparers such

as commercial tax services, enrolled agents, accountants, and
attorneys.

Objective 5
Select appropriate tax strategies for different financial and
personal situations.

Learning new tax information may reduce your tax burden
when you carefully plan financial decisions related to consumer
purchasing, debt, investments, and retirement planning.

4
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KEY TERMS

adjusted gross income (AGI) 109 investment income 108 tax credit 113

average tax rate 112 itemized deductions 109 tax deduction 109
capital gains 131 marginal tax rate 112 tax-deferred income 109
earned income 108 passive income 109 tax evasion 129

estate tax 106 standard deduction 109 tax-exempt income 109
excise tax 106 taxable income 108 tax shelter 109
exclusion 109 tax audit 127

exemption 111 tax avoidance 129

inheritance tax 107

SELF-TEST PROBLEMS

1. 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?

2. Based on the following information, what is the amount of taxable income?

Gross salary, $57,400 Interest earnings, $320
Dividend income, $160 One personal exemption, $3,650
Itemized deductions, $8,730

Answers to Self-Test Problems

1. 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.

2. Taxable income is calculated by adding salary, income, and dividends, and then subtracting itemized deductions and exemptions.
$57,400 + $320 + $160 — $3,650 — $8,730 = $45,500

FINANCIAL PLANNING PROBLEMS

1. Computing Taxable Income. Thomas Franklin arrived at the following tax information:

Gross salary, $46,910

Interest earnings, $225
Dividend income, $80

One personal exemption, $3,650
Itemized deductions, $7,820
Adjustments to income, $1,150

What amount would Thomas report as taxable income? (Obj. 2)

2. Determining Tax Deductions. 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 $5,450. (Obj. 2)

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
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3. Calculating Average Tax Rate. What would be the average tax rate for a person who paid taxes of $4,864.14 on a taxable income
of $39,870? (Ob;. 2)

4. Determining a Refund or Taxes Owed. Based on the following data, would Ann and Carl Wilton receive a refund or owe addi-
tional taxes? (Obj. 2)
Adjusted gross income, $46,686
Itemized deductions, $11,420
Child care tax credit, $80
Federal income tax withheld, $4,784
Amount for personal exemptions, $7,300
Tax rate on taxable income, 15 percent
5. Indexing Exemptions for Inflation. Each year, the Internal Revenue Service adjusts the value of an exemption based on inflation

(and rounded to the nearest $50). In a recent year, if the exemption was worth $3,100 and inflation was 4.7 percent, what would
be the amount of the exemption for the upcoming tax year? (Obj. 2)

6. Determining a Tax Refund. If $3,432 was withheld during the year and taxes owed were $3,316, would the person owe an addi-
tional amount or receive a refund? What is the amount? (Obj. 2)

7. Opportunity Cost of Tax Refunds. If 400,000 people each receive an average refund of $2,300, based on an interest rate of
4 percent, what would be the lost annual income from savings on those refunds? (Obj. 2)

8. Selecting Federal Tax Forms. Which 1040 form should each of the following individuals use? (Obj. 3)

a. A high school student with an after-school job and interest earnings of $480 from savings accounts.
b. A college student who, due to 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.
9. Using Federal Tax Tables. Using the tax table in Exhibit 4-7, determine the amount of taxes for the following situations:

a. A head of household with taxable income of $26,210.
b. A single person with taxable income of $26,888.
c. A married person filing a separate return with taxable income of $26,272. (Obj. 3)
10. Comparing Taxes on Investments. Would you prefer a fully taxable investment earning 10.2 percent or a tax-exempt investment
earning 7.9 percent? Why? (Obj. 5)

11. Future Value of a Tax Savings. On December 30, you decide to make a $1,000 charitable donation. If you are in the 28 percent
tax bracket, how much will you save in taxes for the current year? If you deposit that tax savings in a savings account for the
next five years at 4 percent, what will be the future value of that account? (Obj. 5)

12. Tax Deferred Retirement Benefits. If a person with a 28 percent tax bracket makes a deposit of $4,000 to a tax deferred retire-
ment account, what amount would be saved on current taxes? (Obj. 5)

FINANCIAL PLANNING ACTIVITIES

1. Searching the Web for Tax Information. Using Web sites such as www.quicken.com, Kiplinger’s Personal Finance at Www
kiplinger.com, or Money magazine at www.money.com, or library resources, obtain information about the tax implications of
various financial planning decisions. (Obj. 1)

2. Planning Your Tax Payment. Survey several people about whether they get a federal tax refund or owe taxes each year. Obtain
information about the following: (a) Do they usually get a refund or owe taxes when they file their federal tax return? (b) Is their
situation (refund or payment) planned? (c) What are the reasons they want to get a refund each year? (d) Are there situations
where getting a refund may not be a wise financial decision? (Obj. 2)

3. Researching Tax Questions. 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? (Obj. 4)

4. Comparing Tax Services. Using Sheet 21 in the Personal Financial Planner, obtain information from two different tax preparation
companies about the services they offer and the costs of their services. (Obj. 4)

5. Determining Tax Planning Activities. Survey friends and relatives about their tax planning strategies. You may use Sheet 22 from
the Personal Financial Planner to obtain questions for your survey. (Obj. 5)
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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 large portion of
his income. Since the Stanfords live in a small apartment, 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. This makes more money available during the year, but for
the last few years he has had to make large payments 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. Overall, he needs to
look at several aspects of his tax planning activities to find strat-
egies that will best serve his current and future financial needs.

Eric has assembled the following information for the current
tax year:

Earnings from wages $48,340
Interest earned on savings $125

IRA deduction $2,800
Checking account interest $65

Three exemptions $3,650 each
Current standard deduction for ~ $8,000
filing status

Amount withheld for federal $3,178
income tax

Tax credit for child care $400

Filing status Head of household

FINANCIAL PLANNING CASE

Questions

1. What are Eric’s major financial concerns in his current
situation?

2. In what ways might Eric improve his tax planning efforts?

»

Is Eric typical of many people in our society with regard to
tax planning? Why or why not?

4. What additional actions might Eric investigate with regard
to taxes and personal financial planning?

5. Calculate the following
a. What is Eric’s taxable income? (Refer to Exhibit 4-1,
page 108.)

b. What is his total tax liability? (Use Exhibit 4-7, page
122.) What is his average tax rate?

c. Based on his withholding, will Eric receive a refund or
owe additional tax? What is the amount?

YOUR PERSONAL FINANCIAL PLANNER IN ACTION

Tax Planning Activities

Taxes are a fact of financial planning. However, various actions can be taken to reduce the time and money that go toward taxes.

Your Short Term Financial Planning Activities

Resources

income, deductible expenses, and current tax forms.

1. Develop a system for filing and storing various tax records related to

See Exhibit 4-2 (p. 111)
www.turbotax.com

www.taxsoft.com

that may affect your financial planning decisions.

2. Using the IRS and other Web sites, identify recent changes in tax laws

WWW.Irs.gov

www.1040.com
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3. Using current IRS tax forms and tax tables, estimate your tax liability PFP Sheet 20

for the current year. WWW.irs.gov

www.taxadmin.org

4. Compare the cost of tax preparation services. PFP Sheet 21
www.ey.com/us/tax

www.hrblock.com

Your Long-Term Financial Planning Activities Resources

1. Identify saving and investing decisions that would minimize future PFP Sheet 22

Income taxes. www.ustaxcourt.gov

2. Develop a plan for actions to take related to your current and future tax Text pages
situation.

www.taxlogic.com

CONTINUING CASE

Taxes
Life Situation Financial Data
Single Monthly Income $1,750
Age 21 Living Expenses $1,210
No dependents Personal property $7,300
College student Savings $2,000
Student loan $3,000
Credit card debt $2,400

Shelby Johnson has been working at a local pet store in the grooming department. She has just received her W-2 statement from her
employer so that she can prepare her taxes. Her tax withheld from her paycheck is normally greater than the tax owed as calculated
on her tax return. In the past, she has used her tax refund to build up her wardrobe with a shopping spree. However, as she gets closer
to graduating she is reconsidering this behavior and needs help deciding on a better alternative.

Questions

1. Given her current situation, list some suggestions on what Shelby should do with a tax refund of $800.

2. Based on her current and future life situation, what tax planning strategies should she consider?

3. Describe how Shelby might use the Personal Financial Planner sheet entitled “Tax Planning Activities” to help her tax situation.

DAILY 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.

Questions

1. What taxes do you commonly pay that are reflected (directly or indirectly) in your Daily Spending Diary?

2. How might you revise your spending habits to better control or reduce the amount you pay in taxes?

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
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Financial Services:
Savings Plans and

Payment Accounts

Objectives

—_

. Analyze factors that affect the selection
and use of financial services.

. Compare the types of financial institutions.

. Corppare the costs and benefits of various
savings plans.

. Identify the factors used to evaluate differ-
ent savings plans.

5. Compare the costs and benefits of differ-
ent types of payment accounts.

My L.ife

BANKING BASICS

The variety and sources of financial services can be overwhelm-
ing. Extensive numbers of savings, checking, and credit plans are

As many financial institutions face economic
difficulties, some banking costs for consumers
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 invest your money at
5 percent, this convenience will cost you
more than $570 over a five-year period. Your
knowledge of financial service costs can save
you thousands of dollars over a lifetime.

offered from local banks and online financial institutions. Your -‘-:
efforts to understand the costs associated with various banking P
services can result in large savings and improved personal financial planning.

What are your attitudes toward financial services? For each of the following statements, indicate -

the choice that best describes your current situation.

1. The financial service about which I'm least informed is
a. online banking services.
b. certificates of deposit and other savings plans.
¢. checking accounts and other payment methods.

2. My primary financial service activity involves the use of
a. a bank or credit union.
b. online payments and ATMs.
¢. a check-cashing outlet.

3. The most appropriate savings plan for my current situation is a

a. regular savings account.
b. money market account.
c. certificate of deposit.




-

4. When selecting a savings plan, my main conce_rn is
a. bank location and availability of cash machines. ﬁ
b. federal deposit insurance coverage.
c. rate of return.
5. My checking account balance is . .
a yupdated in my records after every check written and deposit made. C-
b. based on a rough estimate in my checkbook.
c. only known by my financial institution. ‘
ife” i iti i tion and
As you study this chapter, you will encounter “My Life” boxes with additional informati '
resources related to these items. )

-

A Cash Management Strategy

Objective 1 Thousands of banks, savings and loan associations, credit unions, and other financial
institutions provide a variety of services for your payment and savings needs. Today a
trip to “the bank” may mean a visit to a credit union, an automatic teller machine in a
shopping mall, or transferring funds online.

Achieving financial goals and carrying out your daily activities require various
financial services. Exhibit 5-1 provides an overview of financial services for managing
cash flows and moving toward specific financial goals.

Analyze factors that affect
the selection and use of
financial services.

MEETING DAILY MONEY NEEDS

Buying groceries, paying the rent, and other routine spending activities require a cash
management plan.

MANAGING CASH Cash, check, credit card, or debit card are the common
payment choices. While most people desire ease of payment, they must also consider
fees and the potential for impulse buying and overspending. Common

‘ mistakes made when managing current cash needs include

Fidelity * Investments

Fidelty Brokerage

Sens L0 ‘ Pt * Having insufficient liquid assets (cash, checking account) to pay
Member NYSE, SPC

* Overspending as a result of impulse buying and using credit cards.

current bills.
Welcome

VekeOn * Using savings or borrowing to pay for current expenses.

Failing to put unneeded funds in an interest-earning savings account
or investment plan to achieve long-term goals.

SOURCES OF QUICK CASH No matter how carefully you man-

Information on various financial age your money, there may be times when you will need more cash than you
services is available from many  currently have available. To cope with that situation, you have two basic choices: liquidate
sources. savings or borrow. A savings account, certificate of deposit, mutual fund, or other invest-

ment 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 bor-
rowing reduce your net worth and your potential to achieve long-term financial security.
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/ Financial Services for \
Short-Term Needs

e Daily purchases
¢ Living expense payments
e Emergency fund

Cash Availability Savings Payments Credit Cards

e Check cashing e Regular savings ¢ Regular checking e All-purpose cards

e Automatic teller account ® Online payments e Cash advances
machines e Money market * Automatic

e Traveler’s checks account payments

e Cashier’s checks
e Money orders

e Foreign currency

exchange
Financial Services for\

J Long-Term Goals

* Major purchases
L ¢ Long-term financial security

Savings Credit Services Investment Services Other Services
e Certificates of | e Cash loans for ¢ Individual retirement| e Insurance (auto,
deposit autos, education, accounts (IRAs) home, life, health)
e U.S. savings and other purposes ¢ Brokerage service e Trust service
bonds ¢ Mortgages ¢ Investment advice e Tax preparation

¢ Home equity loans e Mutual funds e Safe deposit boxes
¢ Budget counseling

¢ Estate planning

TYPES OF FINANCIAL SERVICES

Banks and other financial institutions offer services to meet a variety of needs. These
services fall into four main categories.

1. SAVINGS Safe storage of funds for future use is a basic need for everyone.
These services, commonly referred to as time deposits, include money in savings
accounts and certificates of deposit. Selection of a savings plan is commonly based on
the interest rate earned, liquidity, safety, and convenience, which are discussed later in
the chapter.

2. PAYMENT SERVICES The ability to transfer money to other parties is a
necessary part of daily business activities. Checking accounts and other payment meth-
ods, commonly called demand deposits, are also covered later in the chapter.

3. BORROWING Most people use credit at some time during their lives. Credit
alternatives range from short-term accounts, such as credit cards and cash loans, to
long-term borrowing, such as a home mortgage. Chapters 6 and 7 discuss the types and
costs of credit.

4. OTHER FINANCIAL SERVICES Insurance protection, investment for the
future, real estate purchases, tax assistance, and financial planning are additional ser-
vices you may need for successful financial management. With some financial plans,
someone else manages your funds. A trust is a legal agreement that provides for the
management and control of assets by one party for the benefit of another. This type of
arrangement is most commonly 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. The
investments and money in the trust are managed by a bank, and the necessary amounts
go to the children for their educational expenses. Trusts are covered in more detail in
Chapter 19.
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Exhibit

Financial services for
managing cash flow

trust A legal agreement
that provides for the man-
agement and control of
assets by one party for the
benefit of another.
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asset management
account An all-in-one
account that includes sav-
ings, checking, borrowing,
investing, and other finan-
cial services for a single
fee; also called a cash
management account.

Exhibit

Online banking services

Part 2 MANAGING YOUR PERSONAL FINANCES

To simplify the maze of financial services and to attract customers, many finan-
cial institutions offer all-in-one accounts. An asset management account, also
called a cash management account, provides a complete financial services pro-
gram for a single fee. Investment brokers and other financial institutions offer this
all-purpose account, which usually includes a checking account, an ATM card, a
credit card, online banking, as well as a line of credit for obtaining quick cash loans.
These accounts also provide access to stock, bond, mutual fund, and other types of
investments.

A consolidated financial services account has the potential benefits of:

¢ keeping track of your money in a single location.

e fewer monthly and quarterly statements.

* Jower fees for maintaining a large balance with one financial institution.
* simplified tax reporting with all dividends and interest on one 1099 form.

* ease of communicating your financial situation to family members.

Asset management accounts are offered by companies such as American Express (www
.americanexpress.com) and Charles Schwab (www.schwab.com).

ONLINE BANKING

Online banking services continue to expand (see Exhibit 5-2). 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 Deposits to savings accounts, money  www.INGdirect.com
plans market accounts, certificates of www.us.hsbc.com
deposit (CDs), and retirement
accounts.
Direct deposit of paychecks
and government payments.
Payment Online payments including automatic www.usbank.com
services transfers of funds for rent, mort- www.etradebank.com
and cash gage, utilities, loans, and invest- www.paypal.com
access ment deposits. www.paytrust.com
ATM (cash machine) access for various
banking activities.
Payments for online purchases.
Borrowing Comparison of current loan rates. www.eloan.com
Online application and approval for ~ www.chase.com
auto loans, credit cards, mort- www.citibank.com
gages, and other loans.
Other Online rates and applications for vari- www.insure.com
services ous types of insurance coverage. www.wachovia.com
Buy, sell, monitor investments (stocks, www.etrade.com
bonds, mutual funds, and other www.schwab.com
securities).
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An automatic teller machine (ATM), also called a cash machine, provides various
banking activities and other types of transactions such as buying transit passes, postage
stamps, and gift certificates. To minimize ATM fees, compare several financial institu-
tions. 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 expen-
sive. 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 issu-
ers 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 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 e Difficulty depositing cash, checks
thieves

e Transfer access for loans, ¢ Overspending due to ease of access
investments

* E-mail notices of due dates ® Online scams, “phishing,” and

e-mail spam

OPPORTUNITY COSTS OF
FINANCIAL SERVICES

When making decisions about spending and saving, consider the trade-off between
current satisfaction and long-term financial security. Consider the opportunity cost—
what you give up—when you evaluate, select, and use financial services. Common
trade-offs related to financial services include the following:

¢ Higher returns for long-term savings will usually be achieved at the cost of
low liquidity, the inability to obtain your money quickly.

* The convenience of a 24-hour automatic teller
machine or a bank branch office near your home
or place of work should be considered against
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automatic teller machine
(ATM) A computer ter-
minal 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.

Electronic banking services are
commonly available at many
locations.

service fees. DID YOU KNOW?

* The “no-fee” checking account that requires a The Wall Street Reform and Consumer Protection
non-interest-bearing $500 minimum balance Act of 2010 created the Bureau of Consumer
means lost interest of nearly $400 at 6 percent Financial Protection, which will oversee the activities
compounded over 10 years. of mortgage companies, credit card issuers, payday

lenders and check cashing businesses. This

You should evaluate costs and benefits in both legislation also regulates processing fees

monetary and personal terms to choose the financial and network access for debit cards.

services that best serve your needs.
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Exhibit

Changing interest rates
and decisions related to
financial services

e Use short-term loans to take
advantage of lower rates when
you refinance the loans.

e Select long-term savings
instruments to “lock in”
earnings at current high rates.

When interest
rates are rising...

¢ 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.
M Lif& 1 FINANCIAL SERVICES AND
L{ ECONOMIC CONDITIONS
I am.well informed about various financial Changing interest rates, rising consumer prices, and other eco-
3 nomic factors also influence financial services. For successful
To b.e better informed on current fini?ncial financial planning, be aware of the current trends and future
SEIVICESy conduct a _W‘?b search. of VEIIeE prospects for interest rates (see Exhibit 5-3). You can learn
online banks. Obtain information on various about these trends and prospects by reading The Wall Street

services that might be of value to you now or
in the future. How could changing interest
rates affect your decision to use various types
of financial services?

Journal (Wwww.wsj.com), business periodicals such as Business-
Week (www.businessweek.com), Forbes (www.forbes.com),
and Fortune (www.fortune.com), and other online finance
sources.

“=\ | Planning the CONCEPT CHECK 5-1 M

use of financial

services 1 What is the relationship between financial services and overall financial planning?
2 What are the major categories of financial services?
3 What financial services are available through electronic banking systems?
4 Why shouldn’t you select financial services only on the basis of monetary factors?
5 How do changing economic conditions affect the use of financial services?

Action Application Survey several people to determine awareness and use of
online banking services.

Financial Institutions

Objective 2 Many businesses, such as insurance companies, investment brokers, and credit card

companies, have become involved in financial services previously limited to banks.

Compare the types of finan-  Banks have also expanded their competitive efforts by opening offices that specialize in
cial institutions. financial services such as investments, insurance, or real estate.

Despite changes in the banking environment, many familiar financial institu-

tions still serve your needs. Most of these institutions have expanded their services.
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Types of financial institutions and their services

Commercial Bank

Credit Union

Federal deposit
insurance coverage

Services
offered

No federal deposit
insurance coverage
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I Life Insurance Company

Investment Company, Brokerage Firm

Note: The actual services offered by specific organizations may vary.

As Exhibit 5-4 shows, financial institutions fall into two major categories along with
extended service and online organizations.

DEPOSIT INSTITUTIONS

The financial institutions that most people use serve as intermediaries between suppliers
(savers) and users (borrowers) of funds. These deposit-type institutions include com-
mercial banks, savings and loan associations, mutual savings banks, and credit unions.

COMMERCIAL BANKS A commercial bank offers a full range of financial
services, including checking, savings, and lending, along with many other services.
Commercial banks are organized as corporations, with individual investors (stock-
holders) contributing the capital the banks need to operate. National banks are chartered
by the federal government and state banks by state governments. State-chartered banks
are usually subject to fewer restrictions than federally-chartered banks.

SAVINGS AND LOAN ASSOCIATIONS While the commercial bank tra-
ditionally served businesses and individuals with large amounts of money, the savings
and loan association (S&L) specialized in savings accounts and loans for mortgages.
Today, savings and loan associations also offer checking accounts, expanded savings
plans, loans to businesses, and other investment and financial planning services.

MUTUAL SAVINGS BANKS A mutual savings bank is owned by depositors

and, like the traditional savings and loan association, specializes in savings accounts

commercial bank A finan-
cial institution that offers
a full range of financial
services to individuals,
businesses, and govern-
ment agencies.

savings and loan asso-
ciation (S&L) A financial
institution that tradition-
ally 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.
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UNDERSTANDING INTEREST RATES

When people discuss higher or lower interest rates, they
could be talking about one of many types. Some interest
rates refer to the cost of borrowing by a business; others
refer to the cost of buying a home. Your awareness of vari-
ous types of interest rates can help you plan your spend-
ing, saving, borrowing, and investing. The accompanying
table describes some commonly reported interest rates
and gives their annual average for selected years.

Using the business section of a newspaper, The Wall
Street Journal, the Web site of the Federal Reserve Sys-
tem (www.federalreserve.gov), or other business infor-
mation sources, obtain current numbers for some or all
of these interest rates. How might the current trend in
interest rates affect your financial decisions?

1980 1985

1990 1995 2000 2005 2009 Current

Prime rate—an indication of 15.26% 9.93%
the rate banks charge large

corporations

Discount rate—the rate finan- 11.77 7.69
cial institutions are charged
to borrow funds from Federal

Reserve banks

T-bill rate—the yield on short- 11.43 7.48
term (13-week) U.S. govern-

ment debt obligations

Treasury bond rate—the yield 11.39 10.97
on long-term (20-year) U.S.

government debt obligations

Mortgage rate—the amount 12.66  11.55
individuals are paying to bor-
row for the purchase of a

new home

Corporate bond rate—the 11.94 11.37
cost of borrowing for large

U.S. corporations

Certificate of deposit rate— 12.99 8.25
the rate for six-month time

deposits at savings institutions

10.01% 8.83% 9.23% 6.19% 3.25% %

6.98 5.21 5.73 4.19 0.50

7.51 5.51 5.66 3.15 0.15

8.55 6.96 6.23 4.64 4.1

10.13 7.95 8.06 5.86 5.04

9.32 7.59 7.62 5.23 5.31

8.17 5.93 6.59 3.73 0.87

Source: Federal Reserve Statistical Release: Selected Interest Rates (H-15), www.federalreserve.gov.

and mortgage loans. Mutual savings banks are located mainly in the northeastern United

credit union A user-
owned, nonprofit, cooper-
ative financial institution
that is organized for the
benefit of its members.

States. Unlike the profits of other types of financial institutions, the profits of a mutual
savings bank go to the depositors, usually paying higher rates on savings.

CREDIT UNIONS A credit union is a user-owned, nonprofit, cooperative finan-
cial institution. Traditionally, credit union members had to have a common bond such
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BEWARE OF HIGH-COST FINANCIAL SERVICES

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
consumers) commonly use these high-cost financial
services. Offers of “quick cash” and “low payments”
attract consumers without a bank account or credit
cards.

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 quickly. Even during times
of economic prosperity, 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 institutions will not cash a check unless
the person has an account. The more than 6,000 check-
cashing outlets (CCOs) charge anywhere from 1 to 20
percent of the face value of a check; the average cost
is between 2 and 3 percent. However, for a low-income
family, that can be a significant portion of the total
household budget. CCOs offer a variety of services,
including electronic tax filing, money orders, private
postal boxes, utility bill payment, and the sale of bus
and subway tokens. These services can usually be
obtained for less at other locations.

PAYDAY LOANS

Many consumer organizations warn of increased use of
payday loans, also referred to as cash advances, check
advance loans, postdated check loans, and delayed
deposit loans. Desperate borrowers pay annual inter-
est rates of as much as 780 percent and more to obtain
needed cash from payday loan companies. These enter-
prises have increased to more than 8,000. The most
common users of payday loans are workers who have
become trapped by debts run up by free spending or
have been driven into debt by misfortune.

In a typical payday loan, a consumer writes a per-
sonal 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 trans-
lates 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 Ser-
vices has reported annual rates ranging from 659 to
1,300 percent for some payday loans.

RENT-TO-OWN CENTERS

Years ago, people who rented furniture and appliances
found few deluxe items available. Today, rental busi-
nesses offer HD televisions, seven-piece cherrywood bed-
room sets, and personal computers. The rental-purchase
industry is defined as stores that lease products to con-
sumers 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 law-
suit seeking refunds of finance charges for rented mer-
chandise. 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. The rental agreements were dis-
guised as leases to get around a Wisconsin law that
requires disclosure of any credit sale interest rate above
5 percent.

REFUND ANTICIPATION LOANS

“You are paying to borrow your own money!” Many tax
preparation services offer the “convenience” of getting
your tax refund immediately, when in fact you are tak-
ing out a loan—usually at a very high interest rate, usu-
ally more than 100 percent.

AUTO TITLE LOANS

Targeting low-income consumers and people with bad
credit, auto title loans are usually for 30 days or less.
The car title secures the loan, which means a default can
result in the sale of the vehicle. Interest rates are stated
for short time periods, so, like payday loans, they can
result in paying several hundred percent.
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My L.ife 2

My primary financial service activities are

clearly identified

Comparing financial situations requires time
to identify various services and costs based on
your life situation. Credit unions consistently
offer a low-cost alternative for financial ser-

Part 2 MANAGING YOUR PERSONAL FINANCES

as work, church, or community affiliation. As the common
bond restriction was loosened, the membership of credit unions
increased. Today more than 80 million people belong to over
9,000 credit unions in the United States.

Each year, surveys conducted by consumer organizations and
others report lower fees for checking accounts, lower loan rates,
and higher levels of user satisfaction for credit unions com-
pared to other financial institutions. Most credit unions offer
credit cards, mortgages, home equity loans, direct deposit, cash
machines, safe deposit boxes, and investment services.

vices. For additional information about credit

unions, go to www.cuna.org.

money market fund A
savings—investment plan
offered by investment
companies, with earnings
based on investments in
various short-term finan-
cial instruments.

an First
CREDIT UNION

Credit unions can offer a
low-cost alternative for
financial services.

OTHER FINANCIAL INSTITUTIONS

Financial services are also available from institutions such as life
insurance companies, investment companies, finance companies,
mortgage companies, pawnshops, and check-cashing outlets.

LIFE INSURANCE COMPANIES While the main purpose of life insurance is
to provide financial security for dependents, many life insurance policies contain sav-
ings and investment features. Chapter 12 discusses these policies. In recent years, life
insurance companies have expanded their financial services to include investment and
retirement planning.

INVESTMENT COMPANIES Investment companies, also referred to as
mutual funds, offer banking-type services. A common service of these organizations is
the money market fund, a combination savings—investment plan in which the invest-
ment company uses your money to purchase a variety of short-term financial instru-
ments. Unlike accounts at most banks, savings and loan associations, and credit unions,
investment company accounts are not covered by federal deposit insurance. Investors in
money market funds are usually allowed to write a limited number of checks, providing
the convenience of liquidity.

FINANCE COMPANIES Making loans to consumers and small businesses
is the main function of finance companies. These loans have short and intermediate
terms with higher rates than most other lenders charge. Some finance companies have
expanded their activities to offer other financial planning services.

MORTGAGE COMPANIES Mortgage companies are organized primarily
to provide loans to purchase homes. Chapter 9 discusses the activities of mortgage
companies.

DID YOU KNOW? COMPARING FINANCIAL

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; (3) search for
true “free” checking accounts with a low minimum

INSTITUTIONS

As you use financial services, decide what you want
from the organization that will serve your needs. With
the financial marketplace constantly changing, you

balance requirement; and (4) consider doing your must assess the various services and other factors
banking at a credit union, where lower fees, before selecting an organization (see Exhibit 5-5 on
lower borrowing rates, and higher rates for page 150). The following “How To . . .” feature pro-

savings are usually offered.

vides guidelines for selecting a financial institution.



HOW TO . ..

Decide Where to Keep Your Money

When choosing a financial institution, many options exist ranging from a traditional bank and credit union
to an online bank or a brokerage company offering banking services. As you select where you will do your
banking, consider the following actions:

STEP 1. Prepare a list of what you consider important features of your financial institution, which will likely
include:
Services offered: checking and savings accounts; savings insurance; types of loans; investment services
Costs, fees, earnings: interest on loans, credit cards; checking service charges; ATM fees; savings rates
Convenience: local branches, hours of operation; ATM locations; customer service assistance
Online banking: ease and speed of operation; services offered; privacy and security; fees or other charges

STEP 2. Rank the top three or four specific features according to their importance to you.

STEP 3. Prepare a list of local, national, and online financial institutions, including the address, phone, and
Web site.

STEP 4. Conduct three types of research to help you make your decision:

. Talk with people who have used various financial institutions about their experiences and
recommendations.

. Conduct online research to determine the services offered, policies, and fees charged.
. Visit the financial institution to observe the business environment and to talk with staff members.

Some of the questions you might need answers to are:

e What minimum balance is required to avoid monthly service charges?
What savings amount is required to earn various levels of interest?
What fees are associated with online banking and ATM use?

What actions are necessary to qualify for a credit card or loan?
What is the type and amount of deposit insurance?

Are there "hidden” fees that may not be obvious at first?

Do the online banking services meet your needs?

Can you request a copy of the fee disclosure statement?

STEP 5. Balance your personal needs and desires with the information you collected, and select where

you will do business. You may decide to use more than one financial institution to take advantage of the
best services offered by each. This will also give you the flexibility to move your money if the fees at one
increase. Remember to talk with a manager if you believe a fee was charged unfairly. The bank may reverse
questionable charges in order to keep you as a customer.

“Switch kits” are often available to make changing banks easier. These forms and authorization letters
facilitate a smooth transition of direct deposits and automatic payments from one financial institution to
another.
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How should you choose a

financial institution?
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MANAGING YOUR PERSONAL FINANCES

e Services offered /

® Rates
¢ Fees and charges
¢ Financial advice

e Safety (deposit insurance)
e Convenience

e Location

® Online services

e Special programs

CONCEPT CHECK 5-2 M

1 What are examples of deposit financial institutions?
2 What factors do consumers usually consider when selecting a financial institution
to meet their saving and checking needs?

Action Application Using the Web site for the Credit Union National Associa-
tion (Www.cuna.org) or other sources, obtain information about joining a credit union
and the services offered by this type of financial institution.

Savings Plans

Objective 3

Compare the costs and
benefits of various savings
plans.

share account A regular
savings account at a credit
union.

certificate of deposit

(CD) A savings plan
requiring that a certain
amount be left on deposit
for a stated time period
to earn a specified
interest rate.

As Chapter 3 emphasized, a savings program is needed to achieve financial goals. Eval-
uating various savings plans is the starting point of this process. An overview of savings
alternatives is presented in Exhibit 5-6.

REGULAR SAVINGS ACCOUNTS

Regular savings accounts usually involve a low or no minimum balance. Savers receive
a monthly or quarterly statement with a summary of transactions. A regular savings
account usually allows 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.

CERTIFICATES OF DEPOSIT

Higher earnings are commonly available to savers when they leave money on deposit
for a set time period. A certificate of deposit (CD) is a savings plan requiring that a
certain amount be left on deposit for a stated time period (ranging from 30 days to five
or more years) to earn a specific rate of return. These time deposits can be an attractive
and a safe savings alternative. However, most financial institutions impose a penalty for
early withdrawal of CD funds. For CDs of one year or less, the penalty is usually three
months of interest. CDs of more than a year will likely have a fine of six-months’ inter-
est, while a five-year CD can result in a penalty as high as 20 to 25 percent of the total
interest to maturity on the account.

TYPES OF CDs Financial institutions offer certificates of deposit with a variety
of features:

1. Rising-rate or bump-up CDs may have higher rates at various intervals, such as every
six months. However, beware of ads that highlight a higher rate in the future. This
rate may be in effect only for the last couple of months for an 18- or 24-month CD.
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Exhibit Savings alternatives

Benefits

¢ Low minimum balance
e Ease of withdrawal

e Insured

Drawback

“e Low rate of return

Regular Savings Accounts

more liquidity

‘ less liquidity

Money Market Account/Funds
Benefits
e Favorable rate of return (based on current interest rates)
¢ Allows limited number of checks to be written
e Insured (money market accounts)
Drawbacks
¢ Higher minimum balance than regular savings accounts
e Service charge and/or lower rate if below certain balance
¢ Not insured (money market funds)

Certificates of Deposit (CDs)

Benefits
¢ Guaranteed rate of return for time of CD
e Insured (when purchased from bank

or comparable financial institution)
Drawbacks
e Possible penalty (reduced interest) for

early withdrawal
e Minimum deposit

2.

w

=

U.S. Savings Bonds
Benefits

¢ Low minimum deposit
e Government guaranteed

Drawback

five years

* Rate varies with interest rates (I-bonds)

e Exempt from state, local income taxes

e Lower rate when redeemed within first

Indexed CDs have earnings based on the stock mar-
ket. In times of strong stock performance, your CD
earnings can be higher than those on other CDs. At
other times, however, you may earn no interest and
may even lose part of your savings. A CD based

on the consumer price index can result in higher
returns as inflation increases.

Callable CDs start with higher rates and usually
have long-term maturities, as high as 10 to 15 years.
These savings plans have the benefit of federal
deposit insurance. 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.

Promotional CDs attempt to attract savers with
gifts or special rates. A Colorado bank once offered

Rolex watches, archery equipment, and Zodiac inflatable boats in lieu of interest.
Be sure to balance the value of the item against the lost interest.
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plans.

MANAGING CDs When saving with a CD or rolling over a CD (buying a new
one at maturity), carefully assess all earnings and costs. Do not allow your financial
institution 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

obtain various types of savings



152

money market account A
savings 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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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.

Don’t hesitate to buy CDs by mail or online from a financial institution in another
state. You might earn as much as a full percentage point higher than with your local
bank. Also, when interest rates stay low, consider other savings alternatives such as
savings bonds, mutual funds, and government securities. Current information about CD
rates at various financial institutions may be obtained at www.bankrate.com.

MONEY MARKET ACCOUNTS AND FUNDS

To meet consumer demand for higher savings rates, a savings plan with a floating inter-
est rate was created. A money market account is a savings account that requires a min-
imum balance and has earnings based on market interest rates. Money market accounts
may allow you to write a limited number of checks to make large payments or to trans-
fer money to other accounts. Money market accounts may impose a fee when you go
below the required minimum balance.

Both money market accounts and money market funds offer earnings based on cur-
rent interest rates, and both have minimum-balance restrictions and allow check writing.
The major difference is in safety. Money market accounts at banks and credit unions
are covered by federal deposit insurance. This is not true of money market funds, which
are a product of investment companies. Since money market funds invest mainly in

short-term (less than a year) government and corporate securi-
ties, however, they are usually quite safe.

U.S. SAVINGS BONDS

I am aware of the most appropriate savings

plan for my current situation.

An extensive number of savings alterna-

The Treasury Department offers various programs to make buy-
ing savings bonds attractive to savers.

tives are available for various financial goals

and life situations. You can obtain current EE BONDS Series EE bonds (called Patriot Bonds after
rates for CDs and other savings plans at the September 11, 2001, terrorist attacks) may be purchased
www.bankrate.com. For the latest rates and for amounts ranging from $25 to $5,000 (face values of $50
information on U.S. savings bonds, go to to $10,000, respectively). Electronic EE bonds are purchased

www.savingsbonds.gov.

at face value, for 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 compounds 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

DID YOU KNOW? must be held for one year before it can be cashed.

Banking apps for your phone, ranging in price from
free to a few dollars, are available from individual
financial institutions and other sources. These pro-
grams will allow you to check your account balances,
make payments and transfer funds, locate ATMs,

EE bonds purchased between 1997 and 2005,
earned market-based interest. Since that time, a fixed
interest rate has been paid. Series EE bonds continue
to earn interest for 30 years, well beyond the time at
which the face value is reached. The main tax advan-

and obtain information and assistance on tages of Series EE bonds are that (1) the interest earned
various banking services. Some banking apps is exempt from state and local taxes and (2) you do not
are being promoted as “virtual wallets.” have to pay federal income tax on earnings until the

bonds are redeemed.
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FINANCIAL SERVICES OF OTHER CULTURES

Recent arrivals from other countries may be familiar with
financial services that would seem unusual to most people
in our society. Many of these banking activities resulted
from a lack of access to formal financial institutions.
Rotating savings and credit associations (RoSCAs)
exist in over 70 countries in settings where people can-
not obtain loans. These community-based groups allow
people otherwise unable to save or obtain credit to pay
for household expenses or business costs. These informal
lending groups involve members pooling their funds
with each member taking a turn to use the funds. At the
RoSCA meetings, usually held weekly or monthly, group
members make their payments. The full amount col-
lected at each meeting goes to one person. Then, at the
next meeting, another person obtains the funds, until
each person has a turn. RoSCAs have various names. In
Cameroon and other French-speaking countries, they

are tontines. In India, they are chitty, tandas in Mexico,
and osusu in Nigeria.

The transfer of funds to family members in other
countries may occur through informal networks called
a hawala. Often used by migrant workers from the
Middle East, Africa, and Asia to send remittances home,
the hawala involves a network of brokers in cities
around the world. Transactions take place on an honor
basis with the broker earning a fee.

In India, the postal service has been the main provider
of banking and other financial services since 1854. Using
the brand name “India Post,” this government-operated
enterprise offers savings accounts, money transfers,
money orders, life insurance, and mutual funds through
more than 150,000 offices. More recently, India Post
allows customers to electronically transfer funds to pay
bills at any postal service office.

Redeemed Series EE bonds may be exempt from federal income tax if the funds are
used to pay tuition and fees at a college, university, or qualified technical school for
yourself or a dependent. The bonds must be purchased by an individual who is at least
24 years old, and they must be issued in the names of one or both parents. These provi-
sions 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, which are no longer sold, were current-income
bonds with interest deposited electronically to your bank account every six months.
This interest was taxed as current income on a person’s federal tax return, but exempt

from state and local taxes.

| BONDS TheIbond 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 recalculated
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 at a 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 addi-
tional $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. To locate sav-
ings bonds issued since 1974, go to www.treasuryhunt.gov. Additional information
and current value calculations for savings bonds values may be obtained at www

.savingsbonds.gov.
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CONCEPT CHECK 5-3 M

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?

Action Application 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 6-month CD rate). Information may be obtained at www.federalreserve.gov
and other Web sites. How do these rates affect various personal financial decisions?

Evaluating Savings Plans

Objective 4

Identify the factors used to

evaluate different savings
plans.

rate of return The per-
centage of increase in the
value of savings as a result
of interest earned; also
called yield.

compounding A process
that calculates interest
based on previously
earned interest.

Exhibit

Selecting a savings plan

Your selection of a savings plan will be influenced by various factors, as shown in
Exhibit 5-7.

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. 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 interest earned ($5) by the amount in
the savings account ($100).

COMPOUNDING 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 com-
puted on the new balance in the account. Future value and present value calculations,
introduced in Chapter 1, take compounding into account.

The more frequent the compounding, the higher your rate of return will be. For exam-
ple, $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

¢ Percentage increase in value of savings.
e Increases with frequency of compounding.

¢ Higher consumer prices result in lower
buying power of interest earned on savings.

¢ Taxable interest reduces amount of
earnings.

"

e Ease with which savings can be

Liquidity withdrawn.

H

¢ Availability of deposit insurance.
o Risk.

* Minimum balance limitations.
e Fee for additional transactions.

!




Financial Planning Calculations

ANNUAL PERCENTAGE YIELD

The Truth in Savings law, which took effect in 1993, account does not have a stated maturity, the APY for-
requires that financial institutions report in advertise- mula is simply

ments, if a rate is quoted, apd to savings plan custom- APY = 100 (Interest/Principal)
ers the annual percentage yield (APY). The formula for
APY is APY provides a consistent comparison for savings

-~ . 365/davs in term plans with different interest rates, different compound-
AR = [(1 + Interest/Principal) ’ B 1] ing frequencies, and different time periods. APY may be
The principal is the amount of funds on deposit. easily viewed in terms of a $100 deposit for a 365-day
Interest is the total dollar amount earned during the year. For example, an APY of 6.5 percent would mean
term on the principal. Days in term is the actual number  $6.50 interest for a year.
of days over which interest is earned.
When the number of days in the term is 365 (that
is, where the stated maturity is 365 days) or where the

$6.19 for the year. Although this difference may seem slight, large amounts held in sav-
ings for long periods of time will result in far higher differences (see Exhibit 5-8).

TRUTH IN SAVINGS The Truth in Savings law (Federal Reserve Regulation
DD) requires financial institutions to disclose the following information on savings
account plans:

* Fees on deposit accounts.

¢ The interest rate.

* The annual percentage yield (APY).

* Other terms and conditions of the savings plan. annual percentage yield
(APY) The percentage

rate expressing the total
amount of interest that

Truth in Savings (TIS) defines annual percentage yield (APY) as 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. This el be reaived en @
law defines a year as 365 days rather than 360, 366, or some other number. TIS elimi- $100 deposit based on the
nates the confusion caused by the more than 8 million variations of interest calculation annual rate and frequency
methods previously used by financial institutions. APY reflects the amount of interest of compounding for a

a saver should expect to earn. (See the Financial Planning Calculations box above for 365-day period.

additional information on APY.)

Compounding Method Exhibit
. Compounding frequency
End of Year Daily Monthly Quarterly Annually affects the savings yield

1 $10,832.78 $10,830.00 $10,824.32 $10,800.00 Shorter compounding periods
result in higher yields. This chart

2 11,743.91 11,728.88 11,716.59 11,664.00 shows the growth of $10,000, five-
year CDs paying the same rate of

3 12,712.17 12,702.37 12,682.41 12,597.12 8 percent, but with different com-
pounding methods.

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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EXAMPLE: Annual Percentage Yield

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
- 100(1,200

= 100 (0.055) = 5.5%

In addition to setting the formula for computing the annual percentage yield, Truth
in Savings (1) requires disclosure of fees and APY earned on any statements provided
to customers, (2) establishes rules for advertising deposit accounts, and (3) restricts
the method of calculating the balance on which interest is paid. Financial institu-
tions are also required to calculate interest on the full principal balance in the account
each day.

INFLATION

The rate of return you earn on your savings should be compared with the inflation rate.
When the inflation rate 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.
This gives you an opportunity to select a savings option that will minimize the erosion
of your dollars on deposit.

TAX CONSIDERATIONS

Like inflation, taxes reduce interest earned on savings. For example, a 10 percent return
for a saver in a 28 percent tax bracket means a real return of 7.2 percent (the Finan-
cial Planning Calculations feature on page 157 shows how to compute the after-tax
savings rate of return). As discussed in Chapter 4 and discussed further in Part 5, several
tax-exempt and tax-deferred savings plans and investments can increase your real rate
of return.

Also, remember that taxes usually are not withheld from savings and investment
income. Consequently, you may owe additional taxes at year-end as a result of earnings
on savings.

FEDERAL DEPOSIT INSURANCE CORPORATION

LIQUIDITY

Liquidity allows you to withdraw your money on short notice without a
loss of principal or fees. Some savings plans impose penalties for early
withdrawal or have other restrictions. With certain types of savings certifi-
cates and accounts, early withdrawal may be penalized by a loss of inter-

Federal deposit insurance
reduces the risk of saving for

consumers.

est or a lower earnings rate.

You should consider the degree of liquidity you desire in relation to
your savings goals. To achieve long-term financial goals, many people trade off liquid-
ity for a higher return.



Financial Planning Calculations

AFTER-TAX SAVINGS RATE OF RETURN

The taxability of interest on your savings reduces your
real rate of return. In other words, you lose some por-
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.

SAFETY

For example,

1. You are in the 28 percent tax bracket.
2. 1.0 — 0.28 = 0.72.

3. If the yield on your savings account is
6.25 percent, 0.0625 X 0.72 = 0.045.

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.

Most savings plans at banks, savings and loan associations, and
credit unions are insured by agencies affiliated with the federal M Li f& 4
government. This protection prevents a loss of money due to the L{

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 have either 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) admin-

| understand the major factors to consider
when selecting a savings plan.

While a variety of factors should be consid-
ered when selecting a savings plan, safety is
often a major one. If you are concerned or
confused about federal deposit insurance,
additional information is available at

isters separate insurance funds: the Bank Insurance Fund and www.fdic.gov.
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 private insurance program.

FDIC COVERAGE

The FDIC insures deposits of up to $250,000 per person per financial institution; a joint
account is considered to belong proportionally to each name on the account. However,
by using combinations of individual, joint, and trust ownership accounts in different
financial institutions, it is possible to have federal deposit insurance cover amounts
that exceed $250,000. A joint account, held by two people, would be covered up to
$500,000, with each account owner having $250,000 of coverage.

The FDIC and NCUA also provide deposit insurance for certain retirement accounts
up to $250,000. This 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. Of course, this coverage applies only to retirement
accounts in financial institutions insured by the FDIC and NCUA.
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Remember, the maximum coverage of federal deposit insurance is based on each
depositor, not on each account. The best advice is to never keep more than the cover-
age limit in one financial institution. Be careful, however, since different branch offices
count as the same institution. Also, mergers in the financial service industry may bring
accounts from different banks together.

Depositor coverage is scheduled to return to $100,000 on December 31, 2013 for all
account categories except for IRAs and other retirement accounts, which will remain
at $250,000 per depositor. Congressional action may be taken to keep all coverage at
$250,000.

To determine if all of your deposits are insured, use the Electronic Deposit Insurance
Estimator (EDIE) at www.fdic.gov/edie/index.html. This feature includes a step-by-
step tutorial with depositor situations for different types of account and different owner-
ship. Information about credit union deposit coverage is available at www.ncua.gov.

Since not all financial institutions have federal deposit insurance, investigate this
matter when you are selecting a savings plan. Additional information on the regulation
and consumer protection aspects of financial institutions is included in Appendix B.

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 it will not be available for your immediate use. Also, some institutions
charge a transaction fee for each deposit or withdrawal.

In the past, some financial institutions had promotions offering a “free” gift when a
certain savings amount was deposited. To receive this gift, you had to leave your money
on deposit for a certain time period, or you may have received less interest, since some of
the earnings were used to cover the cost of the “free” items. Economists tell us that “there
is no such thing as a free lunch”; the same holds true for toasters and television sets.

CONCEPT CHECK 5-4 M

1 When would you prefer a savings plan with high liquidity over one with a high
rate of return?

2 What is the relationship between compounding and the future value of an amount?

3 How do inflation and taxes affect earnings on savings?

Action Application Contact local financial institutions to determine current
rates earned on money market accounts and other savings plans. Compare these rates
with similar accounts that you research online.

Payment Methods

Objective 5

Compare the costs and
benefits of different types
of payment accounts.

While check writing still accounts for a major portion of consumer transactions, various
electronic payment methods are now more commonly used (Exhibit 5-9).

ELECTRONIC PAYMENTS

Transactions not involving cash, checks, or credit cards have expanded with technology,
improved security, and increased consumer acceptance.
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Exhibit Payment alternatives

Electronic Payments Checking Accounts Other Payment Methods

e Debit (cash, check) cards e Regular checking account e Certified check

¢ Online payments, transfer e Activity checking account e Cashier’s check

e Stored-value (prepaid) cards e Interest-earning checking account * Money order

® Smart cards (“electronic wallet”) e Traveler’s checks

DEBIT CARD TRANSACTIONS Nearly every store and online
retailer processes debit card transactions, with the amount of the purchase
deducted from your checking or other bank account. Most debit cards can
be used two ways: (1) with your signature, like a credit card, and (2) with
your personal identification number (PIN), like an ATM card. When the
debit card is processed like a credit card, you have more security in case of
a fraudulent transaction or a purchase dispute. Also, when you check into
a hotel, buy gas, or rent a car, a merchant may freeze an amount in your
bank account above what you actually spend. This hold on your funds could
result in an overdrawn account.

ONLINE PAYMENTS Banks and Internet companies are serving as third par-
ties to facilitate online bill payments. These include www.paypal.com, www.billmelater
.com, www.mycheckfree.com, www.paytrust.com, and Google checkout. When using
these services, be sure to consider all fees as well as online security and customer ser-
vice availability. Some online payment services give you a choice of using a credit or
a bank account, while others require one or the other. Being linked to your checking
account may not give you as much leverage when disputing a transaction.

STORED-VALUE CARDS Prepaid cards for telephone service, transit fares,
highway tolls, laundry service, and school lunches are common. While some of these
stored-value cards are disposable, others can be reloaded with an additional amount.
Also called prepaid debit cards, some stored-value cards often have activation charges,
ATM fees, and other charges, such as inactivity fees.

SMART CARDS These “electronic wallets” are similar to other ATM cards. How-
ever, their imbedded microchip stores prepaid amounts as well as information with
account balances, transaction records, insurance information, and medical history.

TYPES OF CHECKING ACCOUNTS

With a major portion of business transactions conducted by check, a checking account
is a necessity for most people. Checking accounts fall into three major categories: regu-
lar checking accounts, activity accounts, and interest-earning checking accounts.

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 cer-
tain amount in savings. Avoiding the monthly service charge can be beneficial. For
example, 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.

Financial institutions offer their
services at convenient locations.
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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 appropri-
ate for people who write only a few checks each month and are unable to maintain the
required minimum balance.

INTEREST-EARNING CHECKING ACCOUNTS Interest-earning check-
ing accounts, sometimes called NOW accounts (NOW stands for negotiable order of
withdrawal), 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.

The share draft account is an interest-earning checking account at a credit union.
Credit union members write checks, called share drafts, against their account balances.

EVALUATING CHECKING ACCOUNTS

Would you rather have a checking account that pays

DID YOU KNOW? interest and requires a $1,000 minimum balance or an

account that doesn’t pay interest and requires a $300
An extensive number of fake check scams minimum balance? This decision requires evaluating
occur each year. Information and videos are factors such as restrictions, fees and charges, interest,
available at www.fakechecks.org. and special services (see Exhibit 5-10).

Exhibit

Checking account
selection factors

RESTRICTIONS The most common limitation
on checking accounts is the amount you must keep on
deposit to earn interest or avoid a service charge. Until
recently, financial institutions also placed various restrictions on the holding period for
deposited checks; that is, they required a period of time for checks to clear before you
were allowed to use the funds. The Expedited Funds Availability Act requires that funds

CHECKING ACCOUNT SELECTION FACTORS

Restrictions Fees and Charges
¢ Minimum balance * Monthly fee
* Federal deposit insurance * Fees for each check or deposit
* Hours and location of branch offices * Printing of checks
¢ Holding period for deposited checks  Fee to obtain canceled check copy

* Overdraft, stop-payment order,
certified check fee

* Fees for preauthorized bill payment,
fund transfer, or home banking activity

Special Services Interest
e Direct deposit of payroll and o Interest rate
government checks ¢ Minimum deposit to earn interest
e 24-hour teller machines ¢ Method of compounding
. Overglraft protection ® Portion of balance used to
¢ Banking at home compute interest
e Discounts or free checking for e Fee charged for falling below
certain groups (students, senior necessary balance to earn interest
citizens, employees of certain
companies)
¢ Free or discounted services,
such as traveler’s checks




HOW TO . ..

Avoid ldentity 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. Identity
fraud can range from passing bad checks and using stolen credit cards to theft of another person’s total
financial existence. To avoid identity theft, take these actions:

. Use only your initials and last name on checks so a person will not know how you sign checks.

. Do not put the full account number on checks when paying a bill; use only the last four numbers.

. If possible, use your work phone and a post office box on checks instead of your home address.

. Do not put your Social Security number on any document unless it is legally required. Do not carry
your Social Security card in your wallet.

. Shred or burn financial information containing account or Social Security numbers.
. Use passwords involving both letters and numbers.
. Do not mail bills from your home mailbox, especially if it is out by the street.

. Check your credit report each year to make sure it is correct with all three major credit reporting
agencies.

. Ask to have your name removed from mailing lists operated by credit agencies and companies
offering credit promotions.

. Keep a photocopy of the contents of your wallet (both sides of each item) as a record to cancel
accounts if necessary.

11. Use only secure Web sites of reputable organizations when making online purchases or when
providing sensitive personal information.

12. Maintain up-to-date anti-virus software with anti-spam features and a personal firewall.

If you are a victim of identity theft, take the following actions:

e 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).

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, 1-888-397-3742; and
TransUnion, 1-800-680-7289.

e Contact the Social Security Administration fraud line at 1-800-269-0271.

Additional information on financial privacy and identity theft is available at www.myidscore.com,
www.identitytheft.org, www.idfraud.org, www.privacyrights.org, and www.idtheftcenter.org.

from local checks be available within two business days and funds from out-of-town
checks be withheld for no more than five business days.

FEES AND CHARGES Nearly all financial institutions require a minimum bal-
ance 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 due to the need to maintain the minimum balance.
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Overdraft protection An
automatic loan made to
checking account custom-
ers to cover the amount
of checks written in excess
of the available balance in
the checking account.

Part 2 MANAGING YOUR PERSONAL FINANCES

Checking account fees have increased in recent years. Items such as check printing,
overdraft fees, and stop-payment orders have doubled or tripled in price at some finan-
cial institutions. Some institutions will “bait” you with fancy checks at a low price and
then charge a much higher price when you reorder. You may be able to purchase checks
at a lower cost from a mail-order or online company.

INTEREST As discussed earlier, the interest rate, the frequency of compounding,
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 usually have online access to view and print
checks that have been paid.

Overdraft protection is an automatic loan made to checking account customers for
checks written in excess of the available 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 overdraft 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 $20 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. If so, take advan-
tage of this service.

Beware of checking accounts that offer several services (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, such accounts benefit only a small
group of people who make constant use of the services in the

My Life 5 package.

I regularly maintain a record of my checking MANAGING YOUR CHECKING

account balance. ACCOUNT

Each year, fewer and fewer checks are

written. However, most debit cards and Obtaining and using a checking account involves several activities.
online payments are still connected to

traditional checking accounts. Contact sev- OPENING A CHECKING ACCOUNT First, decide

eral financial institutions to determine the
features and fees associated with various

payment accounts.

the owner of the account. Only one person is allowed to write
checks on an individual account. A joint 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 only be used when
you are actually depositing or cashing a check, since a check could be cashed by
anyone once it has been signed.

* A restrictive endorsement consists of the words for deposit only, followed by
your signature, which is especially useful when you are depositing checks.

* 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.



Financial Planning Calculations

RECONCILING YOUR CHECKING ACCOUNT

The process of comparing your checkbook balance to At this point, the revised balances for both the check-
the bank statement is vital for determining any errors book and the bank statement should be the same. If the
that may have occurred. Use the following steps to rec- two do not match, check your math; make sure every
oncile your account. check and deposit was recorded correctly.

The Bank Statement Your Checkbook
Balance on current bank Current balance in your
statement $§ 64396 checkbook $§ 0 29591
Step 1. Date Amount Step 3.
Add up outstanding 10-4  70.00 Subtract total of fees or
checks (checks that you 10-6  130.00 other charges listed on
have written but have not 10-7  111.62 bank statement
yet cleared the banking |
system) and withdrawals |
still outstanding. $ 1575
Subtract ATM withdrawals,
debit card payments, and
other automatic payments $  -100.00
Subtract the total $ 31162 Step 4.
Add interest earned. $ 4218
Step 2. Date Amount
Add up deposits in transit 10-2  60.00 Add direct deposits. $  +300.00
(deposits that have been 10-5  90.00
made but are not ]
reported on the current ]
statement).
Add the total. $§  +150.00
Adjusted bank balance $ 48234 Adjusted checkbook balance § = 48234

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 figures; (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
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stop-payment commonly ranges from $10 to $20. 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
DID YOU KNOW? ACCOUNT Each month you will receive a bank
statement summarizing deposits, checks paid, interest
“Remote deposit” allows a person to deposit checks earned, and fees such as service charges and printing
into a bank account from home or office without of checks. The balance reported on the statement will

having to present the actual check. Use a scanner
to capture 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.

(166 Q0
Payment account
comparison

Checking/payment
account cost analysis

.
[ ——

Checking account
reconciliation

usually differ from the balance in your checkbook.
Reasons for a difference 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. See the
Financial Planning Calculations box on page 163 for
details of the bank reconciliation process.

OTHER PAYMENT METHODS

While personal checks are the most common payment form, other methods are avail-
able. A certified check is a personal check with guaranteed payment. The amount of the
check is deducted from your balance 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
sign them again as you cash them. Electronic traveler’s checks, in the form of a prepaid
travel card, are also available. The card allows travelers visiting other nations to get
local currency from an ATM.

CONCEPT CHECK 5-5 M

1 What factors are commonly considered when selecting a checking account?
2 Are checking accounts that earn interest preferable to regular checking accounts?
Why or why not?

Action Application Observe customers making payments in a retail store.
How often are cash, checks, credit cards, or cash cards used?



~inwmy 20s

...in college

e Use online
payments for
convenience.

e Establish account
with a bank or
credit union (seek
special student

e Increase savings
accounts).

amount in your
emergency fund.

Maintain proper
spending to avoid
overdraft charges.

e Monitor ATM fees
and other account
charges.

o Compare fees and
charges among
various financial

institutions.

Objective 1

Analyze factors that affect the selection

and use of financial services.

Your understanding of financial services should include knowl-
edge of savings plans, payment accounts, loans, trust services,
and electronic banking, which are used for managing daily
financial activities. Technology, opportunity costs, and eco-

nomic conditions are some of the factors that affect the selec-
tion and use of financial services.

Objective 2

Compare the types of financial institutions.

When selecting a primary financial service provider, your choices
include commercial banks, savings and loan associations, mutual
savings banks, credit unions, life insurance companies, investment
companies, finance companies, mortgage companies, pawnshops,
and check-cashing outlets. These financial institutions should be
assessed on the basis of services offered, rates and fees, safety,
convenience, and special programs available to customers.

Objective 3

Compare the costs and benefits of various savings plans.
When selecting the most appropriate savings plan for your
current situation, most common are regular savings accounts,

inwmy 30s in my 50s -
and 40s and beyond i
e Evaluate the use e Consider special
of other financial "s_enlor' accounts \
services such as an with lower
asset management fees and other
account and a features.
trust account. « Coordinate
e Expand savings ownership of
and investment bank ac.counts -
program for in relation to
funding future estate planning
activities.
needs. -
£

SUMMARY OF OBJECTIVES

certificates of deposit, money market accounts, money market
funds, and U.S. savings bonds.

Objective 4

Identify the factors used to evaluate different savings plans.
When selecting a savings plan, evaluate these programs on the

basis of rate of return, inflation, tax considerations, liquidity,
safety, restrictions, and fees.

Objective 5

Compare the costs and benefits of different types of
payment accounts.

When considering various payment alternatives, electronic
methods include debit cards, online payment systems, stored-
value cards, and smart cards. 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. Other
payment alternatives include certified checks, cashier’s checks,
money orders, and traveler’s checks.
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KEY FORMULAS

Page Topic Formula

155 Annual percentage yield (APY) APY = 100 [(1 + Interest/Principal )" ™ — 1 |
Principal = The amount of funds on deposit
Interest = The total dollar amount earned on the principal
Days in term = The actual number of days in the term of the account

When the number of days in the term is APY = 100 (Interest/Principal )
365 or where the account does not have

E le:
a stated maturity, the APY formula is Al 365
simply 100 (1 + 2?6688)365 - 1] = 0.0562 = 5.62%
157 After-tax rate of return Interest rate x (1 — Tax rate)
Example:

0.05 X (1 —-0.28) = 0.036 = 3.6%

KEY TERMS
annual percentage yield compounding 154 overdraft protection 162

(APY) 155 credit union 146 rate of return 154
asset management account 142 debit card 143 savings and loan association 145
automatic teller machine money market account 152 share account 150

(ATM) 143 money market fund 148 share draft account 160
certificate of deposit (CD) 150 mutual savings bank 145 trust 141

commercial bank 145

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?

Answers to Self-Test Problems

1. To calculate the APY when the number of days in the term is 365, use this formula:

APY = 100 (Interest/Principal)
APY = 100 (174/3250)
APY = 100 (.0535) = 5.35 percent

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%
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10.

11.

12.

FINANCIAL PLANNING PROBLEMS

. Calculating the Cost of ATM Fees. If a person has ATM fees each month of $18 for 8 years, what would be the total cost of

those banking fees? (Obj. 1)

. Determining an Annual Interest Rate. 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)

. Determining Savings Goals. What would be common savings goals for a person who buys a five-year CD paying 5.5 percent

instead of an 18-month savings certificate paying 4.75 percent? (Obj. 4)

. Computing CD Interest. 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. 4)

. Computing Future Value. What would be the value of a savings account started with $1,200, earning 4 percent (compounded

annually) after 10 years? (Obj. 4)

. Calculating Present Value. Brenda Young desires to have $10,000 eight years from now for her daughter’s college fund. If she

will earn 6 percent (compounded annually) on her money, what amount should she deposit now? Use the present value of a
single amount calculation. (Obj. 4)

. Computing Future Value of Annual Deposits. What amount would you have if you deposited $2,500 a year for 30 years at

7 percent (compounded annually)? (Use the Chapter 1 appendix.) (Obj. 4)

. Comparing Taxable and Tax-Free Yields. 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. 4)

. Computing APY. What would be the annual percentage yield for a savings account that earned $56 in interest on $800 over the

past 365 days? (Obj. 4)

Calculating Opportunity Cost. What is the annual opportunity cost of a checking account that requires a $500 minimum balance
to avoid service charges? Assume an interest rate of 3 percent. (Obj. 4)

Comparing Costs of Checking Accounts. What would be the net annual cost of the following checking accounts? (Obj. 5)
a. Monthly fee, $3.75; processing fee, $0.25 cents per check; checks written, an average of 22 a month.

b. Interest earnings of 6 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).

Computing Checking Account Balance. Based on the following information, determine the true balance in your checking account.
(See page 163) (Obj 5)

Balance in your checkbook, $356 Interest earned on the account, $4
Balance on bank statement, $472 Total of outstanding checks, $187

Service charge and other fees, $15 Deposits in transit, $60

FINANCIAL PLANNING ACTIVITIES

Monitoring Economic Conditions. Research current economic conditions (interest rates, inflation) using The Wall Street Journal,
other library resources, or Web sites. Based on current economic conditions, what actions would you recommend to people who
are saving and borrowing money? (Obj. 1)

Comparing Financial Institutions. Collect advertisements and promotional information from several financial institutions, or
locate the Web sites of financial institutions. Create a list of factors that a person might consider when comparing costs and
benefits of various savings plans and payment accounts. (Obj. 2)

Comparing Savings Plans. Collect online information from several financial institutions about the savings plans they offer. Using
Sheet 25 in the Personal Financial Planner, compare the features and potential earnings of two or three savings plans. (Obj. 3, 4)

Comparing Payment Accounts. Using Sheets 26 and 27 in the Personal Financial Planner, compare the features and costs of
checking accounts at two different financial institutions. Online searches of bank Web sites may be useful. (Obj. 5)

Researching Checking Accounts. Several states require that banks offer basic checking accounts. For example, in Illinois, New
York, New Jersey, and Minnesota, check services with minimal fees must be made available for consumers making a limited
number of transactions. Obtain information about the availability of these types of lifeline accounts in your area. (Obj. 5)
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FINANCIAL PLANNING CASE

“Press 1 to Withdraw Cash, Press 2 to
Deposit, Press 3 for Higher Fees”

“Wow! My account balance is a little lower than I expected,”
commented Lisa Cross as she reviewed her monthly bank state-
ment. “Wait a minute! There’s nearly $20 in fees for ATM with-
drawals and other service charges.”

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 finan-
cial services. While careless money management caused many
of these charges, others could have been reduced or eliminated
by comparing costs at various financial institutions.

Consumers are also upset with slow customer service and
long waits in lines. These drawbacks have caused many cus-
tomers to consider the use of online banking services.

Whether using the online services of your current finan-
cial institution or starting an account with a “Web” bank, you
can gain faster access to your account. Other benefits may be

present. Often, costs of online banking services are lower than
in traditional settings. Online banking can mean access to an
expanded array of financial services. For example, some online
bank accounts include low-cost, online investment trading and
instant loan approval.

Lisa believes that online banking services provide her with
an opportunity to better control her financial service costs.
However, she also has concerns about introductory low costs,
privacy, and security of transaction information.

Questions

1. What benefits might Lisa gain when using online banking
services?

2. What factors should Lisa consider when selecting various
banking services?

3. What actions might you take to better understand the con-
cerns associated with using online banking?

PERSONAL FINANCIAL PLANNER IN ACTION

Selecting Savings and Payment Services

The use of payment services and savings programs influences other aspects of financial planning. Minimizing banking fees and maxi-

mizing earnings on funds are common objectives.

Your Short-Term Financial Planning Activities

Resources

1. Identify various financial services needed for savings, payment, and money management activi-
ties. Identify financial institutions that you might use to obtain these services.

PFP Sheet 23
www.bankrate.com
www.creditunion.coop
www.wachovia.com

to meet your financial goals.

2. Compare the rates of return, fees, and other factors for different savings plans that you might use

PFP Sheets 24, 25
www.fdic.gov
www.savingsbonds.gov

institutions.

3. Compare the features and costs of checking and check card services at various financial

PFP Sheets 26, 27
www.bankrate.com
www.mycheckfree.com

Your Long-Term Financial Planning Activities

Resources

1. Identify savings decisions that would best help you achieve long-term financial goals.

www.clevelandsaves.org
WWW.asec.org

changes over time.

2. List the economic conditions (inflation, current interest rates) and personal factors related to the
costs and benefits of financial services that you should monitor as your personal life situation

Text pages
www.federalreserve.gov
www.bls.gov
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CONTINUING CASE

Banking Services

Life Situation Financial Data
Single Monthly Income $1,750
Age 21 Living Expenses $1,210
No dependents Personal property $7,300
College student Savings $1,000
Student loan $3,000
Credit card debt $2,400

Shelby Johnson has been working at a local pet store, trying to save money so that she can open up her own business some day. She
is nearing graduation; however, she recently lost some of her savings due to an unexpected illness and medical expenses. She knows
that this may affect when she will be able to open her Pet Salon. She and her parents, Matt and Madison Johnson (ages 49 and 47),
are close and Shelby frequently seeks out their financial advice. They warn her that she may need to make some life changes in order
to build back up her savings. They also advise her to establish an emergency fund so that she can avoid having to dip into her savings
in case something happens in the future.

Questions

1. Given her current situation, list some suggestions on what Shelby should do to increase her emergency fund.

2. Based on her current and future life situation, what other money management and financial planning activities would you recom-
mend for Shelby?

3. Describe how Shelby might use the Personal Financial Planner sheets 26 and 28 (Payment Account Comparison and Checking

Account Reconciliation).

DAILY SPENDING DIARY

“My cash withdrawals have resulted in ATM fees that take away money from other budget items.”

Directions

Start (or continue) your “Daily Spending Diary” to record and monitor spending in various categories using the sheets provided at the
end of the book. Or you may create your own format to monitor your spending. 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.

Questions

1. Are there any banking fees that you pay each month? What actions might you take to reduce or eliminate these cash outflows?

2. What other areas of your daily spending might be reduced or revised?

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
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Introduction to
Consumer Credit

Objectives

5 Diffgrentiate among various types of disadvantages of consumer credit as well
3 Zedlt. as the types of credit that are available will
. Assess i i i i
your credit capacity and build your enable you to make wise decisions regarding

credit rating. [
.o : ing . ' credit, now and in the future
. Describe the information creditors look for -
when you apply for credit.

5. Identify the steps you can take to avoid
and correct credit mistakes.

6. Describe the laws that protect you if you
have a complaint about consumer credit.

ANy, % R

My L.ife

CASH, CREDIT, OR DEBIT—WALKING A TIGHTROPE

A

LA
P Remember how thrilled you were when you graduated from high
school and received an offer for a credit card? Soon afterward, !
- you were excited when you made your first charge for some new <
- > i
= clothes. After making a few more purchases, you reached your card ;
' limit. So you applied for two more credit cards, each with an annual interest rate of 23 percent. ,;
. Then you began to charge groceries and furniture, because it was easier than paying cash. Do you ,?
— know how to use credit wisely? ,
' As you start or expand your use of credit, consider the following statements. For each of the ,
following statements, select the letter to indicate your answers regarding these statements: :
N
- 1. If | need more money for my expenses, | borrow it .
a. never.
- b. sometimes.
l c. often.
— 1
2. | pay any bills I have when they are due .
_S 3 a. always.
! ” b. most of the time.
c. sometimes.
| 3. If | want to see a copy of my credit report, | can contact
- .9 a. a credit reporting agency.
b. a bank.
e ¢. the dean of my economics department.
e -
o



4. If | default (do not repay) on a loan, it will stay on my credit report for
a. 7 years.
b. 2 years.
c. 6 months.

; - ing by .
5. | can begin building a good rating . .
a. opening a savings account and making regular monthly deposits.
b. paying most of my bills on time. .
c. opening a checking account and bouncing checks.

6. If | have serious credit problems, | should
a. contact my creditors to explain the problem.
i t creditors.
b. contact only the most persisten _
¢. not contact my creditors and hope they will forget about me.

H " 4 H ch uc-"
SCORING: Give yourself 3 points for each “a,” 2 points for each “b, and 1 point for ea

Add up the number of points.

i t
If you scored 6-9 points, you might want to take a closer look at how credit works before you ge

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.

Source: How to Be Credit Smart (Washington, DC: Consumer Education Foundation, 1994).

ey ; e { ey
As you study this chapter, you will encounter “My Life” boxes with additional informatio

resources related to these items.

What Is Consumer Credit?

“Charge it!” “Cash or credit?” “Put it on my account.” As these phrases indicate, the
use of credit is a fact of life in personal and family financial planning. When you use
credit, you satisfy needs today and pay for this satisfaction in the future. While the use
of credit is often necessary and even advantageous, responsibilities and disadvantages
are associated with its use.

Credit is an arrangement to receive cash, goods, or services now and pay for them
in the future. Consumer credit refers to the use of credit for personal needs (except
a home mortgage) by individuals and families, in contrast to credit used for business
purposes.

Although Polonius cautioned, “Neither a borrower nor a lender be,” using and pro-
viding credit have become a way of life for many people and businesses in today’s
economy. In January, you pay a bill for electricity that you used in December. A state-
ment arrives in the mail for medical services that you received last month. You write a
check for $40, a minimum payment on a $300 department store bill. With a bank loan,
you purchase a new car. These are all examples of using credit: paying later for goods
and services obtained now.

Most consumers have three alternatives in financing current purchases: They can
draw on their savings, use their present earnings, or borrow against their expected future

h

h

Ty

(]

Objective 1

Define consumer credit and
analyze its advantages and
disadvantages.

credit An arrangement
to receive cash, goods, or
services now and pay for
them in the future.

consumer credit The use
of credit for personal
needs (except a home
mortgage).
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income. Each of these alternatives has trade-offs. If you continually deplete your sav-
ings, little will be left for emergencies or retirement income. If you spend your current
income on luxuries instead of necessities, your well-being will eventually suffer. And if
you pledge your future income to make current credit purchases, you will have little or
no spendable income in the future.

Consumer credit is based on trust in people’s ability and willingness to pay bills
when due. It works because people by and large are honest and responsible. But how
does consumer credit affect our economy, and how is it affected by our economy?

THE IMPORTANCE OF CONSUMER
CREDIT IN OUR ECONOMY

Consumer credit dates back to colonial times. While credit was originally a privilege
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 spending
trends and consumer credit as a sustaining force. To paraphrase an old political expres-
sion, as the consumer goes, so goes the U.S. economy.

The aging of the baby boom generation has added to the growth of consumer credit.
This generation currently represents about 30 percent of the population but holds nearly
60 percent of the outstanding debt. The people in this age group have always been dis-
proportionate users of credit, since consumption is highest as families are formed and
homes are purchased and furnished. Thus, while the extensive use of debt by this gen-
eration is nothing new, the fact that it has grown rapidly has added to overall debt use.

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. There are many valid reasons for
using credit. A medical emergency may leave a person strapped for funds. A home-
maker returning to the workforce may need a car. It may be possible to buy an item
now for less money than it will cost later. Borrowing for a college education is another
valid reason. But it probably is not reasonable to borrow for everyday living expenses or
finance a Corvette on credit when a Ford Focus is all your budget allows.

“Shopaholics” and young adults are most vulnerable to misusing credit. College stu-
dents are a prime target for credit card issuers, and issuers make it very easy for students
to get credit cards. Wendy Leright, a 25-year-old teacher in Detroit, knows this all too
well. As a college freshman, she applied for and got seven credit cards, all bearing at
least an 18.9 percent interest rate and a $20 annual fee. Although unemployed, she used
the cards freely, buying expensive clothes for herself, extravagant Christmas presents
for friends and family, and even a one-week vacation in the Bahamas. “It got to a point
where I didn’t even look at the price tag,” she said. By her senior year, Wendy had
amassed $9,000 in credit card debt and couldn’t make the monthly payments of nearly
$200. She eventually turned to her parents to bail her out. “Until my mother sat me
down and showed me how much interest I had to pay, I hadn’t even given it a thought.
I was shocked,” Wendy said. “I would have had to pay it off for years.”!

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.
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Here are some questions you should consider before you decide how and when to
make a major purchase, for example, a car:

* Do I have the cash I need for the down payment?

* Do I want to use my savings for this purchase?

* Does the purchase fit my budget?

* Could I use the credit I need for this purchase in some better way?
* Could I postpone the purchase?

* What are the opportunity costs of postponing the purchase (alternative transporta-
tion costs, a possible increase in the price of the car)?

* What are the dollar costs and the psychological costs of using credit (inter-
est, other finance charges, being in debt and responsible for making a monthly
payment)?

If you decide to use credit, make sure the benefits of making the
purchase 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, bank-
ruptcy, and loss of creditworthiness.

ADVANTAGES OF CREDIT

Consumer credit enables people to enjoy goods and services now—a
car, a home, an education, help in emergencies—and pay for them
through payment plans based on future income.

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 shoppers believe it
is easier to return merchandise they have purchased on account. Credit cards also pro-
vide 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, flick the light switch, or telephone a
friend, you are using credit.

It is safer to use credit, since charge accounts and credit cards let you shop and
travel without carrying a large amount of cash. You need a credit card to make a hotel
reservation, rent a car, and shop by phone. You may also use credit cards for iden-
tification when cashing checks, and the use of credit provides 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 check-
ing account when the payment is due. This float, offered by many credit card issuers,
includes a grace period of 21 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 large corporations, such as General Electric Company and General Motors
Corporation, issue their own Visa and MasterCard and offer rebates on purchases. For
example, every time you make a purchase with the GM MasterCard, 5 percent of the
purchase price is set aside for you in a special GM Card Rebate account. When you are
ready to buy or lease a GM car or truck, you just cash in your rebate at the GM dealer-
ship. Similarly, with an AT&T MasterCard, you can earn a cash bonus of up to 5 percent
based on your total purchases during the year. In the late 1990s, however, some corpora-
tions began to eliminate these cards.
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THINK FIRST! If you decide to
use credit, make sure the ben-
efits of making the purchase
now outweigh the costs of
using credit.
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Platinum credit cards offered by American Express provide emergency medical
evacuation for travelers. In 1994 Stephen Bradley of New York was vacationing in
tiny, isolated Coruripe, Brazil. He ate something that made him gravely ill. With no
doctor nearby, a friend frantically called American Express about its guarantee to
arrange emergency medical evacuation and treatment for Platinum Card users. AmEx
moved fast: It lined up a car to rush Bradley to the nearest large town, managed to
book a room in a sold-out hotel, and sent a doctor there to make a house call. The
physician even accompanied Bradley’s travel partner, Richard Laermer, to a local
pharmacy for medicine. “When we went home to see our doctor, he told us she had
saved Steve’s life,” recalls Laermer. “For the last five years we have been indebted
to Platinum.”

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, espe-
cially during periods of inflation. It seems easy to buy today and pay tomorrow using
cheaper dollars. 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 reputa-
tion. It can even lead to court action and bankruptcy. Misuse of credit can create serious

long-term financial problems, damage to family relationships,
and a slowing 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 more immediate satisfaction of needs

If | need more money for my expenses, and desires, it does not increase total purchasing power. Credit
I borrow it. purchases must be paid for out of future income; therefore,
Remember, using credit does not increase credit ties up the use of future income. Furthermore, if your
your total purchasing power, nor does it income does not increase to cover rising costs, your ability to
mean that you have more money. It just repay credit commitments will diminish. Before buying goods
allows you to buy things now for which you and services on credit, consider whether they will have lasting

must pay later. Conduct a Web search to
locate suggestions for wise uses of credit.

value, whether they will increase your personal satisfaction dur-
ing 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 purchases over a period of time is more costly
than paying for them with cash. Purchasing with credit rather than cash involves one
very obvious trade-off: the fact that it will cost more due to monthly finance charges
and the compounding effect of interest on interest.

SUMMARY: ADVANTAGES
AND DISADVANTAGES OF CREDIT

The use of credit provides immediate access to goods and services, flexibility in money
management, safety and convenience, a cushion in emergencies, a means of increasing
resources, and a good credit rating if you pay your debts back in a timely manner. But
remember, the use of credit is a two-sided coin. An intelligent decision as to its use
demands careful evaluation of your current debt, your future income, the added cost,
and the consequences of overspending.
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MCONCEPT CHECK 6-1

1 What is consumer credit?

2 Why is consumer credit important to our economy?
3 What are the uses and misuses of credit?

4 What are the advantages and disadvantages of credit?

Action Application Using Web research and discussions with family mem-
bers and friends, prepare a list of advantages and disadvantages of using credit.

Types of Credit

Two basic types of consumer credit exist: closed-end credit and open-end credit. With
closed-end credit, you pay back one-time loans in a specified period of time and in
payments of equal amounts. With open-end credit, loans are made on a continuous
basis and you are billed periodically for at least partial payment. Exhibit 6-1 shows
examples of closed-end and open-end credit.

Closed-End Credit Open-End Credit
¢ Mortgage loans o Cards issued by department stores, bank
e Automobile loans cards (Visa, MasterCard)
e Installment loans (installment sales contract, * Travel and entertainment cards (Diners Club,
installment cash credit, single lump-sum American Express)

credit) ¢ Overdraft protection

CLOSED-END CREDIT

Closed-end credit is used for a specific purpose and involves a specified amount. Mort-
gage loans, automobile loans, and installment loans for purchasing furniture or appli-
ances are examples of closed-end credit. An agreement, or contract, lists the repayment
terms: the number of payments, the payment amount, and how much the credit will
cost. Closed-end payment plans usually involve a written agreement for each credit
purchase. A down payment or trade-in may be required, with the balance to be repaid
in equal weekly or monthly payments over a period of time. 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 appli-
ances 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, usu-
ally within 30 to 90 days. Lump-sum credit is generally, but not always, used to pur-
chase a single item. As Exhibit 6-2 shows, consumer credit reached over $2.4 trillion
in 2010.
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Objective 2

Differentiate among various
types of credit.

Exhibit

Examples of closed-end
and open-end credit

closed-end credit One-
time loans that the bor-
rower pays back in a
specified period of time
and in payments of equal
amounts.
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Volume of consumer credit (Not seasonally adjusted)

All economists now recognize consumer credit as a major force in the American economy.
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open-end credit A line of
credit in which loans are
made on a continuous
basis and the borrower is
billed periodically for at
least partial payment.

line of credit The dollar
amount, which may or
may not be borrowed,
that a lender makes avail-
able to a borrower.

interest A periodic charge
for the use of credit.

OPEN-END CREDIT

Using a credit card issued by a department store, using a bank credit card (Visa, Master-
Card) 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.

You may have had an appointment with a doctor or a dentist that you did not pay for
until later. Professionals and small businesses often do not demand immediate payment
but will charge interest if you do not pay the bill in full within 30 days. Incidental credit
is a credit arrangement that has no extra costs and no specific repayment plan.

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.
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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.

CREDIT CARDS Credit cards are extremely popular. According to a recent American
Banker survey, 8 out of 10 U.S. households carry one or more credit cards. Two out of
three households have at least one retail credit card, 56 percent have one or more Visa
cards, and 47 percent have at least one MasterCard.

One-third of all credit card users generally pay off their
balances in full each month. These cardholders are often
known as convenience users. Others are borrowers; they
carry balances beyond the grace period and pay finance
charges. As Exhibit 6-3 illustrates, consumers use almost
1.4 billion credit cards to buy clothing, meals, vacations,
gasoline, groceries, doctor visits, and other goods and ser-
vices on credit.

While cash advances on credit cards can look attractive,
remember that interest usually accrues from the moment
you accept the cash, and you must also pay a transaction
fee. One cash advance could cost you the money you were
saving for a birthday gift for that special someone.

About 25,000 financial institutions participate in the
credit card business, and the vast majority of them are
affiliated with Visa International or the Interbank Card
Association, which issues MasterCard. The Financial Planning for Life’s Situations box
on page 181 provides a few helpful hints for choosing a credit card.

Cobranding is the linking of a credit card with a business trade name offering
“points” or premiums toward the purchase of a product or service. Cobranding has
become increasingly popular since the success of General Motors Corporation’s credit

Millions
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revolving check credit

A prearranged loan from
a bank for a specified
amount; also called a
bank line of credit.

Eight out of 10 U.S households
carry one or more credit cards.

Exhibit

Credit card holders and
credit cards held

About 181 million people use
almost 1.4 billion credit cards to
buy goods and services.

Source: Statistical Abstract of the United States 2010, Table 1151, www.census.gov/compendia/statab/, accessed August 11, 2010.
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debit card Electronically
subtracts the amount of a
purchase from the buyer’s
account at the moment
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card, launched in 1992. Cobranded credit cards offer rebates on products and services
such as health clubs, tax preparation services from H&R Block, and gasoline purchases.
Banks are realizing that cobranded credit cards help build customer loyalty.

SMART CARDS The ultimate plastic, smart cards, are embedded with a computer
chip that can store 500 times the data of a credit card. Smart cards may ultimately combine
credit cards, a driver’s license, a health care ID with your medical history and insurance
information, frequent-flier miles, and telephone cards. A single smart card, for example,

the purchase is made.
At Florida State U

could be used to buy an airline ticket, store it digitally, and track frequent-flier miles.

niversity, smart cards have become practically indispensable.

Students use smart cards to pay tuition, buy meals in the cafeteria, borrow library books,
rent videos, and gain access to dormitories and online study groups.

DID YOU KNOW?

In 2010, an estimated 185 million debit card holders
will use 525 million cards for 41 trillion transactions
amounting to over $1.65 trillion.

Source: Statistical Abstract of the United States 2010,
Table 1150.

DID YOU KNOW?

Of the $87 billion in gift cards purchased in 2009,

approximately 6 percent, or $5 billion will go unused.

Many gift cards will be eroded by fees and eventu-
ally expire without ever providing a benefit to the
recipient. Under the new Credit Card Accountability,
Responsibility, and Disclosure Act, gift cards will

not expire for at least five years, and inactivity

fees will not begin before one year after the

card is issued.

My Life 2

| pay any bills I have when they are due.

If you are having trouble paying your bills
and need help, contact your creditors and

try to work out an adjusted repayment plan.
Before taking out a loan, make sure you can
afford to repay it. Exhibit 6-4 on page 184 can
help you determine your debt payments-to-
income ratio.

DEBIT CARDS Don’t confuse credit cards with
debit cards. Debit cards are often called bank cards, ATM
cards, cash cards, and check cards. Although they may
look alike, the debit card, as the name implies, elec-
tronically subtracts from your account at the moment
you buy goods or services, while the credit card extends
credit and delays your payment. Debit cards are most
commonly used at automatic teller machines, but they
are increasingly being used to purchase goods at point-
of-sale terminals in stores and service stations. It is esti-
mated that in 2010, over 40.6 billion transactions worth
$1.6 trillion will take place with 525 million debit cards.’

You are never responsible for charges on a debit card
you haven’t accepted. If you report a lost or stolen debit
card within two days, federal regulations limit your lia-
bility to $50. After two days, your liability is limited to
$50 plus any amount resulting from your failure to notify
the issuer. If your debit card is lost or stolen, you must
work directly with the issuer.

STORED VALUE (OR GIFT) CARDS  Stored-
value cards, gift cards or prepaid cards, resemble a typical
debit card, using magnetic stripe technology to store infor-
mation 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 $75 million when the number of retailer
bankruptcies increased sharply. Bankruptcy 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.

TRAVEL AND ENTERTAINMENT (T&E) CARDS T&E
cards are really not credit cards, because the monthly balance
is due in full. However, most people think of Diners Club or



Financial Planning Calculations

HOW MUCH CAN YOU BORROW WITH A HOME EQUITY LOAN?

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 2.

difference in your ability to get the money you need for
home improvements, education, or other expenses. 3
Use the following chart to calculate your home loan

value, which is the approximate amount of your home 4
equity line of credit.
Your
Example Home 5.
Approximate market $100,000 $ 6
value of your home
Multiply by .75 x .75 X .75 7
Approximate loan value 75,000
Subtract balance due on 50,000 3
mortgage(s)
Approximate credit limit ~ $25,000 $ 9
available

In the above example, your “credit limit available”
home loan value see table above (the amount for which
you could establish your account) is $25,000. Once your

1.

account is established, you can write a check for any
amount you need up to $25,000.
In choosing a home equity loan,

Find out if your lending institution protects you
against rising interest rates.

Compare the size of your lender’s fee with those
of other institutions.

. Find out if your lender charges an inactivity fee.
. Make sure high annual fees and other costs

do not outweigh the tax advantage of a home
equity loan, especially if you are borrowing only a
small amount.

Be careful of interest-only payments on home
equity loans.

. Find out whether your lender has the right to

change the terms and conditions of your loan or
to terminate your loan.

. Make sure that all of the interest you hope to

finally deduct on your home equity loan is in fact
deductible.

. Carefully evaluate your reasons for using the

equity in your home for loans.

. Know the full costs and risks of home equity

loans before you make a commitment to a lend-
ing institution.

Sources: Household Bank, F.S.B., Home Equity Loan Guide, August
1991, p. 3; American Institute of CPAs, Home Equity Loans:
A Consumer’s Guide, n.d.

American Express cards as credit cards because they don’t pay the moment they purchase

goods or services. American Express now issues credit cards also.

HOME EQUITY LOANS A home equity loan is based on the difference
between the current market value of your home and the amount you still owe on your
mortgage. With such a loan, you can borrow up to $100,000 or more on your home.
Depending on the value of the home, you can borrow up to 85 percent of its appraised
value, less the amount you still owe on your mortgage. The interest you pay on a home

home equity loan A loan
based on the current
market value of a home
less the amount still owed
on the mortgage.

equity loan is tax deductible, unlike interest on other types of loans.

A home equity loan is usually set up as a revolving line of credit, typically with a
variable interest rate. A revolving line of credit is an arrangement whereby borrowings
are permitted up to a specified limit and for a stated period, usually 5 to 10 years. Once
the line of credit has been established, you draw from it only the amount you need at
any one time (see the Financial Planning Calculations box). Today many lenders offer
home equity lines of credit. But your home is probably your largest asset. You should
use the home equity loan only for major items such as education, home improvements,
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or medical bills and not for daily expenses or to buy a

DID YOU KNOW? boat, new car, or to pay for a cruise. Remember, if you

miss payments on a home equity loan, you can lose your
GIVEN THE CURRENT MORTGAGE CRISIS, HOME home. Furthermore, when you sell your home, you prob-
VALUES HAVE BEEN DECLINING. ably will be required to pay off your equity line in full.
Consider carefully before taking out a home equity If you plan to sell your house in the near future, consider
loan. Although this type of loan might let you take whether annual fees to maintain the account and other

tax deductions that you could not take with
other types of loans, it reduces the equity you

have built up in your house. If you are
unable to make payments, you could lose PROTECTING YOURSELF AGAINST

your home. DEBIT/CREDIT CARD FRAUD Dead Man
Walking is the title of a movie, but it’s also the nickname
for a man arrested by postal inspectors. Using a bizarre
twist on mail fraud and credit card fraud, Michael Dan-
torio was accused of using personal information from at least 17 deceased
persons across the country to acquire credit cards in their names, resulting
in fraudulent charges of over $60,000. Hence his nickname, “Dead Man
Walking.”
Dantorio relied on the use of several private mailboxes. He filed false
L changes of address for the deceased individuals and directed the credit
D'SC.VER cards to his private mailboxes. Once he received the cards, he lost no time
CARD in running up huge charges. If you have recently lost a loved one, be on the
lookout for crooks who try to take advantage when you are most vulnerable.
In a country where consumers owe more than $2.4 trillion on their credit
cards, estimates of $4 billion to $5 billion in credit fraud losses—just two
to three one-thousandths of 1 percent—may not seem all that terrible. But
it is terrible for victims of fraud. Though they may be protected financially,
they are forced to endure major inconvenience. Many fraud victims are dev-
astated emotionally. The negative effects can linger for years. Moreover, all
of us pay the costs of credit card fraud through higher prices, higher interest
rates, and increased inconvenience.
How can you protect yourself against credit card fraud? You can take
several measures:

costs of setting up an equity credit line make sense.

* Sign your new cards as soon as they arrive.

¢ Treat your cards like money. Store them in a secure place.

Credit card companies spend
hundreds of millions of dollars
to promote their credit cards. * Don’t give your card number over the phone or online unless you initiate the call.
The average cardholder has o
more than nine credit cards.

¢ Shred anything with your account number before throwing it away.

Don’t write your card number on a postcard or the outside of an envelope.

* Remember to get your card and receipt after a transaction, and double-check to
be sure it’s yours.

* If your billing statement is incorrect or your credit cards are lost or stolen, notify
your card issuers immediately.

* If you don’t receive your billing statement, notify the company immediately.

New technology is making it more difficult to use, alter, or counterfeit credit
and debit cards. The security features being added to major credit cards include a
holograph—a three dimensional, laser-produced optical device that changes its color
and image as the card is tilted. Another feature is the use of ultra-violet ink that is vis-
ible only under ultra-violet light, which displays the credit card company logo.

The Internet has joined the telephone and television as an important part of our lives.
Every day, more consumers use the Internet for financial activities like investing, bank-
ing, and shopping.
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CHOOSING A CREDIT CARD?

When choosing a credit card, it pays to shop around.
Follow these suggestions to select the card that best
meets your needs.

1.

Department stores and gasoline companies are

good places to obtain your first credit card. Pay
your bills in full and on time, and you will begin
to establish a good credit history.

. Bank cards are offered through banks and savings

and loan associations. Fees and finance charges
vary considerably (from 8 to 21.6 percent), so
shop around.

. If you usually pay your bills in full, try to deal

with a financial institution with an interest-free
grace period, which is the time after a purchase
has been made and before a finance charge is
imposed, typically 21 to 30 days.

. If you're used to paying monthly installments,

look for a card with a low monthly finance
charge. Be sure you understand how that finance
charge is calculated.

. Consider obtaining a card from an out-of-state

financial institution if it offers better terms than
those offered locally.

. Be aware of some credit cards that offer “no fee”

or low interest but start charging interest from
the day you purchase an item.

. Watch out for credit cards that do not charge

annual fees but instead charge a “transaction
fee” each time you use the card.

. If you're paying only the minimum amounts 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.

. With a grace period of 25 days, you actually get a

free loan when you pay bills in full each month.

10.

11.

12.

13.

14.

15.

16.

17.

18.

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.

If you have a bad credit history and problems
getting a credit card, look for a savings institu-
tion that will give you a secured credit card if you
open a savings account. Your line of credit will be
determined by the amount you have on deposit.

Beware of offers of easy credit. No one can guar-
antee to get you credit.

Think twice before making a 900 number telephone
call for a credit card. You will pay from $2 to $50 for
the 900 call and may never receive a credit card.

Be aware of credit cards offered by “credit
repair” companies or “credit clinics.” These firms
may also offer to clean up your credit history for
a fee. But remember, only time and good credit
habits will repair your credit report if you have a
poor credit history.

If you don’t have a list of your credit issuers’ tele-
phone numbers, you may be able to obtain them
by calling the 800 number directory assistance at
1-800-555-1212.

Travel and entertainment (T&E) 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 typically no further
purchases will be approved on the account.

Often additional credit cards on your account for
a spouse or child (over 18) are available with a
minimum additional fee or no fee at all.

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 check-
ing account.

Sources: American Institute of Certified Public Accountants; U.S.
Office of Consumer Affairs; Federal Trade Commission.

When you make purchases online, make sure your transactions are secure, your per-
sonal information is protected, and 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 if it does occur. Here’s how:

* Use a secure browser; software that encrypts or scrambles the purchase informa-
tion you send over the Internet, to guard the security of your online transactions.
Most computers come with a secure browser already installed. You can also

download some browsers for free over the Internet.

* Keep records of your online transactions. Read your e-mail. Merchants may send

you important information about your purchases.
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WHAT’S “PHISHING"?

Regulatory agencies have published a brochure, Inter-
net Pirates Are Trying to Steal Your Information, to assist
you in identifying and preventing a new type of Inter-
net fraud known as “phishing.” With this type of scam,
you receive fraudulent e-mail messages that appear to
be from your financial institution. The messages often
appear authentic and may include the institution’s logo
and marketing slogans.

These messages usually describe a situation that
requires immediate attention and state that your
accounts will be terminated unless you verify your per-
sonal information by clicking on a provided Web link.
The Web link then takes you to a screen that asks for
confidential information, including:

e account numbers,

e Social Security numbers,

e passwords,

e place of birth, or

e other information used to identify you.

Those perpetrating the fraud then use this information
to access your accounts or assume your identity.

DID YOU KNOW?

OPTING OUT
You can stop preapproved credit card offers
by calling 1-888-567-8688.

The brochure advises consumers:

e If you're not sure the e-mail is legitimate, go to
the company’s site by typing in a Web address that
you know is authentic.

e If you think the e-mail message might be fraudu-
lent, do not click on any embedded link within the
e-mail. The link may contain a virus.

¢ Do not be intimidated by e-mails that warn of
dire consequences for not following the sender’s
instructions.

e If you do you fall victim to a phishing scam, act
immediately to protect yourself by alerting your
financial institution, placing fraud alerts on your
credit files, and monitoring your account state-
ments closely.

e Report suspicious e-mails or calls from third parties
to the Federal Trade Commission, either through
the Internet at www.consumer.gov/idtheft or by
calling 1-877-IDTHEFT.

The brochure is on the Office of the Comptroller of the
Currency’s Web site, www.occ.gov/consumer/phishing.htm.

Source: Federal Trade Commission, www.ftc.gov, August 2010.

* Review your monthly bank and credit card
statements for any billing errors or unauthor-
ized purchases. Notify your credit card issuer
or bank immediately if your credit card or
checkbook is lost or stolen.

® Read the policies of Web sites you visit,
especially the disclosures about a site’s
security, its refund policies, and its privacy
policy on collecting and using your personal

information. Some Web sites’ disclosures are easier to find than others; look at
the bottom of the home page, on order forms, or in the “About” or “FAQs” sec-
tion of a site. If you can’t find a privacy policy, consider shopping elsewhere.

* Keep your personal information private. Don’t disclose personal information—
your address, telephone number, Social Security number, or e-mail address—unless
you know who’s collecting the information, why they’re collecting it, and how

they’ll use it.

* Give payment information only to businesses you know and trust and only in
appropriate places such as electronic order forms.

* Never give your password to anyone online, even your Internet service provider.

* Do not download files sent to you by strangers or click on hyperlinks from people
you don’t know. Opening a file could expose your computer system to a virus.’

The accompanying Financial Planning for Life’s Situations box describes what
phishing is and what you can do to protect yourself.
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MCONCEPT CHECK 6-2

1 What are the two main types of consumer credit?
2 What is a debit card?
3 What is a home equity loan?

Action Application Research three credit card companies. List their fees
and any advantages they offer. Record your findings.

Measuring Your Credit Capacity

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. Budgets, as you learned in
Chapter 3, are simple, carefully considered spending plans. With budgets, you first
provide for basic necessities such as rent or mortgage, food, and clothing. Then you
provide for items such as home furnishings and other heavy, more durable goods.

CAN YOU AFFORD A LOAN?

Before you take out a loan, ask yourself whether you can meet all of your essential
expenses and still afford the monthly loan payments. You can make this calculation in
two ways. One is to add up all of your basic monthly expenses 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.

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-off? Although it
is difficult to precisely measure your credit capacity, 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 pay-
ment, which is a 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 6-4 shows, a person making $1,068 per month after taxes
should spend no more than $213 on credit payments per month.

The 20 percent estimate is the maximum; however, 15 percent 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.

DEBT-TO-EQUITY RATIO The debt-to-equity ratio is calculated by dividing
your total liabilities by your net worth. In calculating this ratio, do not include the value
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Exhibit

How to calculate debt
payments—to—-income
ratio

Spend no more than 20 percent

of your net (after-tax) income on
credit payments.

Part 2 MANAGING YOUR PERSONAL FINANCES

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%

of your home and the amount of its mortgage. If your debt-to-equity ratio is about 1—
that is, if your consumer installment debt roughly equals your net worth (not includ-
ing your home or the mortgage)—you have probably reached the upper limit of debt
obligations.

EXAMPLE: Calculating the Debt-to-Equity Ratio

Shayna’s net worth is $150,000. Her liabilities of $60,000 include medical bills;
charge account and credit card balances; balance due on auto loan and a home
improvement loan. Her home has a market value of $210,000 and she owes
$180,000 to the mortgage company. What is Shayna’s ratio?

In calculating the debt-to-equity ratio, simply divide Shayna'’s total liabilities
by her net worth (Do not include the value of her home and the amount of its
mortgage)

Liabilities _ $60,000 _ 04

ratio = Net worth ~ $150,000

The ratio for business firms in general ranges between 0.33 and 0.50. The larger this
ratio, the riskier the situation for lenders and borrowers. Of course, you can lower the
ratio by paying off debts.

None of the above methods is perfect for everyone; the limits given are only guide-
lines. Only you, based on the money you earn, your current obligations, and your
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financial plans for the future, can determine the exact amount of credit you need and
can afford. You must be your own credit manager.

Keep in mind that you adversely affect your credit capacity if you cosign a loan for
a friend or a relative.

COSIGNING A LOAN

What would you do if a friend or a relative asked you to cosign a loan? Before you give
your answer, make sure you understand what cosigning involves. Under a Federal Trade
Commission rule, creditors are required to give you a notice to help explain your obli-
gations. The cosigner’s notice says,

You are being asked to guarantee this debt. Think carefully before you do. If the borrower
doesn’t pay the debt, you will have to. Be sure you can afford to pay if you have to, and that
you want to accept this responsibility.

You may have to pay up to the full amount of the debt if the borrower does not pay. You
may also have to pay late fees or collection costs, which increase this amount.

The creditor can collect this debt from you without first trying to collect from the bor-
rower. The creditor can use the same collection methods against you that can be used
against the borrower, such as suing you, garnishing your wages, etc. If this debt is ever in
default, that fact may become a part of your credit record.

COSIGNERS OFTEN PAY Some studies of certain types of lenders show that
as many as three of four cosigners are asked to wholly or partially repay the loan. That
statistic should not surprise you. When you are asked to cosign, you are being asked
to take a risk that a professional lender will not take. The lender would not require a
cosigner if the borrower met the lender’s criteria for making a loan.

In most states, if you do cosign and your friend or relative misses a payment, the
lender can collect the entire debt from you immediately without pursuing the borrower
first. Also, the amount you owe may increase if the lender decides to sue to collect. If
the lender wins the case, it may be able to take your wages and property.

IF YOU DO COSIGN Despite the risks, at times you may decide to cosign.
Perhaps your child needs a first loan or a close friend needs help. Here are a few things
to consider before you cosign:

1. Be sure you can afford to pay the loan. If you are asked to pay and cannot, you
could be sued or your credit rating could be damaged.

2. Consider that even if you are not asked to repay the debt, your liability for this loan
may keep you from getting other credit you want.

3. Before you pledge property such as your automobile or furniture to secure the loan,
make sure you understand the consequences. If the borrower defaults, you could
lose the property you pledge.

4. Check your state law. Some states have laws giving you additional rights as a
cosigner.

5. Request that a copy of overdue-payment notices be sent to you so that you can take
action to protect your credit history.

BUILDING AND MAINTAINING
YOUR CREDIT RATING

If you apply for a charge account, credit card, car loan, personal loan, or mortgage,
your credit experience, or lack of it, will be a major consideration for the creditor. Your
credit experience may even affect your ability to get a job or buy life insurance. A good
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credit bureau A report-
ing agency that assembles
credit and other informa-
tion about consumers.

Part 2 MANAGING YOUR PERSONAL FINANCES

credit rating is a valuable asset that should be nurtured and protected. If you want a
good rating, you must use credit with discretion: Limit your borrowing to your capacity
to repay, and live up to the terms of your contracts. The quality of your credit rating is
entirely up to you.

In reviewing your creditworthiness, a creditor seeks information from a credit
bureau. Most creditors rely heavily on credit reports in considering loan applications.

CREDIT BUREAUS Credit bureaus or Consumer Reporting Agencies (CRAs)
collect credit and other information about consumers. There are three major credit
bureaus: Experian Information Solutions (formerly TRW, Inc.), TransUnion Credit Infor-
mation Company, and Equifax Services, Inc. Each bureau maintains over 200 million
credit files on individuals based on over 2V billion items of information received each

month from lenders. In addition, several thousand

CREDI CORE & ANALYSIS

Your Credit Score

=ciose- regional credit bureaus collect credit information

about consumers. These firms sell the data to credi-
tors that evaluate credit applications.

Background

Your credit scores are based on the information in your credit bureau reports. Although there are a number of The Federal Trade COmmlSSlOn receives more
different credit scoring models with different ranges of scores, in general higher scores are better, because . .

they increase your chances of getting the loans you want. consumer Complalnts about Cl‘edlt bul‘eaus than

about any other industry, on average 12,000 a year. A
common complaint involves mixups between people
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than 15% of the U.S. population.

with identical surnames. However, the accuracy of
credit reports has improved recently, due primarily to
public outcry and the threat of stricter federal laws.

What does that nican to me?

time, your credit scores can improve significantly.

“ Positive factors @

provided for some factors to help you better understand how they relate to your credit accounts.

WHO PROVIDES DATA TO CREDIT

Curreritly, your Credit Score will make it difficult for you to get the best offers from lenders, . . .

especially for credit cards. Be prepared to pay higher fees and interest rates and/or to make BUREAUS? Credit bureaus obtain their data

a deposit or down payment. Also, you may not be able to get high credit limits and loan

amounts. However, if you demonstrate that you are reliable by always paying your bills on from banks finance Companles merChantS Credlt
s s s

card companies, and other creditors. These sources

Credit Analysis . ..
regularly send reports to credit bureaus containing

Both negative and positive factors influence your credit score. The most important factors of each are listed . . . .

below, in their order of importance. Remember, these factors vary in how strongly they impact your credit lnformatlon about the klnds Of Cl‘edlt they extend

score. For example, if you have a very high credit score, the negative factors in your analysis are likely to have

a small impact. The same is true for positive factors if you have a very low credit score. Additional details are to Customers, the amounts and terms Of that Cl‘edit,

and customers’ paying habits. Credit bureaus also

Explanation

accounts.

1. Payment history

accounts may be excluded from this factor.

Additional details are provided for some factors to help you better understand how they relate to your credit

Here are the top factors that make your score higher:

collect some information from other sources, such

Positive factors influence your credit score. The most important factors are listed below, in their order of
importance. Remember, these factors vary in how strongly they impact your credit scoré, as COurt reCOde.

WHAT IS IN YOUR CREDIT FILES? The

credit bureau file contains your name, address,

Last reported month, you paid 100% of your accounts on time. Lost or stolen, transferred, or sold S(‘_)Cia] Security number, and blrth date, It may a]SO

Before taking out a loan, a
consumer needs to examine his
or her credit report.

include the following information:

* Your employer, position, and income.

* Your former address.

* Your former employer.

* Your spouse’s name, Social Security number, employer, and income.
* Whether you own your home, rent, or board.

e Checks returned for insufficient funds.

Your credit file may also contain detailed credit information. Each time you buy
from a reporting store on credit or take out a loan at a bank, a finance company, or some
other reporting creditor, a credit bureau is informed of your account number and the
date, amount, terms, and type of credit. As you make payments, your file is updated
to show the outstanding balance, the number and amounts of payments past due, and
the frequency of 30-, 60-, or 90-day delinquencies. Any suits, judgments, or tax liens
against you may appear as well. However, a federal law protects your rights if the infor-
mation in your credit file is erroneous.
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FAIR CREDIT REPORTING You can see that fair and accurate credit report-
ing is vital to both creditors and consumers. In 1971 Congress enacted the Fair Credit
Reporting Act, which regulates the use of credit reports, requires the deletion of obso-
lete information, and gives consumers access to their files and the right to have errone-
ous data corrected. Furthermore, the act allows only authorized persons to obtain credit
reports.

Credit bureaus provide lists of creditworthy consumers for companies to offer credit.
These are called prescreened lists. You can remove your name from all Experian gener-
ated mail and telephone lists by sending your full name and addresses for the past five
years to Experian, Consumer Opt Out, P.O. Box 919, Allen, TX 75013. Your name will
be shared with Equifax and TransUnion, the other two national credit reporting systems.

WHO MAY OBTAIN A CREDIT REPORT? Your
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Fair Credit Reporting

Act Regulates the use of
credit reports, requires the
deletion of obsolete infor-
mation, and gives consum-
ers access to their files and
the right to have errone-
ous data corrected.

credit report may be issued only to properly identified per- ML, Life 3

sons for approved purposes. It may be furnished to prospective

employers in response to a court order or in accordance with If | want to see a copy of my credit report,

your own written request. A credit report may also be provided I know who to contact.

to someone who will use it in connection with a credit transac- In 2005 all consumers became eligible to receive

tion, underwriting of insurance, or some other legitimate busi- a free credit report from each of the three major

ness need or in determining eligibility for a license or other credit reporting agencies (CRAs). Call 1-877-322-

benefit granted by a government agency. Your friends and neigh- 8228 or visit www .annualcreditreport.com.

bors may not obtain credit information about you. If they request Your FICO score is available from www.

such information, they may be subject to fine and imprisonment. myfico.com for a fee. A good strategy is to
The credit bureaus contend that current laws protect consum- ask for one report from a different agency

ers’ privacy, but many consumer organizations believe that any-
one with a personal computer and a modem can easily access

credit bureau files. ayear.

TIME LIMITS ON ADVERSE DATA Most of the

information in your credit file may be reported for only seven

years. If you have declared personal bankruptcy, however, that fact may be reported for
10 years. After 7 or 10 years, a credit reporting agency can’t disclose the information in
your credit file unless you are being investigated for a credit application of $75,000 or
more or for an application to purchase life insurance of $150,000 or more.

INCORRECT INFORMATION IN YOUR CREDIT FILE Credit
bureaus are required to follow reasonable procedures to ensure that subscribing
creditors report information accurately. However, mistakes may occur. Your
file may contain erroneous data or records of someone with a name similar
to yours. When you notify the credit bureau that you dispute the accuracy of
its information, it must reinvestigate and modify or remove inaccurate data.
You should give the credit bureau any pertinent data you have concerning an
error. If you contest an item on your credit report, the reporting agency must
remove the item unless the creditor verifies that the information is accurate
(see Exhibit 6-5).

If you are denied credit, insurance, employment, or rental housing based on
the information in the report, you can get a copy of your credit report free within
60 days of your request. You should review your credit files every year even if
you are not planning to apply for a big loan. Married women and young adults

every four months. That makes it easier to
spot suspicious activity over the course of

should make sure that all accounts for which they are individually and jointly
liable are listed in their credit files.

WHAT ARE THE LEGAL REMEDIES? Any consumer reporting agency or
user of reported information that willfully or through negligence fails to comply with
the provisions of the Fair Credit Reporting Act may be sued by the affected consumer.

If there is inaccurate or incom-
plete information in your credit
report, contact both the credit
reporting agency and the com-
pany that provided the infor-
mation to the credit bureau.
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Exhibit
Sample dispute letter

The law requires credit card com-
panies to correct inaccurate or
incomplete information in your
credit report.

== -1 Consumer credit
| ——
usage patterns

Part 2 MANAGING YOUR PERSONAL FINANCES

Date

Your Name
Your Address
Your City, State, Zip Code

Complaint Department

Name of Credit Reporting Agency
Address

City, State, Zip Code

Dear Sir or Madam:

I am writing to dispute the following information in my file. The
items I dispute are also encircled on the attached copy of the report I
received. (Identify item(s) disputed by name of source, such as
creditor or tax court, and identify type of item, such as credit
account, judgment, etc.)

This item is (inaccurate or incomplete) because (describe what is
inaccurate or incomplete and why). I am requesting that the item be
deleted (or request another specific change) to correct the
information.

Enclosed are copies of (use this sentence if applicable and describe
any enclosed documentation, such as payment records, court
documents) supporting my position. Please reinvestigate this (these)
matter(s) and (delete or correct) the disputed item(s) as soon as
possible.

Sincerely,
Your name
Enclosures: (List what you are enclosing)

Source: Federal Trade Commission, ftc.gov, accessed May 4, 2010.

If the agency or the user is found guilty, the consumer may be awarded actual damages,
court costs, and attorneys’ fees and, in the case of willful noncompliance, punitive dam-
ages as allowed by the court. The action must be brought within two years of the occur-
rence or within two years after the discovery of material and willful misrepresentation
of information. An unauthorized person who obtains a credit report under false pre-
tenses may be fined up to $5,000, imprisoned for one year, or both. The same penalties
apply to anyone who willfully provides credit information to someone not authorized
to receive it.
Exhibit 6-6 on page 189 outlines the steps you can take if you are denied credit.

CONCEPT CHECK 6-3 M

1 What are the general rules for measuring credit capacity?

2 What can happen if you cosign a loan?

3 What can you do to build and maintain your credit rating?

4 What is the Fair Credit Reporting Act?

5 How do you correct erroneous information in your credit file?

6 What are your legal remedies if a credit reporting agency engages in unfair report-
ing practices?

Action Application Talk to a person who has cosigned a loan. What experi-
ences did this person have as a cosigner?
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Exhibit What if you are denied credit?

Steps you can take if you are denied credit.

Consumer Credit 189

You receive written notification
that credit has been denied
and the reasons for denial.*

l

Check your
credit file at the
credit bureau.

.

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.

l [ J

Notify the federal Hire a private attorney
enforcement agency whose to file suit against the
name you were given. creditor.

l !

The federal e

and report b

agency will investigate discrimination, the creditor

nforcement If the court finds

ack to you. must pay you actual damages

plus punitive damages.

.

.

Ask the creditor if you can
provide additional
information or arrange
alternative credit terms.

Apply to another creditor
whose standards may be
different.

Take steps to improve your
creditworthiness (i.e.,
increase income, reduce
spending, pay bills on time)
and reapply.

*If a creditor receives no more than 150 applications during a calendar year, the disclosures may be oral.

Source: Reprinted courtesy of Office of Public Information, Federal Reserve Bank of Minneapolis, Minneapolis, MN 55480.

Applying for Credit

A SCENARIO FROM THE PAST

Objective 4

Mary and John Jones have a joint income that is more than enough for them to make —Describe the information
payments on their dream house. Yet they are turned down for a mortgage loan. The creditors look for when you
lender says Mary might become pregnant and leave her job.
In fact, however, it is illegal for a creditor to ask or assume anything about a wom-
an’s childbearing plans. It is even illegal to discourage the Joneses from applying for
a loan because Mary is of childbearing age. Also, the lender must fully acknowledge

Mary’s income.

apply for credit.
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WOMEN'’S CHECKLIST FOR BUILDING AND PROTECTING

THEIR CREDIT HISTORIES

It is simple and sensible to build and protect your own
credit history. Here are some steps to get you started.

IF YOU ARE SINGLE:

e Open a checking or savings account, or both.
e Apply for a local department store card.

e Take out a small loan from your bank. Make
timely payments.

IF YOU ARE ALREADY MARRIED:

e Establish credit in your maiden name or your
first name.
e Open your own accounts.

e Try to have separate credit card accounts in your
own name.

e Review your joint accounts.
e Make sure that creditors report your credit history
to credit bureaus in both names.

IF YOU ARE GETTING MARRIED:

e Write to your creditors and ask them to continue
maintaining your credit file separately.

* You can choose to use your first name and
your maiden name (Sue Smith), your first name
and your husband’s last name (Sue Jones), or
your first name and a combined last name (Sue
Smith-Jones).

e Once you have picked a name, use it consistently.

IF YOU HAVE RECENTLY BEEN SEPARATED
OR DIVORCED:

e Close all of your joint accounts. Your credit record
could suffer if your ex-partner is delinquent.

e Meet your creditors and clear your credit record if
your ex-partner has hurt your credit rating.

IF YOU ARE WIDOWED:
¢ Notify all creditors and tell them whether you or
the executor of the estate will handle payment.

¢ Transfer all existing joint loans to your name
alone. You may also want to renegotiate repay-
ment terms.

e Transfer joint credit card accounts to your name
alone or reapply for new accounts.

e Seek professional advice, if needed.
And remember that a creditor cannot:
1. Refuse you individual credit in your own name if

you are creditworthy.

2. Require a spouse to cosign a loan. Any creditwor-
thy person can be your cosigner if one is required.

3. Ask about your birth control practices or family
plans or assume that your income will be inter-
rupted to have children.

4. Consider whether you have a telephone listing in
your own name.

A creditor must:
5. Evaluate you on the same basis as applicants who
are male or who have a different marital status.
6. Consider income from part-time employment.

7. Consider reliable alimony, child support, or
separate-maintenance payments.

8. Consider the payment history of all joint accounts
that accurately reflect your credit history.

9. Report the payment history on an account if you
use the account jointly with your spouse.

10. Disregard information on accounts if you can
prove that it does not reflect your ability or will-
ingness to repay.

Source: Reprinted courtesy of Office of Public Information, Federal
Reserve Bank of Minneapolis, Minneapolis, MN 55480.

When you are ready to apply for credit, you should know what creditors think is

Equal Credit Opportunity

Act (ECOA) Bans discrimi-

nation in the extension of
credit on the basis of race,
color, age, sex, marital sta-
tus, and other factors.

important in deciding whether you are creditworthy. You should also know what they
cannot legally consider in their decisions. The Equal Credit Opportunity Act (ECOA)
starts all credit applicants off on the same footing. It states that race, color, age, sex,
marital status, and certain other factors may not be used to discriminate against you
in any part of a credit dealing. Credit rights of women are protected under the ECOA.
Women should build and protect their own credit histories, using the checklist shown in

the Financial Planning for Life’s Situations box, above.
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THE FIVE Cs OF CREDIT

Here is what lenders look for in determining your

creditworthiness.

1. Character: Will you repay the loan? Yes No

CREDIT HISTORY

Do you have a good attitude toward

Do you pay any alimony
or child support? Yes No

Current debts? $

3. Capital: What are your assets and net worth?

credit obligations?

How long have you lived at your present
address? _yrs.

How long have you been employed by

your present employer? —yrs.

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 S

Do you own your home? -

2. Capacity: Can you repay the loan?

INCOME

Your salary and
occupation? $

Place of occupation?

How reliable is
your income?

Any other sources of
income? $

Reliable Not reliable

EXPENSES

Number of dependents?

WHAT CREDITORS LOOK FOR:

NET WORTH
What are your assets?
What are your liabilities?

What is your net worth?

4. Collateral: What if you don’t repay the loan?

LOAN SECURITY

What assets do you have to secure
the loan? (Car, home, furniture?)

What sources do you have besides
income? (Savings, stocks, bonds,
insurance?)

5. Conditions: What general economic conditions can
affect your repayment of the loan?

JOB SECURITY

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; Cengage Learning,
2010) pp. 551-553.

THE FIVE Cs OF CREDIT MANAGEMENT#

When a lender extends credit to its customers, it recognizes that some customers will be
unable or unwilling to pay for their purchases. Therefore, lenders must establish policies
for determining who will receive credit. Most lenders build their credit policies around
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My Life 4

Most of the information in your credit file
may be reported for seven years. Several Web
sites can provide current information about
credit files. Visit ftc.gov, equifax.com, or
experian.com for more information.

character The borrower’s
attitude toward his or her
credit obligations.

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.

conditions The general
economic conditions that
can affect a borrower’s
ability to repay a loan.

DID YOU KNOW?

WHAT'S IN YOUR FICO SCORE?

The data from your credit report is generally grouped
into five categories. The percentages in the pie dia-
gram reflect how important each of the categories is
in determining your FICO score.

Part 2 MANAGING YOUR PERSONAL FINANCES
the five Cs of credit: character, capacity, capital, collateral,
and conditions (see the Financial Planning for Life’s Situations
box, the Five Cs of Credit).

Character is the borrower’s attitude toward credit obliga-
tions. Most credit managers consider character the most impor-
tant factor in predicting whether you will make timely payments
and ultimately repay your loan.

Capacity is your financial ability to meet credit obligations,
that is, to make regular loan payments as scheduled in the credit
agreement. Therefore, the lender checks your salary statements
and other sources of income, such as dividends and interest. Your
other financial obligations and monthly expenses are also consid-

ered before credit is approved.

Capital refers to your assets or net worth. Generally, the greater your capital, the
greater your ability to repay a loan. The lender determines your net worth by requir-
ing you to complete certain credit application questions (see Exhibit 6-7). You must
authorize your employer and financial institutions to release information to confirm the
claims made in the credit application.

Collateral is an asset that you pledge to a financial institution to obtain a loan. If you
fail to honor the terms of the credit agreement, the lender can repossess the collateral
and then sell it to satisfy the debt.

Conditions refer to general economic conditions that can affect your ability to repay
a loan. The basic question focuses on security—of both your job and the firm that
employs you.

Creditors use different combinations of the five Cs to reach their decisions. Some
creditors set unusually high standards, and others simply do not make certain kinds of
loans. Creditors also use different kinds of rating systems. Some rely strictly on their
own instinct and experience. Others use a credit-scoring or statistical system to predict
whether an applicant is a good credit risk. They assign a certain number of points to
each characteristic that has proven to be a reliable sign that a borrower will repay. Then

they rate the applicant on this scale.

FICO AND VANTAGESCORE Typical ques-
tions in a credit application appear in Exhibit 6-7. 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 contain your credit score.
Exhibit 6-8 shows a numerical depiction of your credit-
worthiness and how you can improve your credit score.
VantageScore is a new scoring technique, the first to
be developed collaboratively by the three credit report-
ing companies. This model allows for a more predictive
score for consumers, even for those with limited credit
histories, reducing the need for creditors to manually
review credit information. VantageScore features a
common score range of 501-990 (higher scores repre-
sent lower likelihood of risk). A key benefit of Vantage-

. Length of credit history
. Payment history
. Amounts owed

Types of credit used

New credit

Source: How Your FICO Credit Score is Calculated, FICO Web site
at http://Awww.myfico.com/CreditEducation/

This information is provided by the Fair Isaac Corporation

and is used with permission. Copyright © 2001-2010

Fair Isaac Corporation. All rights reserved. FICO is

a trademark of Fair Isaac Corporation.

Score is that as long as the three major credit bureaus
have the same information regarding your credit his-
tory, you will receive the same score from each of
them. A different score alerts you that there are discrep-
ancies in your report.
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Amount of loan requested.
Proposed use of the loan.
Your name and birth date.

Social Security and driver’s license
numbers.

Present and previous street
addresses.

Present and previous employers
and their addresses.

Present salary.

e Have you ever received credit

from us?

e If so, when and at which office?

e Checking account number, institu-

tion, and branch.

e Savings account number, institu-

tion, and branch.

e Name of nearest relative not living

with you.

e Relative's address and telephone

e Number and ages of dependents.

e Other income and sources of other
income.

number.
e Your marital status.

¢ Information regarding joint appli-
cant: same questions as above.

In addition, during the loan application process, the lender

may evaluate many of the following criteria to determine

whether you are a good credit risk.

AGE Eugene and Ethel Esposito, a retired couple, and many
older people have complained that they were denied credit
because they were over a certain age or that, when they retired,

their credit was suddenly cut off or reduced.

The ECOA is very specific about how a person’s age may be
used in credit decisions. A creditor may ask about your age, but
if you’re old enough to sign a binding contract (usually 18 or 21
years old, depending on state law), a creditor may not

e Turn you down or decrease your credit because of

your age.

* Ignore your retirement income in rating your application.

Exhibit
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Exhibit
Sample credit application
questions

My Life 5

I can improve my credit score.

A credit score is a snapshot of the contents
of your credit report at the time it is calcu-

lated. 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. Open a savings account and
make regular monthly deposits. Pay bills on
time, lower balances, and use credit wisely to
improve your score over time.

TransUnion personal credit score

The higher your FICO score, the less risk you pose to creditors.

Your Credit Score is:

400 475 550 625 700 775 850 925
Lowest [ I I I I I I ] Highest
0% 20% 40% 60% 80% 100%
Lowest | I I I I ] Highest
Score created on:
08/18/2010
You can purchase your credit score
for $7.95 by calling 1-866-SCORE-TU
or 1-866-726-7388. Very Poor Good Very
Poor Good
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* Close your credit account or require you to reapply for it because you have
reached a certain age or retired.

* Deny you credit or close your account because credit life insurance or other
credit-related insurance is not available to people of your age.

PUBLIC ASSISTANCE You may not be denied credit because you receive Social
Security or public assistance. But, as with age, certain information related to this source
of income could have a bearing on your creditworthiness.

HOUSING LOANS The ECOA covers your application for a mortgage or a
home improvement loan. It bans discrimination due to characteristics such as your race,
color, or sex or to the race or national origin of the people in the neighborhood where
you live or want to buy your home. Creditors may not use any appraisal of the value of
your property that considers the race of the people in your neighborhood.

WHAT IF YOUR APPLICATION IS DENIED?
ASK QUESTIONS IF YOUR APPLICATION IS DENIED If you

receive a notice that your application has been denied, the ECOA gives you the right
to know the specific reasons for denial. If the denial is based on a credit report, you are
entitled to know the specific information in the credit report that led to it. After you
receive this information from the creditor, you should contact the local credit bureau
to find out what information it reported. The bureau cannot charge you a disclosure fee
if you ask for a copy of your credit report within 60 days of being notified of a denial
based on a credit report. You may ask the bureau to investigate any inaccurate or incom-
plete information and correct its records.

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. (Read the accompany-
ing How to . . . feature on page 195).

CONCEPT CHECK 6-4 M

1 What is the Equal Credit Opportunity Act?
2 What are the five Cs of credit?
3 What can you do if your credit application is denied?

Action Application Visit www.myfico.com and learn how calculators can help
you make important decisions about borrowing money, debt payoff, and savings.
Which choices will help you reach your goals?

Avoiding and Correcting Credit Mistakes

Objective 5

Identify the steps you can
take to avoid and correct
credit mistakes.

Has a department store’s computer ever billed you for merchandise that you returned to
the store or never received? Has a credit company ever charged you for the same item
twice or failed to properly credit a payment on your account?

The best way to maintain your credit standing is to repay your debts on time. But
complications may still occur. To protect your credit and save your time, money, and



HOW TO . ..

lmprove Your Credit Score

1. Get copies of your credit report—then make sure information is correct. Go to www.annualcreditreport.
com. This is the only authorized online source for a free credit report. Under federal law, you can get a
free report from each of the three national credit reporting companies every 12 months.

You can also call 877-322-8228 or complete the Annual Credit Report Request Form and mail it to Annual
Credit Report Request Service, P.O. Box 105281, Atlanta, GA 30348-5281.

2. Pay your bills on time. One of the most important steps you can take to improve your credit score is to
pay your bills by the due date. You can set up automatic payments from your bank account to help you
pay on time, but be sure you have enough money in your account to avoid overdraft fees.

. Understand how your credit score is determined. Your credit score is usually based on the answers to
these questions.

Do you pay your bills on time? The answer to this question is very important. If you have paid bills late,
had an account referred to a collection agency, or have ever declared bankruptcy, this history will show
up in your credit report.

What is your outstanding debt? Many scoring models compare the amount of debt you have and your
credit limits. If the amount you owe is close to your credit limit, it is likely to have a negative effect on
your score.

How long is your credit history? A short credit history may have a negative effect on your score, but a
short history can be offset by other factors, such as timely payments and low balances.

Have you applied for new credit recently? If you have applied for too many new accounts recently,
that may negatively affect your score. However, if you request a copy of your own credit report, or if
creditors are monitoring your account or looking at credit reports to make prescreened credit offers,
these inquiries about your credit history are not counted as applications for credit.

How many and what types of credit accounts do you have? Many credit-scoring models consider the
number and type of credit accounts you have. A mix of installment loans and credit cards may improve
your score. However, too many finance company accounts or credit cards might hurt your score.

To learn more about credit scoring, see the Federal Trade Commission’s Web site, Facts for Consumers at
www.ftc.gov.

4. Learn the legal steps to take to improve your credit report. The Federal Trade Commission’s “Building a
Better Credit Report” has information on correcting errors in your report, tips on dealing with debt and
avoiding scams—and more.

. Beware of credit-repair scams. Sometimes doing it yourself is the best way to repair your credit. The
Federal Trade Commission’s “Credit Repair, How to Help Yourself” explains how you can improve your
creditworthiness and lists legitimate resources for low-cost or no-cost help.

Source: Board of Governors of the Federal Reserve System, http://www.federalreserve.gov/consumerinfo/fivetips_creditscore.htm,
accessed May 3, 2010.

future credit rating, you should learn how to correct any mistakes and misunderstand-
ings that crop up in your credit accounts. If a snag occurs, first try to deal directly with
the creditor. The credit laws can help you settle your complaints.

The Fair Credit Billing Act (FCBA), passed in 1975, sets procedures for promptly
correcting billing mistakes, refusing to make credit card or revolving credit payments
on defective goods, and promptly crediting your payments.
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Fair Credit Billing Act
(FCBA) Sets procedures
for promptly correcting
billing mistakes, refusing
to make credit card pay-
ments on defective goods,
and promptly crediting
payments.

DID YOU KNOW?

CONSUMER SENTINEL NETWORK IDENTITY
THEFT COMPLAINTS BY VICTIMS" AGE

~¥ CONSUMER

: SENTINEIy=worx

Part 2 MANAGING YOUR PERSONAL FINANCES

The act defines a billing error as any charge for something you did not buy or for
something bought by a person not authorized to use your account. Also included among
billing errors is any charge that is not properly identified on your bill (that is, for an
amount different from the actual purchase price) or that was entered on a date other than
the purchase date. A billing error may also be a charge for something you did not accept
on delivery or was not delivered according to agreement.

Billing errors also include errors in arithmetic; failure to reflect a payment or other
credit to your account; failure to mail the statement to your current address, provided
you notified the creditor of an address change at least 20 days before the end of the
billing period; and questionable items, or items about which you need additional
information.

IN CASE OF A BILLING ERROR

If you think your bill is wrong or you want more information about it, follow these
steps. First, notify the creditor in writing within 60 days after the bill was mailed. A
telephone call will not protect your rights. Be sure to write to the address the creditor
lists for billing inquiries. Give the creditor your name and account number, say that you
believe the bill contains an error, and explain what you believe the error to be. State the
suspected amount of the error or the item you want explained. Then pay all the parts of
the bill that are not in dispute. While waiting for an answer, you do not have to pay the
disputed amount or any minimum payments or finance charges that apply to it.

The creditor must acknowledge your letter within 30 days, unless it can correct your
bill sooner. Within two billing periods, but in no case longer than 90 days, either your
account must be corrected or you must be told why the creditor believes the bill is
correct. If the creditor made a mistake, you need not pay any finance charges on the
disputed amount. Your account must be corrected, and you must be sent an explanation
of any amount you still owe.

If no error is found, the creditor must promptly send
you an explanation of the reasons for that determination
and a statement of what you owe, which may include
any finance charges that have accumulated and any mini-
mum payments you missed while you were questioning
the bill. Exhibit 6-9 summarizes the steps in resolving a
billing dispute, and Exhibit 6-9A shows a sample letter
to dispute a billing error.

asiie,

Law enforcement’s source for consumer complaints

JANUARY 1-DECEMBER 31, 2009

19 and under 7%

YOUR CREDIT RATING
DURING THE DISPUTE

20-29 | 24% , o .
A creditor may not threaten your credit rating while you
30-39 |22% are resolving a billing dispute. Once you have written
about a possible error, a creditor is prohibited from giv-
40-49 | 19%

ing out information that would damage your credit repu-

50-59 15%
60-69 8%

70 and over 5%

Source: Federal Trade Commission, Consumer
Sentinel Network, Data Book, February 2010, p. 13.,
http:/ftc.gov/opa/2010/02/2009fraud.shtm,

accessed May 2, 2010.

tation to other creditors or credit bureaus. And until your
complaint has been answered, the creditor may not take
any action to collect the disputed amount.

After explaining the bill, the creditor may report you
as delinquent on the amount in dispute and take action
to collect if you do not pay in the time allowed. Even
so, you can still disagree in writing. Then the creditor
and the credit bureau must report that you have chal-
lenged your bill and give you the name and address of
each recipient of information about your account. When
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Steps in the process of resolving a billing dispute

A creditor may not threaten your credit rating while you are resolving a billing dispute.

File created

Letter and copy

Acknowledgment

Purchase removed

Letter sent to

*Exhibit 6-9A shows a sample letter to dispute a billing error.

Sales slip

Purchase

Source: Courtesy of Charge-It-System, Billing Errors Section, Cardholder Tips, March 1992, n.p.

the matter has been settled, the creditor must report
the outcome to each recipient of the information.
Remember, you may also place your version of the
dispute in your credit record.

DEFECTIVE GOODS OR
SERVICES

Your new sofa arrives with only three legs. You try to
return it, but no luck. You ask the merchant to repair
or replace it; still no luck. The Fair Credit Billing
Act provides that you may withhold payment on any

DID YOU KNOW?

Launched in 1997, the Consumer Sentinel collects
information about consumer fraud and identity theft
from the FTC and over 150 other organizations. The
database is available to law enforcement agencies
across the nation and throughout the world for use
in their investigations.

Source: Federal Trade Commission, Consumer Sentinel
Network, February 2010, http://ftc.gov/opa/2010/02/
2009fraud.shtm, accessed May 4, 2010.
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Exhibit

A sample letter to dis-
pute a billing error

Write to the creditor at the address
given for “billing inquiries,” not
the address for sending your
payments.

Part 2 MANAGING YOUR PERSONAL FINANCES

Date

Your Name

Your Address

Your City, State, Zip Code
Your Account Number

Name of Creditor
Billing Inquiries
Address

City, State, Zip Code

Dear Sir or Madam:

T am writing to dispute a billing error in the amountof $_____ on my
account. The amount is inaccurate because (describe the problem).

I am requesting that the error be corrected, that any finance and other
charges related to the disputed amount be credited as well, and that
I receive an accurate statement.

Enclosed are copies of (use this sentence to describe any enclosed
information, such as sales slips, payment records) supporting my
position. Please investigate this matter and correct the billing error

as soon as possible.

Sincerely,

Your name
Enclosures: (List what you are enclosing)

Source: Federal Trade Commission, http/.www.ftc-gov.bcp/edu/pubs/consumer/credit/cre21.shtm,
accessed August 11, 2010.

damaged or shoddy goods or poor services that you have purchased with a credit card
as long as you have made a sincere attempt to resolve the problem with the merchant.

IDENTITY CRISIS: WHAT TO DO IF YOUR
IDENTITY IS STOLEN

“I don’t remember charging those items. I’ve never even 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 impostors take your name,
Social Security number, credit card number, or some other piece of your personal infor-
mation for their use, they are committing a crime.

The biggest problem is that you may not know your identity has been stolen until
you notice that something is amiss: You may get bills for a credit card account you
never opened, your credit report may include debts you never knew you had, a billing
cycle may pass without you receiving a statement, or you may see charges on your bills
that you didn’t sign for, didn’t authorize, and know nothing about.

If someone has stolen your identity, the Federal Trade Commission recommends that
you take three actions immediately:

1. Contact the fraud departments of each of the three major credit bureaus (see
the table that follows). 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.



Chapter 6 Introduction to Consumer Credit 199

To Report Fraud To Order Credit Report Web Site

Equifax 1-800-525-6285 1-800-685-1111 www.equifax.com

Experian 1-888-397-3742 1-888-EXPERIAN www.experian.com

Trans Union 1-800-680-7289 1-800-916-8800 www.transunion.com

2. Contact the creditors for any accounts that have been tampered
with or opened fraudulently. Ask to speak with someone in the
security or fraud department, and follow up in writing.

3. File a police report. Keep a copy in case your creditors need
proof of the crime.

To prevent an identity thief from picking up your trash to cap-
ture your personal information, tear or shred your charge receipts,
copies of credit applications, insurance forms, bank checks and
statements, expired charge cards, and credit offers you get in
the mail.

If you believe an identity thief has accessed your bank accounts,
checking account, or ATM card, close the accounts immediately.
When you open new accounts, insist on password-only access. If
your checks have been stolen or misused, stop payment. If your
ATM card has been lost, stolen, or otherwise compromised, can-
cel the card and get another with a new personal identification
number (PIN).

If, after taking all these steps, you are still having identity prob-
lems, stay alert to new instances of identity theft. Notify the com-
pany or creditor immediately, and follow up in writing. Also, contact
the Privacy Rights Clearinghouse, which provides information on
how to network with other identity theft victims. Call 619-298-3396 or Visit WWW  f someone steals your identity,
.privacyrights.org. contact credit bureaus, the

The U.S. Secret Service has jurisdiction over financial fraud cases. Although the ser-  creditors, and file a police
vice generally investigates cases where the dollar loss is substantial, your information report immediately.
may provide evidence of a larger pattern of fraud that requires its involvement. Contact
your local field office.

The Social Security Administration may issue you a

Protect yourself with these easy steps:

Don'tleave mail in your mailbox overnight or on weekends.
Deposit mail in U.S. Postal Service collection boxes.
Tear up unwanted documents that contain personal information

Review your consumer credit report annually.

For
www.usps.com
you are avi

new Social Security number if you still have difficul-
ties after trying to resolve problems resulting from iden-
tity theft. Unfortunately, however, there is no guarantee
that a new Social Security number will resolve your
problems. Call the Social Security Administration at
1-800-772-1213.

Finally, you can file a complaint with the Federal
Trade Commission (FTC) through a toll-free consumer
help line at 1-877-FTC-HELP; by mail at Consumer
Response Center, Federal Trade Commission, 600

DID YOU KNOW?

The Federal Trade Commission maintains the Identity
Theft Data Clearinghouse and provides information
to identify theft victims. You can call toll-

free 1-877-ID-THEFT or visit www
.consumer.gov/idtheft.

Pennsylvania Ave., NW, Washington, DC 20580; or at its Web site, www.ftc.gov,
using the online complaint form. Although the FTC cannot resolve individual prob-
lems for consumers, it can act against a company if it sees a pattern of possible law

violations.
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CONCEPT CHECK 6-5 M

1 What is the Fair Credit Billing Act?

2 What must you do to protect your rights if a billing error occurs?
3 What happens to your credit rating during the billing dispute?

4 What can you do if your identity is stolen?

Action Application Visit the Identity Theft Resource Center at www.
idtheftcenter.org. List the steps you can take to reduce the chance of ID theft.

Complaining about Consumer Credit

Objective 6

Describe the laws that
protect you if you have a
complaint about consumer
credit.

My Life 6

If you have a complaint about credit, first try to solve your problem directly with the
creditor. Only if that fails should you use more formal complaint procedures. This sec-
tion describes how to file a complaint with the federal agencies responsible for admin-
istering consumer credit protection laws.

COMPLAINTS ABOUT BANKS

If you have a complaint about a bank in connection with any of the federal credit laws,

or if you think any part of your business with a bank has been handled in an unfair or
deceptive way, you may get advice and help from the Federal
Reserve System. You don’t need to have an account at the bank
to file a complaint. (See Exhibit 6-10.)

PROTECTION UNDER CONSUMER

I know what to do if | have serious credit

problems. CREDIT LAWS

First, try to solve your problems directly with You may also take legal action against a creditor. If you decide
your creditors. Debt Counselors of America to file a lawsuit, there are important consumer credit laws you

(dca.org), National Center for Financial Edu-

should know about.

cation (ncfe.org), and National Foundation

stampunaeCEdinysuo@lakiyzad TRUTH IN LENDING AND CONSUMER LEASING

Internet sources of further information.

ACTS If a creditor fails to disclose information required
under the Truth in Lending Act or the Consumer Leasing Act,
gives inaccurate information, or does not comply with the
rules regarding credit cards or the right to cancel them, you
may sue for actual damages, that is, any money loss you suffer.
Class action suits are also permitted. A class action suit is a suit filed on behalf of a
group of people with similar claims.

EQUAL CREDIT OPPORTUNITY ACT If you think 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 (that is, damages for the fact that the law
has been violated) of up to $10,000.

FAIR CREDIT BILLING ACT A creditor that fails to comply with the rules

applying to the correction of billing errors automatically forfeits the amount owed on
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COMPLAINT FORM Federal Reserve System
Name Name of Bank
Address Address
Street City State Zip
City State Zip
Daytime telephone Account number (if applicable)
(include area code)
The complaint involves the following service: ~ Checking Account [] Savings Account [] Loan []

Other: Please specify
| have attempted to resolve this complaint directly with the bank: No [ Yes [
If “No’ an attempt should be made to contact the bank and resolve the complaint.

If “Yes? name of person or department contacted is

Date

MY COMPLAINT IS AS FOLLOWS (Briefly describe the events in the order in which they happened, including specific dates
and the bank’s actions to which you object. Enclose copies of any pertinent information or correspondence that may be
helpful. Do not send us your only copy of any document):

This information is solicited under the Federal Trade Commission Improvement Act. Providing the information is voluntary,
complete information is necessary to expedite investigation of your complaint. Routine use of the information may include
disclosing it to bank(s) or others involved or to other governmental agencies as deemed appropriate.

Date Signatures

Source: Board of Governors of the Federal Reserve System, http://www.
federalreserveconsumerhelp.gov/ComplaintForm.pdf, accessed August 11. 2010.

the item in question and any finance charges on it, up to a combined total of $50, 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 reporting agency
or creditor for violating the rules regarding access to your credit records and correction
of errors in your credit file. You are entitled to actual damages plus any punitive dam-
ages the court allows if the violation is proven to have been intentional.

CONSUMER CREDIT REPORTING REFORM ACT An unfavorable
credit report can force you to pay a higher interest rate on a loan or cost you a loan,
an insurance policy, an apartment rental, or even a job offer. The Consumer Credit
Reporting Reform Act of 1997 places the burden of proof for accurate credit informa-
tion on the credit reporting agency rather than on you. Under this law, the creditor must
certify that disputed data are accurate. If a creditor or the credit bureau verifies incorrect
data, you can sue for damages. The federal government and state attorneys general can
also sue creditors for civil damages.

CREDIT CARD ACCOUNTABILITY, RESPONSIBILITY, AND
DISCLOSURE ACT OF 2009 Also known as the Credit CARD Act, this law
provides the most sweeping changes in credit card protections for you since the Truth
in Lending Act of 1968. The Credit Card Accountability, Responsibility, and Disclo-
sure Act places new restrictions on credit card lending and eliminates certain fees. The
accompanying Financial Planning for Life’s Situations feature summarizes new credit
card rules beginning on February 22, 2010.

Exhibit 6-11 summarizes the major federal consumer credit laws. The Federal
Reserve System has set up a separate office, the Division of Consumer and Commu-
nity Affairs, in Washington to handle consumer complaints. Contact the director of this
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Exhibit

Complaint form to report
violations of federal
credit laws

Consumer Credit Report-
ing Reform Act Places the
burden of proof for accu-
rate credit information
on the credit reporting
agency.

Credit Card Accountabil-
ity, Responsibility and
Disclosure Act Places new
restrictions on credit card
lending and eliminates
certain fees.
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NEW CREDIT CARD RULES

The Federal Reserve's new rules for credit card compa-
nies mean new credit card protections for you. Here are
some key changes you should expect from your credit
card company beginning on February 22, 2010.

What your credit card company has to tell you.

1. When they plan to increase your rate or other
fees. Your credit card company must send you a
notice 45 days before they can

® increase your interest rate;

e change certain fees (such as annual fees, cash
advance fees, and late fees) that apply to your
account; or

e make other significant changes to the terms of
your card.

If your credit card company plans to make changes to
the terms of your card, it must give you the option to
cancel the card before certain fee increases take effect.

For example, the credit card company can require
you to pay off the balance in five years, or it can double
the percentage of your balance used to calculate your
minimum payment (which will result in faster repay-
ment than under the terms of your account).

The company does not have to send you a 45-day
advance notice if

e you have a variable interest rate tied to an index;
if the index goes up, the company does not pro-
vide notice before your rate goes up;

e your introductory rate expires and reverts to the
previously disclosed “go-to” rate;

e your rate increases because you haven’t made
your payments as agreed.

2. How long it will take to pay off your balance.
Your monthly credit card bill will include informa-
tion on how long it will take you to pay off your

balance if you only make minimum payments. It
will also tell you how much you would need to
pay each month in order to pay off your balance
in three years. For example, suppose you owe
$3,000 and your interest rate is 14.4%—your bill
might look like this:

New balance $3,000.00
Minimum payment due $ 90.00
Payment due date 4/20/12

Late Payment Warning: If we do not receive your
minimum payment by the date listed above, you may
have to pay a $35 late fee and your APRs may be
increased up to the Penalty of 28.99%.

Minimum Payment Warning: If you make only the
minimum payment each period, you will pay more
interest and it will take you longer to pay off your
balance. For example:

If you make
no additional
charges using

You will pay
off the balance
shown on this

And you will
end up paying
an estimated

this card and statement in total of . ..
each month you about...

pay...

Only the mini- 11 years $4,745
mum payment

$103 3 years $3,712

(Savings=$1,033)

Source: Board of Governors of the Federal Reserve System,
http://wwwfederalreserve.gov/consummerinfo/wyntk_credit
cardrules.htm, accessed August 11, 2010.

division in Washington, DC 20551. This division also writes regulations to carry out the
consumer credit laws, enforces these laws for state-chartered banks that are members of
the Federal Reserve System, and helps banks comply with these laws.

YOUR RIGHTS UNDER CONSUMER

CREDIT LAWS

If you believe you have been refused credit due to discrimination, you can do one or

more of the following:

1. Complain to the creditor. Let the creditor know you are aware of the law.

2. File a complaint with the government. You can report any violations to the appro-
priate government enforcement agency (see Exhibit 6-12). Although the agencies
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Exhibit Summary of federal consumer credit laws
Act (effective date) Major Provisions
Truth in Lending Act Provides specific cost disclosure requirements for the annual percentage rate and
(July 1, 1969) the finance charges as a dollar amount.

Requires disclosure of other loan terms and conditions.
Regulates the advertising of credit terms.
Provides the right to cancel a contract when certain real estate is used as security.

(January 25, 1971) Prohibits credit card issuers from sending unrequested cards; limits a cardholder’s
liability for unauthorized use of a card to $50.
(October 1, 1982) Requires that disclosures for closed-end credit (installment credit) be written in

plain English and appear apart from all other information.
Allows a credit customer to request an itemization of the amount financed if the
creditor does not automatically provide it.

Fair Credit Reporting Act Requires disclosure to consumers of the name and address of any consumer report-
(April 24, 1971) ing agency that supplied reports used to deny credit, insurance, or employment.
Gives consumers the right to know what is in their files, have incorrect information rein-
vestigated and removed, and include their versions of a disputed item in the file.
Requires credit reporting agencies to send the consumer’s version of a disputed
item to certain businesses or creditors.
Sets forth identification requirements for consumers wishing to inspect their files.
Requires that consumers be notified when an investigative report is being made.
Limits the amount of time certain information can be kept in a credit file.

Fair Credit Billing Act Establishes procedures for consumers and creditors to follow when billing errors
(October 28, 1975) occur on periodic statements for revolving credit accounts.
Requires creditors to send a statement setting forth these procedures to consumers
periodically.

Allows consumers to withhold payment for faulty or defective goods or services
(within certain limitations) when purchased with a credit card.

Requires creditors to promptly credit customers’ accounts and to return overpay-
ments if requested.

Equal Credit Prohibits credit discrimination based on sex and marital status.
Opportunity Act Prohibits creditors from requiring women to reapply for credit upon a change in
(October 28, 1975) marital status.

Requires creditors to inform applicants of acceptance or rejection of their credit
application within 30 days of receiving a completed application.
Requires creditors to provide a written statement of the reasons for adverse action.

(March 23, 1977) Prohibits credit discrimination based on race, national origin, religion, age, or the
receipt of public assistance.
(June 1, 1977) Requires creditors to report information on an account to credit bureaus in the
names of both husband and wife if both use the account and both are liable for it.
Fair Debt Collection Prohibits abusive, deceptive, and unfair practices by debt collectors.
Practices Act Establishes procedures for debt collectors contacting a credit user.
(March 20, 1978) Restricts debt collector contacts with a third party.

Specifies that payment for several debts be applied as the consumer wishes and
that no money be applied to a debt in dispute.

Consumer Credit Places the burden of proof for accurate credit information on credit issuers rather
Reporting Reform Act than on consumers.
(September 30, 1997) Requires creditors to certify that disputed credit information is accurate.

Requires “credit repair” companies to give consumers a written contract that can
be canceled within three business days.

Requires the big three credit bureaus (Experian, Equifax, and TransUnion) to estab-
lish a joint toll-free system that allows consumers to call and remove their names
permanently from all prescreened lists.

Places the maximum cost of a credit report at $8; however, indigent persons, welfare
recipients, unemployed persons, and job hunters can get one free report annually.
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Act (effective date) Major Provisions

Fair and Accurate Credit Requires the Federal Trade Commission to issue proposed rules to address identity
Transactions Act theft concerns.
(April 28, 2003) Defines identity theft as a fraud committed or attempted using the identifying
information of another person without lawful authority.
Requires credit reporting agencies to develop and implement reasonable require-
ments for what information can be considered a consumer’s proof of identity.

Credit Card Accountabil- Bans unfair rate increases on existing balances and restricts retroactive increases

ity, Responsibility, and due to late payment.

Disclosure (CARD) Act Ends late fee traps such as weekend deadlines, due dates that change every month,
(February 22, 2010) and deadlines that fall in the middle of the day.

Requires issuers to display on monthly statement how long it would take to pay off
the existing balance—and the total interest cost—if the consumer paid only the
minimum due.

Contains new protections for college students and young adults. Requires issuers
extending credit to people under 21 to obtain signature of a parent, guardian,
or other individual 21 years or older who will take responsibility for the debt, or
proof that the applicant has an independent means of repaying the debt.

Sources: Managing Your Credit, rev. ed. (Prospect Heights, IL: Money Management Institute, Household Financial Services, 1988), p. 36,
© Household Financial Services, Prospect Heights, IL; Banking Legislation & Policy, Federal Reserve Bank of Philadelphia, April-June 1997,
pp. 3-4; Federal Trade Commission, www.ftc.gov, March 2005; Board of Governors of the Federal Reserve System, http://www.
federalreserve.gov/consumerinfo/wyntk_creditcardrules.htm, August 11, 2010.

Exhibit Federal government agencies that enforce consumer credit laws

If you think you’ve been discriminated against by: You may file a complaint with the following

agency:

Federal Trade Commission
Consumer Response Center—FCRA
Washington, DC 20580 877-382-4357

Consumer reporting agencies, creditors and others
not listed below.

National banks, federal branches/agencies of for-
eign banks (word “National” or initials “N.A.”

Office of the Comptroller of the Currency
Compliance Management, Mail Stop 6-6 Washing-

appear in or after bank’s name).

foreign banks).
ings 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).

Federal Reserve System.

merce Commission.

Federal Reserve System member banks (except
national banks, and federal branches/agencies of

Savings associations and federally chartered sav-

State-chartered banks that are not members of the

Air, surface, or rail common carriers regulated by
former Civil Aeronautics Board or Interstate Com-

ton, 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, Missouri 64108-2638
877-275-3342

Department of Transportation
Office of Financial Management
Washington, DC 20590 202-366-4000

Source: Federal Trade Commission, www.ftc.gov, May 2010.
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use complaints to decide which companies to investigate, they cannot handle pri-
vate cases. When you are denied credit, the creditor must give you the name and
address of the appropriate agency to contact.

. If all else fails, sue the creditor. You have the right to bring a case in a federal dis-
trict court. If you win, you can recover your actual damages and punitive damages

of up to $10,000. You can also recover reasonable attorneys’ fees and court costs.
A private attorney can advise you on how to proceed.

MCONCEPT CHECK 6-6

1 What federal laws protect you if you have a complaint regarding consumer
credit?

2 What are your rights under the consumer credit laws?

Action Application Use the Internet to obtain information about consumer
credit protection laws.

..in college inmy 30s

and 40s

i my BO0s

and beqo’nd

e Get a secured
credit card in your
own name when
you are 21.

e Qualify and get an
unsecured credit
card.

e Maintain good
credit rating.

an authorized user
on your parent’s
credit card.

e Know what isin
e Shop around for your credit files.

the best card.

Monitor your
current spending.

e Build your own

e Become a cautious
positive credit file.

guardian of your
credit.

e Be debt-free.

o Avoid maxing out

Be aware of the your credit card.
e

risks of credit card

fraud.

Set credit
card limit and
review monthly
statements.

o Set up a budget
for credit use and
pay in full when
the bill arrives.

e Continue to
monitor your
credit card
spending.

Ny

-
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SUMMARY OF OBJECTIVES
Objective 1

Define consumer credit and analyze its advantages

and disadvantages.

Consumer credit is the use of credit by individuals and families
for personal needs. Among the advantages of using credit are
the ability to purchase goods when needed and pay for them
gradually, the ability to meet financial emergencies, conve-
nience in shopping, and establishment of a credit rating. Disad-
vantages are that credit costs money, encourages overspending,
and ties up future income.

Objective 2

Differentiate among various types of credit.

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 pay-
ments periodically.

Objective 3

Assess your credit capacity and build your credit rating.

Two general rules for measuring credit capacity are the debt pay-
ments—to—income ratio and the debt-to-equity ratio. In review-
ing your creditworthiness, a creditor seeks information from one
of the three national credit bureaus or a regional credit bureau.

Objective 4

Describe the information creditors look for

when you apply for credit.

Creditors determine creditworthiness on the basis of the five
Cs: character, capacity, capital, collateral, and conditions.

Objective 5

Identify the steps you can take to avoid

and correct credit mistakes.

If a 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 defective goods or services you have
purchased with a credit card as long as you have attempted to
resolve the problem with the merchant.

Objective 6

Describe the laws that protect you if you have

a complaint about consumer credit.

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 Fair and
Accurate Credit Transactions Act.

KEY TERMS

credit 171
credit bureau

capacity 192
capital 192
character 192
closed-end credit 175
collateral 192 Act 201
conditions 192 debit card 178
consumer credit 171
Consumer Credit Reporting (ECOA) 190

Reform Act 201

Credit Card Accountability,
Responsibility, and Disclosure

Fair Credit Reporting Act 187
home equity loan 179
interest 176

line of credit 176

open-end credit 176
revolving check credit 177

Equal Credit Opportunity Act

Fair Credit Billing Act (FCBA) 196

SELF-TEST PROBLEMS

1. Current approximate value of Joshua’s home is about $180,000. He still has a $100,000 balance on his mortgage. His bank has
agreed to let him borrow 80 percent of the value of his home. What is the maximum home equity line of credit available to Josh?

2. Audra has a monthly net income of $2,100. She has a house payment of $900 per month, a car loan with payments of $500 per
month, a Visa card with payments of $100 per month and a credit card with a local department store with payments of $200 per

month. What is Audra’s debt payment—to—income ratio?

3. Hannah has determined that her net worth is $60,000. She has also determined that the face value of her mortgage is $160,000.
She has determined that the face value of the rest of her debt is $30,000. What is Hannah’s debt-to-equity ratio?

206



Solutions to Self-Test Problems

1. Approximate market value of Joshua’s house $180,000
Multiply by .80 $144,000
Approximate Loan Value $144,000
Subtract balance due on mortgage $100,000
Approximate credit limit available $ 44,000

2. Audra’s net monthly income = $2,100
Audra’s monthly expenses:

House payment $ 900

Car loan $ 500

Visa card $ 100

Store card $ 200

Total expenses $1,700

Debt Payments—to—Income ratio = Eal B T .38 or 38 percent
$2,100

3. Hannah’s net worth = $60,000
Face value of her mortgage $160,000
Remainder of her debt $ 30,000

, . . $ 30,000 _
Hannah’s debt-to-equity ratio $ 60,000 .5
PROBLEMS

1. Calculating the Amount for a Home Equity Loan. 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. Determining the Debt Payments—to—Income Ratio. 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 $285. What is Louise’s debt payments—to—income ratio? Is Louise living within her means?
Explain. (Ob;j. 3)

3. Calculating the Debt-to-Equity Ratio. 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 M
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)
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11.

. Calculating Net Worth and Determining a Safe Credit Limit.

a. Calculate your net worth based on your present assets and liabilities.

b. Refer to your net worth statement and determine your safe credit limit. Use the debt payments—to—income and debt-to-equity
formulas. (Obj. 3)

. Calculating the Debt Payments—to—Income Ratio. 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 $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 payments—to—income ratio with and without the college loan. (Remember the 20 percent rule.) (Obj. 3)

. Calculating the Debt Payments—to—Income Ratio. Suppose that your monthly net income is $2,400. Your monthly debt payments

include your student loan payment and a gas credit card. They total $360. What is your debt payments—to—income ratio? (Obj. 3)

. Calculating the Debt Payments—to—Income Ratio. What is your debt payments—to—income ratio if your debt payments total $684

and your net income is $2,000 per month? (Obj. 3)

. Calculating a Safe Credit Limit. Drew’s monthly net income is $1,600. What is the maximum he should use on debt payments?

(Obj. 3)

. Credit Reduces Future Income. The disposable income from your part-time job in 2010 and 2011 is $12,000. In 2010, you

borrow $500 at 18 percent interest. You repay your loan with interest in 201 1. How much would you have available for spending
in 20117 (Obj. 3)

Analyzing the Feasibility of a Loan. Fred Reinero has had a student loan, two auto loans, and three credit cards. He has always
made timely payments on all obligations. He has a savings account of $2,400 and an annual income of $25,000. His current pay-
ments for rent, insurance, and utilities are about $1,100 per month. Fred has accumulated $12,800 in an individual retirement
account. Fred’s loan application asks for $10,000 to start up a small restaurant with some friends. Fred will not be an active
manager; his partner will run the restaurant. Will he get the loan? Explain your answer. (Obj. 4)

Analyzing a Spending Plan. Carl’s house payment is $1,050 per month and his car payment is $385 per month. If Carl’s take-home
pay is $2,800 per month, what percentage does Carl spend on his home and car? (Obj. 4)

FINANCIAL PLANNING ACTIVITIES

. Determining Whether or Not to Use Credit. Survey friends and relatives to determine the process they used in deciding whether

or not to use credit to purchase an automobile or a major appliance. What risks and opportunity costs did they consider? (Ob;j. 1)

. Analyzing Opportunity Costs Using Credit. Think about the last three major purchases you made. (Obj. 1)

a. Did you pay cash? If so, why?
b. If you paid cash, what opportunity costs were associated with the purchase?
c¢. Did you use credit? If so, why?

d. What were the financial and psychological opportunity costs of using credit?

. Comparing Reasons for Using Credit. Prepare a list of similarities and differences in the reasons the following individuals might

have for using credit. (Obj. 2)
a. A teenager.

b. A young adult.

c. A growing family of four.

d. A retired couple.

. Using the Internet to Obtain Information about Credit Cards. Choose one of the following organizations and visit its Web site.

Then prepare a report that summarizes the information the organization provides. How could this information help you in choos-
ing your credit card? (Obj. 2)

a. Credit Card Network—provides information on credit card rates. (www.creditnet.com)

b. Federal Trade Commission—provides information on how to regain financial health, uses and misuses of credit cards, and
many other related topics. (www.ftc.gov)
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. Using Your Home Equity to Obtain a Loan. Visit your local financial institutions, such as commercial banks, federal savings banks,

and credit unions, to obtain information about getting a home equity loan. Compare their requirements for the loan. (Obj. 2)

. Determining Whether to Cosign a Loan. Talk to a person who has cosigned a loan. What experiences did this person have as a

cosigner? (Obj. 3)

. Determining Net Worth and Credit Capacity. What changes might take place in your personal net worth during different stages

of your life? How might these changes affect your credit capacity? (Obj. 4)

. Assessing How Lenders Determine Creditworthiness. Survey credit representatives such as bankers, managers of credit depart-

ments in retail stores, managers of finance companies, credit union officers, managers of credit bureaus, and savings and loan
officers. Ask what procedures they follow in granting or refusing a loan. Write a report of your survey. (Obj. 4)

. Analyzing Credit-Related Problems. Bring to class examples of credit-related problems of individuals or families. Suggest ways

in which these problems might be solved. (Obj. 5)

Evaluating Creditors and Seeking Help with Credit-Related Problems. Compile a list of places a person can call to report dishonest
credit practices, get advice and help with credit problems, and check out a creditor’s reputation before signing a contract. (Obj. 6)

Don’t Let Crooks Steal Your Identity: How
to Protect Yourself—and Your Credit Rating

In 2009 Consumer Sentinel, the complaint database developed
and maintained by the Federal Trade Commission, received
over 1.3 million consumer fraud and identity theft complaints.
Consumers reported losses from fraud of more than $1.7 billion.

Identity theft is the fastest-growing financial crime. One
of the first things the FBI discovered about the September 11
hijackers was that as many as half a dozen were using credit
cards and driver’s licenses with identities lifted from stolen or
forged passports.

If you care at all about the privacy of your financial
information—your credit history, your portfolio, your charge
card numbers—you can protect yourself from criminals deter-
mined to exploit that information. The theft can be as simple as
someone pilfering your credit card number and charging mer-
chandise to your account. Or it can be as elaborate as a crook
using your name, birth date, and Social Security number to take
over your credit card and bank accounts, or set up new ones.

If your identity has been snatched, you’re first likely to learn
about it when checks start bouncing or a collection agency
begins calling. The damage isn’t so much in dollars, since the
financial institutions are liable for the unauthorized charges.
Rather, the fallout includes a checkered credit history, which
could prevent you from getting a mortgage or a job, and the
countless phone calls and piles of paperwork you’ll need to go
through to set the records straight. Guarding against identity
theft is much like locking the door and activating the burglar
alarm when you leave your home. By and large, the crime is a
low-tech operation, despite well-publicized instances of hackers

FINANCIAL PLANNING CASE

breaking into Web sites and stealing millions of credit card
numbers. Usually, someone fishes a bank statement or credit
card offer out of your trash, or a dishonest employee peeks at
your personnel file.

To protect yourself, keep your Social Security number in a
secure place and never carry it around with you. Provide your
Social Security number only when necessary. Instead, try to use
other forms of identification. Ignore e-mail requests for your
personal financial information. Shred your discarded finan-
cial records and any preapproved credit card applications. And
check your credit report regularly, because credit card compa-
nies don’t have to honor fraud alerts.

Finally, protect your identity by giving it a lower profile. For
example, remove your name from junk mail and telemarketing
lists by going to the Direct Marketing association’s Web site
at www.thedma.org/consumers/privacy.html. Call 1-888-567-
8688 to stop receiving preapproved credit card offers.

Questions

1. What are several methods that crooks use to steal your
identity?

2. How do you discover that someone has stolen your identity?

3. What steps can you take to thwart identity thieves?

4. What actions might you take to ensure that your credit
cards and other financial information are secure?

Source: Federal Trade Commission, National and State Trends in Fraud
and Identity Theft, February 1, 2005, p. 2, Federal Trade Commission,
Consumer Sentinel Network Data Book, February 2010, www.ftc.gov,
accessed May 1, 2010.
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Establishing and Maintaining
a Credit Record

The wise use of credit requires knowing the process for estab- credit reports and the legal rights associated with using con-
lishing credit. In addition, you should develop an awareness of sumer credit.

Your Short-Term Financial Planning Activities Resources

1. Prepare an inventory of current credit balances and monthly payments. PFP Sheet 29

http://credit.about.com
www.bankrate.com
www.banx.com

2. Review your credit file for current accuracy of information. www.myfico.com
www.equifax.com
WWWw.experian.com
WWW.transunion.com

3. Become familiar with consumer credit laws that may relate to various aspects of your www.ftc.gov
use of credit. www.federalreserve.gov

Your Long-Term Financial Planning Activities

1. Describe actions you may take to reduce your credit balances (if applicable). www.ncfe.org
www.profina.org

2. Create a plan for spending that provides for using credit at an appropriate level. Text pages 172-174
WWW.mymoney.gov

CONTINUING CASE

Getting Started

Life Situation Financial Data
Single Monthly Income $1,750
Age 21 Living Expenses $1,210
No dependents Personal property $7,300
Graduate and engaged Savings $5,000
Student loan $4,200
Credit card debt $4,600

Shelby has been out of college for about a year and has continued to work at the pet store full time. She recently got engaged to
Mark Lawrence. After the last year of saving, she now has an adequate emergency fund. However, in the last year, she and Mark
have used credit cards to make many of their purchases. They used cards (they each have several) when they ran out of money near
the end of each month. They also used credit to fund a vacation to the beach. Shelby justified the trip and many of her purchases
because both of the cards she uses have rewards programs. Both Shelby and Mark almost always make their payments on time but
have been unable to pay off more than the minimum balance every month, leaving them with credit card debt.

Shelby and Mark would like to get married soon and possibly even buy a condo, but are not sure how to finance these things
while also starting Shelby’s pet salon.

Questions

1. Given her current situation, list some suggestions on how Shelby can reduce her credit card debt.

2. What is the best way for Shelby and Mark to become more aware of the effect of credit card debt on their current and long-term
financial situation?

3. Explain how the Personal Financial Planner sheet (Consumer Credit Usage Patterns) might be useful for Shelby and Mark.
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DAILY SPENDING DIARY

“I admire people who are able to pay off their credit cards each month.”

Directions:

Your ability to monitor spending and credit use is a fundamental success for wise money management and long-term financial security.
The Daily Spending Diary can help in this process. Use the “Daily Spending Diary” sheets provided at the end of the book to record
all of your spending in the categories provided. Be sure to indicate the use of a credit card with (CR).

Analysis Questions

1. What do your spending habits indicate about your use of credit?

2. How might your Daily Spending Diary provide information for wise use of credit?

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
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Choosing a Source of
Credit: The Costs of

Credit Alternatives

1. Analyze the major sources of consumer

ek Like everything else you buy, credit has a

2. Pitermine.the cost of credit by calculating price tag and it pays to comparison shop.

5 :;\e\elrel.-st using various interest formulas. Understanding the cost involved in obtaining

4. Evali:tzz?/ pl.an to manage your debts. credit will give you the tools to acquire the

. ari .
sources that :Sl;issfrc'(‘)’ﬁzﬁr‘::?sgq\éﬁrgng)ental best source of credit. If you experience the
with debt : .

problems. warning signs of debt problems, there are

5. Assess the choices in declaring personal several options available to manage your
bankruptcy. finances.

INR ¢ I =8 s U - .

2 My Life

CAN | AFFORD A LOAN AND REPAY IT ON TIME?

i If you are thinking of taking out a loan or applying for a credit
card, your first step should be to figure out how much the loan )
will cost you and whether you can afford it. Then you should i
shop for the best credit terms. But what if you are having trouble ;
o paying your bills and need help? Do you know your options? The main focus is to keep the cost |
of credit low, and avoid the warning signs of debt problems. ;

|

A

_— W
— » For each of the following statements, select “yes,” “no,” or "uncertain” to indicate your personal
response regarding these situations.
o~
“a 1. If | need to borrow money, my parents or family members are often
L g o )
the source of the least expensive loans Yes No Uncertain
- 2. | am aware of the two most common methods of calculating interest. Yes No Uncertain
[ 3. If my household is experiencing problems in paying bills, it is time to
g - examine the family budget for ways to reduce expenses. Yes No Uncertain
4. | am aware that everyone who is overburdened with credit obligations
e . can phone, write, or visit the Consumer Credit Counseling Service. Yes No Uncertain
1 1 5. | realize that the Bankruptc Abuse Prevention and Consumer
- p y - - .
Protection Act of 2005 made it more difficult for consumers to file
a Chapter 7 bankruptcy. Yes No Uncertain
o —— |
As you study this chapter, you will encounter “My Life” boxes with additional information and
- resources related to these items.
=
= ‘-\“
e
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Sources of Consumer Credit

Credit costs got you down? Well, you are not alone. Credit costs money; therefore, Objective 1
always weigh the benefits of buying an item on credit now versus waiting until you
have saved enough money to pay cash. We can all get into credit difficulties if we do not
understand how and when to use credit.

Financial and other institutions, the sources of credit, come in all shapes and sizes.
They play an important role in our economy, and they offer a broad range of financial
services. By evaluating your credit options, you can reduce your finance charges. You
can reconsider your decision to borrow money, discover a less expensive type of loan,
or find a lender that charges a lower interest rate.

Before deciding whether to borrow money, ask yourself these

Analyze the major sources
of consumer credit.

three questions: Do I need a loan? Can I afford a loan? Can I ML{ Life 1

qualify for a loan? We discussed the affordability of loans and

the qualifications required to obtain loans in the last chapter. If I need to borrow money, my parents or

Here we wrestle with the first question. family members are often the source of the
You should avoid credit in two situations. The first situation is least expensive loans.

one in which you do not need or really want a product that will Borrowing from relatives and friends is usu-

require financing. Easy access to installment loans or possession ally the least expensive, but make sure the

of credit cards sometimes encourages consumers to make expen- loan agreement is in writing. It should state

sive purchases they later regret. The solution to this problem is the interest rate, repayment schedule, and

simple: After you have selected a product, resist any sales pres- the final payment date. Information on vari-

sure to buy immediately and take a day to think it over. ous sources of loans and costs is available at
The second situation is one in which you can afford to pay www.consumerworld.org and www.ftc.gov/

cash. Consider the trade-offs and opportunity costs involved. credit.

Paying cash is almost always cheaper than using credit. In fact,
some stores even offer a discount for payment in cash.

WHAT KIND OF LOAN SHOULD YOU SEEK?

As discussed in the last chapter, two types of credit exist: closed-end and open-end
credit. Because installment loans may carry a lower interest rate, they are the less
expensive credit option for loans that are repaid over a period of many months or years.
However, because credit cards usually provide a float period—a certain number of days
during which no interest is charged—they represent the cheaper way to make credit
purchases that are paid off in a month or two. Also, once you have a credit card, using
it is always easier than taking out an installment loan. An
alternative to a credit card is a travel and entertainment
(T&E) card, such as an American Express or Diners Club
card. A T&E card requires full payment of the balance due
each month but does not impose a finance charge. Annual
fees, however, can be high.

In seeking an installment loan, you may think first of
borrowing from a bank or a credit union. However, less
expensive credit sources are available.

INEXPENSIVE LOANS Parents or family mem-
bers 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—as little as the 2 percent they 3
would have earned on a passbook account. Such loans, however, can compllcate family  p_ ons may often loan their
relationships. All loans to or from family members should be in writing and state the  cjigren money. If you are the
interest rate, if any, repayment schedule, and the final payment date. recepient of such a loan, make
Also relatively inexpensive is money borrowed on financial assets held by a lending  sure to come to an agreement
institution, for example, a bank certificate of deposit or the cash value of a whole life  regarding repayment.

¢
-




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

Financial Planning Calculations

Here is an example of charges that could be imposed
for a $200 cash advance that you pay off when the bill
arrives:

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.

Cash advance fee = $4 (2% of $200)
Interest for one month = $3 (1.5% 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.

Source: A pamphlet provided by the office of Public Responsibility,
American Express Company and Consumer Action, San Francisco,
CA 94105. (n.p; n.d.)

insurance policy. The interest rate on such loans typically ranges from 5 to 7 percent.
But the trade-off is that your assets are tied up until you have repaid the loan.

MEDIUM-PRICED LOANS Often you can obtain medium-priced loans from
commercial banks, federal savings banks (savings and loan associations), and credit
unions. New-car loans, for example, may cost 6 to 8 percent; used-car loans and home
improvement loans may cost slightly more.

Borrowing from credit unions has several advantages. These institutions provide
free credit life insurance, are generally sympathetic to borrowers with legitimate pay-
ment problems, and provide personalized service. Credit unions can now offer the same
range of consumer loans that banks and other financial institutions do. Over 89 million
Americans belong to credit unions, and the number of credit union members has been
growing steadily. About 7,800 credit unions exist in the United States today.'

EXPENSIVE LOANS Though convenient to obtain, the most expensive loans
available are from finance companies, retailers, and banks through credit cards. Finance
companies often lend to people who cannot obtain credit from banks or credit unions. Typ-
ically, the interest ranges from 8 to 20 percent. If you are denied credit by a bank or a credit
union, you should question your ability to afford the higher rate a loan company charges.

Check cashers, finance companies, and others make small, short-term, high-rate
loans called payday loans, cash advance loans, check advance loans, postdated check
loans, or deferred deposit check loans. Such loans secured by a personal check are
extremely expensive. Suppose you write a personal check for $115 to borrow $100 for
14 days. The lender agrees to hold the check until your next payday, when you redeem
the check by paying the $115 in cash. Your cost of this loan is a $15 finance charge that
amounts to a whopping 391 percent annual percentage rate (APR).

Another expensive way to borrow money is a tax refund loan. This type of credit lets
you get an advance on a tax refund. APRs as high as 774 percent have been reported. If
you are short of cash, avoid these loans by asking for more time to pay a bill or seek a
traditional loan. Even a cash advance on your credit card may cost less.
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Borrowing from car dealers, appliance stores, department stores, and other retail-
ers is also relatively expensive. The interest rates retailers charge are usually similar to
those charged by finance companies, frequently 15 percent or more.

Banks lend funds not only through installment loans but also through cash advances
on MasterCard or Visa cards. (See the Financial Planning Calculations box on page 214.)
According to Stephen Brobeck, executive director of the Consumer Federation of
America in Washington, DC, the average household has more than 9 credit cards and
owes $7,400 on them. Credit card cobranding has become increasingly popular with
banks and industries. Cobranded credit cards, such as the Yahoo! Visa card will make
shopping over the Internet easier and faster. Yahoo! will designate Visa as its “pre-
ferred card” and will promote Visa throughout its Web sites and to online merchants
worldwide.

One type of loan from finance companies is currently less expensive than most other
credit. Loans of this kind, which often can be obtained at a rate of under 4 percent, are
available from the finance companies of major automakers—General Motors Accep-
tance Corporation, Ford Motor Credit Corporation, and others. In early 2010, Toyota
was offering zero percent financing for up to 6 years. But a car dealer that offers you
such a rate may be less willing to discount the price of the car or throw in free options.

Exhibit 7-1 on page 216 summarizes the major sources of consumer credit: com-
mercial banks, consumer finance companies, credit unions, life insurance companies,
and savings and loan associations. This exhibit attempts to generalize the information
and give an average picture of each source regarding the type of credit available, lend-
ing policies, and customer services. Due to the dramatic fluctuations in interest rates in
recent years, it is no longer possible to provide a common range of annual percentage
rates for each source of credit. Check with your local lender for current interest rates.
Study and compare the differences to determine which source can best meet your needs
and requirements.

STUDENT LOANS: IMPACT OF THE
FINANCIAL CRISIS

The current financial crisis has caused many challenges for families with college-bound
students. As the overall credit market has suffered, college loans have dropped sharply.
Borrowing by parents, especially through home equity lines of credit, has diminished as
house prices have dropped in most regions of the United States. Middle-income fami-
lies, those with yearly incomes between $50,000 and $100,000, rely on loans for a
larger share of the college costs than higher or lower-income families.

Inexpensive loans to finance education beyond high school are available from the
U.S. Department of Education. The interest you pay is lower than commercial rates
because the federal government subsidizes the rate. Moreover, you don’t have to begin
to repay your Perkins or Stafford Loans until you leave college. Exhibit 7-2 on page 217
presents a summary of various loan programs and their important features.

Student loans, unlike grants and work-study, are borrowed money that must
be repaid, with interest, just like loans and mortgages. You cannot have these loans
canceled because you didn’t like the education you received, didn’t get a job in your
field of study, or because you’re having financial difficulty. Loans are legal obligations,
so before you take out a student loan, think about the amount you’ll have to repay over
the years.

In addition to federal loans, private lenders such as banks, credit unions, savings and
loan associations, and others provide educational loans. There are over 2,000 lenders,
although most of the loans come from the top 50 lenders. The top 50 include most of
the big banks and several nonprofit organizations. Parents can get educational loans for
their dependent children through the Parent Loan for Undergraduate Students (PLUS)
program.
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Exhibit

Part 2

Sources of consumer credit

MANAGING YOUR PERSONAL FINANCES

Credit Source

Type of Loan

Lending Policies

Commercial banks

Consumer finance
companies

Credit unions

Life insurance
companies

Federal savings
banks (savings
and loan
associations)

loans?

Single-payment loans
Personal installment loans
Passbook loans
Check-credit loans

Credit card loans

Second mortgages

Personal installment loans
Second mortgages

Personal installment loans
Share draft-credit plans
Credit card loans

Second mortgages

Single-payment or partial-
payment loans

Personal installment loans
(generally permitted by
state-chartered savings
associations)

Home improvement loans
Education loans

Savings account loans
Second mortgages

¢ Seek customers with established credit history.
e Often require collateral or security.

e Prefer to deal in large loans, such as vehicle, home
improvement, and home modernization, with the
exception of credit card and check-credit plans.

¢ Determine repayment schedules according to the pur-
pose of the loan.

e Vary credit rates according to the type of credit, time
period, customer’s credit history, and the security
offered.

e May require several days to process a new credit
application.

e 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.

* Process applications quickly, frequently on the same day
the application is made.

e Lend to members only.

* Make unsecured loans.

e May require collateral or cosigner for loans over a speci-
fied amount.

e May require payroll deductions to pay off loan.

* 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.

e 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
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Exhibit

Choosing a Source of Credit: The Costs of Credit Alternatives

What kinds of federal student loans are available?

Federal Loan Program

Program Details

Annual Award Limits
(subject to change)

Federal Perkins Loan

Subsidized Direct or
FFEL Stafford Loan

Unsubsidized Direct or
FFEL Stafford Loan

Direct or FFEL Parent
PLUS Loan

Direct or FFEL PLUS
Loans for Graduate and
Professional Students

.ed.gov/funding.

e Your college is the lender; payment is owed to the
college that made the loan

e For undergraduate and graduate students
e Interest charged on this loan is 5 percent

¢ Funds depend on student’s financial need and
availability of funds at the college

e Not all colleges participate in the Federal Perkins
Loan program

e Lender pays interest while students are in college
and during grace and deferment periods

e Must be at least a half-time student
e Must have financial need
¢ For undergraduate and graduate students

® Borrower is responsible for all interest on the
loan including while in college and during grace
and deferment periods

e Must be at least a half-time student

e For undergraduate and graduate students

e For parents of dependent students
¢ Borrower is responsible for all the interest
e Must not have negative credit history

¢ For graduate and professional degree students

* Borrower is responsible for all the interest

e Must not have negative credit history

e Must have applied for annual loan maximum eli-
gibility under the Federal Subsidized and Unsub-
sidized Stafford Loan Programs before applying
for a Graduate/Professional PLUS loan

e Undergraduate students—
up to $5,500

e Graduate and professional
degree students—up to
$8,000

e Between $3,500 and
$8,500 depending on
grade level

e Between $5,500 to $20,500
(less any subsidized
amount received for the
same period) depending
on grade level and depen-
dency status

Maximum amount is cost of
attendance minus any other
financial aid the student
receives

Maximum amount is cost of
attendance minus any other
financial aid the student
receives

For additional information on federal student aid, call 1-800-4-FED-AID or visit www.FederalStudentAid

Source: U.S. Department of Education, www.FederalStudentAid.ed.gov/funding, accessed May 15, 2010.

UPDATE ON STUDENT LOAN PROGRAMS  As the result of the Health
Care and Education Reconciliation Act, beginning July 1, 2010, federal student loans
are no longer made by private lenders under the Federal Family Education Loan (FFEL)
Program. Instead, all new federal student loans will come directly from the U.S. Depart-
ment of Education under the Direct Loan Program.

This change does not impact the process of applying for federal grants, loans and work-
study or the amount of federal aid that students are eligible to receive. If you are inter-
ested in receiving federal student aid, complete a Free Application for Federal Student Aid
(FAFSA) for each school year that you wish to be considered for aid. If you have any ques-
tions about applying for federal student aid, contact 1-800-4FED-AID. Read the accom-

panying Financial Planning for Life’s Situations box for resources available to students.
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STUDENT FINANCIAL AID: RESOURCES AVAILABLE TO YOU

Many resources are available for students and families

www.finaid.org (a comprehensive Web site on stu-

seeking funding help for college. Government agencies, dent loans, scholarships, aid and useful links).
nonprofit organizations and private institutions provide o www.collegeboard.com (information on colleges,
a wealth of free information on the Internet regard- standardized testing and financial aid from a non-
ing student loans, costs, lenders and planning tools. profit organization).

Students and parents should be able to find the infor-
mation they need to plan and pay for college on the

following Web sites:

e www.nchelp.org (a network of financial institu-
tions and schools providing information on the
FFEL program).

° Wwwlstudentaid.ed_go\//pubsl or call L WWW.StUdentS.gOV (U.s. government Web site

1-800-433-3243.

e www.dl.ed.gov (federal government’s direct

providing links to other government resources for
students and parents).

e www.nasfaa.org (the National Association of Stu-

Web site).
dent Financial Aid Administrators provides a “Cash
* www.edu.gov (offers financial aid guides). for College Guide” with advice, tips, and informa-
» www.college.gov (Department of Education Web tion on financing your education).
site, the “go to” source for information on post- e http://fafsa.ed.gov (federal student aid Web site

secondary education).

offering online application for federal student loans).

Today borrowing and credit are more complex than ever. As more and more types of
financial institutions offer financial services, your choices of what and where to borrow
will widen. The Internet may be used to compare interest rates for different loan sources
and credit cards. Shopping for credit is just as important as shopping for an automobile,
furniture, or major appliances.

CONCEPT CHECK 7-1 M

1 What are the major sources of consumer credit?
2 What are some advantages and disadvantages of securing a loan from a credit
union? From a finance company?

Action Application Research any three lending institutions. List the types of
loans offered and their lending policies.

The Cost of Credit

Objective 2

Determine the cost of credit
by calculating interest using
various interest formulas.
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The Truth in Lending law of 1969 was a landmark piece of legislation. For the first
time, creditors were required to state the cost of borrowing as a dollar amount so that
consumers would know exactly what the credit charges were and thus could compare
credit costs and shop for 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
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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 (APR)

Credit costs vary. If you know the finance charge and the annual percentage rate (APR),
you can compare credit prices from different sources. Under the Truth in Lending law,
the creditor must inform you, in writing and before you sign any agreement, of the
finance charge and the APR.

The finance charge is the total dollar amount you
pay to use credit. It includes interest costs and some-
times other costs such as service charges, credit-related

Choosing a Source of Credit: The Costs of Credit Alternatives
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Truth in Lending law A
federal law that requires
creditors to disclose the
annual percentage rate
(APR) and the finance
charge as a dollar amount.

DID YOU KNOW?

Every time you use a credit card in a foreign

insurance premiums, or appraisal fees. For example,
borrowing $100 for a year might cost you $10 in inter-
est. If there is also a service charge of $1, the finance

country, Visa or MasterCard charges a 1%
fee for converting the purchase or cash
advance into U.S. dollars.

charge will be $11.

The annual percentage rate (APR) is the percent-
age 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 the whole
year and then pay it all back at once, you are paying an APR of 10 percent:

Amount Month Payment Loan
Borrowed Number Made Balance
$100 1 $0 $100
2 0 100
3 0 100
12 100 0
(plus $10 interest)

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

5 = $100

Average balance =

But if you repay the $100 in 12 equal monthly payments, you don’t get use of the

$100 for the whole year. In fact, as shown next, you get use of less and less of that $100
each month. In this case, the $10 charge for credit amounts to an APR of 18.5 percent.

Note that you are paying 10 percent interest on $100 even though you had use of only

$91.67 during the second month, not $100. During the last month, you owed only $8.37

finance charge The total
dollar amount paid to use
credit.

annual percentage rate
(APR) The percentage cost
(or relative cost) of credit
on a yearly basis. The APR
yields a true rate of inter-
est for comparison with
other sources of credit.
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Amount Month Payment Loan
Borrowed Number Made 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

(and had use of $8.37), but the $10 interest is for the entire $100. As calculated in the previ-
ous example, the average use of the money during the year is $100 + $8.37 =+ 2, or $54.18.
The Financial Planning Calculations box The Arithmetic of the Annual Percentage Rate,
shows how to calculate the APR. All creditors—banks, stores, car dealers, credit card com-
panies, and finance companies—must state the cost of their credit in terms of the finance
charge and the APR. The law does not set interest rates or other credit charges, but it does
require their disclosure so that you can compare credit costs and tackle the trade-offs.

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 of the 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.

A COMPARISON Even when you understand the terms a creditor is offering, it’s
easy to underestimate the difference in dollars that different terms can make. 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 Monthly Total Finance

APR of Loan Payment Charge Total Cost
Creditor A 15% 3 years $205.07 $1,382.52 $7,382.52
Creditor B 15 4 years 163.96 1,870.08 7,870.08

Creditor C 16 4 years 166.98 2,015.04 8,015.04
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THE ARITHMETIC OF THE ANNUAL PERCENTAGE RATE (APR)

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:

_2XnXxl

"= AN 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

L_2X1x$10 _ $20 _ $20
$100(1 + 1) $100(2) $200

or 10 percent.

=0.10

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).

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 could 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 15 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 16 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.

A Secured Loan If you pledge property or other assets as collateral, you’ll probably
receive a lower interest rate on your loan.

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. Of course, by making a large down
payment, you forgo interest that you might earn in a savings account.
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| am aware of the two most common
methods of calculating interest.

The two most common methods of calculat-
ing interest are compound and simple inter-
est formulas. For examples of calculating

Part 2 MANAGING YOUR PERSONAL FINANCES

A Shorter Term As you have learned, the shorter the period
of time for which you borrow, the smaller the chance that some-
thing 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 above-mentioned
trade-offs can affect the cost of closed-end and open-end
credit.

interest, be sure to read the Financial Plan-

ning Calculations boxes in this chapter.

simple interest Inter-
est computed on prin-
cipal only and without
compounding.

declining balance method
A method of computing
interest when more than
one payment is made on a
simple interest loan.

CALCULATING THE COST OF
CREDIT

The two most common methods of calculating interest are com-

pound and simple interest formulas. Perhaps the most basic
method is the simple interest calculation. Simple interest on the declining balance,
add-on interest, bank discount, and compound interest are variations of simple
interest.

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 1: Using the Simple Interest Formula

Suppose you have persuaded a relative to lend you $1,000 to purchase a lap-
top 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 f