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LEARNING ObjEctIvEs
After studying this chapter, you will be able to…

 1-1 Identify the benefits of using personal financial planning techniques to manage your finances.

 1-2 Describe the personal financial planning process and define your goals.

 1-3 Explain the life cycle of financial plans, their role in achieving your financial goals, how to deal 
with special planning concerns, and the use of professional financial planners.

 1-4 Examine the economic environment’s influence on personal financial planning.

 1-5 Evaluate the impact of age, education, and geographic location on personal income.

 1-6 Understand the importance of career choices and their relationship to personal financial planning.

After finishing  
this chapter go 

to PAGE 26 for 

stUDY tOOLs

2 PART ONE:  Foundations of Financial Planning
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 1-1  thE REwARDs Of sOUND 
fINANcIAL PLANNING

LO1 What does living “the good life” mean to you? 
Does it mean having the flexibility to pursue your 
dreams and goals in life? Is it owning a home in a cer-
tain part of town, starting a company, being debt free, 
driving a particular type of car, taking luxury vacations, 
or having a large investment portfolio? Today’s complex, 
fast-paced world offers a bewildering array of choices. 
Rapidly changing economic, political, technological, 
and social environments make it increasingly difficult 
to develop solid financial strategies that will improve 
your lifestyle consistently. Moreover, the financial crisis 
of 2007–2008 dramatizes the need to plan for financial 
contingencies. No matter how you define it, the good 
life requires sound planning to turn financial goals 
into reality.

The best way to achieve financial objectives is 
through personal financial planning, which helps de-
fine your financial goals and develop appropriate strat-
egies to reach them. And being financially self-aware 
provides more insight into the range of available fi-
nancial choices and their trade-offs. Your comfortable 
retirement should not depend solely on employee or 
government benefits—such as steady salary increases 
or adequate funding from employer-paid pensions or 

Social Security. Creating flexible plans and regularly 
revising them is the key to building a sound financial 
future. 

Successful financial planning also brings rewards 
that include greater flexibility, an improved standard of 
living, wiser spending habits, and increased wealth. Of 
course, planning alone does not guarantee success; but 
having an effective, consistent plan can help you use 
your resources wisely. Careful financial planning in-
creases the chance your financial goals will be achieved 
and that you will have sufficient flexibility to handle 
such contingencies as illness, job loss, and even finan-
cial crises.

The goal of this book is to remove the mystery from 
the personal financial planning process and replace it 
with the tools you need to take charge of your personal 
finances. To organize this process, the text is divided into 
six parts, as follows:

 ▶ Part 1: Foundations of Financial Planning

 ▶ Part 2: Managing Basic Assets

 ▶ Part 3: Managing Credit

 ▶ Part 4: Managing Insurance Needs

 ▶ Part 5: Managing Investments

 ▶ Part 6: Retirement and Estate Planning

Each part explains a different aspect of personal finan-
cial planning, as shown in Exhibit 1.1. This organizational 

hOw wILL thIs AffEct ME?

The heart of financial planning is making sure your values line up with 

how you spend and save. That means knowing where you are financially 

and planning on how to get where you want to be in the future no matter 

what life throws at you. For example, how should your plan handle the 

projection that Social Security costs may exceed revenues by 2034? And 

what if the government decides to raise marginal tax rates to help cover the 

federal deficit? An informed financial plan should reflect such uncertainties  

and more.

This chapter describes the financial planning process and explains its context. 

Topics include how financial plans change to accommodate your current stage 

in life and the role that financial planners can play in  helping you achieve your 

objectives. After reading this chapter you will have a good perspective on how to 

organize your overall personal financial plan.

3CHAPTER 1: Understanding the Financial Planning Process
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scheme revolves around financial decision making  
that’s firmly based on an operational set of financial 
plans. We believe that sound financial planning enables 
individuals to make decisions that will yield their desired 
results.

1-1a Improving Your Standard 
of Living
With personal financial planning we learn to acquire, use, 
and control our financial resources more efficiently. It al-
lows us to gain more enjoyment from our income and thus  
to improve our standard of living—the necessities, com-
forts, and luxuries we have or desire.

Our quality of life is closely tied to our standard 
of living. Although other factors—geographic location, 
public facilities, local cost of living, pollution, traffic, and 
population density—also affect quality of life, wealth is 
commonly viewed as a key determinant. Material items 
such as a house, car, and clothing as well as money 
available for health care, education, art, music, travel, 
and entertainment all contribute to our quality of life.  
Of course, many so-called wealthy people live “plain” 
lives, choosing to save, invest, or support philanthropic 
organizations with their money rather than indulge in 
luxuries.

One trend pro-
foundly affecting our 
standard of living is 
the two-income family. 
What was relatively rare 
in the early 1970s has 
become commonplace 
today, and the incomes 
of millions of families 

have risen sharply as a result. About 75 percent of mar-
ried adults say that they and their mate share all their 
money. Two incomes not only buy more, but they also 
require greater responsibility to manage the money 
wisely.

1-1b Spending Money Wisely
Using money wisely is a major benefit of financial 
planning. Whatever your income, you can either 
spend it now or save some of it for the future. De-
termining your current and future spending pat-
terns is an important part of personal money manage-
ment. The goal, of course, is to spend your money so  
that you get the most satisfaction from each dollar.

Current Needs Your current spending level is 
based on the necessities of life and your average  
propensity to consume, which is the percentage 
of each dollar of income, on average, that is spent  
for current needs rather than  savings. A minimum 
level of spending would allow you to obtain only the  
necessities of life: food, clothing, and  shelter. Al-
though the quantity and type of food, clothing, and 
 shelter purchased may differ among individuals  
depending on their wealth, we all need these items 
to survive.

Some people with high average propensities to 
 consume earn low incomes and spend a large portion 
of it on basic necessities. On the other hand, individu-
als earning large amounts quite often have low  average 
propensities to consume, in part because the cost of ne-
cessities  represents only a small portion of their income.

Still, two people with significantly different in-
comes could have the same average propensity to 

Exhibit 1.1

Organizational Planning Model
This text emphasizes making financial decisions regarding assets, credit, insurance, investments, and retirement and estates.

Financial Actions

 Basic asset decisions 
Credit decisions 
Insurance decisions 
Investment decisions 
Retirement and estate decisions

Financial 
Plans

Financial 
Results

standard of living the necessities, 
comforts, and luxuries enjoyed or 
desired by an individual or family

average propensity to 
consume the percentage of each 
dollar of income, on average, that 
a person spends for current needs 
rather than savings

4 PART ONE:  Foundations of Financial Planning
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consume because of differences in their standard  
of living. The person making more money may be-
lieve it is  essential to buy better-quality items or more 
items and will thus, on average, spend the same per-
centage of each dollar of in-
come as the person making  
far less.

Future Needs A care-
fully developed financial 
plan should set aside a por-
tion of current income for 
future spending. Placing 
these funds in various sav-
ings and investment vehicles 
allows you to earn a return on 
your funds until you need them. For example, you may 
want to build up a retirement fund to maintain a desirable 
standard of living in your later years. Instead of  spending 
the money now, you defer actual spending until the fu-
ture when you retire. Nearly 35 percent of  Americans 
say retirement planning is their most pressing financial 
concern. Other examples of deferred spending include 
saving for a child’s education, a primary residence or va-
cation home, a major acquisition (such as a car or home 
entertainment center), or even a vacation.

The portion of current income we  commit to future  
needs depends on how much we earn and also on our  
average propensity to consume. Many affluent Americans  

say they need at least $5 million to feel rich. And more 
generally, most people say that it would take about 

twice their current net 
worth to feel wealthy. 

The more we earn and 
the less we devote to 
current spending, the 
more we can commit to 
meeting future needs. 
Regardless of income or 
wealth, some portion of 
current income should 
be set aside regularly for 
future use. Doing so cre-
ates good saving habits 
and provides for your fu-
ture needs.

1-1c Accumulating Wealth
In addition to using current income to pay for ev-
eryday living expenses, we often spend it to acquire  
assets such as cars, a home, or stocks and bonds. Our 
assets largely determine how wealthy we are. Personal 
financial planning plays a critical role in the accumula-
tion of wealth by directing our financial resources to 
the most productive areas.

One’s wealth is the net total value of all the 
items that the individual owns. Wealth consists of 
financial and tangible assets. Financial assets are 
intangible, paper assets such as savings accounts 
and securities (stocks, bonds, mutual funds, and 
so forth). They are earning assets that are held for 
their expected future returns. Tangible assets, 
in contrast, are physical assets such as real estate 
and automobiles. These assets can be held for ei-
ther consumption (e.g., your home, car, artwork, 
or jewelry) or investment purposes (e.g., a duplex  
purchased for rental income). The goal of most  
people is to accumulate as much wealth as possible 
while maintaining 
current consumption 
at a level that pro-
vides the desired 
standard of living. 
To see how you com-
pare with the typical 
American in finan-
cial terms, check  
out the statistics in 
Exhibit 1.2.

 Financial Planning Tips

Success is most likely if your goals are:
Specific: What do I want to achieve? What is 
required of me, and what are my constraints?
Measurable: How much money is needed? How 
will I know if I am succeeding?
Attainable: How can I do this? Is this consistent 
with my other financial goals?
Realistic: Am I willing and able to do this?
Timely: What is my target date? What short-term 
goals must be achieved along the way to achieve 
my longer-term goals?

Inspired by Paul J. Meyers, Attitude Is Everything, The Meyer Re-
source Group, 2003.

BE SMART In PlAnnIng YoUR FInAncIAl goAlS
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wealth the total value of all items owned 
by an individual, such as savings accounts, 
stocks, bonds, home, and automobiles

financial assets intangible assets, such 
as savings accounts and securities, that are 
acquired for some promised future return

tangible assets physical assets, such 
as real estate and  automobiles, that can be 
held for either consumption or investment 
purposes

5CHAPTER 1: Understanding the Financial Planning Process
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 1-2  thE PERsONAL fINANcIAL 
PLANNING PROcEss

LO2 Many people mistakenly assume that personal 
 financial planning is only for the wealthy. However, 
nothing could be further from the 
truth. Whether you have a lot of money 
or not enough, you need personal fi-
nancial planning. If you have enough 
money, planning can help you spend and 
invest it wisely. If your income seems 
inadequate, taking steps to plan your 
financial activities will lead to an im-
proved lifestyle. Personal financial 
planning is a systematic process that 
considers the important elements of an individual’s fi-
nancial affairs and is aimed at fulfilling his or her finan-
cial goals.

Everyone—including 
recent college graduates, 
young married couples, 
and others—needs to de-
velop a personal financial 
plan. Knowing what you 

need to accomplish financially, and how you intend to do 
it, gives you an edge over someone who merely reacts to 
financial events as they unfold. Just think of the example 
provided by the financial crisis of 2007–2008. Do you 
think that a financial plan would have helped in weather-
ing the financial storm?

1-2a Steps in the 
Financial Planning Process
The financial planning process trans-
lates personal financial goals into spe-
cific financial plans, which then help 
you implement those goals through 
financial strategies. The financial plan-
ning process involves the six steps 
shown in  Exhibit 1.3. 

You start with  financial goals, formulate and im-
plement financial plans and strategies to reach them, 
monitor and control progress toward goals through 
budgets, and use financial  statements to evaluate the 
plan and budget  results. This leads you back to rede-
fining your goals so that they better meet your current 
needs, and to revising your financial plans and strate-
gies  accordingly.

Exhibit 1.2

The Average American, Financially Speaking
This financial snapshot of the “average American” gives you an idea of where you stand in terms of income, net worth, and 
other measures. It should help you set some goals for the future.

Income and Assets

What Do We Earn? (median)

All families $52,700

What Are We Worth? (median)
All families $97,300

Home Ownership (median)
Value of primary residence $185,000

Mortgage on primary residence 111,000

How Much Savings Do We Have? (median)
Pooled investment funds (excluding money market) $114,000

Stocks 25,000

Bonds 100,000

Bank accounts/CDs 24,500

Retirement accounts 60,000

Source:  Adapted from Jesse Bricker, Lisa J. Dettling, Alice Henriques, Joanne W. Hsu, Lindsay Jacobs, Kevin B. Moore, Sarah Pack, John Sabelhaus, Jeffrey Thompson, and Richard A. Windle, “Changes in U.S. Family 
Finances from 2013 to 2016: Evidence from the Survey of Consumer Finances,” Board of Governors of the Federal Reserve System, Washington, D.C. (September 2017, vol. 103, no 3.), Data is for 2016. https://www 
.federalreserve.gov/publications/files/scf17.pdf, Tables 1–4, accessed November 2018.

personal financial 
planning a systematic process 
that  considers important elements 
of an individual’s financial affairs in 
order to fulfill financial goals

Whether you have a 
lot of money or not 
enough, you need 
personal financial 
planning.
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Yet it’s not money, 
as such, that most 
people want. Rather, 
we want the utility, 
which is the amount 
of satisfaction re-
ceived from buying 
quantities of goods 
and services of a given 
quality, that money 
makes possible. 

Let’s now look at how goal setting fits into the plan-
ning process. In Chapters 2 and 3, we’ll consider other 
information essential to creating your financial plans: 
personal financial statements, budgets, and taxes.

1-2b Defining Your Financial Goals
Financial goals are the results that an individual 
wants to  attain. Examples include buying a home, 
building a college fund, and achieving financial inde-
pendence. What  are your financial goals? Have you 
spelled them  out? It’s impossible to effectively man-
age your financial resources without financial goals. 
We need to know where we are going, in a financial 
sense, to effectively meet the major financial events 
in our lives. Your financial goals or preferences must 
be stated in monetary terms because money and 
the satisfaction it can bring are an integral part of  
financial planning.

The Role of Money About 75 percent of Americans 
believe that money is freedom. Money is the medium 
of exchange used to measure value in financial trans-
actions. It would be difficult to set specific personal 
financial goals and to measure progress toward achiev-
ing them without the standard unit of exchange pro-
vided by the dollar. Money, as we know it today, is 
the key consideration in establishing financial goals. 

Exhibit 1.3

The Six-Step Financial Planning Process
The financial planning process translates personal financial goals into specific financial plans and strategies, implements them, 
and then uses budgets and financial statements to monitor, evaluate, and revise plans and strategies as needed. This process  
typically involves the six steps shown in sequence here.

1. Define financial goals.

2.  Develop financial plans and strategies to achieve goals.

3. Implement financial plans and strategies.

4. Periodically develop and implement budgets to monitor and control progress toward goals.

5. Use financial statements to evaluate results of plans and budgets, taking corrective action as required.

6. Redefine goals and revise plans and strategies as personal circumstances change.
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financial goals results that an 
individual wants to attain, such as 
buying a home, building a college fund, 
or achieving financial independence

money the medium of exchange 
used as a measure of value in financial 
transactions

utility the amount of satisfaction 
received from purchasing certain types 
or quantities of goods and services
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People may choose one item over another be-
cause of a special feature that provides additional 
utility. For example, some people will pay more for 
a car with satellite radio than one with only an au-
dio player. The added utility may result from the 
actual usefulness of the special feature, from the 
“status” it’s expected to provide, or from both. Re-
gardless, people receive varying levels of satisfac-
tion from similar items, and their satisfaction isn’t 
necessarily directly related to the cost of the items. 
We, therefore, need to consider utility along with  
cost when evaluating alternative qualities of life, 
spending patterns, and forms of wealth accumulation.

The Psychology of Money Money and its utility are not 
only economic concepts; they’re also closely linked to the 
psychological concepts of values, emotion, and personal-
ity. Your personal value system—the important ideals and  
beliefs that guide your life—will also shape your attitude 
toward money and wealth accumulation. If you place a 
high value on family life, you may choose a career that  
offers regular hours and less stress or choose an employer 
who offers flextime rather than a higher-paying position 
that requires travel and lots of overtime. 

You may have plenty of money but choose to live 
frugally and do things yourself rather than hire someone 
to do them for you. Or you may spend a high proportion 
of your current income on acquiring luxuries. Financial 
goals and decisions should be consistent with your per-
sonal values. You can formulate financial plans that pro-
vide the greatest personal satisfaction and quality of life 
by identifying your values.

Money is an important motivator of personal be-
havior because it has a strong effect on self-image. 
Each person’s unique personality and emotional 
makeup determine the importance and role of money 
in his or her life. You should become aware of your 
own attitudes toward money because they are the ba-
sis of your “money personality” and money manage-
ment style. 

Some questions to ask yourself include: How im-
portant is money to me? Why? What types of spending 

Are you aware of your financial behavior, its causes, 
and its consequences? For example, are you routinely 
 relying too heavily on your credit card? Are you saving 
enough to buy a new car or to fund your retirement? 
And the bottom line: Are you continuing the same  
financial behavior you have in the past and yet expect-
ing different results?
 The first decisive step in taking control of your life is 
to be aware of what you’re thinking, feeling, and doing. 
Be financially self-aware: observe your own thoughts, 
feelings, and behavior concerning your finances. Take 
notes on things that affect how you feel, and what you 
do about financial decisions. Watch yourself, and be 
honest about your feelings concerning money and your 
future.

 Then ask yourself two critically important questions:
● Have I clearly stated the financial goals that are 

important to me and, if so, what am I doing today 
to make sure I achieve them? The heart of  financial 
planning is determining where you are today and 
where you want to be in the future. This implies the 
need for a financial plan: limited resources  sometimes 
bring painful trade-offs.

● Is the way I spend money consistent with what I 
believe? Effective financial planning takes the time 
to develop a plan that lines up your values and your 
use of money.

Source: Adapted from Carl Richards, “Practicing Radical Self-Awareness,” 
Behaviorgap.com, https://us2.campaign-archive.com/?u=23ce2ac179e81
58f7583c4e3f&id=86f42577bc&e=b50e826a9e, accessed November 2018.

Practicing Financial Self-Awareness

bEhAvIOR MAttERs

    Go to Smart Sites
Is getting the lowest price important to you? Where can 
you search for the best prices? MindTap includes “Smart 
Sites,” a list of resources and sites that offer additional 
information on topics in the PFIN text.

8 PART ONE:  Foundations of Financial Planning

33609_ch01_ptg01.indd   8 20/12/18   10:31 PM



give me satisfaction? Am I a 
risk taker? Do I need large fi-
nancial reserves to feel secure? 
Knowing the answers to these 
questions is a prerequisite for 
developing realistic and effec-
tive financial goals and plans. 
Trade-offs between current 
and future benefits are strong-
ly affected by values, emotions, 
and personality. Effective fi-
nancial plans are both eco-
nomically and psychologically 
sound. They must not only con-
sider your wants, needs, and  
financial resources but must 
also realistically reflect your 
personality and emotional re-
actions to money.

1-2c Money and Relationships
The average couple spends between 250 and 700 hours 
planning their wedding. While most couples spend  
less than $10,000 on the big day, the average cost has 
risen to over $33,000, depending on where they live. But 
with all the hoopla surrounding the wedding day, many 
couples overlook one of the most important aspects of 
marriage: financial compatibility. Money can be one of 
the most emotional issues in any relationship, including 
that with a partner, parents, or children. Most people are 
uncomfortable talking about money matters and avoid 
such discussions, even with their partners. However,  
differing opinions on how to spend money may threaten 
the stability of a marriage or cause arguments between 
parents and children. Learning to communicate with 
your partner about money is a critical step in developing 
effective financial plans.

The best way to resolve money disputes is to be 
aware of your partner’s financial style, consistently 
communicate openly, and be willing to compromise. 
It’s highly unlikely that you can change your partner’s 
style, but you can work out your differences. Financial 
planning is an especially important part of the con-
flict resolution process. You need to work together to  
develop your financial goals.

1-2d Types of Financial Goals
Financial goals cover a wide range of financial aspira-
tions: controlling living expenses, meeting retirement 
needs, setting up a savings and investment program, and 
minimizing your taxes. Other important financial goals 

include having enough money to live as well as possible, 
being financially independent, sending children to col-
lege, and providing for retirement.

Financial goals should be defined as specifically 
as possible. Saying that you want to save money next 
year is not a specific goal. How much do you want 
to save, and for what purpose? A goal such as “save 
10 percent of my take-home pay each month to start 
an investment program” states clearly what you want 
to do and why.

Because they are the basis of your financial plans, 
your goals should be realistic and attainable. If you set 
a savings goal too high—for example, 25 percent of 
your take-home pay when your basic living expenses 
already account for 85 percent of it—then your goal 
is unattainable and there’s no way to meet it. But if 
savings goals are set too low, you may not accumulate 
enough for a meaningful investment program. If your 
goals are unrealistic, they’ll put the integrity of your 
 financial plan at risk and be a source of ongoing finan-
cial frustration.

It’s important to involve your immediate family  
in the goal-setting process. When family members 
“buy into” the goals, it reduces the likelihood of  
future conflicts and improves the family’s chances  
for financial success. After defining and approving 
your goals, you can prepare appropriate cash budgets. 
Finally, you should assign priorities and a time frame 
to financial goals. Are they short-term goals for the 
next year, or are they intermediate or long-term goals 
that will not be achieved for many more years? For 
example, saving for a vacation might be a medium-
priority, short-term goal, whereas buying a larger 
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home may be a high-priority, intermediate goal and 
purchasing a vacation home a low-priority, long-term 
goal. Normally, long-term financial goals are set first, 
followed by a series of corresponding short-term and 
intermediate goals.

1-2e Putting Target Dates 
on Financial Goals
Financial goals are most effective when they are set 
with goal dates. Goal dates are target points in the  
future when you expect to have achieved or completed 

certain financial objec-
tives. They may serve  
as progress checkpoints 
toward some longer-term 
financial goals and/or as 
deadlines for others. 

Long-Term Goals Long-term financial goals should 
indicate wants and desires for a period covering 
about 6 years out to the next 30 or 40 years. Although  
it’s difficult to pinpoint exactly what you will want  
30 years from now, it’s useful to establish some ten-
tative long-term financial goals. However, you should 
recognize that long-term goals will change over time 
and that you’ll need to revise them accordingly. If the 

BUSTIng coMMon FInAncIAl PlAnnER MYTHS

● Myth 1: My finances aren’t complicated—I can do 
this on my own. While most people can likely pay 
down credit cards, set up an IRA, and do some basic  
investing, professionals can handle the nuances of 
financial planning better. Your finances may well be 
more complicated than you realize. For example, 
many parents with young kids realize they need to 
buy life insurance. But they often overlook disability  
insurance, which covers some lost income if one 
or both parents are unable to work. Professionals  
are more likely to keep the big picture in mind and 
second opinions can be helpful.   

● Myth 2: Only the rich need financial planners.  
Financial planning is needed by all who want to set 
money goals and design a plan to achieve those 
goals. Many people wrongly assume that a good 
financial planner will charge more than they can 
afford. In fact, there are planners who work with 
younger people and price-sensitive families under 
fixed-fee or hourly arrangements.

● Myth 3: Financial planners provide only invest-
ing advice. While investing advice is important, 
many planners can provide good advice on broad 
areas that include insurance, estate and retirement 
planning, and budgeting.  

● Myth 4: Once I’ve hired a financial planner, I’m 
good to go for life. A good planner will help you get 
your finances organized and help you monitor them. 
But you do the heavy-lifting of contributing more to 
your 401(k) plan, changing your withholding taxes 
when needed, and deciding whom to name as insur-
ance and investment account beneficiaries. A good 
financial planner listens to the client over the entire 
financial life cycle and provides accountability. 

● Myth 5: Credentials don’t matter much. Not true. 
You want a planner who has passed rigorous certifi-
cation exams that require him or her to apply finan-
cial skills to practical situations. For example, holders 
of the Certified Financial Planner (CFP®) designation 
pass comprehensive exams on investment manage-
ment, insurance, tax planning, employee benefits, 
and retirement and estate planners. And holders of 
the Chartered Financial Analyst (CFA®) designation 
have passed three levels of exams on comprehensive 
investment management. Looking over a group of 
well-trained planners and investment advisors for the 
best personal fit is the way to go.

Source: Adapted from Sheryl Nance-Nash, “6 Common Myths About 
Financial Planning – Busted,” LearnVest, https://www.learnvest.com/2014/10 
/common-myths-about-financial-planning, accessed November 2018.

Financial Planning Tips

goal dates target dates in 
the future when certain financial 
objectives are expected to be 
completed

EXAMPLE: Target Dates for Financial Goals  
Harry and Olivia Williams are both 28 and have been 
married for one year. They have set financial goals of 
buying a boat for $3,000 in 2020, accumulate a net 
worth of $20,000 by 2024, and accumulate a net worth 
of $50,000 by 2032.
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goals seem too ambitious, you’ll want to make them 
more realistic. If they’re too conservative, you’ll want 
to adjust them to a level that encourages you to make 
financially responsible decisions rather than squander 
surplus funds.

Short-Term and Intermediate Goals Short-term 
financial goals are set each year and cover a 12-month 
period. They include making substantial, regular con-
tributions to savings or investments in order to ac-
cumulate your desired net worth. Intermediate goals 
bridge the gap between short- and long-term goals. 
And of course, both intermediate and short-term goals 
should be consistent with your long-term goals. 

Short-term goals become the key input for the cash 
budget, a tool used to plan for short-term income and 
expenses. To define your short-term goals, consider your 
immediate goals, expected income for the year, and long-
term goals. Short-term planning should also include es-
tablishing an emergency fund with at least six months’ 
worth of income. This special savings account serves as a 
safety reserve in case of financial emergencies such as a 
temporary loss of income.

Taylors were married in 2016, own a condominium 
in a Midwestern suburb, and have no children. Be-
cause Jack and Lily are 28 and 26 years old, respec-
tively, they have set their longest-term financial goal 
33 years from now, when they want to retire. Jack has 
just completed his fifth year as a marketing repre-
sentative for a large pharmaceutical company. Lily, a 
former elementary school teacher, finished her MBA 
in May 2018 and began working at a local advertising 
agency. Jack and Lily love to travel and ski. They plan 
to start a family in a few years, but for now they want 
to develop some degree of financial stability and in-
dependence. Their short-term goals include purchas-
ing assets (clothes, furniture, and car), reducing debt, 
reviewing insurance, increasing savings, and planning 
for retirement.

 1-3  fROM GOALs tO PLANs: 
A LIfEtIME Of PLANNING

LO3 How will you achieve the financial goals you set 
for yourself? The answer, of course, lies in the financial 
plans you establish. Financial plans provide the road map 
for achieving your financial goals. The  six-step financial 
planning process (introduced in Exhibit 1.3) results in 
separate yet interrelated components covering all the 
important financial elements in your life. 

Some elements deal with the more immediate as-
pects of money management, such as preparing a budget 
to help manage spending. Others focus on acquiring ma-
jor assets, controlling borrowing, reducing financial risk, 
providing for emergency funds and future wealth accu-
mulation, taking advantage of and managing employer-

DO IT NOW: Start a List of Your Financial 
Goals Yogi Berra summed it upwell: “If you don’t 
know where you’re going, you might not get there.” 
And so it is with your financial goals. Pick up some pa-
per now and start a list of your financial goals. Maybe 
it’s as simple as saving $25 by the end of the month or 
as lofty as saving $200,000 for retirement by the time 
you’re 50. You’ll never achieve your goals if you don’t 
know what they are, much less know whether they’re 
realistic. Go ahead and dream. List your goals (short-
term, intermediate, and long-term) and start laying 
out how you’ll get there. You can do it now.

Unless you attain your short-term goals, you proba-
bly won’t achieve your intermediate or long-term goals. 
It’s tempting to let the desire to spend now take prior-
ity over the need to save for the future. But by making 
some short-term sacrifices now, you’re more likely to 
have a comfortable future. Worksheet 1.1 is a conve-
nient way to summarize your personal financial goals. It 
groups them by time frame (short term, intermediate, 
or long term) and lists a priority for each goal (high, 
medium, or low), a target date to reach the goal, and an 
estimated cost.

We have filled out the form showing the goals 
that Jack and Lily Taylor set in December 2019. The 
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Set financial goals carefully and realistically, because they form the basis for your 
 personal financial plans. Each goal should be clearly defined and have a priority, time 
frame, and cost estimate.

wORkshEEt 1.1  SUmmary oF PerSonal FInancIal GoalS

sponsored benefits, deferring and  minimizing taxes, pro-
viding for financial security when you stop working, and 
ensuring an orderly and cost-effective transfer of assets 
to your heirs.

In addition to discussing your financial goals and  
attitudes toward money with your partner, you must  
allocate responsibility for money management tasks and 

decisions. Many couples make major decisions jointly 
and divide routine financial decision making on the  
basis of expertise and interest. Others believe it is  
important for their entire family to work together as a 
team to manage the family finances. They hold family 
financial meetings once every few months to help their 
children understand how the household money is spent.

Personal Financial Goals

Short-Term Goals (1 year or less)

Name(s)

Goal Priority Target Date Cost Estimate

Priority Target Date Cost Estimate

Priority Target Date Cost Estimate

Intermediate Goals (2 to 5 years)

Goal

Long-Term Goals (6 1 years)

Goal

DateJack and Lily Taylor December 27, 2020

Buy new work clothes for Jack Medium June 2021 750

Start family High 2022 -

Trade Focus and buy larger car High 2023 10,500

Buy new bedroom furniture Low 2025 4,000

Take 2-week European Vacation Medium 2022–23 5,000

Review insurance needs High 2023 -

Accumulate $100,000 net worth High 2025 -

Begin college fund for children High 2026 ? /year
Diversify/increase investment portfolio High 2027 Varies

Buy larger home High 2030 250,000

Retire from jobs High 2058 ?

Increase college fund contributions High 2028 -

2021Replace stereo speakers Low Sept. 1,100

Take Utah ski trip Medium Mar. 2021 1,800
Buy career clothes for Lily High May 2021 1,200

Buy new tires and brakes for Honda High Feb. 2021 500$

Repay all loans except mortgage High 2023 7,500$

$

Take Hawaiian vacation Low 2028 10,000$
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1-3a The Life Cycle 
of Financial Plans
Financial planning is a dynamic 
process. As you move through differ-
ent stages of your life, your needs 
and goals will change. Yet certain fi-
nancial goals are important regard-
less of age. Having extra resources to 
fall back on in an economic downturn 
or period of  unemployment should 
be a priority whether you are 25, 45, 
or 65. Some changes—a new job, 
marriage, children, moving to a 
new area—may be part of your 
 original plan.

More often than not, you’ll face 
unexpected “ financial shocks” during 
your life: loss of a job, a car accident, 
divorce or death of a spouse, a long  
illness, or the need to support adult chil-
dren or aging parents. With careful planning, you can get 
through tough times and prosper in good times. You need 
to plan ahead and take steps to weather life’s financial storms  
successfully. For example, setting up an emergency fund 
or reducing monthly expenses will help protect you and 
your family financially if a setback occurs.

As we move from childhood to retirement age, we 
go through different life stages. Exhibit  1.4 illustrates  
the various components of a typical personal financial 
planning life cycle as they relate to these different life 
stages. While the exhibit shows more detail, the life cycle 
involves three general stages: (1) wealth accumulation, 
(2) wealth preservation, and (3) wealth transfer. It shows 
that the young tend to borrow, the middle-aged tend 
to save the most, and when we get older we run down 
our savings to fund retirement. This exhibit presents the  
organizing framework of the entire financial planning 
process. We will refer to it throughout the book—and we 
suggest you do so for the rest of your life. 

As we pass from one stage of maturation to the 
next, our patterns of income, home ownership, and 
debt also change. From early child-
hood, when we rely on our parents for 
support, to early adulthood, when we 
hold our first jobs and start our fami-
lies, we can see a noticeable change 
in income patterns. For example, 
those in the pre-retirement 45–64 age  
group tend to have higher income 
than those younger than age 45. Thus, 
as our emphasis in life changes, so do 

the kinds of financial plans we 
need to pursue.

New career strategies—
planned and unplanned job 

changes—may require that financial 
plans be revised. Many young people 
focus on their careers and building a 
financial base before marrying and 

 having children. The families of wom-
en who interrupt their careers to stay 
home with their children, whether 
for six months or six years, will ex-
perience periods of reduced in-
come. A divorce, a spouse’s death, 
or remarriage can also drastically 

change your financial circumstances. 
Many people in their 30s, 40s,  
and 50s find themselves in the 
“sandwich generation”: supporting 
their elderly parents while still rais-

ing their own children and paying for 
college. And some people must cope with reduced income 
due to jobs lost because of corporate downsizing or early 
retirement.

1-3b Plans to Achieve 
Your Financial Goals
Financial goals can range from short-term goals, such 
as saving for a car, to long-term goals, such as sav-
ing enough to start your own business. Reaching your 
particular goals requires different types of financial 
planning.

Asset Acquisition Planning One of the first cat-
egories of financial planning we typically encounter 
is asset acquisition. We accumulate assets—things we 
own—throughout our lives. These include liquid as-
sets (cash, savings accounts, and money market funds) 
used to pay everyday expenses, investments (stocks, 
bonds, and mutual funds) acquired to earn a return 
on our money, personal property (movable property 

such as automobiles, household fur-
nishings, appliances, clothing, jewelry, 
home electronics, and similar items), 
and real property (immovable prop-
erty; land and anything fixed to it, such 
as a house). Chapters 4 and 5 focus on 
important considerations for manag-
ing  liquid assets and other major assets 
such as automobiles and housing.
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Liability and Insurance Planning Another category 
of financial planning is liability planning. A liability is 
something we owe, which is measured by the amount 
of debt we incur. We create liabilities by borrowing 
money. By the time most of us graduate from college, 
we have debts of some sort or another—examples in-
clude education loans, car loans, credit card balances, 
and so on. Our borrowing needs typically increase as 
we acquire assets like a home, furnishings, and appli-
ances. Whatever the source of credit, such transactions 
have one thing in common: the debt must be repaid  
at some future time. How we manage our debt burden  
is just as important as how we manage our assets. 
Managing credit effectively requires careful planning, 
which is covered in Chapters 6 and 7.

Obtaining adequate insurance coverage is also  
essential. Like borrowing money, obtaining insurance is 
often introduced relatively early in our life cycle (usually 
early in the family formation stage). Insurance is a way 
to reduce financial risk and protect both income (life, 
health, and disability insurance) and assets (property 
and liability insurance). Most consumers regard insur-
ance as absolutely essential—and for good reason. One  
serious illness or accident can wipe out everything 

you have accumulated over many years of hard work.  
But having more insurance than necessary can be  
costly too. We’ll examine how to manage your insurance 
needs in Chapters 8, 9, and 10.

Savings and Investment Planning As your income 
begins to increase, so does the importance of saving and 
investment planning. Initially, people save to establish 
an emergency fund for meeting unexpected expenses. 

Exhibit 1.4

The Personal Financial Planning Life Cycle
As you move through life and your income and living cost patterns change, you’ll typically have to pursue a variety of financial plans. 
For instance, after graduating from college, your focus likely will be on buying a car and a house, and you’ll be concerned about 
health and automobile insurance to protect against loss.
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Eventually, however, they devote greater attention to 
investing excess income as a means of accumulating 
wealth, either for major expenditures, such as a child’s 
college education, or for retirement. Individuals build 
wealth through savings and subsequently making various 
investments: common or preferred stocks, government 
or corporate bonds, mutual funds, real 
estate, and so on. The higher the returns 
on the investment of excess funds, 
the greater the wealth they  
accumulate.

Exhibit 1.5 shows the im-
pact of two different rates 
of return on accumulated 
wealth. The graph shows 
that if you had $1,000 today 
and could keep it invested at 
4  percent, then you would ac-
cumulate a considerable sum 
of money over time. For exam-
ple, at the end of 40 years, you’d have 
$4,801 from your original $1,000. Earn-
ing a higher rate of return provides even greater 
rewards. Some might assume that earning, say, only  
2 percentage points more (e.g., 6 percent rather than 

4 percent) would not matter much. But it certainly 
would! Observe that if you could earn 6 percent over the  
40 years, then you’d accumulate $10,286, which is  
more than twice as much as you’d accumulate at 
4 percent. This powerful observation is important  

to keep in mind when comparing competing  
investment and savings  alternatives. 

As we’ll explore in Part 5 on 
managing investments, seemingly 
small differences in various in-
vestment management fees can 

also translate into significant 
differences in net invest-
ment returns over long pe-
riods of time. The length of 

time you keep your money 
invested is just as important as 

the rate of return you earn on your 
investments. You can accumulate 
more than twice as much capi-

tal by investing for 40 rather than  
30 years with either rate of return  

(4 percent or 6 percent). This is the magic of compound 
interest, which explains why it’s so important to create 
strong savings and investment habits early in life. We’ll 
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Exhibit 1.5

How a $1,000 Investment Grows over Time
Four or 6 percent: How big a deal is a 2-percent difference? The deal is more than twice the money over a 40-year period! 
Through the power of compound interest, a higher return means dramatically more money as time goes on.
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examine compounding more fully in  Chapter 2, savings in  
Chapter 4, and investments in Chapters 11,12, and 13.

Employee Benefit Planning Your employer may of-
fer a wide variety of employee benefit plans, especially 
if you work for a large firm. These could include life, 
health, and disability insurance; tuition reimbursement 
programs for continuing education; pension, profit-
sharing, and 401(k) retirement plans; flexible spending  
accounts for child care and health care expenses; sick 
leave, personal time, and vacation days; and other  
miscellaneous benefits such as employee discounts and 
subsidized cafeterias or parking.

Managing your employee benefit plans and coor-
dinating them with your other plans is an important 
part of the overall financial planning process. Espe-
cially in today’s volatile labor market, you can no longer 
assume that you’ll be working at the same company for 
many years. If you change jobs, your new company 
may not offer the same benefits. So your personal fi-
nancial plans should include contingency plans to re-
place employer-provided benefits as required. We’ll 
discuss employee benefits in greater detail in this 
chapter under Special Planning Concerns and in Chap-
ters 2 (planning); 3  (taxes); 8, 9, and 10 (insurance); 
and 14 (retirement).

Tax Planning Despite all the talk about tax reform, our 
tax code remains highly complex. Income can be taxed 
as active (ordinary), portfolio (investment), passive, tax-
free, or tax-deferred. Then there are tax shelters, which 
use various aspects of the tax code (such as depreciation 
expenses) to legitimately reduce an investor’s tax  liability. 
Tax planning considers all these factors and more. It in-
volves looking at your current and projected earnings 
and then developing strategies that will defer and mini-
mize taxes. Tax plans are closely tied to investment plans 
and will often specify certain investment strategies. Al-
though tax planning is most common among individuals 
with high incomes, people with lower incomes can also 
obtain sizable savings. We’ll examine taxes and tax plan-
ning in Chapter 3.

Retirement and Estate Planning While you’re still  
working, you should be managing your finances to  
attain those goals you feel are important after you retire.  
These might include maintaining your standard of  
living, extensive travel, visiting children, frequent din-
ing at better restaurants, and perhaps a vacation home 
or boat. Retirement planning should begin long before 
you retire. 

Most people don’t start thinking about retirement 
until well into their 40s or 50s. This is unfortunate, be-

cause it usually results in a substantially reduced level 
of retirement income. The sooner you start, the bet-
ter off you’ll be. Take, for instance, the traditional IRA 
(individual retirement account), whereby certain wage 
earners were allowed to invest up to $6,500 per year in 
2018. We’ll look at IRAs and other aspects of retirement  
planning in Chapter 14.

EXAMPLE: The Sooner You Start an IRA, the 
Better  If you start investing for retirement at age 40, 
put only $2,000 a year in an IRA earning 5 percent for 
25 years, you will have $95,454 at age 65. However, if 
you start the same retirement plan 10 years earlier at 
age 30, you’ll have $180,641 at age 65!

Accumulating assets to enjoy in retirement is only 
part of the long-term financial planning process. As peo-
ple grow older, they must also consider how they can 
most effectively pass their wealth on to their heirs, an ac-
tivity known as estate planning. We’ll examine this com-
plex subject—which includes such topics as wills, trusts, 
and the effects of gift and estate taxes—in Chapter 15.

1-3c Special Planning Concerns
Students may not think that they need to spend much 
time on financial planning—not yet, anyway. However, 
the sooner you start, the better prepared you’ll be to 
adapt your plans to changing personal circumstances. 
Such changes include changing or losing a job, relo-
cating to a new state, getting married, having children, 
being in a serious accident, getting a chronic illness, 
losing a spouse through divorce or death, retiring, or 
taking responsibility for dependent parents. These and 
other stressful events are “financial shocks” that require  
reevaluation of your financial goals and plans.

    Go to Smart Sites
Would you like to know about free educational programs 
and tutorials on financial planning? The Federal Reserve 
Bank of Chicago has put together a number of resources 
for self-help on many topics.

Managing Two Incomes Did you know that the 
earnings of the average dual-income family will add up 
to more than $1 million over the wage earners’ lives?  
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Today, two-income couples account for the majority 
of U.S. households, and many depend on the second 
income to make ends meet. Often, however, a second 
income doesn’t add as much as expected to the bottom 
line. Higher expenses such as child care, taxes, clothing, 
dry cleaning, transportation, and lunches may consume 
a large part of the second paycheck. And two-income 
families tend to spend what they earn rather than  
save it. 

Spouses should decide together how to allocate 
income to household expenses, family financial goals, 
and personal spending goals. Will you use a second 
income to meet basic expenses, afford a more luxuri-
ous lifestyle, save for a special vacation, or invest in 
retirement accounts? Some couples place all income 
into a single, joint account. Others each contribute 
equal amounts into a joint account to pay bills but re-
tain individual discretion over remaining income. Still 
others contribute a proportional share to finance joint 
expenses and goals. In any case, both spouses should 
have money of their own to spend without account-
ability. For examples of managing two incomes, see 
the worksheets in Chapter 2.

Managing Employee Benefits If you hold a full-time 
job, then your employer probably provides various em-
ployee benefits, ranging from health and life insurance 
to pension plans. These valuable benefits can have a ma-
jor financial impact on family income. Most American 
families depend solely on employer-sponsored group 
plans for their health insurance coverage and also for a 
big piece of their life insurance coverage and retirement 
needs.

Today’s employee benefits packages cover a full 
spectrum that may include:

▶ Health and life insurance

▶ Disability insurance

▶ Long-term care insurance

▶ Pension and profit-sharing plans

▶ Supplemental retirement programs such as 401(k) plans

▶ Dental and vision care

▶ Child care, elder care, and educational assistance 
programs

▶ Subsidized employee food services

Some companies and industries are known for 
generous benefit plans; others offer far less attractive 
packages. In general, large firms can afford more ben-
efits than small ones can. Because employee benefits 
can increase your total compensation by 30 percent 
or more, you should thoroughly investigate your em-

ployee benefits to choose those appropriate for your 
personal situation. Be sure to coordinate your benefits 
with your partner’s to avoid paying for duplicate cov-
erage. Companies change their benefit packages and 
many are shifting more costs to employees. Although 
an employer may pay for some benefits in full, typi-
cally employees pay for part of the cost of group health 
insurance, supplemental life insurance, long-term care 
insurance, and participation in voluntary retirement 
programs.

Due to the prevalence of two-income families and 
an increasingly diverse workforce, many employers are 
replacing traditional programs, where the company sets 
the type and amount of benefits, with flexible-benefit 
(cafeteria) plans. In flexible-benefit programs, the em-
ployer allocates a certain amount of money to each em-
ployee and then lets the employee “spend” that money 
for benefits that suit his or her age, marital status, num-
ber of dependent children, level of income, and so on. 
These plans usually cover everything from child care to 
retirement benefits, offer several levels of health and 
life insurance coverage, and have some limits on the 
minimum and maximum amounts of coverage. Within 
these constraints, you can select the benefits that do 
you the most good. In some plans, you can even take 
part of the benefits in the form of more take-home pay 
or extra vacation time!

Managing Your Finances in Tough Economic  
Times Tough economic times can be due to broad mac-
roeconomic trends 
like a recession, or 
they can be brought 
on by more personal, 
local developments. 
The effects of reces-
sions and financial 
crises divide people 
into three groups: (1) 
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plans the employer allocates a certain 
amount of money to each employee 
and then lets the employee “spend” 
that money on the benefits that suit 
his or her age, marital status, number 
of dependent children, and level of 
income
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those who are directly and severely hurt through job loss, 
(2) those who are marginally hurt by reduced income, and 
(3) those who are not directly hurt. If you are in either of 
the first two groups, then you must make significant life-
style changes to reduce spending. Even if you are in the 
last group, a recession affects you indirectly. For example, 
retirement accounts typically drop in value, and financial 
plans must be revised. And everyone’s expectations are at 
least temporarily affected, which causes most people to be 
more cautious about their expenditures during a recession 
or crisis.

The financial crisis of 2007 and 2008, and the 
subsequent long period of high employment, was a 
macroeconomic challenge of historic, global propor-
tions. It drives home the benefits of having a sound 
financial plan—and dramatized the cost of not hav-
ing one. The precipitous decline in stock and home 
prices, and the number of people laid off from their 
jobs, made everyone think a lot more about financial 
planning in general and how to survive a financial  
crisis in particular. Although we all hope such broad 
crises will be rare, it is important to plan for a possible 
recurrence. All of the financial planning principles  

explained in this book remained valid during the global  
financial crisis of 2007–2008 and should continue to 
serve us well in any future similar situations. 

So how do you best plan to survive a broad-based 
financial crisis? First, you remind yourself of the key 
principles of financial planning presented in this book:

▶ Spend less than you earn.

▶ Keep investing so your money continues to work 
toward your goals.

▶ Know where you are and plan for the unexpected. 
You cannot know where you are financially unless 
you carefully—and frequently—update your  family’s 
budget. And it is important to set aside money for 
an emergency fund. As discussed earlier in this 
chapter, you should set aside enough cash to last  
six months.

Second, don’t panic when financial markets crash! 
This means that you shouldn’t try to time the mar-
ket by  buying when the experts say it’s at a low or by 
 selling when they say it’s at a high. Continue to invest 
for the long term but keep in mind how close you are  
to achieving your financial objectives. For example, 

PlAnnIng FoR IMPoRTAnT lIFE EvEnTS 

Just like you, financial plans go through stages and 
must adapt to changes over your lifetime. Here are 
some of the critical life events that may make you re-
consider and possibly revise an existing financial plan.

 ● Marriage. Finances must be merged, and there may 
be a need for life insurance.

 ● Children. It’s time to start a college saving plan and 
revise your budget accordingly. A will is needed that 
makes provisions for guardianship if both parents 
die while the children are minors.

 ● Divorce. Financial plans based on two incomes are 
no longer applicable. Revised plans must reflect any 
property settlements, alimony, and/or child support.

 ● Moving into middle age. Although having started 
a savings and investing plan early in life should be 
paying off, the number of working years is declining, 
along with future earning ability. The shorter time 
horizon implies that you may want to take less risk 
by keeping less money in the stock market. While 

the greater safety is appealing, the reduced expect-
ed returns are also sobering. In addition, this could 
be the time to consider long-term care insurance for 
possible use in retirement.

 ● Death of a parent. The estate must be settled, and help 
may be needed in managing a possible inheritance.

 ● Retirement. Hopefully, your financial plan provided 
the amount needed to fund retirement fully. During 
retirement, you will try to preserve your capital and 
will rely on the income generated by your invest-
ments to fund your living expenses. Investment risk 
should be reduced greatly and  inflation risk must be 
managed. Money will be withdrawn from tax-deferred 
retirement accounts and taxes will be due. The risk of 
increases in future tax rates can be managed, in part, 
with Roth IRAs, which are retirement accounts where 
your original contributions are not tax-deductible but 
your earnings on the account are not taxed. Estate 
planning and long-term care issues should also be  
addressed.

Financial Planning Tips

18 PART ONE:  Foundations of Financial Planning

33609_ch01_ptg01.indd   18 20/12/18   10:31 PM



if you pull all of your money out of the stock market 
when it has fallen, you will not be positioned to take 
advantage of its eventual recovery. Recessions and  
financial  crises can be challenging. A financial plan 
that considers such contingencies will help you weath-
er the storm. Part 5 of the book focuses on investment 
management.

meet. Here we look at two important aspects of the plan-
ning environment: the major financial planning players and 
the economy.

1-4a The Players
The financial planning environment contains various in-
terrelated groups of players, each attempting to fulfill 
certain goals. Although their objectives are not necessar-
ily incompatible, they do impose some constraints on one 
another. There are three vital groups: government, busi-
ness, and consumers. Exhibit 1.6 shows the relationships 
among these groups.

Government Federal, state, and local governments 
provide us with many essential public goods and  
services, such as police and fire protection, nation-
al defense, highways, public education, and health  
care. The federal government plays a major role in 
regulating economic activity. Government is also a 
customer of business and an employer of consumers, 
so it’s a source of revenue for business and of wages 
for consumers. The two major constraints from the 
perspective of personal financial planning are taxation 
and regulation.

Business As Exhibit 1.6 shows, business provides con-
sumers with goods and services and in return receives 
payment in the form of money. Firms must hire la-
bor and use land and financial capital (economists call 
these factors of production) to produce those goods 
and services. In return, firms pay out wages, rents, in-
terest, and profits to the various factors of production. 

DO IT NOW: Start Building an Emergency 
Fund What would happen if you lost your job, got 
hurt, or had an unexpected big expense? Even if 
you’re not making much money now, you could start 
building an emergency fund by putting aside even 
$10 a month. As this chapter points out, your goal is to 
eventually set aside enough to last at least 6 months. 
Considering the risk of not doing so, you can do it 
now.

1-3d Using Professional 
Financial Planners
Most financial planners fall into one of two categories 
based on how they are paid: by commissions or by 
fees. Commission-based planners earn commissions 
on the financial products they sell, whereas fee-only 
planners charge fees based on the complexity of the 
plan they prepare. Many financial planners take a  
hybrid approach and charge fees and collect commis-
sions on products they sell, offering lower fees if you 
make product transactions through them.

 1-4 thE PLANNING ENvIRONMENt
LO4 Financial planning takes place in a dynamic 
economic environment created by the actions of gov-
ernment, business, and consumers. Your purchase, 
saving, investment, and retirement plans and deci-
sions are influenced by both the present and future 
states of the economy. Understanding the economic 
environment will allow you to make better financial 
decisions.

Consider that a strong economy can lead to high re-
turns in the stock market, which in turn can positively 
affect your investment and retirement programs. The 
economy also affects the interest rates you pay on your 
mortgage and credit cards as well as those you earn on sav-
ings accounts and bonds. Periods of high inflation can lead 
to rapid price increases that make it difficult to make ends A
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Thus, businesses are an important part of the circular 
flow of income that sustains our free-enterprise sys-
tem. In general, they create a competitive environment 
in which consumers may select from an array of goods  
and services. All businesses are limited in some way by 
federal, state, and local laws.

Consumers The consumer is the central player in 
the financial planning environment. Consumer choices 
ultimately determine the kinds of goods and services 
that businesses will provide. The consumer’s choice of 
whether to spend or save also has a direct impact on 
present and future circular flows of money. Cutbacks in 
consumer spending are usually associated with a decline 
in economic activity, whereas increases in consumer 
spending help the economy to recover.

1-4b The Economy
Our economy is influenced by interactions among 
government, business, and consumers as well as by 

world economic conditions. Through specific policy 
decisions, the government’s goal is to manage the 
economy to provide economic stability and a high 
level of employment. Government decisions have a 
major impact on the economic and financial planning 
environment. 

The federal government’s monetary  policy—  
programs for controlling the amount of money in cir-
culation (the money supply)—is used to stimulate or 
moderate economic growth. For example, increases 
in the money supply tend to lower interest rates.  
This typically leads to a higher level of consumer 
and business borrowing and spending that increases 
overall economic activity. The reverse is also true. 
Reducing the money supply raises interest rates, 
which reduces consumer and business borrowing  
and spending and thus slows economic activity.  
The historically low interest rates in the wake of the  
financial crisis of 2007–2008 and beyond reflect  
the efforts of the Federal Reserve (Fed) to bolster  
the sagging economy and decrease unemployment.

Money payments of wages, 
rents, interest, profit

Land, labor, and financial capital

Public goods and services,
regulations, and revenues

Private goods 
and services

Business Government

Goods and services

Money payments for goods and services

Consumers

Taxes Taxes

Public goods and services, 
regulations, and wages

Exhibit 1.6

The Financial Planning Environment
Government, business, and consumers are the major players in our economic system. They interact with one another to  
produce the environment in which we carry out our financial plans.
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The government’s other principal tool for man-
aging the economy is fiscal policy—its programs of 
spending and taxation. Increased spending for social 
services, education, defense, and other programs 
stimulates the economy, whereas decreased spending 
slows economic activity. Increasing taxes, on the other 
hand, gives businesses and individuals less to spend 
and, as a result, negatively affects economic activity. 
Conversely, decreasing taxes stimulate the economy. 
The importance of fiscal policy is illustrated by the 
government’s massive spending to stimulate the U.S. 
economy in 2008 as a way to address the greatest 
financial crisis since the Great Depression of the 
1930s in the United States.

Economic Cycles Although the government uses mon-
etary and fiscal policy to manage the economy and pro-
vide economic stability, the level of economic activity 
changes constantly. The upward and downward move-
ment creates economic cycles (also called business cy-
cles), which vary in length and in extent. An economic  
cycle typically contains four stages: expansion, peak, con-
traction, and trough.

Exhibit 1.7 shows how each of these stages relates 
to real (inflation-adjusted) gross domestic product 
(GDP), which is an important indicator of economic 
activity. The stronger the economy, the higher the  Li
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The Business Cycle
The business cycle consists of four stages: expansion, peak, contraction, and trough.
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Source: Adapted from William Boyes and Michael Melvin, Economics, 8th ed. (Cengage, 2011), p. 135.
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levels of real GDP and employment. During an  
expansion, real GDP increases until it hits a peak, 
which usually signals the end of the expansion and the 
beginning of a contraction. During a contraction (also 
known as a recession), real GDP falls into a trough, 
which is the end of a contraction and the beginning  
of an expansion. For about 75 years, the government 
has been successful in keeping the economy out  
of a depression, although we have  experienced peri-
ods of rapid expansion and high inflation followed  
by  periods of deep recession. And some would argue 
that the  financial crisis of 2007–2008 came close to 
precipitating a depression.

Inflation, Prices, and Planning As 
we’ve discussed, our economy is based on 
the exchange of goods and services be-
tween businesses and their customers— 
consumers, government, and other 
 businesses—for a medium of exchange 
called money. The mechanism that facili-
tates this exchange is a system of prices. 
The price of something is the amount 
of money a seller is  willing to accept in 
exchange for a given quantity of some good or service— 
for example, $3 for a pound of meat or $10 for an hour 
of work. 

The economy is said to be experiencing a period 
of inflation when the general level of prices increases 

over time. The most 
common measure of 
inflation, the consumer 
price index (CPI), is 
based on changes in the 
cost of consumer goods 
and services. At times, 
the rate of inflation 
has been substantial. 
In 1980, for instance, 
prices went up by a 
whopping 13.6 percent. 
Fortunately, inflation 
has dropped dramati-
cally in this  country, 
and the annual rate of 
inflation has remained 
below 5 percent every 
year since 1983, except 
in 1990, when it was  
5.4 percent. While there 
was mild deflation of 
20.34 percent in 2009, 

inflation moved up to about 3.2 percent in 2011, and 
has remained below or modestly above 2 percent 
since then.

Inflation is of vital concern to fi-
nancial planning. It affects not only 
what we pay for our goods and servic-
es but also what we earn in our jobs. 
Inflation tends to give an illusion of 
something that doesn’t exist. That is, 
though we seem to be making more 
money, we really aren’t. As prices rise, 
we need more income because our 
purchasing power—the amount of 

goods and services that each dollar buys at a given 
time—declines. So be sure to look at what you earn in 
terms of its purchasing power, not simply in terms of 
absolute dollars.

Inflation also directly affects interest rates. 
High rates of inflation drive up the cost of borrow-
ing money as lenders demand compensation for the 
eroding value of the loan payments they are to re-
ceive. Higher interest rates mean higher mortgage 
payments, higher monthly car payments, and so on. 
High inflation rates also have a detrimental effect on 
stock and bond prices. Finally, sustained high rates of 
unexpected inflation can have devastating effects on 
retirement plans and other long-term financial goals. 
Indeed, for many people, inflation can put such goals 
out of reach.

 1-5  whAt DEtERMINEs YOUR 
PERsONAL INcOME?

LO5, LO6 An obvious and important factor in deter-
mining how well we live is the amount of income we 
earn. In the absence of any inheritance or similar fi-
nancial windfall, your income will largely depend on 
such factors as your age, marital status, education, 
geographic location, and choice of career. A high level 

Be sure to look at what 
you earn in terms of 
its purchasing power, 
not simply in terms of 
absolute dollars.

EXAMPLE: Impact of Inflation on Financial 
Planning  Grace earned $50,000 in 2019, and expect-
ed to receive annual raises that would bring her salary 
to $54,000 by 2022. While the annual growth rate in 
her salary is 2.6 percent, assume that inflation aver-
aged 3 percent per year. Grace’s salary needs to grow 
to $54,636 just to keep pace with inflation. So, her  
real salary will decline.

expansion the phase of the 
economic cycle when real GDP 
increases until it hits a peak

peak the phase of the economic 
cycle when an expansion ends and a 
contraction begins

contraction the phase of the 
economic cycle when real GDP falls

trough the phase of the economic 
cycle when a contraction ends and 
an expansion begins

inflation a state of the economy 
in which the general price level is 
increasing

consumer price index (CPI) a 
measure of inflation based on 
changes in the cost of consumer 
goods and services

purchasing power the amount 
of goods and services that each dollar 
buys at a given time
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of income—whether derived from 
your job, your own business, or 
your investments—is within your 
reach if you have the dedication, 
commitment to hard work, and 
well-thought-out financial plans. 

The data in Exhibit  1.8 
show how income changes 
with age and education. For 
example, people with low in-
comes typically fall into the 
very young or very old age 
groups. Heads of house-
holds who have more formal 
education earn higher annual 
incomes than do those with less 
education.

1-5a Where You Live
Geographic factors can also affect your earning 
power. Salaries vary regionally, tending to be 

higher in the Northeast and West than in the South. 
Typically, your salary will also be higher if you 

live in a large metropolitan area rather than 
a small town or rural area. Such 

factors as economic conditions, 
labor supply, and industrial base 
also affect salary levels in differ-
ent areas. 

Living costs also vary 
considerably throughout the 
country. You’d likely earn 

more in San Francisco than 
in Cincinnati, Ohio, but your 
salary would probably not go 
as far owing to the much 
higher cost of living in San 
Francisco.

1-5b Your Career
A critical determinant of your life-

time earnings is your career. The career you choose 

Guru 3D/Shutterstock.com

Exhibit 1.8

How Age and Education Affect Annual Income
The amount of money you earn is closely tied to your age and education. Generally, the closer you are to middle age (45–64) 
and the more education you have, the greater your income will be.

Annual Income

Age Median Annual Income ($)

25–34 41,236

35–44 51,272

45–54 52,208

55–64 50,440

65 and over 47,372

Education Median Annual Income ($)

Doctoral degree 90,636

Professional degree 95,472

Master’s degree 72,852

Bachelor’s degree 60,996

Associate’s degree 43,472

Some college, no degree 40,248

High school diploma 37,024

Less than a high school diploma 27,040

Source: Adapted from U.S. Bureau of Labor Statistics, Median usual weekly earnings of full-time wage and salary workers by age, race, Hispanic or Latino ethnicity, and sex, 1st quarter 2018 
averages, not seasonally adjusted, Table 3, https://www.bls.gov/news.release/pdf/wkyeng.pdf, accessed November 2018; and U.S. Bureau of Labor Statistics, Unemployment rates and 
earnings by educational attainment, 2017, https://www.bls.gov/emp/tables/unemployment-earnings-education.htm, accessed November 2018.
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is closely related to your level of education and your 
particular skills, interests, lifestyle preferences, and 
personal values. Social,  demographic, economic, and 
technological trends also  influence your decision as 
to what fields offer the best opportunities for your 
future. Although not a  prerequisite for many types 
of careers (e.g., sales, service, and certain types of 
manufacturing and clerical work), a formal educa-
tion generally leads to greater decision-making re-
sponsibility—and consequently increased income 
potential—within a career. Exhibit 1.9 shows the 
differences in average compensation among selected  
college-educated majors over the course of their  
associated careers.

1-5c Planning Your Career
Career planning and personal financial planning are 
closely related activities, so the decisions you make in 

one area affect the other. Like financial planning, ca-
reer planning is a lifelong process that includes short- 
and long-term goals. Since your career goals are likely 
to change several times, you should not expect to stay 
in one field, or to remain with one company, for your 
whole life.

The average American starting a career today 
can expect to have at least 10 jobs with five or more 
employers, and many of us will have three, four, or 
even more careers during our lifetimes. Some of these 
changes will be based on personal decisions; others 
may result from layoffs or corporate downsizing. For 
example, a branch manager for a regional bank who 
feels that bank mergers have reduced her job pros-
pects in banking may buy a quick-print franchise and 
become her own boss. Job security is practically a 
thing of the past, and corporate loyalty has given way 
to a more self-directed career approach that requires 
new career strategies.

FInDIng An oBJEcTIvE FInAncIAl PlAnnER 

When interviewing a prospective financial advisor, you 
should be aware of potential conflicts of interest:

How is the advisor compensated? Financial advi-
sors can be compensated by product sale commis-
sions and/or by client-paid fees. Client-paid fees can 
include an hourly fee, an annual retainer, a fee that 
is based on the amount invested with the advisor, 
or a flat fee for each service provided. Some advi-
sors are paid using a combination of commissions 
and fees.

Conflicts of interest. While most advisors are honest,  
opportunities for conflicts of interest abound. Advi-
sors who get a commission have an incentive to sell 
you the products that generate the most money for 
them, but those are not necessarily the best products 
for you. Advisors who are paid an hourly fee have 

an incentive to add hours to your bill. And advisors 
who earn a fee based on the amount of assets under  
management tend to encourage you to invest more 
with them.

Good questions to ask. Ask a prospective advisor 
how he or she is compensated. If an advisor receives 
commissions, ask for a description of the commis-
sions on their products. Alternatively, ask a fee-paid 
advisor for a schedule of fees for each type of service 
provided. It would be helpful to use the question-
naire provided on the National Association of Personal 
Financial Advisors (NAPFA) website, www.napfa.org. 
It has good questions to ask when interviewing a 
prospective advisor and provides a form that your 
advisor can use to disclose the commissions he or 
she receives.

Financial Planning Tips

    Go to Smart Sites
The U.S. News & World Report Career Center has material 
on a variety of career topics ranging from internships and 
résumés to the hottest careers and benefits.

    Go to Smart Sites
One of the first steps in the job search process is to 
assess your personality. Link to the Keirsey Temperament 
Sorter®-11 as a starting point.
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Careful career planning can improve your work situ-
ation and help you gain greater personal and professional 
satisfaction. Some of the steps are similar to the financial 
planning process described earlier:

▶ Identify your interests, skills, needs, and values.

▶ Set specific long- and short-term career goals.

▶ Develop and use an action plan to achieve those 
goals.

▶ Review and revise your career plans as your  situation 
changes.

A personal portfolio of skills, both general and 
 technical, will protect your earning power during eco-
nomic downturns and advance it during prosperous 

Exhibit 1.9

Median Annual Salaries for College Majors*

Median mid-career pay Median early career pay

Applied mathematics

Business and economics

Computer science and engineering

Early childhood and elementary education

Hotel management

Liberal arts

Nursing

Sales and marketing

Secondary education

Social science

$0 $20k $40k $60k $80k $100k $120k $140k

Source: Adapted from the 2017–2018 College Salary Report, “Highest Paying Bachelor Degrees by Salary Potential,” https://www.payscale.com/college-salary-report/majors-that-pay-you-back/bachelors, 
accessed November 2018.

times. It’s important to keep your skills current with 
on-the-job training programs and continuing education. 
Adding proficiency in technology or languages puts you 
ahead of the pack in dealing with changing workplace re-
quirements.

Good job hunting skills will serve you well through-
out your career. Learn how to research new career oppor-
tunities and investigate potential jobs, taking advantage 
of online resources as well as traditional ones. Develop 
a broad base of career resources, starting with your col-
lege placement office, the public library, and personal 
contacts such as family and friends. Know how to market 
your qualifications to your advantage in your résumé and 
cover letters, on the phone, and in person during a job 
interview.

* Early career includes alumni with 0 to 5 years of experience while mid-career includes alumni with 10+ years of experience. 
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Jacob Cuts Back on Lattes

Jacob buys lunch out most days and buys a latte every morning. He believes he 
could cut back a bit and save $5 a day, which is $35 a week and $140 a month. 
What is the impact of this seemingly modest cutback?

If Jacob invests his $35 savings a week every month at 5 percent, he will have 
the following in the future:

 ● 20 years: $57,545
 ● 30 years: $116,516
 ● 40 years: $213,643

The seemingly small act of investing only $5 a day would have a dramatic long-
term effect on Jacob’s future accumulated wealth.
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LO1 1.  Benefits of Personal Financial Planning. 
How can using personal financial planning 
tools help you improve your financial situation? 
Describe changes you can make in at least three 
areas.

LO2, 3 2.  Personal Financial Goals and the Life Cycle.  
Use Worksheet 1.1. Fill out Worksheet 1.1, 
“Summary of Personal Financial Goals,” with 
goals reflecting your current situation and your 
expected life situation in 5 and 10 years. Discuss 
the reasons for the changes in your goals and 
how you’ll need to adapt your financial plans as 
a result.

LO2 3.  Personal Financial Goals. Recommend three 
financial goals and related activities for someone 
in each of the following circumstances:

a. A junior in college

b. A 28-year-old computer programmer who 
plans to earn an MBA degree

c. A couple in their 30s with two children, 
ages 5 and 9

d. A divorced, 50-year-old man with a 
16-year-old child and a 78-year-old father 
who is ill

LO3 4.  Life Cycle of Financial Plans. Explain the life  
cycle of financial plans and their role in achieving 
your financial goals.

LO4 5.  Impact of Economic Environment on 
Financial Planning. Summarize current and  
projected trends in the economy with regard 
to GDP growth, unemployment, and inflation. 
How should you use this information to 
make personal financial and career planning 
decisions?

LO4 6.  Effects of Inflation. How does inflation affect 
interest rates, security prices, and financial 
planning?

LO5 7.  Effect of Age and Geography on Income. 
Evaluate the impact of age, and geographic 
location on personal income.

LO6 8.  Career Choices and Financial Planning. 
Assume you graduated from college with a 
major in marketing and took a job with a large, 
consumer-products company. After three years, 
you are laid off when the company downsizes. 
Describe the steps you’d take to “repackage” 
yourself for another field.

LO5, 6 9.  Career Planning. Leo Johnson, a 52-year-
old retail store manager earning $90,000 a 
year, worked for the same company during his 
entire 25-year career. Leo was laid off and is still 
unemployed 10 months later, and his severance 
pay and unemployment compensation have 
run out. Because he adopted careful financial 
planning practices, he now has sufficient 
savings and investments to carry him through 
several months of unemployment. Leo is 
actively seeking work but finds that he is 
overqualified for available, lower-paying jobs 
and underqualified for higher-paying, more 
desirable positions. There are no openings for 
positions equivalent to the manager’s job he 
lost. He lost his wife several years earlier and is 
very close to his two grown children, who live in 
the same city.

  Leo has these options:

 ● Keep looking for a new job.

 ● Move to another area of the country where 
store manager positions are more plentiful.

 ● Accept a lower-paying job for two or three 
years and then go back to school evenings 
to finish his college degree and qualify for 
a better position.

 ● Consider other types of jobs that could 
benefit from his managerial skills.

a.  What important career factors should Leo 
consider when evaluating his options?

b.  What important personal factors 
should he consider when deciding 
among his career options?

c.  What recommendations would you 
give him in light of both the career and 
personal dimensions of his options 
noted above?

d.  What career strategies should today’s 
workers use in order to avoid Leo’s 
dilemma?

LO5, 6 10.  Income and Education. Using Exhibit 1.8, 
discuss the relationship between annual income 
and the highest level of education completed. 
Provide specific examples of the difference 
between having no high school diploma and 
having a bachelor’s degree, and between having 
a bachelor’s degree and a professional degree.

Financial Planning Exercises
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Statements 
and Budgets
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LEARNING ObjEctIvEs
After studying this chapter, you will be able to…

 2-1 Understand the relationship between financial plans and statements.

 2-2 Prepare a personal balance sheet.

 2-3 Generate a personal income and expense statement.

 2-4 Develop a good record-keeping system and use ratios to evaluate personal financial statements.

 2-5 Construct a cash budget and use it to monitor and control spending.

 2-6 Apply time value of money concepts to put a monetary value on financial goals.

 2-7 Understand the relationship between inflation and nominal interest rates and calculate the real 
interest rate.

After finishing  
this chapter go 

to PAGE 52 for 

stUDY tOOLs
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 2-1  MAPPING OUt YOUR 
FINANcIAL FUtURE

LO1 On your journey to financial  
security, you need  navigational tools to 
guide you to your destination: namely, 
the fulfillment of your financial goals. 
 Operating without a financial plan is 
like traveling without a road map (or 
GPS). Financial plans, financial state-
ments, and budgets provide direction 
by helping you work toward specific financial goals.  
Financial plans are the roadmaps that show you the  
way, whereas personal financial statements let you 
know where you stand financially. Budgets, detailed 
short-term  financial forecasts that compare estimated 
income with estimated expenses, allow you to monitor 
and control expenses and purchases in a manner that 
is consistent with your financial plans. These tools pro-
vide control by bringing the various  dimensions of your 
personal financial affairs into focus.

2-1a The Role of Financial 
Statements in Financial Planning
Before you can set realistic goals, develop your fi-
nancial plans, or effectively manage your money, you 
must understand your current financial situation. 
You’ll also need tools to monitor your progress. Per-
sonal financial statements are planning tools that 

provide an up-to-date evaluation  of your financial 
well-being, help you identify potential  financial prob-
lems, and help you make better-informed  financial 

decisions. They measure your finan-
cial condition so you can establish re-
alistic financial goals and evaluate your 
progress toward those goals. Knowing 
how to prepare and interpret personal 
financial statements is a cornerstone of 
personal financial  planning.

The balance sheet describes your 
financial position—the assets you hold, 

less the debts you owe, equal your net worth (general 
level of wealth)—at a  given point in time. In contrast, the  
income and expense statement measures financial per-
formance over time. Budgets are forward looking; they 
allow you to monitor and control spending because they 

HOw wILL tHIs AFFEct ME?

A recent survey shows that more than half of adult Americans could not cover 

six months of living expenses or the cost of medical emergencies. And younger 

millennials between the ages of 18 and 24 are the least prepared.* This is scary . . .  

and this chapter explains what you can do to avoid being part of that alarming 

statistic.

Everyone knows it’s hard to get where you need to go if you don’t know where 

you are. Financial goals describe your destination, and financial statements and 

budgets are the tools that help you determine exactly where you are in the journey. 

This chapter helps you define your financial goals and explains how to gauge your 

progress carefully over time.

*Cameron Huddleston, “Most Americans Lack Savings to Pay for These Huge Emergencies,” https://www.gobankingrates.com 
/saving-money/savings-advice/americans-average-emergency-fund-amount/, accessed November 2018.

Operating without a 
financial plan is like 
traveling without a 
road map (or GPS).

financial plans describe financial goals and provide the action plans 
to their achievement

personal financial statements balance sheets and income and 
expense statements that serve as planning tools that are  essential to 
developing and monitoring personal financial plans

balance sheet a financial statement that describes a person’s financial 
position at a given point in time

income and expense statement  a financial statement that 
measures financial performance over time

budget a detailed financial report that looks forward, based on 
expected income and expenses
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are based on expected income and expenses. Exhibit 2.1 
summarizes the various financial statements and reports 
and their relationship to each other in the personal finan-
cial planning process. Financial plans provide direction 
to  annual budgets.

 2-2  tHE bALANcE sHEEt: HOw MUcH  
ARE YOU wORtH tODAY?

LO2 Preparing a personal balance sheet, or statement of 
financial position, helps you get a handle on your finan-
cial well-being. Think of a balance sheet as a snapshot 
taken of your financial position on one day out of the year.

A balance sheet has three parts that, taken together, 
summarize your financial picture:

 ▶ Assets: What you own

 ▶ Liabilities, or debts: What you owe

Exhibit 2.1

The Interlocking Network of Financial Plans and Statements
Personal financial planning involves a network of financial reports that link future goals and plans with actual results. Such a 
network provides direction, control, and feedback.

Budgets

Financial 
plans

Financial 
statements

  Evaluate and plan major outlays 
   Manage credit 
  Secure adequate insurance coverage 
  Establish savings/investment programs 
  Manage employee benefits 
  Reduce taxes 
  Implement retirement program
  Minimize estate taxes 

  Monitor and control income, 
 living expenses, purchases, 
 and savings on a monthly basis

Actual financial results: 
  Balance sheet 
  Income and expense statement

Fe
ed

b
ac

k

Fe
ed

b
ac

k

 ▶ Net worth: The difference between your assets and 
liabilities

The accounting relationship among these three cat-
egories is called the balance sheet equation and is 
expressed as follows:

Total assets 5 Total liabilities 1 Net worth
and

Net worth 5 Total assets 2 Total liabilities

Let’s now look at the components of each section of the 
balance sheet.

EXAMPLE: The Balance Sheet Identity Charlotte  
has total liabilities of $150,000 and a net worth of 
$75,000. This implies that she has total assets of 
$225,000 (total liabilities of $150,000 1 net worth 
of $75,000 5 $225,000 in total assets).
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2-2a Assets: The Things You Own
Assets are the items you own. An item is classified 
as an asset whether it was purchased with cash or  
financed using debt. A useful way to group assets  
is on the basis of their underlying characteristics  
and uses. This results in four broad categories:  
liquid assets, investments, real property, and personal 
property.

 ▶ Liquid assets: 
Low-risk financial  
assets held in 
the form of cash 
or instruments that 
can be converted to cash 
readily and quickly, with little or no loss in 
value. Cash on hand or in a checking or savings 
account, money market deposit accounts, money 
market mutual funds, or certificates of deposit 
that  mature within one year are all examples of 
 liquid assets.

 ▶ Investments: Assets acquired to earn a return rather 
than provide a service. These assets are mostly 
intangible financial assets (stocks, bonds, mutual 
funds, and other types of securities), typically 
acquired to  achieve long-term personal financial 
goals.  Business ownership, the cash value of life 
insurance and pensions, retirement funds, and other 
investment vehicles such as commodities, financial 
futures, and options represent still other forms of 
 investment assets.

 ▶ Real and personal property: Tangible assets that 
we use in our everyday lives. Real property refers  
to immovable property: land and anything fixed  
to it, such as a house. Real property generally  
has a relatively long life and high cost, and it may 
appreciate, or increase in value. Personal property  
is movable property, such as automobiles, 
 recreational equipment, household furnishings, 
and similar items. The left side of Worksheet 2.1 lists 
some of the typical assets you’d find on a  personal 
balance sheet.

In personal financial analysis, it is important for 
all assets, regardless of category, to be recorded on the 
balance sheet at their current fair market value, which 
may differ considerably from their original purchase 
price. Fair market value is either the actual value of 
the asset (such as money in a checking account) or  
the price for which the asset can reasonably be expected  
to sell in the open market (as with a used car or a 
home). Under generally accepted accounting principles  

(GAAP), the accounting profession’s guiding rules,  
assets appear on a company’s balance sheet at cost, not 
fair market value.

2-2b Liabilities: The Money  
You Owe
Liabilities represent an individual’s or a family’s debts. They 
could result from department store charges, bank credit 

card charges, installment loans, or 
mortgages on housing and 

other real estate. A li-
ability, regardless of its 
source, is something that 
you owe and must repay 
in the future.

Liabilities are generally classified according 
to maturity.

 ▶ Current, or short- term, liabilities: Any debt 
 currently owed and due within one year of the date 
of the balance sheet. Examples include charges for 
consumable goods, utility bills, rent, insurance  
premiums, taxes, medical bills, repair bills, and total 
open  account credit obligations—the outstanding  
balances against established credit lines (usually 
through credit card purchases).

 ▶ Long-term liabilities: Debt due one year or more 
from the date of the balance sheet. These liabilities  
typically include real estate mortgages, most 

assets items that one owns

liquid assets assets that are held in the form of cash or can  readily be 
converted to cash with little or no loss in value

investments assets such as stocks, bonds, mutual funds, and real estate 
that are acquired in order to earn a return rather than provide a service

real property tangible assets that are immovable: land and 
anything fixed to it, such as a house

personal property tangible assets that are movable and used in 
everyday life

fair market value the actual value of an asset, or the price for which it 
can reasonably be expected to sell in the open market

liabilities debts, such as credit card charges, loans, and mortgages

current (short-term) liabilities any debt due within one year 
of the date of the balance sheet

open account credit obligations current liabilities that 
 represent the balances outstanding against established credit lines

long-term liabilities any debt due one year or more from the 
date of the balance sheet

Pogonici/Shutterstock.com
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consumer installment loans, education loans, and 
margin loans used to purchase securities.

Although most loans will fall into the category of 
long-term liabilities, any loans, or any portion thereof,  
that come due within a year should be shown as  
current liabilities. Examples of short-term loans  include 
a six-month, single-payment bank loan, and a nine-
month consumer installment loan for a refrigerator. 

A balance sheet is set up to show what you own on one side (your assets) and how you 
paid for them on the other (your debt or net worth). As you can see, the Taylors have more 
assets than liabilities.

wORksHEEt 2.1  Balance Sheet For JacK anD lIlY taYlor

    Go to Smart Sites
What’s the fair market value of your car? The personal 
watercraft your uncle gave you? MindTap includes “Smart 
Sites,” a list of resources and sites that offer additional 
information on topics in the PFIN text.

Jack and Lily Taylor December 31, 2020

800

3,750
1,000Corp.

2,250

4,000

225,000

10,600

11,000

225,000

2,285

22,500

260,785

6,700
'13 Toyota Corolla
'11 Ford Focus

3,700
1,500

760
575
150

125

425

165

135

45
1,070

172,950

174,020

86,765

260,785

175

4,350
800

3,800

4,000(from parents)

160,000

BALANCE SHEET

Name(s)

Liquid Assets
Cash on hand            
In checking
Savings accounts
Money market
funds and deposits

Certificates of deposit

Total Liquid Assets       

Current Liabilities
Utilities
Rent
Insurance premiums
Taxes
Medical/dental bills
Repair bills
Bank credit card balances
Dept. store credit card
balances
Travel and entertainment
card balances
Gas and other credit card
balances
Bank line of credit
balances
Other current liabilities
Total Current Liabilities

Long-Term Liabilities
Primary residence mortgage
Second home mortgage
Real estate investment
mortgage
Auto loans
Appliance/furniture loans
Home improvement loans
Single-payment loans
Education loans
Margin loans
Other long-term loans

Total Long-Term Liabilities

Personal Property
Auto(s):
Auto(s):
Recreational vehicles
Household furnishings
Jewelry and artwork
Other
Other
Total Personal Property     

(I)Total Assets   

Total Liabilities and Net Worth

Net Worth [(I) – (II)]

(II) Total Liabilities

Real Property
Primary residence
Second home
Other
Total Real Property                      

Investments
Stocks            
Bonds
Certificates of deposit
Mutual funds
Real estate
Retirement funds, IRA
Other
Total Investments                     

Date

ASSETS LIABILITIES

$ $

$

$

$

$

$

$

$

$

$

$

$

$

$
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Regardless of the type of 
loan, only the latest outstanding 
loan balance should be shown as 
a liability on the balance sheet. 
This is because at any given time, 
it is the balance still due that mat-
ters, not the initial loan balance. 

Another important and 
closely related point is that only 
the outstanding principal portion of a 
loan or mortgage should be listed as a liability on 
the balance sheet. You’ll find the most common 
categories of liabilities on Worksheet 2.1.

2-2c Net Worth: A Measure 
of Your Financial Worth
Now that you’ve  listed what you own and what you 
owe, you can calculate your net worth, the amount 
of actual wealth or  equity that an individual or fam-
ily has in its owned assets. It represents the amount 
of money you’d have left after selling all your owned 
assets at their estimated fair market values and  

paying off all your liabilities (assuming there are 
no transaction costs). Rearranging this 

equation, we see that net worth 
equals total assets minus total liabili-

ties. If net worth is less than zero, 
the family is technically insolvent. 
Although this form of insolvency 
doesn’t necessarily mean that the 

family will end up in bankruptcy 
proceedings, it likely shows in-

sufficient  financial plan-
ning. Net worth typically 
increases over the life 

cycle of an individual 
or family, as Exhibit 2.2 
 illustrates.

stARtING A bUDGEt PLAN

The 50/30/20 Rule is a productive way to start thinking 
about a budget. The Rule builds a budget by allocating 
spending across three categories—each of these are 
the maximum you should spend out of your after-tax 
income:

 ● 50 percent of income goes to living expenses and 
necessities (needs), which include rent, utilities, 
groceries, insurance, and transportation.

 ● 30 percent of income goes to flexible spending 
(wants), which includes everything you want but 
don’t need to buy. Examples are spending money 
on eating out, movies, and travel.   

 ● 20 percent of income goes to meeting financial goals, 
which are achieved through saving, investments, 
building up and maintaining an emergency fund, and 
payments to reduce debts. 

The Rule works because it simplifies your personal fi-
nances. It helps you plan to pay bills, add to savings, 
and retain some flexibility.  

Consider an example of the 50/30/20 Rule. Assume 
your monthly take-home pay is $4,000. Using the Rule, you 
should spend no more than $2,000 (50 percent of income) 

on your needs each month. So that means you cannot  
afford to pay rent of $1,800 per month. The Rule also  
indicates you should spend no more than $1,200 per month 
(30 percent of income) on your “wants.” Otherwise, you 
won’t have enough left over for the 20 percent allocated 
to pursuing your financial goals. From time-to-time, it  
also makes sense to reconsider the allocation of spending 
categories between “wants” and “needs” for the plan to  
be sustainable. After allocating no more than 50 percent  
to your needs and 30 percent to your wants, you can  
spend up to $800 per month (20 percent of income) of 
your after-tax income on savings, investments, building  
and maintaining an emergency fund, and paying off  
your debts.

The simplicity of the 50/30/20 Rule provides 
a great starter budget that you can build into a  
more comprehensive plan as you gain budgeting  
experience.

Sources: Adapted from Paula Pant, “The 50/30/20 Rule of Thumb 
for Budgeting,” https://www.thebalance.com/the-50-30-20 
-rule-of-thumb-453922, and Trulia, Forbes Contributor, “New to 
Budgeting? Why You Should Try the 50-20-30 Rule,” https://www 
.forbes.com/sites/trulia/2016/07/11/new-to-budgeting-why-you 
-should-try-the-50-20-30-rule/; both accessed November 2018. 
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net worth an individual’s or 
family’s actual wealth; determined 
by subtracting total liabilities from 
total assets

equity the actual ownership interest 
in a specific asset or group of assets

insolvency the financial state in 
which net worth is less than zero
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2-2d Balance Sheet Format 
and Preparation
You should prepare your personal balance sheet at least 
once a year, preferably every three to six months. Here’s 

how to do it, using the categories in  Worksheet 2.1 as 
a guide:

1. List your assets at their fair market value as of the 
date you are preparing the balance sheet. You’ll 
find the fair market value of liquid and investment 
assets on checking and savings account records 
and  investment account statements. Estimate the 
values  of homes and cars  using published sources of 
information, such as  advertisements for comparable 
homes and the Kelley Blue Book for used car values 
(see www .kbb.com).

 2. List all current and long-term liabilities. Show 
all outstanding charges, even if you haven’t 
 received the bill, as current liabilities on the  
balance sheet.

Exhibit 2.2

Family Median Net Worth by Age
Median net worth generally increases with age. It usually hits a plateau for the oldest age groups relative to the near-
retirement age groups, which reflects a pattern of saving over the life cycle. 

Source: Adapted from Jesse Bricker, Lisa J. Dettling, Alice Henriques, Joanne W. Hsu, Lindsay Jacobs, Kevin B. Moore, Sarah Pack, John Sabelhaus, Jeffrey Thompson, and Richard A. Windle, “Changes in U.S. Family 
Finances from 2015 to 2016: Evidence from the Survey of Consumer Finances,” Board of Governors of the Federal Reserve System, Washington, D.C. (September 2017, vol. 103, no. 3), https://www.federalreserve.gov 
/publications/files/scf17.pdf, Table 2, accessed November 2018.
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older

$97,300
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$124,200

$187,300

$224,100

$264,800

EXAMPLE: Calculating Net Worth The Campbell 
family has total assets of $225,000 and total liabilities 
of $175,000. Net worth is total assets of $225,000 less 
total liabilities of $175,000, which equals $50,000. This 
is effectively the amount of assets the Campbells “own” 
after paying off its liabilities. It is also referred to as the 
family’s equity.
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 3. Calculate net worth. Subtract your total liabilities 
from your total assets. This is your net worth, which 
reflects the equity you have in your total assets.

2-2e A Balance Sheet for Jack 
and Lily Taylor
What can you learn from a balance sheet? Let’s examine 
a hypothetical balance sheet as of December 31, 2020, 
prepared for Jack and Lily Taylor, the young couple (ages 
28 and 26) we met in Chapter 1 (see  Worksheet  2.1). 
Here’s what this financial statement tells us about the 
Taylors’ financial condition:

 ▶ Assets: Given their ages, the Taylors’ asset posi-
tion looks quite good. The dominant asset is their 
house. They also have $11,000 in investments, 
which include retirement funds, and appear to 
have adequate liquid assets to meet their bill pay-
ments and cover small, unexpected expenses.

 ▶ Liabilities: The Taylors’ primary liability is the 
$160,000 mortgage on their townhouse. Their equity, 
or actual ownership interest, in the townhouse is 
$65,000 ($225,000 market value minus $160,000 
outstanding mortgage loan). Their current liabilities 
are $1,070, with other debts of $12,950 representing 
auto, furniture, and education loans as well as a loan 
from their parents to help with the down payment on 
their home.

 ▶ Net worth: The Taylors’ net worth ($260,785 in total 
assets minus total liabilities of $174,020) is $86,765— 
especially considering their ages, an amount that is  
enviably above the median for their age group shown 
in Exhibit 2.2.

Comparing the Taylors’ total liabilities to their total as-
sets gives a more realistic view of their current wealth posi-
tion than looking at just assets or just liabilities in isolation.

 2-3  tHE INcOME AND ExPENsE  
stAtEMENt: wHAt wE EARN  
AND wHERE It GOEs

LO3 When facing a lack of funds, the first question 
people ask themselves is, “Where does all the mon-
ey go?”  Preparing an income and expense statement  
answers this question. Think of this statement as a 
motion picture that not only shows actual results over 
time but also lets you compare them with budgeted 
financial goals.

The income and expense statement has three 
major parts: income, expenses, and cash surplus (or 
deficit). A  cash surplus (or deficit) is merely the dif-
ference  between income and expenses. The state-
ment is  prepared on a cash basis, which means that 
only transactions involving actual cash inflows or ac-
tual cash outlays are recorded. The term cash is used 
in this case to include not only coin and currency but 
also checks and debit card transactions drawn against 
checking and certain types of savings accounts. Income 
and expense patterns change over the individual’s or 
 family’s life cycle.

2-3a Income: Cash In
Common sources of income include earnings received as 
wages, salaries, self-employment income, bonuses, and 
commissions; interest and dividends received from sav-
ings and investments; and proceeds from the sale of as-
sets such as stocks and bonds or a car. Other income items 
include pension, annuity, and Social Security income; rent 
received from leased assets; alimony and child support; 
scholarships or grants; tax refunds; and miscellaneous 
types of income. Worksheet 2.2, Jack and Lily Taylor’s In-
come and Expense Statement, has general categories for 
recording income. Note also that the  proper figure to use 
is gross wages, salaries, and commissions, which constitute 
the amount of income you receive from your employer 
before taxes and other payroll deductions.

    Go to Smart Sites
For current surveys and trends on consumer spending, 
check out the Consumer Expenditure Survey at the 
Department of Labor’s Bureau of Labor Statistics. 

2-3b Expenses: Cash Out
Expenses represent mon- 
ey used for outlays. Work-
sheet 2.2, Jack and Lily 
Taylor’s Income and Ex-
pense Statement, catego-
rizes them by the types 
of benefits they provide:  
(1) living expenses (such 
as housing, utilities, food, 
transportation, medical, 
clothing, and  insurance), 
(2) tax payments, (3) asset 
purchases (such as autos, 

cash basis a method of preparing 
financial statements in which only 
transactions involving actual cash 
receipts or actual cash outlays are 
recorded

income earnings received 
as wages, salaries, bonuses, 
commissions, interest and dividends, 
or proceeds from the sale of assets

expenses money spent on living 
expenses and to pay taxes,  purchase 
assets, or repay debt
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The income and expense statement shows what you earned, how you spent your money, 
and how much you were left with (or, if you spent more than you took in, how much you 
went “in the hole”).

wORksHEEt 2.2  Income anD expenSe Statement For JacK anD lIlY taYlor

Jack and Lily Taylor

December 31, 2020Year

18,350
65,000

195
120

86,715

11,820
1,050
1,750

480
240

2,425
3,400
2,520

250
2,015

2,250
305

1,700
1,200
1,865
1,780

18,319
2,100

800
450
700

2,000
2,630
1,400

215
900
600

Tuition and books: Lily
Gifts
Loan payments: Education loans
Loan payments: Parents

65,164

21,551

$

$

$

$

$

3,050

Lily Taylor
Jack Taylor

Jack-sales commissions

INCOME AND EXPENSE STATEMENT

Name(s)
For the

Wages and salaries

Self-employment income
Bonuses and commissions
Investment income

Pensions and annuities
Other income

Name:
Name:
Name:

Interest received
Dividends received
Rents received
Sale of securities
Other

(I) Total Income

INCOME

Housing

Utilities

Food

Transportation

Medical

Clothing
Insurance

Taxes

Appliances, furniture, and
other major purchases
Personal care
Recreation and 
entertainment
Other items

Rent/mortgage payment
(include insurance and taxes, if applicable)
Repairs, maintenance, improvements
Gas, electric, water
Phone
Cable TV and other
Groceries
Dining out
Auto loan payments
License plates, fees, etc.
Gas, oil, repairs, tires, maintenance
Health, major medical, disability insurance
(payroll deductions or not provided by employer)
Doctor, dentist, hospital, medicines
Clothes, shoes, and accessories
Homeowner’s (if not covered by mortgage payment)
Life (not provided by employer)
Auto
Income and social security
Property
Loan payments
Purchases and repairs
Laundry, cosmetics, hair care
Vacations
Other recreation and entertainment

(II) Total Expenses

CASH SURPLUS (OR DEFICIT) [(I) { (II)]

EXPENSES

Ended
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furniture, appliances, and loan payments on them), and 
(4) other payments for personal care,  recreation and enter-
tainment, and other expenses. Some are fixed expenses—
usually contractual,  predetermined, and involving equal 
payments each  period (typically each month). Examples 
 include mortgage and installment loan payments, insur-
ance premiums, and cable TV fees. Others (such as food, 
clothing, utilities, entertainment, and medical expenses) 
are variable  expenses, because their amounts change from 
one time period to the next.

Exhibit 2.3 shows the average annual expenses 
by major category as a percentage of after-tax income. 
It’s a useful benchmark to see how you compare with  
national averages. However, your own expenses will  
vary according to your age, lifestyle, and where you live. 
For example, it costs considerably more to buy a home 
in Seattle than in Atlanta. Similarly, if you live in the  
suburbs, your commuting expenses will be higher than 
those of city dwellers.

2-3c Cash Surplus (or Deficit)
The third component of the income and expense state-
ment shows the net result of the period’s financial ac-
tivities. Subtracting total expenses from total income 
gives you the cash surplus (or deficit) for the period. At a 
glance, you can see how you did financially over the pe-
riod. A positive figure indicates that expenses were less 

Exhibit 2.3

How We Spend Our Income
Over 80 percent of average annual expenditures fall into one of five categories: housing, transportation, food, personal insur-
ance and pensions, and health care.

Housing—33.1%

Transportation—15.8%

Food—12.7%

Personal insurance and
pensions—11.9%

Health care—8.1%

Entertainment—5.0%

All other expenditures—4.5%

Cash contributions—3.6%

Apparel and services—3.0%

Education—2.3%

Source: “Consumer Expenditures Midyear Update -July 2016 Through June 2017 Average,” Washington, D.C.: U.S. Department of Labor, Bureau of Labor Statistics, News Release, USDL-18-0636, based on 
Table A, April 26, 2018, accessed November 2018.

EXAMPLE: Calculating a Cash Surplus or Deficit  
Reuben had cash income this year of $50,000 and cash 
 expenses of $47,500. Consequently, his cash surplus 
is $2,500, which is income of $50,000 less expenses of 
$47,500. Had Reuben’s expenses been $51,200 while 
earning the same income, he would have generated a 
cash deficit of $1,200, which is $50,000 minus $51,200.

than income, resulting in a cash surplus. A value of zero 
indicates that expenses were exactly equal to income for 
the period, while a nega-
tive value means that your 
expenses exceeded in-
come and you have a cash 
deficit.

2-3d Preparing  
the Income  
and Expense 
Statement
As shown in Worksheet 2.2,  
the income and expense 
statement is dated to  

fixed expenses contractual, 
predetermined expenses involving 
equal payments each period

variable expenses expenses 
involving payment amounts that 
change from one time period to the next

cash surplus an excess amount of 
income over expenses that results in 
increased net worth

cash deficit an excess amount of 
expenses over income, resulting in 
insufficient funds as well as decreased 
net worth
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define the period covered. To prepare the statement, fol-
low these steps:

1. Record your income from all sources for the 
period.

2. Establish meaningful expense categories. Those 
shown on Worksheet 2.2 are a good starting point.

3. Subtract total expenses from total income  
to get the cash surplus (a positive number)  
or deficit (a negative number). This “bottom-line” 
summarizes the net cash flow resulting from your 
financial activities during the period.

Finally, when making your list of expenses for 
the year, remember to include the amount of income 
tax and Social Security taxes withheld from your pay-
check as well as any other payroll deductions (health 
insurance, savings plans, retirement and pension con-
tributions, and  professional/union dues). These de-
ductions (from gross wages, salaries, bonuses, and 
commissions) represent personal expenses, even if 
they don’t involve a direct cash payment. You might  
be shocked when listing what’s taken out of your pay-
check. Even if you’re in a fairly low federal income tax 
bracket, your paycheck could easily be reduced by more 
than 25 percent for taxes alone.

2-3e An Income and Expense 
Statement for Jack and Lily Taylor
Jack and Lily Taylor’s balance sheet in Worksheet 2.1 
shows us their financial condition as of December 31, 
2020. Their income and expense statement for the year 
ending December 31, 2020, in Worksheet 2.2, was pre-
pared using the background material presented earlier, 
along with the Taylors’ balance sheet. This statement 
shows how cash flowed into and out of their “pockets”:

 ▶ Income: Total income for the year ending December 31, 
2020, is $86,715. Jack’s wages clearly represent the  
family’s chief source of income, although Lily has 
finished her MBA and will now be making a major 
contribution. Other sources of income include 
$195 in interest on their savings accounts and 
bond investments, and $120 in dividends from 
their common stock holdings.

 ▶ Expenses: Total expenses for the year of $65,164 in-
clude their home mortgage, food, auto loan, clothing, 
and income and Social Security taxes. Other sizable 
expenses during the year include home repairs and 
improvements, gas and electricity, auto license and 
operating expenses, insurance, tuition, and education 
loan payments.

tRAckING sPENDING tHE OLD-FAsHIONED wAY

If you don’t track your spending, how will you know 
where your money went? Many of us turn to an app 
or a website that tracks spending for us. You can 
even use an app to scan receipts and automatically 
download your transactions. So, isn’t the tracking 
spending problem solved and it’s time to move on  
to bigger financial issues?

Perhaps using apps that automatically track 
spending is a problem itself. Automatically track-
ing spending is the opposite of self-aware tracking  
because it removes the opportunity to reflect on 
where your money is going . . . as it’s going. Writ-
ing down your expenses allows you to consider the  
context of your purchases and think about whether 
your budget is realistic or in need of adjustment. Re-
placing automatic tracking with an old-fashioned 
hand-written list of expenditures gives you the chance 
to evaluate your decision to spend money that way.

Consider some provocative related evidence  
in education. Students who typed notes in college  

lectures didn’t do as well on conceptual questions  
as those who wrote out their notes longhand.  
Researchers found that typists tended to take notes 
verbatim in an automatic way. In contrast, note  
takers processed what they heard in lectures and then 
translated the ideas into their own words. 

Automatic spending tracking is analogous to typ-
ing lecture notes, and maybe handwritten tracking 
provides additional cognitive processing that en-
hances understanding of our spending habits. No doubt, 
there are many attractive, convenient apps and 
websites that track spending. Yet the old-fashioned  
approach to tracking spending may just foster a 
more mindful, informed approach to managing  
our personal finances after all. It’s at least worth  
another try. 

Source: Adapted from Carl Richards, “A Slow-Tech Approach to 
Tracking Spending,” https://www.nytimes.com/2014/05/12 
/your-money/household-budgeting/a-slow-tech-approach-to 
-tracking-spending.html?smprod=nytcore-ipad&smid=nytcore 
-ipad-share, accessed November 2018. 
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 ▶ Cash surplus: The Taylors end the year with a cash 
surplus of $21,551 (total income of $86,715 minus 
total expenses of $65,164). The Taylors can use their 
surplus to increase savings, make more investments, 
bonds, or other vehicles, or make payments on some 
 outstanding financial debts. If they had a cash deficit, 
the Taylors would have to withdraw savings, liqui-
date investments, or borrow an amount equal to the 
deficit to meet their financial commitments (i.e., to 
“make ends meet”). With their surplus of $21,551, the 
Taylors have made a positive contribution to their 
net worth.

 2-4  UsING YOUR PERsONAL 
FINANcIAL stAtEMENts

LO4 Whether you’re just starting out and have a minimal 
net worth or are further along the path toward achieving 
your goals, your balance sheet and income and expense 
statements provide insight into your current  financial 
status. You now have the information you need to exam-
ine your financial position, monitor your financial activi-
ties, and track the progress you’re making toward your 
financial goals. Let’s now look at ways to help you create 
better personal financial statements and analyze them to 
better understand your financial situation.

2-4a Keeping Good Records
Although record keeping doesn’t rank high on most “to do” 
lists, a good record-keeping system helps you  manage your 
personal financial affairs effectively. It’s best to prepare your 
personal financial statements at least once each year, ide-
ally when drawing up your budget. Yet many people update 
their financial statements every three or six months. You 
may want to keep a ledger, or financial record book, to sum-

marize all your financial transactions. The ledger has sec-
tions for assets, liabilities, sources of income, and expenses; 
these sections contain separate accounts for each item.

Managing Your Financial Records Your system 
doesn’t have to be fancy to be effective. Start by tak-
ing an inventory. Make a list of everything you own and 
owe. Check it at least once a year to make sure it’s up to 
date and to review your financial progress. Then, record 
transactions manually in your ledger or with financial 
planning software. You’ll want to set up separate files 
for tax-planning records, with one for income (paycheck  
stubs, interest on savings accounts, and so on) and  
another for deductions, as well as for individual mutual 
fund and brokerage account records. You can develop a 
good record-keeping system using spreadsheet software 
like Excel.

2-4b Tracking Financial Progress: 
Ratio Analysis
Each time you prepare your financial statements, you 
should analyze them to see how well you’re doing on 
your financial goals. For example, with an income and 
expense statement, you can compare actual financial 
results with budgeted figures to make sure that your 
spending is under control. Likewise, comparing a set of 
financial plans with a balance sheet will reveal whether 
you’re meeting your savings and investment goals, re-
ducing your debt, or building up a retirement reserve. 
You can compare current performance with historical 
 performance to find out if your financial situation is  
improving or getting worse.

Calculating certain financial ratios can help you evalu-
ate your financial performance over time. What’s more, if 
you apply for a loan, the lender probably will look at these 
ratios to judge your ability to carry additional debt. Four 
important money management ratios are (1) solvency ra-
tio, (2) liquidity ratio, (3) savings ratio, and (4) debt service 
ratio. The first two are associated primarily with the bal-
ance sheet; the last two relate primarily to the income and 
expense statement. Exhibit 2.4 defines these ratios and  
illustrates their calculation for Jack and Lily Taylor.

Balance Sheet Ratios When evaluating your balance 
sheet, you should be most concerned with your net 
worth at a given time. The solvency ratio shows, as a 
percentage, your degree 
of exposure to insolvency, 
or how much “cushion” 
you have as a protection 
against insolvency. Jack 

solvency ratio total net worth 
divided by total assets; measures the 
degree of exposure to insolvency
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and Lily’s solvency ratio is 33.3   percent, which means 
that they could withstand about a 33-percent decline in  
the market value of their assets before they would be 
insolvent. Consider that the stock market, as measured 
by the S&P 500 index, fell about 37 percent during  
the financial crisis of 2008. Also, the average home’s value 
fell about 18 percent during that crisis year, as measured by 
the S&P/Case-Shiller U.S. National Home Price Index. 
The value of Jack and Lily’s solvency ratio suggests that they 
are in good shape but may want to consider increasing it 
a bit in the future to manage a potential decline in the 
value of their assets even better.

Although the solvency ratio indicates the potential 
to withstand financial problems, it does not deal directly 
with the ability to pay current debts. This issue is ad-
dressed by the liquidity ratio, which shows your ability 
to pay current debts (any bills or charges that must be 
paid within one year) with existing liquid assets.

The calculated liquidity ratio indicates that the 
Taylors can cover only about 13 percent of their exist-

ing one-year debt obliga-
tions with their current 
liquid assets. In other 
words, they have about 
1.6 months of coverage 
(a month is one-twelfth, 
or 8.3 percent, of a year). 
If an unexpected event 

cut off their income, their liquid reserves would quickly 
be exhausted. Although there’s no hard-and-fast rule for 
what this ratio should be, it seems too low for the Tay-
lors. They should consider strengthening it along with 
their solvency ratio. They should be able to add to their 
cash surpluses now that Lily is working full-time.

The amount of liquid reserves will vary with your per-
sonal circumstances and “comfort level.” Another useful 
liquidity guideline is to have a reserve fund equal to at least 
six to nine months of after-tax income available to cover 
 living expenses. The Taylors’ after-tax income for 2020 
was $5,700 per month ([$86,715 total income 2 $18,319 
income and Social Security taxes] 4 12). Therefore, this 
guideline suggests they should have at least $34,200  
[6 3 $5,700] in total liquid assets, which is much more 
than the $2,285 on their latest balance sheet. In troubled 
economic times, you may want to keep even more than 
six months of income in this fund as protection in case 
you lose your job.

Income and Expense Statement Ratios When eval-
uating your income and expense statement, you should 
ultimately focus on the bottom line, which shows the 
cash surplus (or deficit) resulting from the period’s ac-
tivities. You can relate the cash surplus (or deficit) to in-
come by calculating a savings ratio, which is done most 
effectively with after-tax income.

Jack and Lily saved about a third of their after-tax in-
come, which is excellent. (American families, on average, 

Exhibit 2.4

Ratios for Personal Financial Statement Analysis

Ratio Formula 2020 Calculations for the Taylors

Solvency ratio
Total net worth

Total assets
$86,765

$260,785   5 33.3%

Liquidity ratio
Total liquid assets

Total current debts
$2,285

$17,710(a)   5 12.90%

Savings ratio
Cash surplus

Income after taxes
$21,551

$86,715 2 $20,419(b)  5 
$21,551
$66,296  5 32.5%

Debt service ratio
Total monthly loan payments

Monthly gross (before-tax) income
$1,387(c)

$7,226(d)  5 19.2%

(a) You’ll find the Taylors’ total liquid assets ($2,285) and total current liabilities ($1,070) on Worksheet 2.1. The total current debt totals $17,710: current liabilities of $1,070 (from Worksheet 2.1) plus loan payments 
due within 1 year of $16,640 (from Worksheet 2.2). Note that loan payments due within 1 year consist of $11,820 in mortgage payments, $2,520 in auto loan payments, $800 in furniture loan payments, $900 in 
education loan payments, and $600 in loan payments to parents.

(b) Total taxes of $20,419 consist of the tax on income and social security ($18,319) and property tax ($2,100).

(c) On an annual basis, the Taylors’ debt obligations total $16,640 ($11,820 in mortgage payments, $2,520 in auto loan payments, $800 in furniture loan payments, $900 in education loan payments, and $600 in 
loan payments to parents; all from Worksheet 2.2). The Taylors’ total monthly loan payments are about $1,387 ($16,640 4 12 months).

(d) Dividing the Taylors’ annual gross income (also found in Worksheet 2.2) of $86,715 by 12 equals $7,226 per month.

liquidity ratio total liquid assets 
divided by total current debts; measures 
the ability to pay current debts

savings ratio cash surplus divided 
by net income (after tax); indicates 
relative amount of cash surplus 
achieved during a given period
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save about 5 percent to 8 percent). How much to save is 
an important personal choice.

Although maintaining an adequate level of sav-
ings is obviously important to personal financial planning, so 
is the ability to pay debts promptly. In fact, debt payments 
have a higher priority. The debt service ratio  allows you to 
make sure you can comfortably meet your debt obligations. 
This ratio excludes current liabilities and considers only 
mortgage, installment, and personal loan  obligations.

Monthly loan payments account for about 19 percent 
of Jack and Lily’s monthly gross income. This relatively low 
debt service ratio indicates that the Taylors should have 
little difficulty in meeting their monthly loan payments. In 
your financial planning, try to keep your debt service ratio 
under 35 percent or so, because that’s generally viewed as 
a manageable level of debt. Of course, the lower the debt 
service ratio, the easier it is to meet loan payments as they 
come due.

 2-5  cAsH IN AND cAsH OUt: PREPARING 
AND UsING bUDGEts

LO5 Many of us avoid budgeting as if it were the plague. 
Yet preparing, analyzing, and monitoring your personal 
budget are essential steps for successful 
personal financial planning.

After defining your short-term finan-
cial goals, you can prepare a cash budget 
for the coming year. Recall that a budget 
is a short-term financial planning report 
that helps you achieve your short-term 
financial goals. You increase your ability 
to control your expenses by comparing 
actual with budgeted expenses. A cash 
budget is a valuable money management 
tool that helps you:

 ▶ Maintain the necessary information to monitor and 
control your finances

 ▶ Decide how to allocate your income to reach your 
financial goals

 ▶ Implement a system of disciplined spending—as 
 opposed to just existing from one paycheck to the next

 ▶ Reduce needless spending so you can increase the 
funds allocated to savings and investments

 ▶ Achieve your long-term financial goals

Just as your goals will change over your lifetime, so 
too will your budget as your financial situation becomes 
more complex. Typically, the number of income and 
expense categories increases as you accumulate more 

assets and debts and have more family responsibilities. 
This process does not become simpler until retirement 
for most people.

2-5a The Budgeting Process
Like the income and expense statement, a budget should 
be prepared on a cash basis; thus, we call this document 
a cash budget because it deals with estimated cash in-
come and cash expenses, including savings and invest-
ments, that are expected to occur in the coming year.

The cash budget preparation process has three stages: 
forecasting income (cash in), estimating expenses (cash 
out), and finalizing the cash budget. When you’re estimat-
ing income and expenses, take into account any anticipat-
ed changes in the cost of living and their impact on your 
 budget components. If your income is fixed—not expected 
to change over the budgetary period—then increases in 
various expense items will probably decrease the purchas-
ing power of your income. Worksheet  2.3, the Taylors’ 
“ Annual Cash Budget by Month,” has separate sections to 
record income (cash receipts) and expenses (cash disburse-
ments) and also lists the most common categories for each.

Forecasting Income The first step in preparing your 
cash budget is to forecast your income (cash in) for the 

coming year. Include all income expected 
for the year: the take-home pay of both 
spouses, expected bonuses or commis-
sions, pension or annuity income, and 
investment income— interest, dividend, 
rental, and asset (particularly security) 
sale income. Unlike the income and ex-
pense statement, in the cash budget you 
should use take-home pay (rather than 
gross income). Your cash focuses on 
those areas that you can control—and 
most people have limited control over 

things like taxes withheld, contributions to company in-
surance and pension plans, and the like. Take-home pay is 
the amount of disposable income you receive from your 
employer.

Forecasting Expenses  
The second step in the 
cash budgeting process is 
by far the most difficult: 
preparing a schedule of 
estimated expenses for 
the coming year. This is 
commonly done using  
actual expenses (cash out) 
from previous years (as 

debt service ratio total 
monthly loan payments divided by 
monthly gross (before-tax) income; 
provides a measure of the ability to 
pay debts promptly

cash budget a budget that takes 
into account estimated monthly cash 
receipts and cash expenses for the 
coming year

Preparing, analyzing, 
and monitoring your 
personal budget are 
essential steps for 
successful personal 
financial planning.
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found on income and expense statements and in supporting  
information for those periods) along with predetermined 
short-term financial goals.

Whether or not you have historical information, 
when preparing your budget, be aware of your ex-
penditure patterns and how you spend money. After 
tracking your expenses over several months, study 

your spending habits to see if you are doing things 
that should be eliminated. For example, you may be-
come aware that you are going to the ATM too often 
or using credit cards too freely. You’ll probably find it 
easier to budget expenses if you group them into sev-
eral general categories rather than trying to estimate 
each item. Worksheet 2.3 is an example of one such 

The projected annual cash budget shows several months in which substantial cash deficits 
are expected to occur. The Taylors can use this information to develop plans for covering 
those monthly shortfalls.

wORksHEEt 2.3  the taYlorS’ annUal caSh BUDGet BY month

ANNUAL CASH BUDGET BY MONTH

Name(s) Jack and Lily Taylor

For the   Year  Ended   December 31, 2021

Jan. Feb. Mar. April May June July Aug. Sep. Oct. Nov. Dec.
Total for 
the Year

INCOME

Take-home pay $4,800 $4,800 $4,800 $4,800 $4,800 $5,200 $5,200 $5,200 $5,200 $5,200 $5,200 $5,200 $60,400

Bonuses and commissions 056,2003,1053,1

Pensions and annuities

Investment income 00205050505

Other income

 (I) Total Income $4,800 $4,800 $4,850 $4,800 $4,800 $6,600 $5,200 $5,200 $5,250 $5,200 $5,200 $6,550 $63,250

EXPENSES

Housing (rent/mtge, repairs) $1,185 $1,485 $1,185 $1,185 $1,185 $1,185 $1,185 $1,185 $1,185 $1,185 $1,185 $1,185 $14,520

Utilities (phone, elec., gas, water) 245 245 245 175 180 205 230 245 205 195 230 250 2,650

Food (home and away) 696 696 1,200 696 696 696 696 696 696 696 696 696 8,856

Transportation (auto/public) 375 620 375 355 375 375 575 375 375 425 375 375 4,975

Medical/dental, incl. insurance 50 50 50 50 50 75 50 50 50 50 50 50 625

Clothing 150 150 670 200 200 200 300 600 200 300 300 300 3,570

Insurance (life, auto, home) 615,4895,1066895,1066

Taxes (property) 001,1055055

Appliances, furniture, and 
other 
(purchases/loans) 60 60 60 60 60 60 60 60 60 60 60 60 720

Personal care 100 100 100 100 100 100 100 100 100 100 100 100 1,200

Recreation and entertainment 250 300 3,200 200 200 400 300 200 200 200 200 2,050 7,700

Savings and investments 575 575 575 575 575 575 575 575 575 575 575 575 6,900

Other expenses 135 200 175 135 510 180 135 235 235 135 405 325 2,805

Fun money 200 200 230 130 200 200 200 200 200 200 200 230 2,390

 (II) Total Expenses $4,021 $5,231 $8,065 $4,521 $5,929 $4,251 $4,406 $5,071 $4,081 $4,781 $5,974 $6,196 $62,527

CASH SURPLUS 

(OR DEFICIT) [(I)-(II)] $779 ($431) ($3,215) $279 ($1,129) $2,349 $794 $129 $1,169 $419 ($774) $354 $723

CUMULATIVE CASH 

SURPLUS (OR DEFICIT) $779 $348 ($2,867) ($2,588) ($3,717) ($1,368) ($574) ($445) $724 $1,143 $369 $723 $723
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grouping scheme, patterned after the categories used 
in the income and expense statement.

Don’t forget an allowance for “fun money,” which 
family members can spend as they wish. This gives each 
person some financial independence and may help  
family members feel more comfortable with being on 
a budget. 

Finalizing the Cash Budget After estimating in-
come and expenses, finalize your budget by comparing 
projected income to projected expenses. Show the dif-
ference as a projected surplus or deficit. In a balanced 
budget, the total income for the year equals or exceeds 
total expenses. If you find that you have a deficit at  
projected year end, you’ll have to go back and adjust  
your expenses. If you have several months of large  
surpluses, you should be able to cover any shortfall in a  

later month, as explained later. Budget preparation  
is complete once all projected monthly deficits are  
resolved and the total annual budget balances.

2-5b Dealing with Deficits
Even if the annual budget balances, in certain months 
expenses may exceed income, causing a monthly budget 
deficit. Likewise, a budget surplus occurs when income 
in some months exceeds expenses. Two remedies exist:

 ▶ Shift expenses from months with budget deficits 
to months with surpluses (or, alternatively, transfer 
income, if possible, from months with surpluses to 
those with deficits).

 ▶ Use savings, investments, or borrowing to cover tem-
porary deficits.

Because the budget balances for the year, the need 
for funds to cover shortages is only temporary. In months 
with budget surpluses, you should return funds taken 
from savings or investments or repay loans. Either rem-
edy is feasible for curing a monthly budget deficit in a 
balanced annual budget, although the second is probably 
more practical.

What can you do if your budget shows an annual 
budget deficit even after you’ve made a few expense  
adjustments? Here you have three options, as follows:

 ▶ Liquidate enough savings and investments or 
borrow enough to meet the total budget shortfall 
for the year. Obviously, this option is not preferred 

Spending less often means changing your behavior:
d Make a budget and use it to help set financial 

goals. Decide how much less you want to spend and 
set a savings goal.

d Use your savings account first and your check-
ing account last. Set up two bank accounts so that 
money can be transferred between them. Deposit 
your income into savings and transfer your budgeted 
amount into checking—not the other way around.

d Spend cash—don’t rely on credit cards. It’s harder 
to use cash for everything, so you’ll spend less.

d Have someone hold you accountable. Let some-
one you trust—your spouse, friend, or parent, for 
 instance—know your goals and have them follow 
your progress.

d Before you buy, consider the alternatives. Always 
wait at least two days before making a big purchase. 
Think about how it fits into your budget. Really think 
about your alternatives.

Source: Adapted from Brian Reed, “6 Jedi Mind Tricks To Help You 
Stop Overspending,” https://www.businessinsider.com/trick-yourself 
-into-spending-less-money-2012-1, accessed November 2018.

How to Spend Less
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These reductions lower Jack and Lily’s total scheduled 
expenses to $62,527, giving them a surplus of $723 
($63,250 2 $62,527) and balancing the budget on an 
annual basis with some money left over. Of course, the 

Taylors can reduce other discre-
tionary expenses to further 
increase the budget surplus 
and have a cush-
ion for unexpected 
expenses.

The Taylors’ final step is to analyze monthly sur-
pluses and deficits and determine whether to use savings,  
investments, or borrowing to cover monthly shortfalls. 
The bottom line of their annual cash budget lists the 
cumulative, or running, totals of monthly cash surpluses 
and deficits. Despite their $723 year-end cumulative 
cash surplus, they have cumulative deficits from March 
to  August, primarily because of their March vacation and 
insurance payments.

To help cover these deficits, Jack and Lily have ar-
ranged an interest-free loan from their parents. If they 
had dipped into savings to finance the deficits, they 
would have lost some interest earnings, which are in-
cluded as income. They could also delay clothing and 
recreation and entertainment expenses until later in the 
year to reduce the deficits more quickly. If they weren’t 
able to obtain funds to cover the deficits, they would 
have to reduce expenses further or increase income. At 
year end, they should use their surplus to increase sav-
ings or investments or to repay part of a loan.

because it violates the objective of budgeting: to 
set expenses at a level that allows you to enjoy a 
 reasonable standard of living and progress toward 
achieving your long-term goals.

 ▶ Cut low-priority expenses from the budget.  
This option is clearly preferable to the first one.  
It balances the budget without using external  
funding sources by eliminating expenses associated 
with your least important short-term goals, such as 
 flexible or discretionary expenses for nonessential 
items (e.g., recreation, entertainment, and some 
types of clothing).

 ▶ Increase income. Finding a higher-paying job or 
perhaps a second, part-time job is the most dif-
ficult option. This takes more planning and may 
result in significant lifestyle changes. However, 
people who can’t liquidate savings or investments 
or borrow funds to cover necessary expenses may 
ultimately have to choose this route to balance 
their budgets.

2-5c A Cash Budget  
for Jack and Lily Taylor
Using their short-term financial 
goals (Worksheet 1.1 in Chapter 1)  
and past financial statements 
 (Worksheets 2.1 and 2.2), Jack and 
Lily Taylor have prepared their 
cash budget for the 2021 calendar year. 
Worksheet  2.3 shows the Taylors’ estimated 
total 2021 annual income and expenses by month 
as well as the monthly and annual cash surplus or deficit.

The Taylors list their expected total 2021 take-home 
income of $63,250 by source for each month. By using 
take-home pay, they eliminate the need to show income-
based taxes, Social Security payments, and other payroll 
deductions as expenses. The take-home pay reflects Jack 
and Lily’s expected salary increases.

In estimating annual expenses for 2021, the Taylors 
anticipate a small amount of inflation and have factored 
some price increases into their expense projections. They 
have also allocated $6,900 to savings and investments, a 
wise budgeting strategy, and included an amount for fun 
money to be divided between them.

During their budgeting session, Jack and Lily 
 discovered that their first estimate resulted in expenses 
of $63,877, compared with their estimated income of 
$63,250. To eliminate the $627 deficit in order to bal-
ance their budget and to allow for unexpected expenses, 
they made these decisions:

 ▶ Omit some low-priority goals: spend less on  stereo 
components; take a shorter European vacation in-
stead of the Utah ski trip shown in Worksheet 1.1.

 ▶ Reschedule some of the loan repayments to their parents.

 ▶ Reduce their fun money slightly.

Alexandru Nika/Shutterstock.com

YOU CAN DO IT NOW: Save Automatically  
We all know we should save regularly. One way to  
create a savings “habit” is to literally make it automatic. 

Open a savings account apart from your checking 
account. This will separate your savings from what you 
have available to spend. And then set up an automatic  
deposit from your checking to your savings account 
each month. This sets your “habit.” You can do it now.
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2-5d Using Your Budgets
In the final analysis, a cash budget has value only if 
(1) you use it and (2) you keep careful records of actual 
income and expenses. These records show whether you 
are staying within your budget limits.

At the beginning of each month, record the  
budgeted amount for each category and enter income 
received and money spent on the appropriate pages. At 
month’s end, total each account and calculate the surplus 
or deficit. Except for certain  income accounts (such as 
salary) and fixed  expense accounts (such as mortgage or 
loan payments), most categories will end the month with 
a positive or negative variance, indicating a cash surplus or 
deficit. You can then transfer your total spending by cate-
gory to a budget control schedule that compares actual in-
come and expenses with the various categories and shows 
the budget variance, which is the difference between the 
budgeted and actual amount paid out or received.

This monthly comparison makes it easy to identify 
major budget categories where income falls far short 
of—or spending far exceeds—desired levels (variances 
of 5 percent to 10 percent or more). After pinpointing  
these areas, you can take corrective action to keep your 
budget on course. Don’t just look at the size of the  
variances. Analyze them, particularly the larger ones,  
to discover why they occurred. Only in exceptional  
situations should you finance budget adjustments by  
using savings and investments or by borrowing.

EXAMPLE: Calculating Budget Variance  Ava bud-
geted $175 last month for transportation but actually 
spent $200. She consequently had a variance that was a 
budget deficit of $25. Had Ava actually spent only $165, 
the variance would have been a $10 budget surplus.

Looking at the Taylors’ budget control schedule for a 
representative month in Worksheet 2.4, you can see that 
actual income and expense levels are reasonably close to 
their targets and have a positive budget variance for the 
month shown. The biggest variances were in medical/
dental and recreation/entertainment, which presumably 
occurred because these expenses are paid unevenly over 
the months of the year. 

 2-6  tHE tIME vALUE OF MONEY:  
PLAcING A DOLLAR vALUE ON  
FINANcIAL GOALs

LO6 Assume that one of your financial goals is to 
buy your first home in six years. Your first question 
is how much you want to spend on that home. Let’s 
say you’ve done some “window shopping” and feel 
that, taking  future  inflation into consideration, you 
can buy a nice  condominium for about $200,000 in 
six years. Of course, you won’t need the full amount, 
but assuming that you’ll make a 20 percent down  
payment of $40,000 (.20 3 $200,000 5 $40,000) and 
pay $5,000 in closing costs, you need $45,000. You 
now have a well- defined financial goal: To accumu-
late $45,000 in six years to buy a home costing about 
$200,000.

The next question is how to get all that money. 
You can easily estimate how much to save or invest 
each year if you know your goal and what you expect to 
earn on your savings or investments. In this case, if you 
have to start from scratch (i.e., if nothing has already 
been saved) and estimate that you can earn about 5 
percent on your money, you’ll have to save or invest 
about $6,616 per year for each of the next six years 
to accumulate $45,000 over that time. Now you have 
another vital piece of information: You know what  
you must do over the next six years to reach your  
financial goal.

How did we arrive 
at the $6,616 figure? 
We relied on the time 
value of money, the 
idea that a dollar today 
is worth more than a 
dollar received in the 
future. With time value 
concepts, we can cor-
rectly compare dollar 
values occurring at dif-
ferent points in time. 

budget control schedule a 
summary that shows how actual 
income and expenses compare 
with the various budget categories 
and where variances (surpluses or 
deficits) exist

budget variance the difference 
between the budgeted and actual 
amount paid out or received

time value of money the concept 
that a dollar today is worth more than a 
dollar received in the future

Pessimistic Budgeting Wins
People tend to be overly optimistic when budgeting for 
a few months than for longer time periods. They tend to 
underestimate short-term expenses, but they are more 
realistic with longer-term budgets. We are likely less 
confident about longer periods and adjust our expenses 
upward to be safe. So win by being purposely pessimistic 
in short-term budgeting.

bEHAvIOR MAttERs
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So as long as you can 
earn a positive rate  
of return (interest rate) 
on your investments 
(ignoring taxes and other 
behavioral factors), you 
should prefer to receive 
equal amounts of mon-
ey sooner rather than 
later. The two key time 

value concepts, future value and 
present value, are discussed sepa-
rately next. (Note: The time value 
discussions and demonstrations 
initially rely on the use of finan-
cial tables.) 

Appendix E explains how to 
use financial calculators, which de-
termine the interest factors inter-
nally to conveniently make time 
value calculations. The calculator  
keystrokes for each calculation are 
shown in the text margin near the 
related discussion. Also, all spread-
sheet software, such as Excel, has 
“financial functions” that will run 
time-value calculations you can use 
to build your budgets.

2-6a Future Value
To calculate how much to save to 
buy the $200,000 condominium, 
we used future value, which is the 
value to which an amount today will 
grow if it earns a specific rate of in-
terest over a given period. Assume, 
for example, that you make annual 
deposits of $2,000 into a savings 
account that pays 5 percent inter-
est per year. At the end of 20 years, 
your deposits would total $40,000 
(20 3 $2,000). If you made no 
withdrawals, your account balance 
would have increased to $66,132! 
This growth in value occurs not 
only because of earning interest but 
also because of compounding— 
the interest earned each year is  
left in the account and becomes 
part of the balance (or principal) 
on which interest is earned in  
subsequent years.

Future Value of a Single Amount To demonstrate 
future value, let’s return to the goal of accumulating 
$45,000 for a down payment to buy a home in six years. 
The correct way to approach this problem is to use the 
future value concept. For instance, if you can invest $100 
today at 5 percent, you will have $105 in a year. You will 
earn $5 on your investment (.05 3 $100 5 $5) and get 

The monthly budget provides important 
feedback on how the actual cash flow stacks up 
against the forecasted monthly cash budget. 
If the variances are significant enough and/or 
continue month after month, the Taylors should 
consider altering either their spending habits or 
their cash budget.

wORksHEEt 2.4  the taYlorS’ monthlY BUDGet

future value the value to which 
an amount today will grow if it earns 
a specific rate of interest over a 
given period

compounding when interest 
earned each year is left in the account 
and becomes part of the balance (or 
principal) on which interest is earned 
in subsequent years

MONTHLY BUDGET

Name(s) Jack and Lily Taylor

Budgeted 
Amount

Actual
Amount Variance

INCOME (1) (2) (3)*

Take-home pay $4,800 $4,817 $17

Bonuses and commissions 0

Pensions and annuities 0

Investment income 0

Other income 0

(I) Total Income $4,800 $4,817 $17

EXPENSES
Housing (rent/mtge, repairs) $1,185 1,185 0

Utilities (phone, elec., gas, 
water) 245 237 (8)

Food (home and away) 696 680 (16)

Transportation (auto/public) 375 385 10

Medical/dental, including
insurance 50 0 (50)

Clothing 150 190 40

Insurance (life, auto, home) 0 0 0

Taxes (property) 0 0 0

Appliances, furniture, and 
other (purchases/loans) 60 60 0

Personal care 100 85 (15)

Recreation and
entertainment 250 210 (40)

Savings and investments 575 575 0

Other expenses 135 118 (17)

Fun money 200 200 0

(II) Total Expenses $4,021 $3,925 ($96)

CASH SURPLUS (OR 
DEFICIT) [(1)-(2)] $779 $892 $113

*Col. (3) 5 Col. (2) 2 Col. (1).
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You’ll need to save about $5,630.70 a year to reach 
your goal. Note in this example that you must add 
$5,630.70 each year  
to the $5,000 
you initially in-
vested in order to 
build up a pool 
of $45,000 in six 
years. At a 5 per-
cent rate of return, 
the $5,630.70 per 
year will grow 
to $38,300 and 
the $5,000 will grow 
to $6,700. So in six 

your original $100 back. Once you know the length of 
time and rate of return involved, you can find the future 
value of any investment by using the following simple 
formula:

Future value 5 Amount invested  
          3 Future value factor

Tables of future value factors simplify the computations 
in this formula (see Appendix A). The table is easy to use; 
simply find the factor that corresponds to a given year and 
interest rate. 

Returning to the problem at hand, let’s say you al-
ready have accumulated $5,000 toward the purchase 
of a new home. Referring to Appendix A, you will find 
the future value factor for a six year investment earning  
5 percent is 1.340 (the factor that lies at the intersection 
of six years and 5 percent). To find the future value of 
that investment in six years earning 5 percent, you can 
use the preceding formula as follows:

Future value 5 $5,000 3 1.340  
         5 $6,700

In six years, then, you will have $6,700 if you invest 
the $5,000 at 5 percent. However, because you feel you 
are going to need $45,000, you are still $38,300 short 
of your goal.

Future Value of an 
Annuity How are 
you going to accu-
mulate the additional 
$38,300? You’ll again 
use the future value 
concept, but this time 
you’ll use the future 
value annuity factor. 
An annuity is a fixed 

sum of money that occurs periodically; for example, a 
deposit of $1,000 per year for each of the next five years, 
with payment to be made at the end of each year. To find 
out how much you need to save each year in order to ac-
cumulate a given amount, use this equation:

  Yearly  
  savings 5 

Future amount of money desired
Future value annuity factor

When dealing 
with an annuity you 
need to use a dif-
ferent table of fac-
tors, such as that in 
 Appendix  B. Note 
that it’s very much 
like the table of fu-
ture value factors 
and, in fact, is used 
in exactly the same 
way. The proper fu-
ture value annuity 
factor corresponds 
to the given year 
and interest rate. 
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Timeline

       1       2       3       4       5 

End of Year

I = 5%

$5,000

0
$6,700

6

Calculator
Inputs Functions

5,000 PV
6 N
5 I

CPT
FV

Solution

6,700.48

See Appendix E for details.

       1       2       3       4       5 

End of Year

I = 5%

$5,631 $5,631 $5,631
$5,631 $5,631 $5,631

$38,300

0 6

Timeline

annuity a fixed sum of money 
that occurs annually

EXAMPLE: Calculating the Future Value of an 
 Annuity  You want to make equal annual investments 
that will grow to the additional $38,300 needed for 
the down payment on a home in 6 years while earn-
ing 5 percent a year.  Appendix B provides an annuity 
factor of 6.802. The needed equal annual investment is:

Yearly savings 5 $38,300/6.802 5 $5,630.70
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years, you’ll have 
$38,300 1 $6,700 
5 $45,000.

How much, 
you may ask, 
would you need 
to save each year 
if you didn’t have 
the $5,000 to 
start with? In this 
case, your goal 
would still be the 
same (to accu-
mulate $45,000  
in six years), but  
because you’d  
be starting from 
scratch, the full  
$45,000 would  
need to come 
from yearly sav-
ings. Assuming 
you would still 
earn 5 percent 
over the six-year 

period, you can use the same future value annuity factor 
(6.802) to compute the amount of yearly savings as follows:

Yearly savings 5 $45,000/6.802 5 $6,615.70

or approximately $6,616. Note that this amount cor-
responds to the $6,616 figure cited at the beginning of 
this section.

2-6b Present Value
Lucky you! You’ve just won $100,000 in your state lot-
tery. You want to spend part of it now, but because 
you’re 30  years old, you also want to use part of it 
for your  retirement fund. Your goal is to accumu-
late $300,000 in the fund by the time you’re age 55  
(25 years from now). How much do you need to invest  
if you estimate that you can earn 5 percent annually on your 

investments during the 
next 25 years?

Using present value,  
the value today of an 
amount to be received 
in the future, you can 
calculate the answer. It 
represents the amount 
you’d have to invest to-
day at a given interest 

rate over the speci-
fied time period to 
accumulate the fu-
ture amount. The 
process of finding 
present value is 
called discounting, 
which is the inverse 
of compounding to 
find future value.

Present Value of 
a Single Amount  
Assuming that you 
wish to create the 
retirement fund (future value) by making a single, lump-
sum deposit today, you can use this formula to find the 
amount that you need to deposit:

Present value 5 Future value  
        3 Present value factor
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present value the value today of 
an amount to be received in the future; 
it’s the amount that would have to 
be invested today at a given interest 
rate over a specified time period to 
accumulate the future amount

discounting the process of 
finding present value; the inverse of 
compounding to find future value

Timeline

       1       2       3       4       5 

End of Year

I = 5%

$6,616 $6,616 $6,616
$6,616 $6,616 $6,616

$45,000

0 6

Calculator

Inputs Functions

38,300 FV
6 N
5 I

CPT
PMT

Solution

5,630.77

See Appendix E for details.

Calculator

Inputs Functions

45,000 FV
6 N
5 I

CPT
PMT

Solution

6,615.79

See Appendix E for details.

EXAMPLE: Calculating the Present Value of a 
 Single  Amount You want to have a retirement fund  
of $300,000 in 25 years by making a lump-sum deposit  
today that will earn 5 percent a year. Appendix C pro-
vides a present value factor of 0.295. Your deposit will be:

Present value 5 $300,000 3 0.295  

      5 $88,500 

48 PART ONE:  Foundations of Financial Planning

33609_ch02_ptg01.indd   48 20/12/18   9:13 PM



Tables of present value factors make this calculation easy 
(see Appendix C). 

As shown in the calculator box, the $88,500 
is the amount you’d have to deposit today 
into an account paying 5 percent annual 
interest in order to accumulate $300,000 
at the end of 25 years.

Present Value of an Annuity You 
can also use present value techniques to 
determine how much you can withdraw 
from your retirement fund each year over a specified 

    Annual  

    withdrawal 5 
Initial deposit

Present value annuity factor

Therefore, you can withdraw $19,514.73 
each year for 30 years. This value is 
clearly much larger than the $10,000 an-
nual with drawal mentioned earlier.

Other Applications of Present Value  
You can also use present value tech-

niques to analyze investments. Suppose you have an 
opportunity to pur-
chase an annu-
ity investment that 
promises to pay 
$700 per year for 
five years. You know 
that you’ll receive 
a total of $3,500 
($700 3 5) over the 
five-year period. 
However, you wish 
to earn  a minimum 
annual return of 5 
percent on your in-
vestments. What’s 
the most you should 
pay for this annuity 
today? You can an-
swer this question 
by rearranging the 
terms in the formu-
la to get:

Initial deposit 5 Annual withdrawal 
3 Present value annuity factor

Adapting the equation to this situation, “initial 
deposit” represents the maximum price to pay for the  

EXAMPLE: Calculating the Present Value of an 
Annuity  You’ve successfully accumulated $300,000 
for retirement and want to make equal annual with-
drawals over the next 30 years while earning 5 percent. 
Using the present value annuity factor of 15.373 in 
 Appendix D, the equal annual withdrawal is:

Annual withdrawal 5 $30,000/15.372  

                        5 $19,514.73  

time horizon. This calls for the present value annuity 
factor. Assume that at age 55, you want to begin making 

equal annual with-
drawals over the 
next 30 years from 
your $300,000 
retire ment fund. 
At first, you 
might think you 
could withdraw 
$10,000 per year 
( $ 3 0 0 , 0 0 0 / 3 0 
years). However, 
the funds still on 
deposit would 
continue to earn 
5 percent an-
nual interest. To 
find the amount 
of the equal an-
nual withdrawal, 
you again need to 
consider the time 
value of money. 
Specifically, you 
would use this 
formula:

Time value allows 
you to place monetary 
values on long-term 
financial goals.

Timeline

       1       2              ....    24 

End of Year

I = 5%

$88,500

$300,000

0 25

Timeline

   0       1      2    . . .               29

End of Year

I = 5%

$300,000
$19,515

$19,515
$19,515

$19,515

30

Calculator

Inputs Functions

300,000 PV
30 N
5 I

CPT
PMT

Solution

19,515.43

See Appendix E for details.

EXAMPLE: Determining the Value of an Invest-
ment  What should you be willing to pay up front for 
an investment that will pay $700 a year for 5 years 
when you want to earn at least a 5 percent return?

This is calculated as the present value of an annuity, 
which Appendix D shows to have a factor of 4.329. 

Initial deposit 5 $700 3 4.329 5 $3,030.30 

Calculator

Inputs Functions

300,000 FV
25 N
5 I

CPT
PV

Solution

88,590.83

See Appendix E for details.
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annuity, and “an-
nual withdrawal” 
represents the an-
nual annuity pay-
ment of $700.

The most 
you should pay 
for the $700, five- 
year annuity, giv-
en your 5 percent 
annual return, is 
about $3,030. At 
this price, you’d 
earn 5 percent on  
the investment.

Using the present value concept, you can easily 
determine the present value of a sum to be received 
in the future, equal annual future withdrawals avail-
able from an initial deposit, and the initial deposit  
that would generate a given stream of equal annual 
withdrawals. These procedures, like future value  
concepts, allow you to place monetary values on long-
term financial goals.

 2-7 INFLAtION AND INtEREst RAtEs 
LO7 The time value of money examples in this chap-
ter use interest rates that are assumed to appropri-
ately reflect risk. Inflation is arguably one of the most 
prominent sources of investment risk and is a key driv-
er of interest rates. Over time inflation reduces the 
purchasing power of the cash flows produced by an 
investment, which reduces the probability of achiev-
ing the associated financial planning goal. Similarly,  
not planning for inflation-induced cost increases  
during retirement gets in the way of effective financial 
planning. It’s consequently important to understand 
the general effects of inflation, how inflation affects 
interest rates, and how best to handle inflation in  
solving key financial planning problems.

Let’s use some of the time value of money tools 
developed in this chapter to understand and quantify 

the effect of inflation 
on cash flows over time. 
For example, assume 
you invested $10,000 
at the beginning of 
the year and earned  

8 percent over the first year. At the end of the year you 
would have a total balance of $10,000 3 1.08, which 
is $10,800. Further assume that the rate of inflation 
over that first year was 3 percent. Thus, after one year 
$10,300 is needed to buy what $10,000 would buy in 
the prior year because there was a 3 percent inflation 
rate. Consequently, your initial investment restated after 
the impact of 3 percent inflation is $10,000 3 1.03 5 
$10,300. So your dollar rate of return in these end-of-the 
year dollars is $10,800 2 $10,300 5 $500, which is a 
percentage rate of return on your inflation-adjusted initial 
investment of ($500/$10,300) 2 1 5 4.85 percent. Rather 
than a return of 8 percent on the investment, the real rate 
of return was only approximately 5 percent or 8 percent 
– 3 percent. 

The real rate of return (or real interest rate), ireal 

, may be more precisely measured by considering the 
effect of compounding on the relationship between 
nominal interest rates (unadjusted for inflation), in, and 
the expected rate of inflation, einf. The so-called Fisher 
equation is:

(1 1 in) 5 (1 1 ireal) 3 (1 1 einf) 

The nominal interest rate and the expected rate of  
inflation are available inputs and the real interest rate 
may consequently be inferred as:

(1 1 ireal) 5 
(1 1 in)
(1 1 iinf  )

In the above example, the real rate of return or interest 
is (1.08)/(1.03) 2 1 5 4.85 percent. This estimate is 
more precise than the above approximation of a real 
interest rate of 5 percent because the Fisher equation 
captures the compounding effect. Consistent with 
our intuition, compounding makes the effect of infla-
tion more damaging, which shows up in an inflation-
adjusted rate of return that is lower than the 5 percent 
approximation determined by simply subtracting the  
3 percent inflation rate from the 8 percent nominal 
rate of return. The Fisher equation and the above 
example reflect investors adjusting their nominal  
return (interest rate) requirements to compensate for 
the eroding effect of expected inflation on their real 
returns over the investment time horizon. 

The best way to handle inflation in long-term fi-
nancial planning decisions is first to consider prevail-
ing forecasts of future inflation. The next step is to in-
corporate the effect of those inflationary expectations 

real rate of return the rate of 
return earned after adjusting for the 
effect of inflation; also referred to as 
the real interest rate

Calculator

Inputs Functions

700 PMT
5 N
5 I

CPT
PV

Solution

3,030.63

See Appendix E for details.
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on future cash flows. For example, assume the current 
long-term forecast for the rate of inflation is 4 percent. 
Further, let’s say you expect to need $4,000 a month 
in current dollars to fund your retirement starting in  
30 years. Thus, in 30 years you’ll need $4,000 3 (1.04)30 
or about $12,974 a month if you want to have the same 
purchasing power as $4,000 per month today! It’s so-
bering to consider that it will take over three times as 

Planning Over a lifeTime

Budgeting

While budgeting is important across all stages of 
the life cycle, here are some key considerations in 
each stage.

pre-FamIlY InDepenDence: 20s

 Develop financial record-keeping system.

 Develop a budget and carefully track expenses.

 Budget savings each month and build up an emergency 
fund.

 Develop personal balance sheet, income statement, and 
calculate net worth at least annually.

 Develop short-, medium-, and long-term financial goals.

FamIlY FormatIon/career Development: 30–45

 Revise budget in light of family and career financial 
changes.

 Budget amount for children’s education.

 Determine and set aside retirement contribution.

 Spend to meet previously determined short- and 
 medium-term financial goals.

 Update personal balance sheet, income statement, and 
calculate net worth at least annually.

pre-retIrement: 45–65

 Revise budget to reflect typically higher income relative 
to expenses.

 Evaluate projected expenses and housing for retirement 
planning.

 More aggressively budget to increase retirement 
 contributions.

 Spend to meet previously determined medium-term 
financial goals.

 Update personal balance sheet, income statement, and 
calculate net worth least annually.

retIrement: 65 anD BeYonD

 Revise budget to adapt to retirement living expenses, 
health costs, insurance needs, and income.

 Draw on retirement income sources and accumulated  
assets.

 Spend to meet previously determined long-term  
financial goals.

 Update personal balance sheet, income statement,  
and calculate net worth at least annually.

many dollars to fund your retirement expenses as it 
would take today. And inflation will continue during 
retirement, which means your monthly expenses will 
grow with inflation as well.

In Chapter 14 we’ll explain how to plan for retirement 
effectively and explore additional ways to properly capture 
the effect of inflation.
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No Budget, No Plan: Tyler Bought a Boat!

Tyler, 28, has a good job as a sales rep. He’s always found 
budgeting boring and has been intending to start a 
 financial plan for years.

Recently, Tyler went fishing with some friends on 
a rented boat and had a great time. He stopped at 
a boat sale on his way home. Before he 
knew it, a salesman had convinced 
Tyler that the sale was just too 
good to pass up. So Tyler bought 
a $10,000 boat and financed  

80 percent of the cost for the next five years. He 
now finds himself relying on his credit card to get  
by each month.

What if Tyler had kept track of his money, used a 
budget, and had a set of financial goals? Know-

ing where his money went and 
having a financial plan would 

have increased the chance that 
Tyler would have made a more de-

liberate, informed financial  decision.

FINANcIAL IMPAct OF PERsONAL cHOIcEs

Iakov Filimonov/Shutterstock.com
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LO1 1. Financial plans vs. statements. Describe and distinguish financial plans and statements.

LO2, 3 2.  Preparing financial statements. Hugo Garcia is preparing his balance sheet and income and expense statement 
for the year ending December 31, 2020. He is having difficulty classifying six items and sks for your help. Which, 
if any, of the following transactions are assets, liabilities, income, or expense items?

a. Hugo rents a house for $1,350 a month.

b. On June 21, 2020 Hugo bought diamond earrings for his wife and charged them using his Visa card. The earrings 
cost $900, but he hasn’t yet received the bill.

c. Hugo borrowed $3,500 from his parents last fall, but so far, he has made no payments to them.

d. Hugo makes monthly payments of $225 on an installment loan; about half of it is interest, and the balance is 
repayment of principal. He has 20 payments left, totaling $4,500.

e. Hugo paid $3,800 in taxes during the year and is due a tax refund of $650, which he hasn’t yet received.

f. Hugo invested $2,300 in a mutual fund.

g. Hugo’s Aunt Lydia gave him a birthday gift of $300.

LO2, 4 3.  Preparing personal balance sheet. Use Worksheet 2.1. Katie Wright’s banker has asked her to submit a personal 
balance sheet as of June 30, 2020, in support of an application for a $6,000 home improvement loan. She comes to 
you for help in preparing it. So far, she has made the following list of her assets and liabilities as of June 30, 2020:

Asset/Liability Sub-total

Cash on hand $70

Balance in checking account 180

Balance in money market deposit account with  
  Central Savings

650 900

Bills outstanding:

Telephone $20

Electricity 70

Charge account balance 190

Visa 180

MasterCard 220

Taxes 400

Insurance 220 $1,300

Condo and property 68,000

Condo mortgage loan 52,000

Automobile: 2016 Honda Civic 14,400

Installment loan balances:

Auto loans 3,000

Furniture loan 500 3,500

Personal property:

Furniture 1,050

Clothing 900 1,950

Financial Planning Exercises
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Asset/Liability Sub-total

Investments:

U.S. government savings bonds 500

Apple stock 3,000 3,500

   From the data given, prepare Katie Wright’s balance sheet, dated June 30, 2020 (follow the 
balance sheet form shown in Worksheet 2.1). Then evaluate her balance sheet relative to the 
following factors:  (a) solvency, (b) liquidity, and (c) equity in her dominant asset.

LO3 4.  Preparing personal income and expense statement. Use Worksheet 2.2. Robyn and Matthew 
Scott are about to construct their income and expense statement for the year ending December 
31, 2020. Robyn works full time while Matthew is finishing up graduate school. They have put 
together the following income and expense information for 2020:

Robyn’s salary $57,000

Reimbursement for travel expenses 1,950

Interest on:

Savings account 110

Certificates of deposit 70

Groceries 4,150

Rent 9,600

Utilities 960

Gas and auto expenses 650

Matthew’s tuition, books, and supplies 13,300

Books, magazines, and periodicals 280

Clothing and other miscellaneous expenses 2,700

Cost of photographic equipment purchased with  
charge card

2,200

Amount paid this year on photographic equipment 1,600

Robyn’s travel expenses 1,950

Purchase of a used car (cost) 9,750

Outstanding loan balance on car 7,300

Purchase of bonds in Verizon Communications Inc. 4,900

   Using the information provided, prepare an income and expense statement for the Scotts for the 
year ending December 31, 2020 (follow the form shown in Worksheet 2.2).

LO5 5.  Preparing cash budget. Theo and Sophia Martinez are preparing their 2021 cash budget. Help the 
Martinez family reconcile the following differences, giving reasons to support your answers.

a. Their only source of income is Theo’s salary, which amounts to $5,000 per month before 
taxes. Sophia wants to show the $5,000 as their monthly income, whereas Theo argues that 
his take-home pay of $3,917 is the correct value to show.

b. Theo wants to make a provision for fun money, an idea that Sophia doesn’t understand. She 
asks, “Why do we need fun money when everything is provided for in the budget?”

Financial Planning Exercises (Continued)
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LO6  6.  Calculating present and future values. Use future or present value techniques to solve the following problems.

a. If you inherited $45,000 today and invested all of it in a security that paid a 7 percent rate of return, how much 
would you have in 25 years?

b. If the average new home costs $275,000 today, how much will it cost in 10 years if the price increases by 
5 percent each year?

c. You forecast that in 15 years, it will cost $190,000 to provide your child with a 4-year college education. Will 
you have enough if you take $75,000 today and invest it for the next 15 years at 4 percent?

d. If you can earn 4 percent, how much will you have to save each year if you want to retire in 35 years with 
$1 million?

LO6  7.  Funding a retirement goal. Austin Miller wishes to have $800,000 in a retirement fund 20 years from now. He can 
create the retirement fund by making a single lump-sum deposit today.

a. If upon retirement in 20 years, Austin plans to invest $800,000 in a fund that earns 4 percent, what is the 
maximum annual withdrawal he can make over the following 15 years?

b. How much would Austin need to have on deposit at retirement in order to withdraw $35,000 annually over 
the 15 years if the retirement fund earns 4 percent?

c. To achieve his annual withdrawal goal of $35,000 calculated in part b, how much more than the amount 
calculated in part a must Austin deposit today in an investment earning 4 percent annual interest?

LO7  8. Inflation and interest rates. Jessica Adams is 21 years old and has just graduated from college. In considering the 
retirement investing options available at her new job, she is thinking about the long-term effects of inflation. Help 
her by answering the following related questions:

a. Explain the effect of long-term inflation on meeting retirement financial planning goals.

b. If long-term inflation is expected to average 4 percent per year and you expect a long-term investment return 
of 7 percent per year, what is Jessica’s long-term expected real rate of return (adjusted for inflation)? Be sure to 
consider the important impact of compounding.

Financial Planning Exercises 

55CHAPTER 2: Using Financial Statements and Budgets

33609_ch02_ptg01.indd   55 20/12/18   9:13 PM



3 Preparing Your 
Taxes
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After finishing  
this chapter go 

to PAGE 80 for 

STUDY TOOLS

LEARNING ObjEcTIvES
After studying this chapter, you will be able to…

 3-1 Discuss the basic principles of income taxes and determine your filing status.

 3-2 Describe the sources of gross income and adjustments to income, differentiate between 
standard and itemized deductions and exemptions, and calculate taxable income.

 3-3 Prepare a basic tax return using the appropriate tax forms and rate schedules.

 3-4 Explain who needs to pay estimated taxes, when to file or amend your return, and how to 
handle an audit.

 3-5 Know where to get help with your taxes and how software can make tax return preparation easier.

 3-6 Implement an effective tax planning strategy.
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 3-1  UNDERSTANDING FEDERAL 
INcOmE TAx PRINcIPLES

LO1 Taxes are dues that we pay for membership in our 
society; they’re a cost of living in this country. Federal, 
state, and local tax receipts fund government activities  
and a wide variety of public services, from national 
 defense to local libraries. Adminis-
tering and enforcing federal tax laws 
is the responsibility of the Internal 
 Revenue Service (IRS), a part of the 
U.S. Department of Treasury.

Because federal income tax is gen-
erally the largest tax you’ll pay, you are 
wise to make tax planning an important 
part of personal financial planning. A 
typical American family currently pays 
more than one-third of its gross income 
in taxes: federal income and Social 
Security taxes as well as numerous state 
and local income, sales, and property 
taxes. You should make tax planning a year-round activ-
ity and always consider tax consequences when prepar-
ing and revising your financial plans and making major 
financial decisions.

The overriding objective of tax planning is to maxi-
mize the amount  of money you can keep by legally 
minimizing the amount of taxes you pay. As long as it’s 
done honestly and within the tax codes, there is nothing 

unethical or illegal about trying to minimize your tax 
bill. Here we  concentrate on income taxes paid  by 
 individuals—particularly the federal income tax, the 
largest and most important tax for most  taxpayers. To 
give you a good understanding of your future tax situa-
tion, we use a mid-career couple to demonstrate the key 
aspects of individual taxation.

In addition to federal income tax, there are other forms 
of taxes to contend with—for example, federal self- employ-

ment taxes and state and local sales, income, 
property, and license taxes. Thus, a person 
saving to purchase a new automobile cost-
ing $25,000 should realize that the state and 
local sales taxes, as well as the cost of license 
plates and registration, may add 10 percent 
or more to the total cost of the car.

Here we present key tax concepts and 
show how they apply to common situations. 
The tax tables, calculations, and sample tax 
return presented in this chapter are based 
on the tax laws applicable to the calendar 
year 2018 and reflect the Tax Cuts and Jobs 

Act of 2017, which applies for tax years 2018 - 2025. This 
law made substantial changes to individual tax computa-
tions and to corporate tax rates. Tax advice for 2017 does 
not apply to 2018 and beyond. Although tax rates and 
other provisions will 
change, the basic pro-
cedures should  remain 
the same.

HOw wILL THIS AFFEcT mE? 

There’s an old joke that people who complain about taxes can be divided into two 

groups: men and women. This chapter helps you understand how your income 

tax is computed and how you can maximize your after-tax income. It’s hard to 

find an area of financial planning that taxes don’t touch, be it retirement, college 

funding, health care, investing, or estate planning. The chapter walks through 

the steps in completing representative tax returns. The impact of Social Security 

taxes and tax shelters are considered. Care is taken to distinguish between 

complying with tax laws and regulations and understanding  how to plan so as 

to minimize your tax burden. And a framework for choosing a professional tax 

preparer or tax preparation software is provided. After reading this chapter you 

should be able to prepare your own taxes or to better understand and evaluate 

how your taxes are prepared by software or a tax professional.

taxes the dues paid for membership 
in our society; the cost of  living in this 
country

You should always 
consider tax 
consequences when 
preparing and revising 
your financial plans 
and making major 
financial decisions.
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3-1a The Economics of Income Taxes
Income taxes are the major source of revenue for the 
federal government. Personal income taxes are scaled on 
progressive rates. To illustrate how this progressive tax 
structure works, consider the following data for unmar-
ried taxpayers filing 2018 returns:

Taxable Income Tax Rate (%)

$1 to $9,525 10

$9,526 to $38,700 12

$38,701 to $82,500 22

$82,501 to $157,500 24

$157,501 to $200,000 32

$200,001 to $500,000 35

Over $500,000 37

Of course, any nontaxable income can be viewed as 
being in the 0 percent tax bracket. As taxable income 
moves from a lower to a higher bracket, the higher rate 
applies only to the additional taxable income in that 
bracket and not to the entire taxable income. For exam-
ple, consider two single brothers, Arthur and Joseph, 
whose taxable incomes are $75,000 and $150,000, 
respectively (see table on the next page).Re
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Maybe We Really Value Paying Taxes After All
Surprisingly, your brain may like paying taxes! Recent 
research suggests that people can feel good about 
paying taxes that improve others’ well-being. While 
most people would prefer to keep their money rather 
than pay taxes, paying taxes still is not the same thing 
as throwing the money away. Taxes can be viewed, 
even if only subconsciously, as a social good. And 
people don’t like inequality and seek to preserve a 
positive self-image, which means most are unlikely to 
cheat on their taxes. Interestingly, there is evidence 
that many people work harder when they realize that 
they will be taxed. In a recent experiment, partici-
pants worked harder when paid $100 and there was  
a $10 tax than when they were paid $90 with no  
taxes due.

So what could explain this? It’s important for people 
to feel that their taxes actually do some good. When 
people clearly know what their taxes are used for—and 
if it appears to be for the common good—they can ac-
tually find paying taxes somewhat satisfying. This chal-
lenges governments everywhere to make their tax sys-
tems fully transparent and to explicitly show that the 
money is being spent in a positive way. Doing so makes 
sense in a democracy and creates the right incentives 
for taxpayers.

Source: Adapted from Patrick Temple-West, “Surprise, Your Brain Might  
Value Paying Taxes,” http://blogs.reuters.com/unstructuredfinance 
/2012/04/02/surprise-your-brain-might-value-paying-taxes, accessed 
November 2018, based on a research article by Iwan Djanali and 
Damien Sheehan-Connor, “Tax affinity hypothesis: Do we really hate 
paying taxes”? Journal of Economic Psychology, August 2012.

bEHAvIOR mATTERS

58 PART ONE:  Foundations of Financial Planning

33609_ch03_ptg01.indd   58 20/12/18   9:14 PM



Note that Arthur pays the 22 percent rate only 
on that portion of the $75,000 in taxable income that 
exceeds $38,700. Because this rate is progressive, the 
more money you make, the progressively higher is the 
marginal tax rate. Although Joseph’s taxable income is 
twice that of Arthur’s, his income tax is almost two-and-
a-half times higher than his brother’s.

The tax rate for each bracket—10 percent, 
12   percent, 22 percent, 24 percent, 32 percent, 35 per-
cent, and 37 percent—is called the  marginal tax rate, or 
the rate applied to the next dollar of taxable income. When 
you relate the tax liability to the overall level of taxable 
income earned, the tax rate, called the average tax rate, 
drops considerably. Arthur’s average tax rate, calculated 
by dividing the tax liability by taxable income, is about  
16.6 percent ($12,439.50/$75,000). Joseph’s average tax 
rate is about 20.2 percent ($30,289.50/$150,000). While 
tax rates are progressive, the average size of the bite is not 
as bad as the stated marginal tax rates might suggest.

3-1b Your Filing Status
The taxes you pay depend in part on your filing status, 
which is based on your marital status and family  situation 
on the last day of your tax year (usually  December 31). 
There are five different filing status categories:

 ▶ Single taxpayers: Unmarried or legally separated 
from their spouses by either a separation or final 
divorce decree.

 ▶ Married filing jointly: Married couples who combine 
their income and allowable deductions and file one 
tax return.

 ▶ Married filing separately: Each spouse files his or 
her own return, reporting only his or her income, 
deductions, and exemptions.

 ▶ Head of household: A taxpayer who is unmarried 
and pays more than half of the cost of keeping up a 
home for himself or herself and an eligible dependent 
child or relative.

 ▶ Qualifying widow or widower with dependent 
child: A person whose spouse died within two years 
of the tax year (e.g., in 2016 or 2017 for the 2018 tax 
year) and who supports a dependent child may use 
joint return tax rates and is eligible for the highest 
standard deduction.

Every individual or married couple who earns a 
specified level of income is required to file a tax return. 
For example, for those under 65, a single person who 
earned more than $12,000 and a married couple with 
a combined income of more than $24,000 must file 
a tax return (for 2018). (Note, the filing threshold is 
determined by the standard deduction.) Like the per-
sonal tax rates, these minimums are adjusted annually 
based on the annual rate of inflation. For example, the 
standard deduction for 2019 is $12,200 for single filers 
and  $24,400 for those married who are filing jointly. 
Regardless, even if your income falls below the cur-
rent minimum level, you must file a tax return in order 
to receive a refund of any income tax withheld during 
the year.

3-1c Your Take-Home Pay
Most of us actually pay 
taxes as we earn income 
throughout the year. 
Under this pay-as-you-
go system, your employer 
withholds (deducts) a 
portion of your income 
every pay period and 
sends it to the IRS to be 
credited to your own tax 
account. Self-employed 
people must also prepay 
their taxes by forward-
ing part of their income 
to the IRS at four dates 
each year, which are 

Name Taxable Income Tax Calculation Tax Liability

Arthur $75,000 5 [($75,000 2 $38,700) 3 0.22]

1 [$38,700 2 $9,525) 3 0.12]

1 [$9,525 3 0.10)

5 $7,986.00 1 $3,501.00 1 $952.50 5 $12,439.50

Joseph $150,000 5 [($150,000 2 $82,500) 3 0.24

1[($82,500 2 $38,700) 3 0.22]

1 [($38,700 3 $9,525.00) 3 0.12]

1 [$9,525 3 0.10]

5 $16,200 1 $9,636.00 1 $3,501.00 1 $952.50 $30,289.50

income taxes a type of tax 
levied on taxable income by the 
 federal government and by many 
state and local governments

progressive tax structure a 
tax structure in which the larger 
the amount of taxable income, the 
higher the rate at which it is taxed

marginal tax rate the tax rate 
you pay on the next dollar of  taxable 
income

average tax rate the rate at which 
each dollar of taxable income is taxed 
on average; calculated by dividing the 
tax liability by taxable income
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referred to as quarterly estimated tax payments. After 
the close of the taxable year, you calculate the actual 
taxes you owe and file your tax return. When you 
file, you receive full credit for the amount of taxes 
withheld (including estimated tax payments) from 
your income during the year and 
either (1) receive a refund from the 
IRS (if too much tax was withheld 
from your paycheck and/or prepaid 
in estimated taxes) or (2) have to 
pay additional taxes (if the amount 
withheld/prepaid didn’t cover your 
tax liability).

Your employer normally withholds funds not only 
for federal income taxes but also for FICA (Social Secu-

rity and Medicare) taxes 
and, if applicable, state 
and local income taxes 
(which may be deduct-
ible on federal returns). 
Other payroll deduc-
tions include life and 
health insurance, savings 
plans, retirement pro-
grams, professional or 
union dues, and chari-
table contributions—all 
of which lower your 
take-home pay. Your 
take-home pay is what 
you’re left with after 
subtracting the amount 
withheld from your gross 
 earnings.

Federal Withholding Taxes The 
amount of federal withholding taxes 
deducted from your gross earnings each 
pay period depends on both the level of 
your earnings and the number of with-
holding allowances you have claimed on a 
form called a W-4, which you must com-
plete for your employer. Withholding 
allowances reduce the amount of taxes 
withheld from your income. A taxpayer 
is entitled to one allowance for himself 
or herself, one for a nonworking spouse 
(if filing jointly), and one for each depen-
dent claimed (children or parents being 
supported mainly by the taxpayers). In 
addition, you may qualify for a special 

allowance or additional withholding allowances under 
certain circumstances. Taxpayers may have to change 
their withholding allowances during the tax year if their 
employment or marital status changes.

FICA and Other Withholding Taxes All employed 
workers (with exemptions like college students work-

ing for their college) must pay a combined 
old-age, survivor’s, disability, and hospi-
tal insurance tax under provisions of the  
Federal Insurance Contributions Act (FICA).  
Known more commonly as the Social 
Security tax, it is paid equally by employer 
and employee. In 2018, the total Social 
Security tax rate was 15.3 percent, allo-
cating 12.4 percent to Social Security and  

2.9 percent to Medicare. The 12.4 percent applies only 
to the first $128,400 of an employee’s earnings (this 
number rises with national average wages), whereas 
the Medicare component is paid on all wages. In 2018, 
self-employed people paid the full 15.3 percent tax but 
could deduct 50 percent of it on their tax returns.

Most states have their own income taxes, which dif-
fer from state to state. Some cities assess income taxes 
as well. These state and local income taxes will also be 
withheld from earnings. They are deductible on federal 
returns, but deductibility of federal taxes on the state or 
local return depends on state and local laws.

 3-2  IT’S TAxAbLE INcOmE  
THAT mATTERS

LO2 Calculating your income taxes involves several 
steps and many computations. Exhibit 3.1 depicts 
the procedure to compute your taxable income and 
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Most of us actually 
pay taxes as we earn 
income throughout  
the year.

federal withholding taxes  
taxes based on the level of  earnings and 
the number of withholding allowances 
claimed, which an employer deducts 
from the employee’s gross earnings 
each pay period

Federal Insurance  
Contributions Act (FICA) or  
social Security tax  the law 
establishing the combined old-age, 
 survivor’s, disability, and hospital 
insurance tax levied on both 
employer and employee

taxable income the amount 
of income subject to taxes; it 
is  calculated by subtracting 
adjustments, the larger of itemized 
or  standard deductions, and 
exemptions from gross income
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total tax liability. It looks simple enough—just sub-
tract certain adjustments from your gross income to 
get your adjusted gross income; then subtract either 
the standard deduction or your itemized deductions 
to get taxable income. And finally, compute your 
taxes, subtract any tax credits from that amount, and 
add any other taxes to it to get your total tax liability. 
This isn’t as easy as it sounds, however! As we’ll see, 

some problems can arise in determining what you may  
subtract.

3-2a Gross 
Income
Gross income essen-
tially includes any and 

gross income the total of all of a  
taxpayer’s income (before any 
adjustments, deductions, or exemptions) 
subject to federal taxes; it includes active, 
portfolio, and passive income

Exhibit 3.1

Calculating Your Taxable Income and Total Tax Liability Owed
To find taxable income, you must first subtract all adjustments to gross income and then subtract deductions and personal  
exemptions. Your total tax liability owed includes tax on this taxable income amount, less any tax credits, plus other taxes owed.

Gross Income 
[all income subject
to income taxes]

Less

Step A: 
Determine Adjusted

Gross Income

Less

Adjusted Gross Income (AGI)

Equals

Total personal exemptions
(Suspended for 2018−2025)

Less

Larger of itemized deductions
or the standard deduction

Equals

Adjustments to (gross) income
[tax-deductible expenses and
retirement plan contributions]

Plus

Tax credits

Other taxes

Less

Calculate tax using tax tables
or tax rate schedules

Taxable Income

Equals

Total Tax Liability

Step B:
Calculate

Taxable Income

Step C:
Calculate

Tax Liability
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all income subject to federal taxes. Here are some com-
mon sources of gross income:

 ▶ Wages and salaries

 ▶ Bonuses, commissions, and tips

 ▶ Interest and dividends received

 ▶ If divorced prior to 2019, alimony received (with other 
limitations)

 ▶ Business and farm income

 ▶ Gains from the sale of assets

 ▶ Income from pensions and annuities

 ▶ Income from rents and partnerships

 ▶ Prizes, lottery, and gambling winnings

In addition to these sources of income, others—such as 
child-support payments and municipal bond  interest—
are considered tax exempt and as such are excluded 
(totally or partially) from gross income.

Three Kinds of Income Individual income falls into 
one of three basic categories:

 ▶ Active income: Income earned on the job, such as 
wages and salaries, bonuses, and tips; also includes 
most other forms of noninvestment income, such as 
pension income and alimony

 ▶ Portfolio income: Earnings—interest,  dividends, and 
capital gains (profits on the sale of  investments)—
generated from most types of  investment holdings; 
includes savings accounts, stocks, bonds, mutual 
funds, options, and futures

 ▶ Passive income: A special category that includes 
income derived from real estate, limited partnerships, 
and other forms of tax shelters

These categories limit the amount of deductions 
and write-offs that taxpayers can take. Specifically, 

the amount of allowable, deductible expenses associ-
ated with portfolio and passive income is limited to 
the amount of income derived from these two sources. 
For deduction purposes, you cannot combine portfo-
lio and passive income with each other or with active 
income. Investment-related expenses can be used only 
with portfolio income, and with a few exceptions, pas-
sive investment expenses can be used only to offset the 
income from passive investments. All the other allow-
ances and deductions that we’ll describe later are writ-
ten off against the total amount of active income the 
taxpayer generates.

Capital Gains Technically, a capital gain occurs when-
ever a capital asset (such as a stock, a bond, or real 
estate) is sold for more than its original cost. So, if you 
purchased stock for $50 per share and sold it for $60, 
you’d have a capital gain of $10 per share.

Long-term capital gains (property held more than 
twelve months) are taxed at different rates, depending 
on the holding period. Exhibit 3.2 shows the different 
holding periods and applicable tax rates based on the 
2018 tax brackets.

The IRS imposes some restrictions on the amount 
of capital losses taxpayers can take in a given year. 
 Specifically, a taxpayer can write off capital losses, 
dollar for dollar, against any capital gains. After that, 
he or she can write off a maximum of $3,000 in addi-
tional capital losses against active income. Thus, if a 
taxpayer had $10,000 in capital gains and $18,000 in 
capital losses in 2018, only $13,000 could be written off  
on 2018 taxes: $10,000 against the capital gains gener-
ated in 2018 and another $3,000 against active income. 
The remainder—$5,000 in this case—will have to be 
written off in later years, in the same order as just 
indicated: first against any capital gains and then 
up to $3,000 against ordinary (i.e., noncapital)  income.

Exhibit 3.2

Capital Gains Tax as of 2018
Short-term gains from the sale or exchange of property (investment assets not used in a business) and held for less than  
12 months are taxed at the same rates as ordinary income (10%, 12%, 22%, 24%, 32%, 35%, and 37%). Long-term gains 
from the sale or exchange of property held for more than 12 months are taxed as follows:

Ordinary Tax Rate Alternative Capital Gains Tax Rate

10% or 12% 0%

22%, 24%, 32%, or 35% 15%

37% 20%
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This exclusion is available on only one sale every two 
years. A loss on the sale of a principal residence is not 
deductible. Generally speaking, this law is quite favor-
able to homeowners.

3-2b Adjustments to (Gross) 
Income
Now that you’ve totaled your gross income, you can 
deduct your adjustments to (gross) income. These 
are allowable deductions from gross income, including 
certain employee, personal retirement, insurance, and 
support expenses. Most of these deductions relate to 
earning income. Here are some items that can be treated 
as adjustments to income:

 ▶ Educator expenses (limited)

 ▶ Higher education tuition costs, which include tuition, 
fees, books, and related expenses (room and board 
and personal expenses do not qualify)

 ▶ IRA contributions (limited)

 ▶ Self-employment taxes paid (limited to 50 percent  
of the amount paid)

 ▶ Self-employed health insurance payments

[Note: The limitations on deductions for self-directed 
retirement plans, such as individual retirement accounts 

(IRAs) and Simplified Employee Pensions (SEPs), are 
discussed in Chapter 14.]

After subtracting the total of all allowable adjust-
ments to income from your gross income, you’re left 
with adjusted gross income (AGI). AGI is an important 
value, because it’s used to calculate limits for certain 
itemized deductions.

3-2c Deductions: Standard 
or Itemized?
As shown in Exhibit 3.1, the next step in calculating 
your taxes is to subtract allowable deductions from 
your AGI. This may be the most complex part of the 
tax preparation process. You have two options: take the 
standard deduction, a fixed amount that depends on 
your filing status, or list your itemized deductions (spec-
ified tax-deductible personal expenses). Obviously, you 
should use the method that results in larger allowable 
deductions.

Standard Deduction Instead of itemizing per-
sonal deductions, a taxpayer can take the standard 
deduction, which varies depending on the taxpayer’s 
 filing status (single, married filing jointly, and so on), 
age (65  or older), and vision (blind). The standard 
deduction is taken in place of itemizing deductions if 
it is larger than the itemized deductions. In 2018, the 
standard deduction for single filers was $12,000, and 
for married people  filing jointly it was $24,000. Those 
single taxpayers over 65 or blind add $1,600 for age 
and $1,600 for blindness. For example, if a single tax-
payer is over 65 and blind, the standard deduction is 
$15,200 or $12,000 1 $1,600 1 $1,600. The standard 
deduction amounts are usually  adjusted annually for 
changes in the cost of 
living.

Importantly, the Tax 
Cuts and Jobs Act of 
2017 doubled the stan-
dard deduction previ-
ously in place. Under  
the prior standard de -
duction amounts about  
30 percent of taxpayers 
itemized deductions on 
their taxes. Only about 
5 percent of taxpayers 
were expected to item-
ize deductions under the 
new tax law in 2018.

Selling Your Home: A Special Case Homeowners 
receive special tax treatment on the sale of a home. 
Single taxpayers can exclude from income the first 
$250,000 of gain ($500,000 for married taxpayers) on 
the sale of a principal residence. To qualify, the tax-
payer must own and occupy the residence as a prin-
cipal residence for  at  least two of the five years prior 
to the sale. For  example, the Armstrongs (married tax-
payers) just sold their  principal residence for $475,000, 
which they purchased four years  earlier for $325,000. 
They may exclude their $150,000 gain ($475,000 2 
$325,000) from their income because they occupied the 
residence for more than two years, and the gain is less 
than $500,000.

    Go to Smart Sites
Fairmark Press offers a Guide to Capital Gains and Losses 
to help you understand the tax treatment of securities 
sales. It’s just one of many tax guides you’ll find at the 
site’s Tax Guide for Investors.

adjustments to (gross) income  
allowable deductions from gross income, 
including certain employee, personal 
retirement,  insurance, and support 
expenses

adjusted gross income 
(AGI) the amount of income 
 remaining after subtracting all 
allowable adjustments to income 
from gross income

standard deduction a 
deduction that depends on the 
taxpayer’s filing status, age, and vision 
and that can be taken by a taxpayer 
whose total itemized deductions are 
relatively small
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Itemized Deductions Itemized deductions allow 
taxpayers to reduce their AGI by the amount of their 
allowable personal expenditures. Some of the more 
common ones allowed by the IRS under the Tax Cuts 
and Jobs Act of 2017 include:

 ▶ Medical and dental expenses (in excess of 7.5 percent 
of AGI in 2018).

 ▶ State, local, and foreign income (or state sales tax, if 
greater) and property taxes; state and local personal 
property . These are limited to a total deduction of 
$10,000.

 ▶ Residential mortgage interest on principal amounts 
of $750,000 or less of acquisition indebtedness is 
deductible. Interest on refinanced mortgages may 
be deductible with the same limit if the term of the 
refinanced mortgage ends no later than the term of 
the original acquisition mortgage. Interest on Home 
Equity Loans is no longer deductible.

 ▶  Charitable contributions 
to a qualified tax-
exempt organization are 
limited to 60 percent of 
adjusted gross income. 

 ▶ Casualty losses that are uninsured are deductible for 
tax years 2018 through 2025 only to the extent they are 
attributable to a Federally declared disaster area. Thus, if 
you totaled your $10,000 car and have no insurance, you 
will not have a tax deduction for your loss.  

 ▶ Moving expenses are not deductible. So, if your 
employer reimburses you for moving expenses, the 
reimbursement is included in your taxable income. 

Choosing the Best Option Your decision to take the 
standard deduction or itemize deductions may change 
over time. Taxpayers who find they’ve chosen the wrong 
option and paid too much may recalculate their tax using 
the other method and file an amended return to claim a 
refund for the difference. For example, suppose you com-
puted and paid your taxes, which amounted to $2,450, 
using the standard deduction. A few months later you 
discover that, had you itemized your deductions, your 
taxes would have been only $1,950. Using the appropriate 
forms, you can file for a $500 refund ($2,450 2 $1,950). 
To avoid having to file an amended return, it is best to 
estimate your deductions using both the standard and 
itemized deduction amounts and then choose the one 
that results in lower taxes.

COMMONLY OVERLOOKED TAX DEDUCTIONS 

It is all too common for some taxpayers to overlook 
tax deductions and credits that could decrease their 
tax bill. The Tax Cuts and Jobs Act of 2017 just about 
doubles the prior standard exemption for single filers 
to $12,000 and to $24,000 for married couples filing 
jointly in 2018. This makes it less likely that itemizing 
deductions will make sense for most taxpayers. While 
there are qualifications and limitations on these tax 
deductions and credits, it’s still worth your time to be 
aware of these opportunities. 

 ● Medical travel expenses. The costs of traveling to 
visit health care providers to receive medical care are 
deductible if the visits are recommended by a doc-
tor. There is a standard mileage deduction (18 cents 
per mile in 2018) if you drive, and you can deduct 
direct expenses like taxis, parking fees, and tolls.

 ● Health insurance and medical expenses. Health 
insurance premiums are deductible—and that in-
cludes long-term-care insurance. Similarly, the cost 

of prescriptions and separate charges for medical 
coverage included in a dependent child’s college 
fees are deductible. Medical bills that you pay for a 
person who is your dependent are also deductible.

 ● Real estate taxes and home sale costs. Real estate 
taxes paid are deductible (with limitations), as are 
any “point” fees associated with a mortgage. Annual 
maintenance fees for a condo also may be deducted 
because they are your share of the overall property’s 
real estate taxes.

 ● Volunteer and donation-related expenses. When 
you donate to a charity or volunteer your time, the 
associated expenses are tax-deductible. For example, 
if you donate cookies to be sold by a charity, you can 
deduct the cost of making them. Transportation costs 
(14 cents per mile in 2018) can also be deducted.

 ● College tuition tax credit. You can get up to a $2,500 
tax credit in college tuition for family members if your 
adjusted gross income falls within certain limits.

Financial Planning Tips

itemized deductions personal 
expenditures that can be deducted from 
AGI when determining taxable income
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3-2d Exemptions
Deductions from AGI based 
on the number of persons 
supported by the taxpayer’s 
income are called exemptions. 
Prior to passage of the Tax 
Cuts and Jobs Act, a taxpayer 
could claim an exemption for 
himself or herself, his or her 
spouse, and any dependents. 
In 2017 each personal exemp-
tion lowered taxable income by 
$4,050. The new Act suspends all per-
sonal and dependent exemptions for tax years 2018 
through 2025. The new higher standard deduction 
under the Act may or may not make up for the removal 
of personal and dependent exemptions, depending on 
taxpayers’ situations. 

 3-3  cALcULATING AND FILING  
YOUR TAxES

LO3 To calculate the amount of taxable income, 
we consider: (1) tax rates, (2) tax credits,  
(3) tax forms and schedules, and  
(4) the procedures for determining 
tax liability.

3-3a Tax Rates
The amount of taxable income is 
determined by subtracting itemized 
deductions (or the standard deduction 
for non-itemizers) from AGI. Both item-
izers and non-itemizers use this procedure, 
which is a key calculation in determining 
your tax liability. It is reported taxable income 
that determines the amount of income subject 
to federal income taxes. Once you know the 
amount of your taxable income, you can 
refer to the tax rate schedules to find the 
amount of taxes you owe.

Tax rates vary not only with the 
amount of reported taxable income but 
also with filing status. Thus, different tax rate 
schedules apply to each filing category; four schedules 
are shown in Exhibit 3.3. The vast majority of taxpayers 
fall into the first three brackets and are subject to tax 
rates of 10 percent, 12 percent, or 22 percent.

To see how the tax rates in Exhibit 3.3  
work, consider two single taxpay-

ers: one has taxable income of 
$30,000; the other, $50,000. 
Here’s how we would calculate 

their respective tax liabilities:

 ▶  For taxable income of $30,000: $952.50 1 
($30,000 2 $9,525) 3 0.12 5 $3,409.50 

 ▶  For taxable income of $50,000: $4,453.50 1  
[($50,000 2 $38,700) 3 0.22] 5 $4,453.50 1 
$2,486.00 5 $6,939.50. 

The income of $30,000 is partially ($9,525) 
taxed at the 10 percent rate and partially ($20,475) 
taxed at the 12   percent rate. Alternatively the first 
$9,225 of the $50,000 in income is taxed at 10 per-
cent, the next $29,175 at 12 percent, and the remain-
ing $11,300 at 22 percent. Keep in mind that taxpayers 
use the same procedures at this point whether they  
itemize or not. 

Returning to our example involving the tax-
payer with an income of $50,000, we see that this 
individual had an average tax rate of 13.9 percent 
($6,939.50/$50,000), which is considerably less than 

the taxpayer’s top tax rate of 22 percent. Actu-
ally, the 22 percent represents the taxpayer’s 
marginal tax rate—the rate at which the next 
dollar of taxable income is taxed. Notice that 

the marginal 22 percent tax rate applies 
only to that portion of the single person’s 

income that exceeds $38,700, which is 
$11,300 in this example.

Some taxpayers are subject to the 
alternative minimum tax (AMT), 

currently 26 percent of 
the first $186,300 
and 28 percent of 
the excess. A tax-

payer’s tax liability is 
the higher of the AMT 

or the regular tax. The 
AMT is designed to ensure 

that high-income taxpayers 
with many deductions and tax 

shelter investments that provide 
attractive tax write-offs are paying 

their fair share of taxes. 
The AMT 

includes in alterna-
tive minimum tax-
able income certain 
types of deductions 

exemptions deductions from 
AGI based on the number of  persons 
supported by the taxpayer’s income 
(suspended for years 2018–2025)

Milleflore Images/Shutterstock.com
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Exhibit 3.3

2018 Tax Rate Schedules

Source: Internal Revenue Service.

Single

10% of taxable income

Tax RateTaxable Income

$0—$9,525

$9,526—$38,700

$38,701—$82,500

$82,501—$157,500

$157,501—$200,000

$200,001—$500,000

$500,001 or more

$0—$19,050

$19,051—$77,400

$77,401—$165,000

$165,001—$315,000

$315,001—$400,000

$400,001—$600,000

$600,001 or more

$0—$9,525

$9,526—$38,700

$38,701—$82,500

$82,501—$157,500

$157,501—$200,000

$200,001—$300,000

$300,001 or more

$0—$13,600

$13,601—$51,800

$51,801—$82,500

$82,501—$157,500

$157,501—$200,000

$200,001—$500,000

$500,001 or more

$952.50 plus 12% of the amount over $9,525

$4,453.50 plus 22% of the amount over $38,700

$14,089.50 plus 24% of the amount over $82,500

$32,089.50 plus 32% of the amount over $157,500

$45,689.50 plus 35% of the amount over $200,000

$150,689.50 plus 37% of the amount over $500,000

10% of taxable income

$1,905 plus 12% of the amount over $19,050

$28,179 plus 24% of the amount over $165,000

$64,179 plus 32% of the amount over $315,000

$91,379 plus 35% of the amount over $400,000

$161,379 plus 37% of the amount over $600,000

$8,907 plus 22% of the amount over $77,400

Married Filing Jointly or Qualifying Widow(er)

Tax RateTaxable Income

10% of taxable income

$952.50 plus 12% of the amount over $9,525

$4,453.50 plus 22% of the amount over $38,700

$14,089.50 plus 24% of the amount over $82,500

$32,089.50 plus 32% of the amount over $157,500

$45,689.50 plus 35% of the amount over $200,000

$80,689.50 plus 37% of the amount over $300,000

Married Filing Separately

Tax RateTaxable Income

10% of taxable income

$1,360 plus 12% of the amount over $13,600

$5,944 plus 22% of the amount over $51,800

$12,698 plus 24% of the amount over $82,500

$30,698 plus 32% of the amount over $157,500

$44,298 plus 35% of the amount over $200,000

$149,298 plus 37% of the amount over $500,000

Head of Household

Tax RateTaxable Income
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otherwise allowed, such as state and local income and 
property taxes, miscellaneous itemized deductions, and 
unreimbursed medical expenses. Therefore, taxpayers 
with moderate levels of taxable income and significant 
itemized deductions  may be subject to the AMT calcula-
tion and additional tax.

3-3b Tax Credits
After determining the amount of taxes you owe, some 
taxpayers are allowed to reduce their tax using tax  
credits. A tax credit is much more valuable than a deduc-
tion or an exemption because it directly reduces, dollar for 
dollar, the amount of taxes due, whereas a deduction or an 
exemption merely reduces the amount of taxable income. 
An often-used tax credit is the child tax credit. This credit 
is currently $2,000 per child under 17 with a maximum 
refundable amount of $1,400 per child and subject to tax 
filer income limits. An adoption tax credit of up to $13,840 
is available in 2018 for the qualifying costs of adopting a 
child under age 18. Other common tax credits include: 
credit for the care of elderly or the disabled, education 
credit, residential energy credit, and earned income 
credit. To receive any of these credits, the taxpayer must 
file a return along with a separate schedule in support of 
the tax credit claimed.

Despite detailed instructions that accompany the 
tax forms, taxpayers still make a lot of mistakes when fill-
ing them out. Common errors include missing informa-
tion and arithmetic errors. So check and recheck your 
forms before submitting them to the IRS. Tax software 
to assist with computations is available free of charge at 
www.irs.gov.

3-3d The 2018 Tax Return of David 
and Violet Duncan
Let’s now put all the pieces of the tax preparation puzzle 
together to see how Violet and David Duncan calculate 
and file their income taxes. The Duncan family owns 
their home and are both 35 years old. Married for  
11 years, they have three children—Silas (age 9), 
Weston (age 7), and Alyssa (age 3). David is a man-
ager for an insurance company headquartered in 
their hometown. Violet works part-time as a sales 
clerk in a retail store. During 2018, David’s salary 
totaled $60,415, while Violet earned $9,750. David’s 
employer withheld taxes of $6,260, and Violet’s with-
held $1,150. 

During the year, the Duncan family earned $800 in 
interest on a joint account and realized $1,250 in capital 
gains on the sale of securities that they had owned for 
11 months. In addition, David kept the books for his 
brother’s car dealership, from which he netted $5,800 
during the year. Because no taxes were withheld from 
any of their outside income, during the year they made 
estimated tax payments totaling $1,000. The Duncans 
had $15,673 of potential itemized deductions during 
the year. Finally, the Duncan family plans to contribute 
$4,000 to Violet’s traditional IRA account. Beginning 
next year, the Duncan family plans to switch Violet’s 
account to a Roth IRA (see Chapter 14 for more infor-
mation about that topic).

Finding the Duncans’ Tax Liability: Form 1040  
Looking at the Duncans’ 2018 tax return (Worksheet 3.1), 
we can get a feel for the basic calculations required in 
the preparation of a Form 1040. Although we don’t 
include the supporting schedules here, we illustrate 
the basic calculations they require. In this example, 
the tax form only shows dollar amounts and not cents, 
which is permissible in filing the form with the IRS. 
The Duncan family has 
detailed records of their 
income and expenses, 
which they use not only 
for tax purposes but as an 
important input to their 

    Go to Smart Sites
Need a tax form or instructions on how to fill it out? At the 
IRS Internet site you can download tax forms, instructions, 
IRS publications, and regulations. Once there, you can 
also click on “More Online Tools” to access the IRS 
withholding calculator—you can use it to make sure you 
aren’t having too much or too little withheld from your 
paycheck.

3-3c Tax Forms and Schedules
The IRS requires taxpayers to file their returns using 
specified tax forms. These forms and various instruction 
booklets on how to prepare them are available to taxpayers 
free of charge. Tax forms and instructions can be down-
loaded from www.irs.gov. In past years the IRS issued 
short versions of the basic Form 1040 as Form 1040A and 
Form 1040EZ. However, the IRS is not developing these 
short forms for the 2018 tax year. The Form 1040 shown 
in Worksheet 3.1 will be used by all taxpayers who are 
U.S. citizens. This chapter illustrates the completion of 
the form by a married couple with three children. 

tax credits deductions from a 
taxpayer’s tax liability that directly 
reduce his or her taxes due (rather than 
reducing taxable income)
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When filed with the IRS, the Duncans’ return will include not only Form 1040 but also 
other schedules and forms detailing some of their expenses and deductions.

wORkSHEET 3.1  2018 Tax RETuRn (FoRm 1040) FoR ThE DunCan FamILY

David T. Duncan

Violet S. Duncan
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budgeting process Using this information, the Duncan 
family intends to prepare their 2018 tax return so that 
their total tax liability is as low as is legally possible. 
Like most married couples, the Duncan family files a 
joint return. 

Gross Income The Duncans’ gross income in 2018 
amounted to $78,015—the amount shown as “total 
income” on line 7 of their tax return. They have both 
active income and portfolio income, as follows:

Gross Income The Duncans’ gross or total income in 
2018 amounted to $78,015. Although they have interest 
income, the Duncan family doesn’t have to file Schedule 
B (for interest and dividend income) with the Form 1040, 
because the interest is less than $1,500 and they earned no 
dividends. (If they receive dividends on stock in the future, 
they will have to complete a Qualified Dividends and 
Capital Gains Tax Worksheet, provided in the Form 1040 
instruction booklet. Qualified dividends are taxed at the 
lower capital gains rates.) In addition, David will have to 
file Schedule C, detailing the income earned and expenses 
incurred in his bookkeeping business, and Schedule D to 
report capital gains income. These items are reported on 
Schedule 1, which is then reported on line 6 of Form 1040.

Adjustments to Gross Income The Duncan fam-
ily has only two adjustments to income: Violet’s IRA 
contribution and 50 percent of the self-employment 
tax on David’s net business income. Since Violet isn’t 
covered by a retirement plan and because David’s and 
her combined modified AGI is below $186,000 (in 
2018), they can deduct her entire $4,000 contribution 
(the maximum contribution to an IRA was $5,500 or, 
depending on age, $6,500 in 2018) to an IRA account 
even though David is already covered by a company-
sponsored retirement program (see Chapter 14). 

Self- employed taxpayers can deduct the employ-
er’s portion of the combined Social Security and 
Medicare tax, which is a total of 7.65%. Thus, the self-
employment tax is based on 92.35% (100% 2 7.65%) 
of self-employment income. Using 2018 rates, David’s 
self-employment tax will be 15.3 percent of 92.35% of 
his $5,800 net business income. Thus, he will be able 
to deduct one-half of the self-employment tax—$410  
[(0.153 3 0.9235 3 5,800)/2]—on Schedule 1, line 27.

Adjusted Gross Income After deducting the $410 
self-employment tax and Violet’s $4,000 IRA contri-
bution from their gross income, the Duncan family 
is left with a rounded AGI of $73,605, as reported on 
Form 1040, line 7. Summarizing all of the adjustments, 
adjusted gross gross income is computed as follows: 

David’s salary $ 60,415
Violet’s salary      9,750
 Total line 1 70,165
Interest income, line 2 800
From Schedule 1:
 Short-term capital gain 1,250
 Schedule C income 5,800
 IRA contribution  (4,000)
 Deduction for half SE tax (410)
Total from Schedule 1, line 6  2,640
Adjusted Gross Income  $73,605

O
tn

aY
du

r/
Sh

ut
te

rs
to

ck
.c

om

Active Income

David’s earnings $60,415

Violet’s earnings 9,750

David’s business income (net) 5,800

Total active income $75,965

Portfolio Income

Interest from savings account $   800

Capital gains realized* 1,250

Total portfolio income $  2,050

Total income ($75,965 1 $2,050) $78,015

* Because this gain was realized on stock held for less than 12 months, the full amount is taxable as 
ordinary income.
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Medical and dental expenses $ 1,223

State income and property taxes paid 2,560

Mortgage interest 8,893

Charitable contributions 475

Job and other expenses 2,522

Total $15,673

Qualified Business Income Deduction For tax 
years from 2018 through 2025, individuals are allowed a 
deduction of 20% of qualified business income. Qualified 
business income is typically income from pass-through 
entities such as partnerships, but also includes sole pro-
prietorships. Certain  professional service businesses are 
not allowed the deduction unless the individual’s total 
income is less than $157,500 for single filers or $315,000 
for joint filers. David’s accounting services provided to his 
brother’s car dealership constitute a qualified business 
since his total income is less than the threshold amount 
of $315,000.  On line 9 he will have a deduction of $1,160.

Itemized Deductions or Standard Deduction?  
The Duncan family is filing a joint return, and no one is 
over age 65 or blind; so, as reported in the box under the 
name on page 1 of Form 1040, they are entitled to a stan-
dard deduction of $24,000 in 2018. However, they want 
to evaluate their itemized deductions before deciding 
which type of deduction to take. Of course they’ll take 
the higher deduction because it will result in the lower 
amount of taxable income and thus keep their tax liabil-
ity to a minimum. Their preliminary paperwork resulted 
in the  following deductions:

The taxes (less than $10,000), mortgage interest, 
and charitable contributions are deductible in full 
and so, at the minimum, the Duncan family will have 
potential itemized deductions amounting to $11,928 
($2,560 1 $8,893 1 $475). However, to be deduct-
ible, the medical and dental expenses must exceed 
stipulated minimum levels of AGI—only that portion 
exceeding the specified minimum levels of AGI can 
be included as part of their itemized deductions. For 
medical and dental expenses the minimum is 7.5 per-
cent of AGI, in 2018 (10 percent in 2019). The job 
and other expenses are not deductible during the 
2018-2025 time period covered by the Tax Cuts and 
Jobs Act of 2017. Because 7.5 percent of the Duncans’ 
AGI is $5,520 (0.075 3 $73,605), they fall short of the 
minimum and cannot deduct any medical and dental 
expenses. Totaling the allowable deductions results 
in total itemized deductions of $11,928. This amount 
is less than the standard deduction of $24,000 so the 
Duncan family would reduce their tax bill by taking 
the standard deduction. Since they are taking the 
standard deduction, Schedule A is not required.

The Duncans’ Taxable Income and Tax Liability  
Taxable income is found by subtracting the standard 
deduction and the qualified business income deduc-
tion from AGI. In the Duncans’ case, (rounded) taxable 
income is $73,605 2 $24,000 2 $1,160 5 $48,445, as 
shown on line 10 of Form 1040 in Worksheet 3.1. Given 
this information, the Duncan family can now refer to 
the tax rate schedule (like the one in Exhibit 3.3) to find 
their appropriate tax rate and, ultimately, the amount of 
taxes they’ll have to pay. The Duncans’ $48,445 in tax-
able income places them in the 12 percent marginal 

tax bracket. Using the schedule 
in Exhibit 3.3, they calculate their 
tax as follows: $1,905 1 0.12 3 
($48,445 2 $19,050) 5 $5,432. 
They enter this amount on line 11.  

The Duncan family also quali-
fies for the child tax credit: $2,000 
for each child under age 17 with a 
maximum refundable amount of 
$1,400 per child. (I.e.,  the amount 
that may be refunded even if there 
is no tax due.) The non-refund-
able amount is $600 per child, 
which is the amount that may only 
reduce the tax due. In this case 
line 12 reports the $600 per child, 
$1,800 as the nonrefundable por-
tion, plus the balance of the tax  Se
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and $1,150 from Violet’s wages, which are combined on 
line 16. They made estimated tax payments of $1,000 
that are shown on line 66 of Schedule 5, which is 
carried to line 17 of Form 1040. Line 17 consequently 
reports the balance of the refundable portion of the 
Child Tax Credit, $568 (as noted above), along with the 
estimated tax payment of $1,000 for a total reported on 
line 17 of $1,568. Line 18 reports the total of line 16 
and line 17, which is $7,410 1 $1,568 5 $8,978. As a 
result, the Duncans are entitled to a refund of $8,158, 
the $8,978 withholding and credits less their $820 tax 
liability. (About 65 percent of all taxpayers receive 
refunds each year.) Instead of paying the IRS, they’ll 
be getting money back. Generally, it takes one to two 
months after a tax return has been filed for a refund 
check to be received in the mail. If filed electronically, it 
usually takes about three weeks to get a refund.

All the Duncan family has to do at this point is sign 
and date their completed From 1040 and send it, along 
with any supporting forms and schedules, to the IRS 
Center that serves their state on or before April 15, 
2019. One reason for the Duncans’ large refund was the 
child tax credit. With such a sizable refund, the Duncan 
family may want to stop making estimated tax payments 
because their combined withholding more than covers 
the amount of taxes they owe. 

Another option is to reduce the amount withheld 
from their pay checks. Note that if total tax payments 
had been less than the Duncans’ tax liability, they 
would have owed the IRS money—the amount owed is 
found by subtracting total tax payments made from the 
tax liability. If they had owed money, they would send a 
check for the amount due with Form 1040 when filing 
their tax return.

3-3e Issues for High Income 
Taxpayers
The U.S. Congress has added provisions to the tax law that 
result in high income taxpayers either losing deductions 
available to lower income taxpayers or adding taxes that 
apply only to high income taxpayers. The major provisions 
are the reduction of itemized deductions, child care cred-
its, and additional taxes on salaries and net investment 
income. The reductions typically apply when the adjusted 
gross income reaches a threshold amount. Once that level 
is reached, the actual computation of the phase-out varies 
a great deal—one of the many reasons to use tax prepara-
tion software or a tax preparer for completing a return. 
Yet even with these provisions to increase tax, the top  
1 percent of taxpayers have a lower average tax rate than 

($5,432 2 $1,800 5 $3,632) as the amount of refundable 
child tax credit used. The balance of the refundable por-
tion, $4,200 2 $3,632 5 $568, is reported on Form 8812 
and reported on line 17 of Form 1040 along with the 
$1,000 in estimated tax payments added from Schedule 
5. The Duncan family also owes self-employment (Social 
Security) tax on David’s part-time accounting practice 
of $820, as computed above. The self-employment tax 
is reported on line 57 of Schedule 4 and is carried to 
line 14 of Form 1040. The amount is $820. Line 15 con-
sequently reports the total tax of $5,432 2 $5,432 1  
$820 5 $820.

Do They Get a Tax Refund? The total amount of 
taxes withheld is $7,410: $6,260 from David’s salary 

PREPARING FOR TAx TImE

Planning for tax time can ease the burden 
 substantially. The following tips will help you get 
organized:

 ● Collect expense receipts, bank statements,  
and income documents. This is the most  
time-consuming part of preparing for tax time. 
Rely as much as possible on online sources for 
simplicity. Classify everything as either income 
or a tax-deductible expense. And make sure to 
look over retirement, mortgage, and property tax 
statements. Ideally, it’s best to use a  system all 
year for keeping track of tax-related  information. 
Spreadsheets, Internet-based programs like  
Mint.com, or financial software like Quicken  
are  helpful tools.

 ● Decide whether you want to do your taxes 
yourself or get help. If you don’t want to go 
it completely alone, consider tax preparation 
software like TurboTax or H&R Block. If you 
want to delegate tax preparation to someone 
else, make sure that that person is qualified 
to take on this big responsibility. A good 
tax preparer can save you a lot of money. 
Consider certified public accountants (CPAs), 
tax attorneys, and enrolled agents (EAs). 
Interviewing a prospective tax  preparer is a 
good idea, and the  recommendation of a friend, 
family member, or a  colleague at work is worth 
a lot, too. Asking lots of  questions leads to a 
good finish.
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the next lower group, primarily because of the lower tax 
rate on capital gains and dividends.

The reductions of itemized deductions begins when 
a single taxpayer’s AGI is $266,700 ($320,000 for joint 
taxpayers). The reduction of the Child Tax Credit begins 
when the single taxpayer’s modified adjusted gross 
income is $75,000 ($110,000 for joint taxpayers). The 
additional 0.9 percent tax on salaries and the 3.4 percent 
tax on net investment income applies to single taxpayers 
with modified AGI over $200,000 ($250,000 for joint tax-
payers). The additional tax on salaries is for the Medicare 
portion of the FICA tax.  

 3-4 OTHER FILING cONSIDERATIONS
LO4, LO5 Other considerations related to tax filing 
include the need to pay estimated taxes, file for exten-
sions, or amend the return; the possibility of a tax audit; 
and whether to use a tax preparation service or computer 
software to assist you in preparing your return.

3-4a Estimates, Extensions, 
and Amendments
Like David Duncan, who provided accounting services 
to his brother’s business, you may have income that’s not 
subject to withholding. You may need to file a decla-
ration of estimated taxes with your return and to pay 
quarterly taxes. Or perhaps you are unable to meet the 
normal April 15 filing deadline or need to correct a pre-
viously filed return. Let’s look at the procedures for han-

dling these situations.

Estimated Taxes Bec-
ause federal withholding 
taxes are regularly taken 
only from employment 

income, such as that paid in the form of wages or sala-
ries, the IRS requires certain people to pay estimated 
taxes on income earned from other sources. Estimated 
tax payments are most commonly required of investors, 
consultants, lawyers, business owners, and various other 
professionals who are likely to receive income that is not 
subject to withholding.

The declaration of estimated taxes (Form 1040-ES) 
is not filed with the tax return. Estimated taxes must be 
paid in four installments, which are usually on April 15, 
June 15, and September 15 of the current year, and 
January 15 of the following year. Failure to estimate and 
pay these taxes in accordance with IRS guidelines can 
result in a penalty levied by the IRS.

April 15: Usual Filing Deadline As we’ve seen from 
the Duncan family example, at the end of each tax year, 
those taxpayers required to file a return must deter-
mine the amount of their tax liability—the amount of 
taxes  they owe due to the past year’s activities. The tax 
year corresponds to the calendar year and covers the 
period January 1 through December 31. Taxpayers may 
file their returns any time after the end of the tax year 
and must file no later than April 15 of the year immedi-
ately following the tax year (or by the first business day 
after that date if it falls on a weekend or federal holiday). 
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estimated taxes tax payments  
required on income not subject to 
withholding that are paid in four  
installments

    Go to Smart Sites
Looking for a tax preparer who is also an authorized e-file 
provider in your area? Many tax professionals are also 
authorized to file your return electronically—the IRS has 
a authorized e-file provider locator on its Internet site 
(www.irs.gov).

If you have a computer, an Internet connection, and 
tax preparation software, you can probably use the IRS’s  
e-file and e-pay to file your return and pay your taxes 
electronically either by using a credit card or by autho-
rizing an electronic withdrawal from your checking or 
savings account. You can use an “Authorized e-file Pro-
vider,” who may charge a fee to file for you, or do it your-
self using commercial tax preparation software.

Depending on whether the total of taxes withheld 
and any estimated tax payments is greater or less than the 
computed tax liability, the taxpayer either receives a refund 
or has a balance due. Taxpayers can pay their taxes using a 
credit card. However, because the IRS cannot pay credit 
card companies a fee, taxpayers must call a special provider 
and pay a service charge to arrange for the payment.
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by submitting Form 4868. In filing for an extension, how-
ever, the taxpayer must estimate the taxes due and remit 
that amount with the application. The extension does not 
give taxpayers more time to pay their taxes.

After filing a return, you may discover that you over-
looked some income or a major deduction or made a mis-
take, so that you paid too 
little or too much in taxes.  
You can easily cor-
rect this by filing an 
amended return (Form 
1040X) showing the cor-
rected amount of income 
or deductions and the 
amount of taxes you 
should have paid, along 
with the amount of any 

EXAMPLE: Determining the Amount Owed  
or Refunded  Jasmine had $2,000 withheld and paid 
estimated taxes of $1,200 during the year. After filling 
out the appropriate tax forms, she had a tax liability of 
only $2,800. Consequently, Jasmine overpaid his taxes 
by $400 ($2,000 1 $1,200 2 $2,800) and will receive a 
$400 refund from the IRS. On the other hand, if Jasmine’s 
tax liability had been $4,000, then she would owe the 
IRS an additional $800 ($4,000 2 $2,000 2 $1,200).

TAX AUDIT RED FLAgS

While it’s true that the IRS typically only audits about 
1 percent of tax returns, some practices significantly 
increase your chance of being audited. It’s wise to be 
aware of the following possible triggers:

 ● High income. The more income you make, the more 
likely you are to experience an audit. For example, if 
you made more than $200,000 in 2016, your chance 
was about 1.7 percent, and if you made $1 million 
or more, your chance rose to about 6 percent. Con-
versely, if you made less than $200,000, your chance 
of being audited was only about 0.65 percent. 

 ● Unreported taxable income. If your 1099s and W-2s 
add up to more than the income reported on your tax 
return, expect a bill from the IRS—and a possible audit.

 ● Higher-than-average deductions. If your deductions 
are large relative to your income, the IRS can flag your 
return for a potential audit. Make sure that you know 
the IRS regulations for deductions and donations, and 
keep all supporting documents and receipts.

 ● Home office deductions. A home office is sup-
posed to be used exclusively for business. The IRS 
has found that this requirement is frequently not 
met, and the deduction is consequently denied. 
Thus, this is a red flag for an audit. If you take this 
deduction, be ready to prove it.

 ● Business meals, travel, and entertainment. IRS 
experience shows that the self-employed are re-
sponsible for most of the underreporting of income 
and overstating of deductions. Large deductions for 
meals, travel, and entertainment are an audit flag. 
Make sure to keep good records if you plan to take 
these kinds of deductions.

 ● Early Payout from an IRA or 401(k) Account. Spe-
cial attention is paid to taking payouts before the 
age of 59 1/2. Unless there’s an exception, such early 
payouts are subject to a 10 percent penalty in addi-
tion to regular income tax. A sample collected by the 
IRS found that many filers make mistakes on their tax 
returns with respect to early payouts. 

 ● Business use of a vehicle.  Claiming 100 percent busi-
ness use of a car is a red flag to the IRS because it’s rare for 
an individual to really use a car exclusively for business. 
Make sure that you keep detailed mileage logs.

 ● Unreported foreign bank account. You are required 
to disclose offshore accounts. If the IRS finds an  
unreported account, it’s an audit flag.

Source: Adapted from Joy Taylor, “17 Red Flags for IRS Auditors,” 
https://www.kiplinger.com/slideshow/taxes/T056-S011-red-flags 
-that-could-increase-your-audit-chances/index.html, accessed 
November 2018.

Financial Planning Tips

Filing Extensions and Amended Returns It’s possi-
ble to receive an extension of time for filing your federal 
tax return. You can apply for an automatic six-month filing 
extension, which makes the due date October 15, simply 

filing extension an extension 
of time beyond the usual April 15 
deadline during which taxpayers, with 
the approval of the IRS, can file their 
returns without incurring penalties

amended return a tax return 
filed to adjust for information 
received after the filing date of 
the taxpayer’s original return or to 
correct errors
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tax refund or additional taxes owed. You generally 
have three years from the date you file your original 
return or two years from the date you paid the taxes, 
whichever is later, to file an amended return.

3-4b Audited Returns
Because taxpayers themselves provide the key informa-
tion and fill out the necessary tax forms, the IRS has no 
proof that taxes have been correctly calculated. 
In addition to returns that stand out in some 
way and warrant further investigation, the 
IRS also randomly selects some returns for 
a tax audit—an examination to validate the 
return’s accuracy. The odds of being audited 
are actually quite low; the IRS audits less 
than 1 percent of returns. Despite the tradi-
tionally scary aura that surrounds the audit 
concept, the outcome of an audit is not 
always additional tax owed to the IRS. Yet 
the IRS indicates that for every $1 it spends 
on audits, it brings in $4. 

Typically, audits question (1) whether 
all income received has been properly 
reported and (2) whether the deductions 
claimed are legitimate and for the cor-
rect amount. The IRS can take as many 
as three years—and in some cases, six 
years—from the date of filing to audit 
your return, so you should retain records 
and receipts used in preparing returns for about 
seven years. Severe financial penalties, even prison sen-
tences, can result from violating tax laws.

In sum, you should take advantage of all legitimate 
deductions to minimize your tax liability, but you must 
also be sure to properly report all items of income and 
expense as required by the Internal Revenue Code.

3-4c Tax Preparation Services: 
Getting Help on Your Returns
Many people with simple tax situations prepare their 
own tax returns. Some taxpayers with quite complicated 
financial affairs may also invest their time in preparing 
their own returns. The IRS offers many publications with 
step-by-step instructions to help you prepare your tax 

return. You can order 
them directly from the 
IRS by mail or download 
them from the IRS Inter-
net site (www.irs.gov). 

An excellent (and free) comprehensive tax preparation 
reference is IRS Publication 17, Your Federal Income 
Tax—for Individuals. The online Interactive Tax Assis-
tant is also useful (www.irs.gov/uac/Interactive-Tax 
-Assistant-(ITA)-1).

Help from the IRS The IRS, in addition to issuing var-
ious publications for use in preparing tax returns, also 

provides direct assistance to taxpayers. The IRS 
will compute taxes for those whose taxable 

income is less than $100,000 and who do 
not itemize deductions. Persons who use 
this IRS service must fill in certain data, 
sign and date the return, and send it to 
the IRS on or before April 15 of the year 
immediately following the tax year. 

The IRS attempts to calculate taxes 
that result in the “smallest” tax bite. It 
then sends taxpayers a refund (if their 
withholding exceeds their tax liability) 
or a bill (if their tax liability is greater 
than the amount of withholding). Peo-
ple who either fail to qualify for or do 
not want to use this total tax preparation 
service can still obtain IRS assistance in 
preparing their returns from a toll-free 
service. Consult your telephone direc-
tory for the toll-free number of the IRS 
office closest to you.

Private Tax Preparers More than half of taxpayers 
use professional tax preparation services to improve 
accuracy and minimize their tax liability. The fees 
charged by professional tax preparers can range from 
at least $100 for simple returns to $1,000 or more for 
complicated returns. You can select from the following 
types of tax preparation services:

 ▶ National and local tax services: These include 
national services such as H&R Block and independent 
local firms. These services are best for taxpayers with 
relatively common types of income and expenditures.

 ▶ Certified public accountants (CPAs): Tax 
 professionals who prepare returns and can advise 
 taxpayers on planning.

 ▶ Enrolled agents (EAs): Federally licensed individual 
tax practitioners who have passed a difficult, two-
day, IRS-administered exam. They are fully  qualified 
to handle tax preparation at various levels of  
complexity.

 ▶ Tax attorneys: Lawyers who specialize in tax planning.
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tax audit an examination by the 
IRS to validate the accuracy of a given 
tax return
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Always check your own completed tax returns 
carefully before signing them. Remember that taxpay-
ers themselves must accept primary responsibility for 
the accuracy of their returns. The IRS requires pro-
fessional tax preparers to sign each return as the pre-
parer, enter their Preparers Tax Identification Number 
(PTIN), the firm’s Employer Identification number 
(EIN), and address, and give the taxpayer a copy of 
the return being filed. Tax preparers with the neces-
sary hardware and software can electronically file their 
clients’ tax returns so that eligible taxpayers can receive 
refunds more quickly.

There’s no guarantee that your professional tax 
preparer will determine your tax liability correctly. To 
reduce the chance of error, you should become famil-
iar with the basic tax principles and regulations, check 
all documents (such as W-2s and 1099s) for accuracy, 
maintain good communication with your tax preparer, 
and request an explanation of any entries on your tax 
return that you don’t understand.

3-4d Computer-Based  
Tax Returns
Many people use their personal computers to help with 
tax planning and preparing tax returns. Several good tax 
software packages will save hours when you’re filling 
out the forms and schedules involved in filing tax 
returns. The programs often identify tax-saving oppor-
tunities you might otherwise miss. These computer 
programs aren’t for everyone, however. For complex 
returns, there’s no substitute for the 
skill and expertise of a tax accountant or 
attorney. Tax preparation software will 
be most helpful for taxpayers who don’t 
need tax advice.

There are two general kinds of soft-
ware: tax planning and tax preparation. 
Planning programs such as Quicken let 
you experiment with different strategies to see their 
effects on the amount of taxes you must pay. The other 
category of tax software focuses on  helping you com-
plete and file your tax return. These  programs take 
much of the tedium out of tax  preparation,  reducing 
the time you spend from days to hours. If you file the 
Form 1040 and some supporting forms, invest in the 
stock market, own real estate, or have foreign income 
or a home-based business, you’ll probably benefit 
from using tax preparation programs.

The two major software players are Intuit’s Tur-
boTax and H&R Block, both of which are available 
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for either Windows or Macintosh. TurboTax also has a 
Web-based version that lets you work on your returns 
from any computer. Both companies also offer an add-
on program that accurately assigns fair market value 
to the household items most commonly donated to 
charity. Both programs feature a clean interface and 
guide you through the steps in preparing your return 
by asking you the questions that apply to your situa-
tion. In addition to the primary tax-form preparation 
section, they include extensive resources and links to 

additional Internet references, video 
clips to make tricky concepts easier 
to understand, tax planning question-
naires, deduction finders, and more. 
State tax return packages are available 
for an additional cost. All major soft-
ware providers have free, online ver-
sions for preparing federal taxes for 

people who meet specific requirements, which vary 
by provider. See https://www.irs.gov/filing/free-file 
-do-your-federal-taxes-for-free where you can pre-
pare and file your federal individual tax returns using 
tax preparation and filing software. 

The IRS has “fill-in forms,” which allow you to 
enter information while the form is displayed on your 
computer by Adobe Acrobat Reader. After entering 
the requested information, you can print out the com-
pleted form. Fill-in forms give you a cleaner, crisper 
printout for your records and for filing with the IRS. 
Unlike tax preparation software, these fill-in forms 

Tax planning can  
use various tools  
to reduce, shift, or 
defer taxes.
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CHOOSINg A TAX PREPARER

Because you are legally responsible for your tax returns, 
even if someone else prepared them, it’s important to 
choose the right person or firm to prepare them for you. 
Keep in mind the following tips in making this major de-
cision and working with your preparer:

 ● Qualifications. All paid tax return preparers are re-
quired to have a Preparer Tax Identification Number 
(PTIN). Make sure that a prospective preparer has a PTIN.

 ● Preparer’s history. Check with the Better Business 
Bureau for the preparer’s history of problems. Make 
sure that there have been no disciplinary actions, 
and check the status of any CPA’s license through 
the state boards of accountancy. The same check 
should be made for state bar associations for attor-
neys and with the IRS Office of Enrollment for En-
rolled Agents (EAs).

 ● Understand the fees that the preparer will charge 
you. Make sure that you understand and accept the 
fee for services rendered and compare preparers’ 
fees. It does not make sense to use  preparers who 
ask for a percentage of your refund.

 ● Electronic filing. Be certain that the prospective 
preparer offers IRS e-file. You can opt to file a pa-
per return instead, but it is typically easiest to file 
 electronically—and if you’re getting a refund, you’ll 
get it faster that way.

 ● Accessibility. Make sure that you can get hold of the 
tax preparer easily in case you have questions before 
or after the return is filed.

 ● Requests for records and receipts. Good preparers 
will ask to see your records and receipts. They will also 
ask questions about your total income, tax- deductible 
expenses, and more. It’s best to avoid preparers who 
are willing to file your return electronically without 
seeing your W-2 form and other records.

 ● Return signature. Never use a preparer who asks you 
to sign a blank tax form. Similarly, review the entire 
return, verify its accuracy, and make sure that the pre-
parer has supplied his or her PTIN before you sign it.

Source: Adapted from Internal Revenue Publication, “Ten Tips for 
Choosing a Tax Preparer,” https://www.irs.gov/newsroom/ten-tips 
-for-choosing-a-tax-preparer, accessed November 2018.

Financial Planning Tips

have no computational capabilities, so you must do 
all your calculations before starting. These forms are 
labeled “Fill-in forms” at the IRS Internet site.

 3-5 EFFEcTIvE TAx PLANNING
LO6 Tax planning is a key ingredient of your overall 
personal financial planning. The overriding objective 
of effective tax planning is to maximize total after-tax 

income by reducing, 
shifting, and deferring 
taxes to as low a level 
as legally possible. By 
all means, don’t confuse 
tax avoidance with tax 
evasion, which includes 
such illegal activities 
as omitting income or 

tax evasion the illegal act of 
failing to accurately report income 
or deductions and, in extreme cases, 
failing to pay taxes altogether

tax avoidance the act of 
reducing taxes in ways that are legal 
and compatible with the intent of 
Congress

overstating deductions.  Tax  evasion, in effect, involves 
a failure to accurately report income or deductions 
and, in extreme cases, a failure to pay taxes altogether. 
Persons found guilty of tax evasion are subject to 
severe financial penalties and even prison terms. Tax 
avoidance, in contrast, focuses on reducing taxes in 
ways that are legal and compatible with the intent of 
Congress.

3-5a Fundamentals of Tax 
Planning
Tax planning can involve the use of various invest-
ments, retirement programs, and estate distribution 
procedures to (1) reduce, (2) shift, or (3) defer taxes. 
You can reduce taxes, for instance, by using techniques 
that create tax deductions or credits or that receive 
preferential tax treatment—such as investments that 
produce depreciation (such as real estate) or gener-
ate tax-free income (such as municipal bonds). You 
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can shift taxes by using gifts or trusts to transfer some 
of your income to other family members who are in 
lower tax brackets and to whom you intend to provide 
some level of support anyway, such as a retired, elderly 
parent.

The idea behind deferring taxes is to reduce or 
eliminate your taxes today by postponing them to the 
future when you may be in a lower tax bracket. Per-
haps more important, deferring taxes gives you use of 
the money that would otherwise go to taxes—thereby 
allowing you to invest it to make even more money. 
Deferring taxes is usually done using retirement plans, 
such as IRAs, or by investing in certain types of annui-
ties, variable life insurance policies, or even Series EE 
bonds (U.S. savings bonds).

The fundamentals of tax planning include mak-
ing sure you take all the deductions to which you’re 
entitled and also take full advantage of the various tax 
provisions that will minimize your tax liability. Thus, 
comprehensive tax planning is an ongoing activity with 
both an immediate and a long-term perspective. In 
fact, a major component of a comprehensive personal 
financial plan is a summary of the potential tax impacts 
of various recommended financial strategies. Tax  
planning is closely interrelated with many financial plan-
ning activities, including investment, retirement, and 
estate planning.

3-5b Some Popular Tax  
Strategies
Many tax strategies are fairly simple and straightforward 
and can be used by the average, middle-income taxpayer. 
You certainly don’t have to be in the top income bracket 
to enjoy the benefits of many tax-saving ideas and pro-
cedures. For example, the interest income on Series EE 
bonds is free from state income tax, and the holder can 
elect to delay payment of federal taxes until (1) the year 
the bonds are redeemed for cash or (2) the year in which 
they finally mature, whichever occurs first. This feature 
makes Series EE bonds an excellent vehicle for earning 
tax-deferred  income.

There are other strategies that can cut your tax bill. 
Accelerating or bunching deductions into a single year 
may permit itemizing deductions. Shifting income from 
one year to another is one way to cut your tax liabil-
ity. If you expect to be in the same or a higher income 
tax bracket this year than you will be next year, defer 
income until next year and shift expenses to this year 
so you can accelerate your deductions and reduce taxes 
this year.

Maximizing Deductions Review a comprehensive 
list of possible deductions for ideas, because even 
small deductions can add up to big tax savings. Accel-
erate or bunch deductions into one tax year if this 
allows you to itemize rather than take the standard 
deduction. For example, make your fourth-quarter 
estimated state tax payment before December 31 
rather than on January 15 to deduct it in the current 
taxable year. Or schedule unreimbursed elective med-
ical procedures to fall into one tax year so that they 
exceed the required “floor” for deductions, which 
is 7.5 percent of AGI for medical expenses in 2018. 
Increase discretionary deductions such as charitable 
contributions.

YOU CAN DO IT NOW: Tax Planning   Consider 
whether you expect your tax rate to be lower, the same, 
or higher next year. Then do some simple but effective 
tax planning:

 ● If your tax rate is expected to be lower or the same 
next year, delay receiving income until next year so 
it will be taxed at the lower rate - or just later at the 
same rate.

 ● If your tax rate is expected to be higher next year, 
speed up the receipt of income so it will be taxed 
at the currently lower rate. And consider wait-
ing to take some deductions until next year when 
the  higher rate will shield you better from the 
 higher rate. 

Income Shifting One way of reducing income taxes 
is to use a technique known as income shifting. Here 
the taxpayer shifts a portion of his or her income, and 
thus taxes, to relatives in lower tax brackets. This can 
be done by creating trusts or custodial accounts or by 
making outright gifts of income-producing property to 
family members. For instance, parents with $125,000 
of taxable income (22  percent marginal tax rate) and 
$50,000 in corporate bonds paying $3,000 in annual 
interest might give the bonds to their 17-year-old 
child—with the understanding that such income is to 
be used ultimately for 
the child’s college educa-
tion. The $3,000 would 
then belong to the child, 
who would presumably 
pay a tax of $90, which is 

income shifting a technique 
used to reduce taxes in which a 
taxpayer shifts a portion of income 
to relatives in lower tax brackets
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calculated as 0.10 3 ($3,000 2 $2,100 minimum stan-
dard deduction for a dependent in 2018). The parents’ 
taxable income would be decreased by $3,000, which 
would reduce their taxes by $660 (0.22 3 $3,000). 

The Tax Cuts and Jobs Act of 2017 modified the 
“kiddie tax” for the tax years 2018-2025 by effectively 
applying ordinary and capital gains rates applicable 
to trusts and estates to the net unearned income of a 
child. Taxable income attributable to earned income 
is taxed according to an unmarried taxpayer’s bracket 
and rate. Taxable income attributable to net unearned 
income, an example of which is interest from bonds, 
is taxed according to the brackets applicable to trusts 
and estates. Thus, the child’s tax is unaffected by the tax 
situation of the child’s parent(s) or the unearned income 
of any siblings.  

In addition to the “kiddie tax,” the transfer of prop-
erty from the parents to the child is a gift subject to the 
gift tax, which is discussed in Chapter 15. Parents also 
need to recognize that shifting assets into a child’s name 
to save taxes could affect the amount of college financial 
aid for which the child qualifies.

Tax-Free and Tax-Deferred Income Some invest-
ments provide tax-free income; in most cases, however, 
the tax on the income is only deferred (or delayed) to a 
later date. Although there aren’t many forms of tax-free 
investments left today, probably the best example would 
be the interest income earned on municipal bonds. Such 
income is free from federal income tax and possibly state 
income taxes. (Tax-free municipal bonds are discussed in 
Chapter 12.) 

Earnings on money put into a Roth IRA are also 
tax-free. Income that is tax deferred, in contrast, only 
delays the payment of taxes to a future date. Yet until 
that time arrives, tax-deferred investment vehicles 
allow you to accumulate tax-free earnings. This results 
in much higher savings than would occur in a taxed 
account. A good example of tax-deferred in come would 
be income earned in a traditional IRA. Chapter 14 
provides a detailed discussion of this and other similar 
 arrangements.

Most wage earners can open an IRA and contrib-
ute up to $5,500 (or possibly $6,500, depending on an 
age qualification) each year to the account (in 2018). 

All the income you earn 
in your IRA accumu-
lates tax free. This is a 
tax-deferred investment 
and so you’ll eventually 

have to pay taxes on these earnings, but not until you 
start drawing down your account. Roth IRAs provide 
a way for people to contribute after-tax dollars where, 
not only do earnings grow tax free, but withdrawals are 
non-taxable if the account has been open for five or 
more years and the individual is over 59½. However, 
keep in mind that using after-tax dollars for a Roth 
IRA means that the contribution is not tax-deductible. 
In addition to IRAs, tax-deferred income can also be 
obtained from other types of pension and retirement 
plans and annuities. Chapter 14 provides more infor-
mation on these financial products and strategies.

3-5c The Tax Return and the 
Financial Planning Process
The federal income tax requires filing an annual tax 
return, Form 1040. To comply with the law, taxpay-
ers need to review their transactions for the year and 
prepare what amounts to an income statement. The 
Form 1040 lists the sources of the taxpayer’s income. 
This information is the starting point for reviewing your 
financial plans and possibly revising those plans. The 
IRS provides a quarterly Statistics of Income Bulletin 
that you can use to compare your financial status with 
that of others with a comparable amount of income. 
You can apply some basic analytical techniques to help 
you decide how to possibly adjust your financial plan. 
Consider the insights that can be provided by some key 
schedules associated with Form 1040. 

Schedule B of Form 1040 lists the sources of inter-
est income and dividend income. Let’s assume that you 
report interest income from your checking account of 
$1,000. Bells should go off! In recent years a represen-
tative interest rate paid on checking accounts has been 
only 0.2%. Thus, if you have $2,000 in interest from your 
checking account, the balance of your account would 
average a whopping $1,000/.002 5 $500,000! So, while 
$1,000 in interest from a checking account is unlikely for 
most people, you can most always earn a better return 
elsewhere and should consequently watch for uninten-
tional build-ups in your checking account balance. 

Schedule B of Form 1040 also reports the amount 
of tax-exempt income you have. If your marginal tax rate 
is over 22% and you report no tax-exempt income, you 
should review your portfolio to determine if you would 
be better off adding some state or local bonds that gener-
ate tax-exempt income. 

Schedules C and F of Form 1040 report the results 
of your business or farm. The schedules list common 

tax deferred income that is not 
subject to taxes immediately but that 
will later be subject to taxes
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expenses that businesses and farms incur. If you do not 
list these deductions, you should review your records 
to see if you are missing some deductions. Of course, 
if you are reporting losses, it may well be time to makes 
changes to your business.

Schedule D of Form 1040 reports the gains or losses 
from the sale of capital assets, which are often stocks. If 
you report little or no capital gains, but you report some 
dividends on Schedule B, you know that you have stock 
investments but that you have not sold any stocks. You 
need to review your portfolio for possible adjustments. 

Planning Over a 
lifetime

Tax Preparation and Planning

Here are some key considerations for tax planning 
in each stage of the life cycle.

PRE-FamILY InDEPEnDEnCE: 20s

 Manage your withholding amount so that it is about equal 
to your tax bill. Avoid large amounts owed or refunded.

 Maintain a careful record of income and tax-deductible 
expenses.

 Consider using tax preparation software.

FamILY FoRmaTIon/CaREER DEvELoPmEnT: 30–45

 When you marry and/or have family changes, revise  
your withholding amount accordingly.

 Acquire tax shelters like a mortgage, which has  
tax-deductible interest expenses.

 Make regular contributions to your employer’s  
tax-sheltered retirement plan and consider IRAs.

PRE-RETIREmEnT: 45–65

 As your income grows, consider tax-exempt investments 
like municipal bonds.

 Consider increasing your average contributions to  
tax-sheltered retirement plans.

 Consider larger, “catch-up” retirement plan contributions.

RETIREmEnT: 65 anD BEYonD

 Estimate Social Security benefits and plan when you will 
start receiving payments.

 Plan orderly withdrawals from tax-sheltered retirement 
accounts and for the associated tax bill.

 Consider the use of life insurance to manage potential  
estate taxes. This is covered in more detail in Chapter 15.

While holding stock can be a great decision, it’s impor-
tant to evaluate whether holding stock while it’s decreas-
ing in value is the best decision. In other words, you 
might need to sell that loser.

Schedule E of Form 1040 reports any income you 
have from property you rent to others. One deduction on 
that schedule is depreciation. If the property is fully depre-
ciated, that indicates the property is older and it may be 
time to plan major repairs or to sell the property. The key 
take-away here is that Schedule E provides information 
with which you may review your financial investments.
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Poppy and Tristan’s Tax Management Strategy  
Poppy and Tristan Hart are a married couple in their late 
20s. Poppy is an electrical engineer, and Tristan is a free-
lance computer programmer. They recently saw a news-
cast about the budget deficit in the United States and 
believe it likely that tax rates will increase significantly by 
the time they retire. Tristan expects to finish a large pro-
gramming job toward the end of this year and is prepar-
ing to bill his client. The couple expects their marginal tax 
rate to increase from 12 to 22 percent next year. What tax 
management strategies should they pursue?  

Poppy and Tristan decided that they should get more 
serious about retirement planning given the prospect of 
a larger tax bite next year and going forward. So they 
each invested $3,000 in an IRA this year and plan to in-
vest the maximum next year. Poppy invested in a tradi-
tional IRA that reduces their taxable income by $3,000 
this year. Her plan to invest more next year will provide 
even more of a benefit given their higher expected tax 
rate. Tristan invested in a Roth IRA, which provides no 
tax benefit this year but will shield the future value of 
the IRA from ever being taxed. This addresses their long-
term concerns. Finally, Tristan decided to bill his client 
immediately to speed the receipt of the consulting  
income to this year, when their tax rate is expected to be 

lower than next year. Poppy and Tristan are well on their 
way to managing their taxes effectively. 

FINANcIAL ImPAcT OF PERSONAL cHOIcES

To
m

 S
ag

a/
Sh

ut
te

rs
to

ck
.c

om

LoCaTED aT BaCk oF ThE TExTBook
 ◻ Chapter Review Card   

LoCaTED In mInDTaP
 ◻ Review Key Term flashcards and create your own cards.

 ◻ Increase your comprehension with online homework. 
 ◻ Watch ConceptClip videos.

STuDY    
TooLS 3

80 PART ONE:  Foundations of Financial Planning

33609_ch03_ptg01.indd   80 20/12/18   9:15 PM



LO2 1.  Calculating marginal tax rates. Lacey Hansen is single and received the items and amounts of income 
shown below during 2018, as shown below. Determine the marginal tax rate applicable to each item.  Note that 
if the item is not taxable, the marginal rate is 0.

Salary $30,000

Dividends 800

Gift from mother 500

Child support from ex-husband 3,600

Interest on savings account 250

Rental property 900

Loan from bank 2,000

Interest on state government bonds 300

LO2, 3 2.  Estimating taxable income, tax liability, and potential refund. Arabella Cunningham is 24 years old and 
single, lives in an apartment, and has no dependents. Last year she earned $55,000 as a sales representative for 
Planning Associates; $3,910 of her wages was withheld for federal income taxes. In addition, she had interest 
income of $142. She takes the standard deduction. Calculate her taxable income, tax liability, and tax refund or tax 
owed for 2018.

LO2 3.  Calculating taxes on security transactions. If Julia Diaz is single and in the 24 percent tax bracket, calculate the 
tax impact of each of the following security transactions. (Use the IRS regulations for capital gains in effect in 2018.) 
Treat each of the following cases as independent of the others.

a. She sold stock for $1,200 that she purchased for $1,000 5 months earlier.

b. She sold bonds for $4,000 that she purchased for $3,000 3 years earlier.

c. She sold stock for $1,000 that she purchased for $1,500 15 months earlier.

LO2 4. Education Tax Credits. Mason is married and has two sons. The older son, Harrison, is a graduate student working 
on his MBA. He paid $15,000 in tuition, $2,000 for textbooks and supplies, and incurred $20,000 in living expenses 
for the year. The younger son, Alexander, is a sophomore in college. Alexander’s tuition was $12,000, textbooks 
and supplies were $1,500, and Alexander’s living expenses were $18,000. While Mason’s younger son, Alexander, is 
claimed as a dependent on his tax return, his older son, Harrison, is not claimed as a dependent.

   Determine the amount of education credits or deductions Mason can take on his tax return for these education 
expenses.

LO2, 3 5.  Calculating taxable income for a married couple filing jointly. Freya and Sebastian Hunter are married and 
have one child. Sebastian is putting together some figures so he can prepare the Hunters’ joint 2018 tax return. So 
far, he’s been able to determine the following concerning income and possible deductions:

Total unreimbursed medical expenses incurred $1,155

Gross wages and commissions earned 50,770

IRA contribution 5,000

Mortgage interest paid 5,200

Capital gains realized on assets held less than 12 months 1,450

Income from limited partnership 200

Interest paid on credit cards 380

Qualified dividend income earned 610

Sales taxes paid 2,470

Financial Planning Exercises
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Charitable contributions made 1,200

Capital losses realized 3,475

Interest paid on a car loan 570

Social Security taxes paid 2,750

Property taxes paid 700

State income taxes paid 1,700

   Given this information, determine the amount of the available itemized deductions. How much 
taxable income will the Hunters have in 2018? (Note: Assume that Sebastian is not covered by a 
pension plan where he works, his child qualifies for the child tax credit, and the standard deduction 
of $24,000 for married filing jointly applies.)

LO3 6.  Choosing and preparing an individual tax form. Liam McKenzie is single, graduated from 
college in 2018 and began work as a systems analyst in July of that year. He is preparing to file 
his income tax return for 2018 and has collected the financial information shown below for that 
calendar year A blank Form 1040 and Schedule 1 may be obtained at www.IRS.gov.

Scholarship used to pay tuition $ 5,750

Scholarship used to pay room and board 1,850

Salary 55,000

Interest income 185

Potential itemized deductions 3,000

Income taxes withheld 2,600

a. Prepare Liam’s 2018 tax return, using a $12,000 standard deduction and the tax rates 
given in Exhibit 3.3. 

b. Prepare Liam’s 2018 tax return using the data in part a along with the following information:

IRA contribution $5,000

Cash dividends received 150

LO3 7.  Effect of tax credit vs. tax deduction. Explain and calculate the differences resulting 
from a $1,000 tax credit versus a $1,000 tax deduction for a single taxpayer with $40,000 of 
pre-tax income.

LO4 8.  Preparing   for   a   tax   audit. Paige and Landon Diamond have been notified that they are being 
audited. What should they do to prepare for the audit?

LO5 9. Getting help with tax form preparation. Noah King’s busy job doesn’t leave him much spare 
time. Consequently, he would like some help preparing his federal tax forms. What advice would 
you give Noah? 

Financial Planning Exercises (Continued)
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LO6 10. Effective tax planning. Explain the key elements of effective tax planning. What are some of the most popular tax 
management strategies?

LO6 11. Effective tax planning. Denise Hughes reports the following data from her 2018 tax return. Analyze the data and 
suggest tax planning ideas that she should consider.

Salary $150,000

Interest income 30,000

Qualified dividends 1,000

Total Adjusted Gross Income $181,000

   Note: The interest income is from a bank savings account earning 1%. The dividends are from a stock paying  
3 percent dividends.

Financial Planning Exercises
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LEARNING ObjEctIvEs
After studying this chapter, you will be able to…

 4-1 Understand the role of cash management in the personal financial planning process.

 4-2 Describe today’s financial services marketplace, both depository and nondepository financial 
institutions.

 4-3 Select the checking, savings, electronic banking, and other bank services that meet your needs.

 4-4 Open and use a checking account.

 4-5 Calculate the interest earned on your money using compound interest and future value 
techniques.

 4-6 Develop a cash management strategy that incorporates a variety of savings plans.

After finishing  
this chapter go 

to PAGE 107 for 

stUDY tOOLs

4 Managing Your 
Cash and Savings

84 PART TWO:  Managing Basic Assets

33609_ch04_ptg01.indd   84 20/12/18   9:20 PM



 4-1  thE ROLE Of cAsh 
MANAGEMENt IN PERsONAL 
fINANcIAL PLANNING

LO1 Establishing good financial habits involves man-
aging cash as well as other types of assets. In this chap-
ter, we focus our attention on cash 
management—the  routine, day-to-day  
administration of cash and near-cash 
resources, also known as liquid assets. 
These assets are considered liquid be-
cause they’re either held in cash or can 
be readily converted into cash with 
little or no loss in value.

There are  several other kinds of  
liquid assets beyond cash, including 
checking accounts, savings accounts, 
money market deposit accounts, money 
market mutual funds, and other short-
term investments. Near term needs are 
usually met with cash on hand, and unplanned or future 
needs are met using some type of savings or short-term 
investment. Exhibit 4.1 briefly describes some popular 
types of liquid assets and cites representative rates of  
return they earned in the fall of 2018. The rates  
reflect a gradual increase from the low rates supported 
by the Federal Reserve (the Fed) in the years since the 
global financial crisis of 2007–2008.

In personal financial planning, efficient cash man-
agement ensures adequate funds for both household 
use and an effective savings program. Write checks 

only at certain times of the week or month and, just 
as important, avoid carrying your checkbook (or debit 
card) when you might be tempted to spend money for 
unplanned purchases. If you’re going shopping, set 
a maximum spending limit beforehand—an amount 
consistent with your cash budget. This system not 
only helps you avoid  frivolous, impulsive ex penditures 

but also documents how and where you 
spend your money.

Another aspect of cash manage-
ment is establishing an ongoing sav-
ings program, which is an important 
part of personal financial planning. 
Savings are not only a cushion against 
financial emergencies but also a way 
to accumulate funds to meet future 
financial goals. You may want to put 
money aside so that you can go back to 
school in a few years to earn a gradu-
ate degree, or buy a new home, or take 
a vacation. Savings will help you meet 
these specific financial objectives.

4-1a The Problem with Low 
Interest Rates
Interest rates fell dra-
matically in the wake 
of the financial crisis of 
2007–2008 due to the 
hurting economy and 
the Fed’s policy efforts 

hOw wILL thIs AffEct ME?

Finding the best mix of alternative cash management accounts and assets 

requires careful cost/benefit analysis in light of personal objectives and 

constraints.

This chapter presents a variety of different alternatives and focuses on key 

characteristics that include liquidity, minimum balances,  interest rate returns 

and costs, and safety. Cash management alternatives  examined include checking 

and savings accounts as well as money market deposit accounts, certificates of 

deposit, money market mutual funds, U.S. Treasury bills, and U.S. and U.S. Series 

I bonds. This chapter will prepare you to design an effective cash management 

strategy, which is an integral part of a comprehensive financial plan.

An aspect of cash 
management is 
establishing an 
ongoing savings 
program, which is 
an important part of 
personal financial 
planning.

cash management the routine, 
day-to-day administration of cash 
and near-cash resources, also known 
as liquid assets, by an individual or 
family
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Exhibit 4.1

Representative Rates of Return
Type Fall 2018 Description

Cash 0% Pocket money; the coin and currency in one’s possession.

Interest checking account 0.06% A substitute for cash. Offered by commercial banks and other financial institutions 
such as savings and loans and credit unions.

Savings account/Money 
market deposit

0.20% Savings accounts are available at any time, but funds cannot be withdrawn by check. 
Money market deposit accounts (MMDAs) require a fairly large (typically $1,000 or 
more) minimum deposit, and offer check-writing privileges.

Certificate of deposit (CD) 0.72% (1-year) A savings instrument where funds are left on deposit for a stipulated period (one 
week to one year or more); imposes a penalty for withdrawing funds early. Market 
yields vary by size and maturity; no check-writing privileges.

U.S. Treasury bill (T-bill) 2.36 (3-month) Short-term, highly marketable security issued by the U.S. Treasury (originally issued 
with maturities of 13 and 26 weeks); smallest denomination is $100.

US. Treasury note (T-bond) 3.22% (10-year) Long-term security issued by the U.S. Treasury. 

U.S. Savings bond (EE) 0.10% Issued at a discount from face value by the U.S. Treasury; rate of interest is tied 
to U.S. Treasury securities. Long a popular savings vehicle (widely used with 
payroll deduction plans). Matures to face value in approximately five years; sold in 
denominations of $25 and more.

to stimulate it with lower interest rates. For example,  
while the average interest rate on five-year Treasury 
bonds in 2007 was 4.43 percent, the average rate  
on such bonds from 2008 to the spring of 2018 fell to 
only 1.71 percent. And the monthly five-year rate fell 
as low as 0.62 percent during that later period. While 
interest rates were generally increasing in 2018, they 
remained significantly below 2007 levels.

Significant drops in interest rates have important 
implications for your personal finances. For a sense of 
the significance of the drop in interest rates, consider the  
effect of investing $25,000 for five years at the rate of only 
2.70 percent in April 2018 versus investing at the 2007 aver-
age rate of 4.43 percent. After five years, you would have  
about $31,050 at the average rate and only about $28,562  
at the lower rate. And if you happened to invest at the 
lowest interest rate after 2007 of only 0.62 percent, you 
would only have about $25,785 after five years, which  
is not a particularly attractive return over five years!

There are benefits and costs to the unprecedent-
edly low interest rates that followed the financial cri-
sis of 2007–2008. Whether they were a net benefit 
or a net cost depends on your perspective—borrower 
versus lender. While financial markets generally re-
acted positively to the low rate policy by pushing up 
asset prices, low interest rates also tended to signal 
sluggish economic growth and the risk of deflation. 
Some argue that the Fed kept interest rates too low 
for too long, which slowed the economy’s long-term 
recovery from the financial crisis of 2007–2008.

The benefits of lower interest rates included the 
reduced costs of financing the massive federal budget 
deficit, which was a significant  savings given that inter-
est on the federal debt was about $310  billion in 2018. 
And lower rates have helped support the “too big to fail” 
banks. Indeed, the Fed’s low-interest-rate policy allowed 
banks to pay less than 1  percent interest on savings since 
2008. But the costs are equally impressive. Low interest 
rates reduced income to  retirees and to pension funds. 
Some retirees have had to dip into their principal, which 
puts more stress on welfare programs for the elderly and 
may ultimately prompt the government to increase its 
financial support of underfunded pension funds.

YOU CAN DO IT NOW: Shop for the Best 
Short-Term Interest Rates Most of us choose the 
most conveniently located bank and its ATMs. But that 
doesn’t mean you’re getting the best-priced checking 
account and competitive short-term investment rates 
of return. It’s easy to shop for the best online and local 
rates via your mail zip code using www.bankrate.com. 
In minutes you’ll have a good sense of where you and 
your current bank stand—you can do it now. 

Extremely low interest rates favor borrowers 
and dampen the incentive to save. While keeping big 
banks afloat is important, some argue that low inter-
est rates have helped protect banks from absorbing the  
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consequences of their actions and redistribute wealth 
away from prudent savers. Indeed, the  inflation-adjusted 
real interest rate has been negative from time-to-
time, which means that savers are not keeping up with  
inflation and will either have to tap into their principal  
or cut their spending. This is bad for retirees and  
for the overall economy. People tend to give less to 
charity as they seek to cover income shortfalls result-
ing from lower interest rates. While the average per-
centage of savings out of disposable income from 1947 
to 2018 was about 8.5 percent, the rate fell to about  
3 percent in 2018.

So what’s a prudent saver to do in low-interest- 
rate environments? Unfortunately, the search for 
higher current returns leads many people to make 
investments that are too risky for them. Some move 
into higher-quality corporate bonds. But when rates 
are so low, they are likely to go up. And bond prices 
fall when rates rise, which poses substantial price 
risk to longer-term bonds. More moderate strate-
gies involve buying stocks that pay higher dividends 
and buying preferred stocks, which will be discussed 
more in Chapter 12. But stocks are generally riskier 
than bonds, so the pursuit of higher returns in a  
low-interest-rate environment must be tempered by 
careful consideration of the suitability of the likely 
higher risk.

In the fall of 2018 a strong economy and the 
actions of an inflation-cautious Fed were supporting 
higher interest rates than found in the years since the 
financial crisis of 2007–2008. For example, as indi-
cated in Exhibit 4.1, the return on the 10-year U.S. 
Treasury note had risen to about 3.2 percent and the 
rates on other fixed income investments were starting 
to follow suit. This provides more attractive opportu-
nities for investors seeking reasonable income from 
low-risk investments.

 4-2  tODAY’s fINANcIAL 
sERvIcEs MARkEtPLAcE

LO2 Iris Cooper hasn’t been inside her bank in years. 
Her company deposits her salary into her checking ac-
count each month, and she regularly does all her banking  
from her home computer: with the click of a mouse, she 
can check her account balances, pay her bills, even search 
for the best rates on savings instruments. And by making 
a few simple entries, she is able to withdraw money from 
her U.S. bank account using an automated teller machine 
(ATM) in Bangkok!

The financial services industry continues to 
evolve, thanks in large part to advanced technology and 
changing regulations. Today, consumers can choose 
from many different types of financial institutions, all 
competing for their business. No longer must you go 
to one place for your checking account, another for 
credit cards or loans, and yet another for brokerage 
services. Instead, financial institutions are expanding 
services and competitively pricing their products by 
bundling different accounts. For example, if you have 
$25,000 worth of funds in several Bank of America/
Merrill Lynch accounts, you’re eligible for reduced or 
zero-cost commissions on stock trades, free checking, 
free bill-pay, a credit card, and free ATM debit card 
transactions. And online banking gives you easy access 
to all of these services.

The financial services industry as we know it today 
comprises all institutions that market various kinds 
of financial products (such as checking and savings 
accounts, credit cards, loans and mortgages, insurance, 
and mutual funds) and financial services (such as financial 
planning, securities brokerage, tax filing and planning, 
estate planning, real estate, trusts, and retirement). What  
30 years ago were several distinct (though somewhat 
related) industries are now, in essence, one industry in 
which firms are differentiated more by organizational 
structure than by name or product offerings. This is good 
news—we have more choices!

4-2a Types of Financial 
Institutions
Financial institutions can be classified into two broad 
groups—depository and nondepository—based on whether 
or not they accept deposits as traditional banks do.
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Depository Financial Institutions The vast major-
ity of financial transactions take place at depository 
financial institutions—commercial banks (both brick-
and-mortar and Internet), savings and loan associations 
(S&Ls), savings banks, and credit unions. Although 
they’re regulated by different agencies, depository fi-
nancial institutions are commonly referred to as “banks” 
because of their similar products and services. What 
sets these institutions apart from others is their abil-
ity to accept deposits; most people use them for their 
checking and savings account needs. These depository 
financial institutions are described in Exhibit 4.2.

Nondepository Financial Institutions Other types of 
financial institutions that offer banking services, but don’t 
accept deposits like traditional banks, are considered non-
depository institutions. Today you can hold a credit card 

issued by a stock bro-
kerage firm or have an 
account with a mutual 
fund that allows you to 
write a limited number of 
checks.

4-2b How Safe Is Your Money?
Almost all commercial banks, S&Ls, savings banks, and 
credit unions are federally insured by U.S. government 
agencies. The few that are not federally insured usually 
obtain insurance through either a state-chartered or a 
private insurance agency. Most experts believe that these 
privately insured institutions have less protection against 
loss than those that are federally insured. Exhibit  4.3 
lists the insuring agencies and the maximum insurance 
amounts provided under the various federal deposit in-
surance programs.

Deposit insurance protects the funds you have on 
deposit at banks and other depository institutions against 
institutional failure. In effect, the insuring agency stands 
behind the financial institution and guarantees the safety 
of your deposits up to a specified maximum amount. The 
Dodd-Frank Wall Street Reform and Consumer Protec-
tion Act was signed into law in late 2010 and increased 
the maximum deposit insurance amount from $100,000 
to $250,000.

It’s important to understand that deposit insur-
ance is provided to the depositor, per insured bank 
rather than to a deposit account. Thus, the checking 
and savings accounts of each depositor are insured 
and, as long as the maximum insurable amount per 
bank is not exceeded, the depositor can have any 
number of accounts and still be fully protected.  
This is an important feature to keep in mind because 
many people mistakenly believe that the maximum 
insurance applies to each of their accounts. 

Now that banks are offering a greater variety 
of products, including mutual funds, it’s important 

    Go to Smart Sites
Looking for a fee-free Internet bank? PC Magazine lists 
five good ones to choose from, and why. MindTap includes 
“Smart Sites,” a list of resources and sites that offer 
additional information on topics in the PFIN text.

There’s a well-worn joke about meaning to read a book 
about procrastination . . . but you just can’t get around to 
it. Similarly, procrastination is a common behavioral bias 
that often keeps us from saving more because we just 
keep putting it off. People are particularly likely to pro-
crastinate when they make decisions that are perceived 
as complex. For example, if you view the  saving decision 
more broadly as a set of subsequent, complex invest-
ment decisions, you’re more likely to put off the decision 
to save more. So what’s the best way to proceed if you  

want to save more? Simplify the decision by adopting an 
easy plan like saving 10 percent of your income by directing 
your bank to automatically transfer the money each month 
from your checking to savings account. Putting basic deci-
sions like this on autopilot combats our natural tendency 
to procrastinate. That’s a start that you can build on before 
approaching more complex investing decisions. Because no 
savings means nothing to invest, it’s best to act now and not 
worry about specific savings decisions every month in the 
beginning. So try saving by default.

Saving More  ... by Default

bEhAvIOR MAttERs

deposit insurance a type of 
insurance that protects funds on deposit 
against failure of the institution; can be 
insured by the FDIC and the NCUA
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to remember that only deposit accounts, including 
CDs, are covered by deposit insurance. Securities 
purchased through your bank are not protected by 
deposit insurance.

As a depositor, it’s possible to increase your $250,000 
of traditional deposit insurance if necessary by opening  
accounts in different depositor names at the same institu-
tion. For example, a married couple can obtain as much  
as $1,500,000 in coverage by setting up several accounts:

 ▶ One in the name of each spouse ($500,000 in 
 coverage)

 ▶ A joint account in both names (good for another 
$500,000, which is $250,000 per account owner)

 ▶ Separate trust or self-directed retirement (IRA, Keogh, 
etc.) accounts in the 
name of each spouse 
(good for an addi-
tional $250,000 per 
spouse)

In this case, each deposi-
tor name is treated as  
a separate legal entity, 

Exhibit 4.2

Depository Financial Institutions
Depository financial institutions differ from their nonbank counterparts, such as stock brokerages and mutual funds, in 
their ability to accept deposits. Most consumers use these institutions to meet their checking and savings account needs.

Institution Description

Commercial bank Offers checking and savings accounts and a full range of financial products and services; the only institution that can 
offer noninterest-paying checking accounts (demand deposits). The most popular of the depository financial institutions. 
Most are traditional brick-and-mortar banks, but Internet banks—online commercial banks—are becoming 
more popular because of their convenience, lower service fees, and higher interest paid on account balances.

Savings and loan 
association (S&L)

Channels the savings of depositors primarily into mortgage loans for purchasing and improving homes. Also 
offers many of the same checking, saving, and lending products as commercial banks. Often pays slightly higher 
interest on savings than do commercial banks.

Savings bank Similar to S&Ls, but located primarily in the New England states. Most are mutual associations—their depositors 
are their owners and thus receive a portion of the profits in the form of interest on their savings.

Credit union A nonprofit, member-owned financial cooperative that provides a full range of financial products and services to its 
members, who must belong to a common occupation, religious or fraternal order, or residential area. Generally small 
institutions when compared with commercial banks and S&Ls. Offer interest-paying checking accounts—called share 
draft accounts—and a variety of saving and lending programs. Because they are run to benefit their members, 
they pay higher interest on savings and charge lower rates on loans than do other depository financial institutions.

Exhibit 4.3

Federal Deposit Insurance Programs
Insurance on checking and savings accounts at federally insured institutions covers up to $250,000.

Savings Institution Insuring Agency Basic Insurance Amounts

Commercial bank Federal Deposit Insurance 
Corporation (FDIC)

$250,000/depositor through the Bank Insurance Fund (BIF)

Savings and loan association FDIC $250,000/depositor through the Savings Association 
Insurance Fund (SAIF)

Savings bank FDIC $250,000/depositor through the Bank Insurance Fund (BIF)

Credit union National Credit Union 
Administration (NCUA)

$250,000/depositor through the National Credit Union Share 
Insurance Fund (NCUSIF)

Internet banks an online 
commercial bank

share draft accounts an 
account offered by credit unions that 
is similar to interest-paying checking 
accounts offered by other financial 
institutions
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receiving full insurance coverage—the husband alone  
is considered one legal entity, the wife another, and  
the husband and wife as a couple a third. The trust and 
self-directed retirement accounts are also viewed as  
separate legal  entities.

 4-3  A fULL MENU Of cAsh 
MANAGEMENt PRODUcts

LO3 As a student on a tight budget, working his way 
through college, Gabriel Hernandez knew how important 
it was to plan his saving and spending. By using a check-
ing account comparison chart like the one in Exhibit 4.4, 
Gabriel could compare information on daily balance re-
quirements, service fees, interest rates, and the services 
his bank offers to college students and others.

4-3a Checking and Savings 
Accounts
People hold cash and other forms of liquid assets, such 
as checking and savings accounts, for the convenience 
that they offer in making purchase transactions, meet-
ing normal living expenses, and providing a safety net, 
or cushion, to meet unexpected expenses. Because of 
the federal Truth in Savings Act of 1993, all depository 
financial institutions must clearly disclose fees, interest  

Exhibit 4.4

Checking Accounts Comparison Chart
Most banks offer a variety of checking account options, which are typically differentiated by minimum balances, fees, and 
other services.

Representative Bank USA

Features College Checking Custom Checking
Advantage  
Checking

Advantage Plus 
Checking

Minimum daily balance 
(to waive monthly 
service fee)

None $750 in checking $5,000 in checking $7,500 combined  
balance

Monthly service fee $5.95 $9 with direct deposit $11 without direct 
deposit; no fee with 
Homeowner’s Option

$12 ($2 discount with 
direct deposit)

Interest No No Yes Yes

Online statements Free Free Free Free

Check safekeeping Free Free Free Free

Monthly check return $3.00 $3.00 $3.00 Free

ATM and check card Free Free Free Free

Bank by phone Free automated calls Free automated calls Free automated calls Free banker-assisted calls

Overdraft protection Credit card Credit card Credit card, line of  
credit account, and 
select deposit accounts

Credit card, line of credit 
account, and select 
deposit accounts

Direct deposit advance 
service

Not available Yes, with a direct  
deposit of $100 a  
month or more

Yes, with a direct  
deposit of $100 a  
month or more

Yes, with a direct  
deposit of $100 a  
month or more

EXAMPLE: Determining the Extent of FDIC 
Insurance Protection Annabelle has a $15,000 
checking account balance at a branch office of First 
National Bank, an MMDA of $135,000 at First National 
Bank’s main office, and a $50,000 CD issued by First 
National Bank. Does FDIC insurance protect Annabelle  
completely? 

Yes! Annabelle is entirely covered by the FDIC’s 
deposit insurance amount of $250,000 per depositor. 
If the CD were for $150,000, however, then Annabelle’s  
total would be $300,000 and thus not entirely cov-
ered under the plan. However, purchasing the  
CD from another bank, which also provides $250,000 
of deposit insurance, would fully protect all of  
Annabelle’s funds.
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rates, and terms on both checking and savings accounts. 
In addition, banks must use a standard annual per-
centage yield (APY) formula that takes compounding  
(discussed later) into account when stating the interest 
paid on accounts. This makes it easier for consumers to 
compare each bank’s offerings. 

The law also requires banks to pay interest on a 
customer’s full daily or monthly average deposit bal-
ance. And it strictly prohibits them from paying interest 
on only the lowest daily balance or paying no interest if 
the account balance falls below the minimum balance 
for just one day. In addition, banks must notify custom-
ers 30 days in advance before lowering rates on deposit 
accounts or CDs.

Checking Accounts A checking account held at a  
financial institution is known as a demand deposit, 
meaning that the bank must permit these funds to be 
withdrawn whenever the account holder demands. You 
put money into your checking account by depositing 
funds; you withdraw it by writing a check, using a debit 
card, or making a cash withdrawal. As long as you have 
sufficient funds in your account, the bank, when pre-
sented with a valid check or an electronic debit, must 
immediately pay the amount indicated by deducting it 
from your account.

Regular checking is the most common type of 
checking account. Traditionally, it pays no interest, but 
any service charges can be waived if you maintain a 
minimum balance (usually between $500 and $1,500), 
though many banks are moving away from such mini-
mum balance requirements. Technically, only commer-
cial banks can offer non-interest-paying, regular check-
ing accounts. Savings banks, S&Ls, and credit unions 
also offer checking accounts; but these accounts, which 
must pay interest, are called NOW (negotiable order of 
withdrawal) accounts or, in the case of credit unions, 
share draft accounts.

Savings Accounts A savings account is another 
form of liquid asset available at commercial banks, 
S&Ls, savings banks, credit unions, and other types 
of financial institutions. Savings deposits are referred 
to as time deposits, since they are expected to remain  
on deposit for longer periods of time than demand 
deposits. Because savings deposits earn higher rates 
of interest, they are typically preferable to checking 
accounts when the depositor’s goal is to accumulate 
money for a future expenditure or to maintain balances  
for meeting unexpected expenses. 

Most banks pay higher  interest rates on larger sav-
ings  account balances. For example, a bank might pay 
0.25 percent on balances up to $2,500, 0.40 percent on 

balances between $2,500 and $10,000, and 0.60  percent 
on balances of more than $10,000. In addition to with-
drawal policies and deposit insurance, the stated interest 
rate and the method of calculating interest paid on sav-
ings accounts are important considerations when choos-
ing the financial institution in which to place your sav-
ings. As noted above, current interest rates are extremely 
low by historical standards due to the Fed’s post-crisis 
policies.

Interest-Paying Checking Accounts Depositors 
can choose from NOW accounts, money market deposit 
accounts, and money market mutual funds.

Now Accounts Negotiable order of withdrawal 
(NOW) accounts are checking accounts on which the 
financial institution pays interest. There is no legal mini-
mum balance for a NOW, but many institutions impose 
their own requirement, often between $500 and $1,000. 
Some pay interest on any 
balance in the account, 
but most institutions pay 
a higher rate of inter-
est for balances above a 
specified amount.

M o n ey M a rke t 
Dep osit Accounts  
Money market deposit 
accounts (MMDAs) are 
offered at banks and other 
financial institutions and 
compete with money 
market mutual funds for 
deposits. MMDAs are 
popular with savers and 
investors because of their 
convenience and safety 
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demand deposit an account 
held at a financial institution from 
which funds can be withdrawn on 
demand by the account holder; same 
as a checking account

time deposits a savings deposit at a 
financial institution; remains on deposit 
for a longer time than a demand deposit

negotiable order of 
withdrawal (NOW) accounts  
a checking account on which the 
financial institution pays interest; 
NOWs have no legal minimum balance

money market deposit 
accounts (MMDAs) a federally 
insured savings account, offered 
by banks and other depository 
 institutions, that competes with 
money market mutual funds
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and because deposits in MMDAs (unlike those in money 
market mutual funds) are federally insured. Most banks 
require a minimum MMDA balance of $1,000 or more.

Depositors can use check-writing privileges or 
ATMs to access MMDA accounts. They receive a limited 
number (usually six) of free monthly checks and trans-
fers but pay a fee on additional transactions. Although 
this reduces the flexibility of these accounts, most de-
positors view MMDAs as savings and so do not consider 
these restrictions to be a serious obstacle. Moreover, 
MMDAs pay the highest interest rate of any bank ac-
count on which checks can be written.

Money Market Mutual Funds Money market 
mutual funds have become the most successful type 
of mutual fund ever offered. A money market mutual 
fund (MMMF) pools the funds of many small investors 
to purchase high-return, short-term marketable secu-
rities offered by the U.S. Treasury, major corporations, 
large commercial banks, and various government 
organizations. (Mutual funds are discussed in detail 
in Chapter 13.)

MMMFs have historically paid interest at rates of  
1 percent to 3 percent above those paid on regular  
savings accounts. Moreover, investors have instant access  
to their funds through check-writing privileges, although 
these must be written for a stipulated minimum amount  
(often $500). The checks look like, and are treated like, 
any other check drawn on a demand deposit account. 
And as with all interest-bearing checking accounts, 
you continue to earn interest on your money while the 
checks make their way through the banking system.

Asset Management Accounts Perhaps the best  
example of a banking service also offered by a nonde-
pository financial institution is the asset management 
account (AMA), or central asset account. The AMA is a 

comprehensive deposit 
account that combines 
 checking, investing, and 
borrowing activities and 
is offered  primarily by 
brokerage houses and 
mutual funds. AMAs 
appeal to investors be-
cause they can consoli-
date most of their finan-
cial transactions at one 
institution and on one 
account statement.

A typical AMA ac-
count includes an MMDA 
with unlimited free 

checking, a Visa or MasterCard debit card, use of ATMs, 
and brokerage and loan accounts. Annual fees and account 
charges (e.g., a per-transaction charge for ATM withdraw-
als) vary, so it pays to shop around. The distinguishing  
feature of these accounts is that they automatically 
“sweep” excess balances—for example, amounts over 
$500—into a higher-return MMMF on a daily or weekly 
basis. When the account holder needs funds to purchase 
securities or cover checks written on the MMDA, the funds 
are transferred back to the MMDA. And if the amount  
of securities purchased or checks presented for pay-
ment exceeds the account balance, the needed funds are  
supplied automatically through a loan.

Although AMAs are an attractive alternative to a  
traditional bank account, they do have some drawbacks. 
For example, compared with banks, there are fewer 
physical “branch” locations. However, AMAs are typi-
cally affiliated with ATM networks, making it easy to 
withdraw funds. Yet ATM transactions are more costly; 
checks can take longer to clear; and some bank services 
may not be offered. Moreover, AMAs are not covered 
by deposit insurance, although these deposits are pro-
tected by the Securities Investor Protection Corporation 
(SIPC) and the firm’s private insurance.

4-3b Electronic Banking Services
An important area in cash management today is elec-
tronic banking services. Whether you’re using an ATM 
or checking your account balance online, electronic  
banking services make managing your money easier and 
more convenient. Electronic funds transfer systems al-
low you to conduct many types of banking business at 
any hour of the day or night.

Electronic Funds Transfer Systems Electronic funds 
transfer systems (EFTSs) allow depositors to conduct a 
variety of different types of bank transactions at any time 
by using the latest telecommunications and computer 
technology to electronically transfer funds into and out money market mutual fund  

(MMMF) a mutual fund that pools 
the funds of many small investors 
and purchases high-return, short-
term marketable securities

asset management account  
(AMA) a comprehensive deposit 
account; offered primarily by 
brokerage houses and mutual funds

electronic funds transfer  
systems (EFTSs) systems using 
the latest telecommunications 
and computer technology to 
electronically transfer funds into and 
out of customers’ accounts
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of their accounts. For example, your employer may use 
an EFTS to electronically transfer your pay from the 
firm’s bank account directly into your personal bank ac-
count at the same or a different bank. This eliminates 
the employer’s need to prepare and process checks and 
the employee’s need to deposit them. Electronic transfer 
systems make possible such services as debit cards and 
ATMs, preauthorized deposits and payments, bank-by-
phone accounts, and online banking.

Debit Cards and Automated Teller Machines  
This form of EFTS uses specially coded plastic cards, 
called debit cards, to transfer funds from the custom-
er’s bank account (a debit) to the recipient’s account. 
A debit card may be used to make purchases at any 
place of business set up with the point-of-sale terminals 
required to accept debit card payments. The personal 
identification number (PIN) issued with your debit card 
verifies that you are authorized to access the account.

Visa and MasterCard issue debit cards linked to 
your checking account that give you even more flex-
ibility. In addition to using the card to 
purchase goods and services, you can 
use it at ATMs, which have become a 
popular way to make banking trans-
actions. Automated teller machines 
(ATMs) are remote computer terminals 
that customers of a bank or other deposi-
tory institution can use to make deposits, 
withdrawals, and other transactions such 
as loan payments or transfers between  
accounts—24 hours a day, 7 days a week. 
Most banks have ATMs outside their of-
fices, and some place freestanding ATMs in shopping 
malls, airports, and grocery stores; at colleges and uni-
versities; and in other high- traffic areas to enhance their 
competitive position. 

If your bank belongs to an EFTS network, such as 
Cirrus, Star, or Interlink, then you can get cash from the 
ATM of any bank in the United States or overseas that is 
a member of that network. (In fact, the easiest way to get 
foreign currency when you travel overseas is through an 
ATM on your bank’s network! It also gives you the best 
exchange rate for your dollar.) Banks charge an average 
per-transaction fee of over $4.50 for using the ATM of 
another bank, and some also charge when you use your 
ATM card to pay certain merchants. However, to be 
more competitive, some banks now reimburse the fees 
associated with using the ATMs of other banks.

Security concerns are increasing pressure for fi-
nancial institutions to replace the common magnetic 
strip on credit cards with EMV chips, named for its 

developers–Europay, MasterCard, Visa. The cardhold-
er information is entered on a chip embedded in the  
card in an encrypted form. Card issuers now require 
the use of EMV cards. However, many ATMs and  
merchants’ credit card readers have not been converted  
yet. In the interim, cards with both a magnetic strip  
and the EMV chip are being offered by issuers.

Debit card use is increasing because these cards are 
convenient both for retailers, who don’t have to worry 
about bounced checks, and for consumers, who don’t have 
to write checks. These cards are so popular, in fact, that 
the total dollar volume of purchases made using Visa’s 
branded debit cards actually surpasses their credit-card 
purchases. Indeed, the convenience of debit cards may be 
their biggest drawback: they make it easier to overspend. 
To avoid such problems, make sure you record all debit 
card purchases immediately in your checkbook ledger 
and deduct them from your checkbook balance. Also be 
aware that, if there’s a problem with a purchase, you can’t 
stop payment—an action you could take if you had paid by 
check or credit card.

Preauthorized Deposits and 
Payments Two related EFTS ser-
vices are preauthorized deposits and 
payments. They allow you to receive 
automatic deposits or make payments 
that occur regularly. For example, you 
can arrange to have your paycheck or 
monthly benefits deposited directly into 
your account. Regular, fixed-amount pay-
ments, such as mortgage and consumer 
loan payments or monthly retirement 

fund contributions, can be preauthorized to be made 
automatically from your account. You can also preau-
thorize regular payments of varying amounts such as 
monthly utility bills.

Bank-by-Phone Accounts Bank customers can 
make various types of transactions by telephone, either 
by calling a customer service operator who handles the 
transaction or by using 
the keypad on a touch-
tone telephone to provide 
instructions to the bank. 
After the customer pro-
vides a passcode to access 
the account, the system 
provides the appropriate 
prompts to perform vari-
ous transactions, such as 
obtaining an account bal-
ance, finding out what 

If there’s a problem 
with a debit card 
purchase, you can’t 
stop payment like you 
can with a check or a 
credit card.

debit cards specially coded 
plastic cards used to transfer funds 
from a customer’s bank account to 
the recipient’s account to pay for 
goods or services

automated teller machines  
(ATMs) remote computer 
terminals that customers of 
depository institutions can use to 
make basic transactions, 24 hours a 
day, 7 days a week
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checks have cleared, transferring funds to other accounts, 
and dispatching payments to participating merchants. 
However, online banking options are replacing bank-by-
phone accounts.

Online and Mobile Banking and Bill Payment  
Services A recent Federal Reserve survey found that  
62 percent of consumers relied on online and mobile 
banking services and 35 percent used mobile banking. 
These percentages have grown steadily as banks make 
online and mobile services easier to use and as people 
become more comfortable using the Internet and mobile 
phones for financial transactions. Many individuals do 
little more than check their balances, but more than half 
use the Internet to transfer funds as well. Today, most 
banks aggressively compete for your online banking busi-
ness because it’s in their best financial interests to do so. 
A recent study showed that the cost of a full-service teller 
transaction is about $1.00, an ATM transaction is less than 
30 cents, and an Internet transaction is less than 1 cent.

Although computer-based, bank-at-home systems 
and mobile banking don’t replace the use of an ATM to 
obtain cash or deposit money, they can save both time 
and postage when you’re paying bills. Other benefits 
include convenience and the potential to earn higher 
interest rates and pay lower fees. But online banking 
doesn’t always live up to its promises. You can’t make 
cash deposits and you don’t always know when the 
funds will reach your account.

4-3c Regulation of EFTS Services
The federal Electronic Fund Transfer Act of 1978 de-
scribes your rights and responsibilities as an EFTS user. 
Under this law, you cannot stop payment on a defective 
or questionable purchase, although individual banks and 
state laws often have more lenient provisions. If there’s an 
error, you must notify the bank within 60 days of its occur-
rence. The bank must then investigate and advise you of 
the results within 10 days. The bank can then take up to 

HOW TO KEEP ONLINE BANKING SECURE

Are you worried your online bank account could be 
hacked? Who isn’t. Online banking is usually safe because 
banks use firewalls, website encryption, fraud monitor-
ing, and anti-virus protection on bank computers. Yet 
safety also depends on bank customers being sensitive 
to the risks they can manage. Keep in mind the following 
strategies for protecting your online banking security: 
● Watch out for “phishing” attempts. Even if the 

email looks like it came from your bank, never pro-
vide your password or Social Security number. It’s 
common for hackers to send out an email that says 
there’s a problem with your account and then re-
quest compromising information.

● Don’t use public Wi-Fi for private banking. If you 
must access your bank account online while away 

from home, only do so using your cellular data plan 
without Wi-Fi or on Wi-Fi using a virtual private net-
work (VPN). Regardless of how you access the bank’s 
Internet site, make sure it’s encrypted with an ad-
dress that starts with ”https.”

● Keep your computer’s anti-virus software up-to-
date. And do the same on your mobile devices! 

● Use a bank that supports multifactor authentica-
tion. In addition to requiring a username and pass-
word, banks supporting this additional security fea-
ture require more information (a factor) like a unique 
passcode sent to your phone as a text message.    

Source: Adapted from Margarette Burnette, “Is Online Banking Safe? 
How to Boost Your Banking Security,” https://www.nerdwallet.com 
/blog/banking/online-banking-security/, accessed November 2018. 

Financial Planning Tips

Ra
w

pi
xe

l.c
om

/S
hu

tt
er

st
oc

k.
co

m

94 PART TWO:  Managing Basic Assets

33609_ch04_ptg01.indd   94 20/12/18   9:20 PM



45 more days to investigate the error but must return the 
disputed money to your account until the issue is resolved.

If you fail to notify the bank of an error within  
60 days, the bank has no obligation under federal law 
to conduct an investigation or return your money. You 
must notify the bank immediately about the theft, loss, or  
unauthorized use of your EFTS card. Notification within 
two business days after you discover the card missing 
limits your loss to $50. After two business days, you may 
lose up to $500 (but never more than the amount that 
was withdrawn by the thief). If you don’t report the loss 
within 60 days after your periodic statement was mailed, 
you can lose all the money in your account. 

When reporting errors or unauthorized transactions, 
it’s best to notify your bank by telephone and follow up with 
a letter; then keep a copy of the letter. These safeguards 
notwithstanding, your best protection is to guard carefully 
the PIN used to access your accounts. Don’t write the PIN 
on your EFTS card, and be sure to check your statements 
for possible errors or unauthorized transactions.

4-3d Other Bank Services
In addition to the services described earlier in this chap-
ter, many banks offer other types of money management 
services, such as safe-deposit boxes and trust services.

 ▶ Safe-deposit boxes: A safe-deposit box is a rented 
drawer in a bank’s vault. Boxes can be rented for an av-
erage of about $30 per year, depending on their size. 
When you rent a box, you receive one key to it and the 
bank keeps another key. The box can be opened only 
when both keys are used. This arrangement protects 
items in the box from theft and serves as an excellent 
storage place for jewelry, contracts, stock certificates, 
titles, and other important documents. Keeping 
valuables in a safe-deposit box may also reduce your 
homeowner’s insurance premium by eliminating the 
“riders” that are often needed to cover such items.

 ▶ Trust services: Bank trust departments provide 
investment and estate planning advice. They manage 
and administer the investments in a trust account or 
from an estate.

 4-4  MAINtAINING A chEckING 
AccOUNt

LO4 By the time Ryan Carter started college, he had 
a thriving car-detailing business that earned him several 
hundred dollars per week. Some customers paid him in 
advance, some paid after the fact, and some forgot (or 

otherwise neglected) to pay at all. But by depositing each 
check or cash payment into his checking account, Ryan 
was able to keep track of his earnings without compli-
cated bookkeeping. 

A checking account is one of the most useful cash 
management tools. It’s a safe and convenient way to 
hold money and streamline point-of-sale purchases, 
debt payments, and other basic transactions. You can 
have regular or interest-paying checking accounts at 
commercial banks, S&Ls, savings banks, credit unions, 
and even brokerage houses through asset management 
accounts. For convenience, we’ll focus on commercial 
bank checking accounts, although our discussion applies 
also to checking accounts maintained at other types of 
financial institutions.

4-4a Opening and Using Your 
Checking Account
Factors that typically influence the choice of where to 
maintain a checking account are convenience, services, 
and cost. Many people choose a bank based solely on 
convenience factors: location, business hours, number 
of drive-thru windows, and number and location of 
branch offices and ATMs. Ease of access is obviously an 
important consideration because most people prefer to 
bank near home or work. But in addition to convenience 
and safety, you should also consider the interest rates 
the bank offers, types of accounts (including special ac-
counts that combine such features as credit cards, free 
checks, and reduced fees), structure and level of fees 
and charges, and quality of customer service.

The Cost of a Checking Account Bank service charg-
es have increased sharply for a variety of reasons, includ-
ing the growth of interest-bearing checking accounts. 
Today few, if any, banks and other depository institutions 
allow unlimited free, check-writing privileges. Most 
banks levy monthly and per-check fees when your check-
ing account balance drops below a required minimum, 
and some may charge for checking no matter how large 
a balance you carry.

While some banks are moving away from minimum  
balance requirements, a common requirement is to 
maintain a minimum balance of $500 to $1,000 or more 
to avoid service charges. Although some banks use the 
average monthly balance in an account to determine 
whether to levy a service charge, most use the daily bal-
ance procedure. This means that if your account should 
happen to fall just $1 below the minimum balance just 
once during the month, you’ll be hit with the full service 
charge—even if your average balance is three times the 
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minimum requirement. Service charges take two forms: 
(1) a base service charge of, say, $7.50 a month, and  
(2) additional charges of, say, 25 cents for each check 
you write and 10 cents for each ATM or bank-by-phone 
transaction.

In addition to the service charges on checking ac-
counts, banks have increased most other check-related 
charges and raised the minimum balances required for 
free checking and waivers of specified fees. The aver-
age charge on a returned check is between $25 and 
$30, and stop-payment orders typically cost $20 to $35. 
Some banks charge fees for ATM or bank-by-phone 
transactions that exceed a specified number. Most 
also charge for using the ATM of another bank that is  
not a member of the same network. It’s not surpris-
ing that smart consumers use cost as the single most 

important variable when choosing where to set up a 
checking account.

Individual or Joint Account? A couple or partners 
wishing to open a checking account may do so in one of 
three ways:

1. They can each open individual checking accounts 
(on which the other cannot write checks).

2. They can open a joint account that requires both 
signatures on all checks.

3. They can open a joint account that allows either  
one to write checks (the most common type of joint 
account).

One advantage of the joint account over two indi-
vidual accounts is lower service charges. In addition, the 

WHAT TO LOOK FOR IN A BANK ACCOUNT

Do you know what fees your bank is charging you? 
Most people don’t pay attention, which is the kind of 
customer banks like the most. How does your bank 
compare to its competitors? Here are some important 
things to look for in a bank account.

Checking Accounts 
● No Monthly Fees Many checking accounts have 

no monthly fee or allow you to avoid it. It can be as 
simple as setting up your paycheck to go into your 
account via direct deposit. Or meeting an affordable 
minimum balance can do the trick. And it’s great to 
have convenient branch access, free checks, and a 
reasonable interest rate. 

● No Limitations on the Number or Type of Trans-
actions There should be no limitations on your 
transactions, and you should be able to move 
money between savings and checking accounts 
without any fees.

● No ATM Access Fees There should be no fees on 
access to the ATMs of your bank. This usually 
means you need a bank with a large network of 
ATMs. And the best banks also reimburse any fees 
charged by other banks when you need to access 
their ATMs.

● Mobile and Online Access It’s important to have 
the abilities to check your balance, pay bills, and 

make deposits on your computer and using mobile 
devices.

● Overdraft Protection The average overdraft fee is a 
whopping $30! One of the easiest ways to avoid an 
overdraft is to link your checking and savings accounts. 
But if money is particularly tight, it might be wise to 
have overdraft protection on your account. Just make 
sure you know what the monthly overdraft protection 
fee is and how the bank defines an overdraft in terms 
of the order of transactions that prompt an overdraft.

Savings Accounts
● Federal Deposit Insurance Confirm your bank or credit  

union has Federal Deposit Insurance Corporation 
coverage. 

● Liquidity There are usually some constraints on access-
ing your money, which is good because you don’t want 
to be too tempted to tap your savings. However, you 
want to have access to your savings via ATM, branch 
bank, or online transfer if there’s a real emergency. 

● No Fees . . . Again Just as with checking accounts, 
it’s important to avoid savings accounts that charge 
high transactions or low balance fees. 

Source: Adapted from Laura Shin, “How to Choose a Bank Account: 10 
Things to Look For,” https://www.forbes.com/sites/laurashin/2014/06/30 
/how-to-choose-a-bank-account-10-things-to-look-for/#472c66cb7277, 
accessed November 2018.
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account has rights of survivorship: for a married couple, 
this means that if one spouse dies, the surviving spouse, 
after fulfilling a specified legal requirement, can draw 
checks on the account. If account owners are treated  
as tenants in common rather than having rights of  
survivorship, then the survivor gets only his or her 
share of the account. Thus, when you’re opening a joint  
account, be sure to specify the rights you prefer.

General Checking Account Procedures After you 
select the bank that meets your needs, it’s a simple mat-
ter to open an account. The application form asks for 
basic personal information such as name, date of birth, 
Social Security number, address, phone, and place of 
employment. You’ll also have to provide identification, 
sign signature cards, and make an initial deposit. The 
bank will give you a supply of checks to use until your 
personalized checks arrive.

After opening a checking account, follow these basic 
procedures:

 ▶ Always write checks in ink.

 ▶ Include the name of the person being paid, the date, 
and the amount of the check—written in both nu-
merals and words for accuracy.

 ▶ Sign the check the same way as on the signature card 
you filled out when opening the account.

 ▶ Note the check’s purpose on the check—usually on the 
line provided in the lower-left corner. This information 
is helpful for both budgeting and tax purposes.

Make sure to enter all checking account transactions—
checks written, deposits, point-of-sale debit purchases, 
ATM transactions, and preauthorized automatic payments 
and deposits—in the checkbook ledger provided with 
your supply of checks. Then, subtract the amount of each 
check, debit card purchase, ATM cash withdrawal, or pay-
ment, and add the amount of each deposit to the previ-
ous balance to keep track of your current account balance. 
Good transaction records and an accurate balance prevent 
overdrawing the account.

Prepare a deposit slip with each deposit (such slips 
are generally included with your checks and also available 
at your bank) listing the currency, coins, and checks being 
deposited. List checks by the transit ID number printed on 
the check, usually at the top right. Also properly endorse 
all checks that you’re depositing. To protect against pos-
sible loss of endorsed checks, it’s common to use a special 
endorsement, such as “Pay to the order of XYZ Bank,” or a 
restrictive endorsement, such as “For deposit only.” When 
depositing checks, you may encounter a delay in funds’ 
availability due to the time required for them to clear. To 
avoid overdrawing your account, know your bank’s “hold” 

policy on deposits—it generally takes between one and 
five business days for funds to become available.

Overdrafts When a check is written for an amount 
greater than the current account balance, the result is 
an overdraft. If the overdraft is proven to be intentional, 
the bank can initiate legal proceedings against the ac-
count holder. The action taken by a bank on an overdraft 
depends on the strength of its relationship with the ac-
count holder and the amount involved. In the vast major-
ity of cases, the bank simply stamps the overdrawn check 
with the words “insufficient balance (or funds)” and re-
turns it to the party to whom it was written. This is often 
called a “bounced check.” The account holder is notified 
of this action, and the holder’s bank deducts an average 
overdraft fee of $30 from his checking account. The de-
positor of a “bad check” may also be charged a fee by her 
bank, which explains why merchants typically charge bad 
check  writers $15 to $25 per bounced check and often 
refuse to accept future checks from them.

When you have a strong relationship with your bank 
or arrange overdraft protection, the bank will pay a 
check that overdraws the 
account. In cases where 
overdraft protection has 
not been prearranged but 
the bank pays the check, 
the account holder is usu-
ally notified by the bank 
and charged a penalty fee 
for the inconvenience. 
However, the check does 
not bounce, and the 
check writer’s creditwor-
thiness is not damaged.
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checkbook ledger a booklet, 
provided with a supply of checks, 
used to maintain accurate records of 
all checking account transactions

overdraft the result of writing 
a check for an amount greater than 
the current account balance

overdraft protection an 
arrangement between the account 
holder and the depository institution 
wherein the institution  automatically 
pays a check that overdraws the account
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There are several ways to arrange overdraft protection. 
Many banks offer an overdraft line of credit that automati-
cally extends a loan to cover the amount of an overdraft. In 
most cases, however, the loans are made only in specified 
increments, such as $50 or $100, and interest (or a fee) is 
levied against the loan amount, not the actual amount of 
the overdraft. This can be an expensive form of protection, 
particularly if you do not promptly repay the loan.

Another way to cover overdrafts is with an automatic 
transfer program, which automatically transfers funds 
from your savings account into your checking account 
in the event of an overdraft. Under this program, some 
banks charge both an annual fee and a fee on each transfer.  
Of course, the best form of overdraft protection is to use 
good cash management techniques and regularly balance 
your checking account.

Stopping Payment Occasionally it’s necessary to stop 
payment on a check if it was issued as part of a contract 
that was not carried out, or because a good or service paid 
for by check is found to be faulty (note that some states 
prohibit you from stopping payment on faulty goods or 
services). To stop payment on a check, you must notify 
the bank and fill out a form indicating the check number 
and date, amount, and the name of the party to whom 
it was written. You can initiate stop-payment orders  
online or by phone. Once you place a stop-payment  
order, the bank refuses payment on the affected check, 
and the check will be rejected if another bank presents 
it in the check-clearing process. Banks typically charge a 
fee ranging from $25 to $35 per check to stop payment. 
There’s one big exception to all this, and that is, if your 
checks or checkbook are lost or stolen, there’s no need 
to stop payment on them because you have no personal  
liability. Stopping payment in this case only incurs  
expense; it doesn’t change your personal liability.

4-4b Monthly Statements
Once a month, your bank provides a statement—an item-
ized listing of all transactions in your checking account 
(checks written, ATM transactions, debit  purchases, au-

tomatic payments, and 
deposits made). Also 
included are bank ser-
vice charges and inter-
est earned (see Michael 
Brooks’ May 2020 bank 
statement in Exhibit 4.5). 
Some banks include your 
original canceled checks 
with your bank state-
ment, although most are 

abandoning this practice as we move toward a “paper-
less” society. Banks that don’t return canceled checks will 
usually provide photocopies of them on request, gener-
ally for a fee. Many banks now let you view canceled 
checks online, free of charge. 

It’s important to review your monthly bank state-
ment to verify the accuracy of your account records and 
to reconcile any differences between the statement bal-
ance and the balance shown in your checkbook ledger. 
The monthly statement is also a valuable source of infor-
mation for your tax records.

Account Reconciliation You should reconcile your 
bank account as soon as possible after receiving your 
monthly statement. The account reconciliation pro-
cess, or balancing the checkbook, can uncover errors in 
recording checks or deposits, in addition or subtraction, 
and, occasionally, in the bank’s processing of a check. It 
can also help you avoid overdrafts by forcing you to verify 
your account balance monthly. Assuming that neither 
you nor the bank has made any errors, discrepancies be-
tween your checkbook ledger account balance and your 
bank statement can be attributed to one of four factors:

1. Checks that you’ve written, ATM withdrawals, debit 
purchases, or other automatic payments subtracted 
from your checkbook balance haven’t yet been 
received and processed by your bank and therefore 
remain outstanding.

2. Deposits that you’ve made and added to your 
checkbook balance haven’t yet been credited to 
your account.

3. Any service (activity) charges levied on your account 
by the bank haven’t yet been deducted from your 
checkbook balance.

4. Interest earned on your account (if it’s a NOW or 
an MMDA account) hasn’t yet been added to your 
checkbook balance.

stop payment an order made 
by an account holder instructing 
the depository institution to refuse 
payment on an already issued check

account reconciliation verifying 
the accuracy of your checking account 
balance in relation to the bank’s records 
as reflected in the bank statement, 
which is an itemized listing of all 
transactions in the checking account

YOU CAN DO IT NOW: Reconcile Your Check-
book  In this era of online and mobile banking, it’s 
easy to keep up only with the current balance in your 
checking account. So many people don’t bother to rec-
oncile their checking accounts. But it’s all too easy to 
forget about outstanding checks, delayed payments, 
and ATM withdrawals when you just focus on your cur-
rent balance. And reconciling your checkbook provides 
insight into how you spend your money each month, 
which will inform your budgeting and overall financial 
planning. So pick up your most recent bank statement 
and get reconciled—you can do it now.  
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Exhibit 4.5

A Bank Statement
Each month, you receive a statement from your bank or depository financial institution that summarizes the month’s 
transactions and shows your latest account balance. This sample statement for May 2020 for Michael Brooks not only 
shows the checks that have been paid, it also lists all ATM transactions, point-of-sale transactions using his ATM card 
(the Interlink payments at Lucky Stores), and direct payroll deposits.
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Michael Brooks used this form to reconcile his checking account for the month of May 2020. 
 Because line A equals line B, he has fully reconciled the difference between the $80.99 bank 
statement balance and his $339.44 checkbook balance. Accounts should be reconciled each 
month—as soon as possible after receiving the bank statement.

wORkshEEt 4.1  An ACCount ReConCiliAtion FoRM: MiCHAel BRooKS’ 
MAY 2020 StAteMent

20May

Michael R. Brooks

Regular Checking

(–$ 7.50 + $ 1.00)

5/29/17 595.00

$ 595.00

 $ 80.99

50.343$

00.595$

49.233$

44.933$

$ 6.50

$    0

49.233$

CHECKING ACCOUNT RECONCILIATION

For the Month of ,  20

Accountholder Name (s)

Type of Account

1. Ending balance shown on bank statement

Check Number
or Date

Check Number
or Date

TOTAL

Amount Amount

Add up checks and withdrawals still outstanding:

2. Deduct total checks/withdrawals still
    outstanding from bank balance

3. Add total deposits still outstanding
    to bank balance

A Adjusted Bank Balance (1 – 2 + 3)

+

–

–

+

4.  Ending balance shown in checkbook

5. Deduct any bank service charges for the period

6. Add interest earned for the period

Note: Your account is reconciled when line A equals line B.

B New Checkbook Balance (4 – 5 + 6)

Date Date

TOTAL

Amount Amount
Add up deposits not shown on bank statement:

221 $ 81.55   
225  196.50

 Lucky—5/28  25.00
 ATM—5/29  40.00

$ 343.05
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The reverse side of your bank statement usually 
provides a form for reconciling your account, along  
with step-by-step instructions. As an illustration,  
Worksheet 4.1 includes an account reconciliation 
form that Michael Brooks completed for the month 
of May 2020 using the reconciliation procedures  
described in “Make that Checkbook Balance.” You can 
use this form to reconcile either regular or interest-
paying checking accounts.

4-4c Special Types of Checks
In some circumstances, sellers of goods or services 
may not accept personal checks because they can’t be 
absolutely sure that the check is good. This is com-
mon for large purchases or when the buyer’s bank is 
not located in the same area where the purchase is 
being  made. A form of check that guarantees pay-
ment may be required instead; these include cashier’s 
checks, traveler’s checks, and certified checks.

 ▶ Cashier’s check: Anyone can buy a 
cashier’s check from a bank. These 
checks are often used by people 
who don’t have checking accounts. 
They can be purchased for the face 
amount of the check plus a service 
fee averaging around $9, although 
occasionally they’re issued at no 
charge to bank customers. The bank issues a check 
payable to a third party and drawn on itself, not 
you—the best assurance you can give that the 
check is good.

 ▶ Traveler’s check: Some large financial organizations— 
such as Citibank, American Express, MasterCard, Visa, 
and Bank of America—issue traveler’s checks, which 
can be purchased at commercial banks and most other 
financial institutions. They typically come in denomina-
tions ranging from $20 to $100, and any amount—in 
multiples of $20 to $100— can be purchased at a time. 
A fee of 1 to 2 percent or more can be charged on the 
purchase, which is often waived for good custom-
ers. Properly endorsed and countersigned traveler’s 
checks are accepted by most U.S. businesses and can 
be exchanged for local currencies in most parts of the 
world. Because they’re insured against loss or theft, 
they provide a safe, convenient, and popular form of 
money for travel. However, the large number of coun-
terfeit traveler’s checks has made them less popular 
with many businesses, which is making them less 
commonly used.

 ▶ Certified check: A certified check is a personal 
check that the bank certifies, with a stamp, to 
guarantee that the funds are available. The bank 
immediately deducts the amount of the check from 
your account. There’s usually only a minimal (or no) 
charge for this service if you are the bank’s customer 
for this service.

 4-5  EstAbLIshING A sAvINGs 
PROGRAM

LO5, LO6 The vast majority of American families 
have some form of savings, making it clear that most 
of us understand the value of saving for the future. 
In the years since the financial crisis of 2007–2008, 
the U.S. personal saving rate increased to an average 
of about 5 percent of after-tax income after hitting a 
low of around 1 percent in 2005. Saving is intended 
to preserve the value of money, ensure liquidity, and 

earn a competitive rate of return. Al-
most by definition, smart savers are 
smart investors. They regard saving as 
more than putting loose change into 
a piggy bank; rather, they recognize 
the importance of  saving and know 
that savings must be managed as as-
tutely as any security. After all, what 

we normally think of as “savings” is really a form  
of  investing—albeit in short-term, highly liquid, low-
risk investments. Establishing and maintaining an on-
going savings program is a vital element of personal 
financial planning. To get the most from your sav-
ings, however, you must understand your  options and  
how different savings 
vehicles pay interest.

4-5a Starting 
Your Savings 
Program
Careful financial plan-
ning dictates that you 
hold a portion of your 
assets to meet liquid-
ity needs and accumu-
late wealth. Although 
opinions differ as to 
how much you should 

Almost by definition, 
smart savers are smart 
investors.

cashier’s check a check payable 
to a third party that is drawn by a 
bank on itself in exchange for the 
amount specified plus, in most cases, 
a service fee (of $5 to $10)

traveler’s checks a check sold 
(for a fee of 1 to 2 percent) by many 
large financial institutions, typically 
in denominations ranging from $20 
to $100, that can be used for making 
purchases and exchanged for local 
currencies in most parts of the world

certified check a personal check 
that is guaranteed (for a fee of $10 to 
$15 or more) by the bank on which 
it is drawn
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keep as liquid reserves, the post-crisis consensus is 
that most families should have an amount equal to 
at least six months of after-tax income. Therefore, if 
you take home $3,000 a month, you should have at 
least $18,000 in liquid reserves. If your employer has a 
strong salary continuation program covering extended 
periods of illness, or if you have a sizable line of credit 
available, then a somewhat lower amount is probably 
adequate. 

A specific savings plan should be developed to 
accumulate funds. Saving should be a priority item 
in your budget, not something that occurs only when 
income happens to exceed expenditures. Some peo-
ple manage this by arranging to have savings directly 
withheld from their paychecks. Not only do direct 
deposit arrangements help your savings effort, they 
also enable your funds to earn interest sooner. Or you  
can transfer funds on a regular basis to other financial 
institutions, such as commercial banks, savings and 
loans, savings banks, credit unions, and even mutual 
funds. But the key to success is to establish a regular 
pattern of saving.

You should make it a practice to set aside an amount 
you can comfortably afford each month, even if it’s only 
$50 to $100. (Keep in mind that $100 monthly deposits 
earning 4 percent interest will grow to more than $36,500 
in 20 years!)

You must also decide which savings vehicles 
best meet your needs. Many savers prefer to keep 
their emergency funds in a regular savings or money  
market deposit account at an institution with federal 
deposit insurance. Although these accounts are safe, 
convenient, and highly liquid, they tend to pay relatively 

low rates of interest. Other important considerations 
include your risk tolerance, the length of time you can 
leave your money on deposit, and the level of current 
and anticipated interest rates.

Suppose that one year from now, you plan to use 
$5,000 of your savings to make the down payment on 
a new car, and you expect interest rates to drop during 
that period. In such a case, you might want to lock in 
today’s higher rate by purchasing a one year certificate 
of deposit (CD). On the other hand, if you’re unsure 
about when you’ll actually need the funds or believe 
that interest rates will rise, you may be better off with 
an MMDA or MMMF because their rates change with 
market conditions, and you can access your funds at any 
time without penalty.

Many financial planning experts recommend 
keeping a minimum of 10 percent of your investment 
portfolio in savings-type instruments, in addition to 
the six months of liquid reserves noted earlier. Thus, 
someone with $50,000 in investments should proba-
bly have a minimum of $5,000—and possibly more—
in short-term vehicles such as MMDAs, MMMFs,  
or CDs. At times, the amount invested in short-term 
vehicles could far exceed the recommended mini-
mum, approaching 50 percent or more of the portfo-
lio. This generally depends on expected interest rate 
movements. If interest rates are relatively high and 
you expect them to fall, you would invest in long-term 
vehicles in order to lock in the attractive interest 
rates. On the other hand, if rates are relatively low 
and you expect them to rise, you might invest in short-
term vehicles so that you can more quickly reinvest 
when rates do rise.
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Interest is generated on a larger investment in  
the second half of the year because the amount of mon-
ey on deposit has increased by the amount of interest 
earned in the first half 
($25). Although the nom-
inal rate on this account 
is still 5 percent, the ef-
fective rate is 5.06 per-
cent ($50.63/$1,000). As 
you may have guessed, 
the more frequently  
interest is compounded, 
the greater the effective  
rate for any given nomi-
nal rate. Exhibit 4.6 
shows these relationships 
for a sample of interest 
rates and compounding 
 periods. Note that with 
a 7 percent nominal rate, 
daily compounding adds 
one-fourth of a percent 

4-5b Earning Interest  
on Your Money
Interest earned is the reward for putting your money in 
a savings account or short-term investment vehicle, and 
it’s important for you to understand how that interest 
is earned. Unfortunately, even in the relatively simple 
world of savings, not all interest rates are created equal.

The Effects of Compounding Interest can be earned 
in one of two ways. First, some short-term investments 
are sold on a discount basis. This means the security is 
sold for a price that’s lower than its redemption value. 
The difference between the purchase price and redemp-
tion value is the amount of interest earned on the in-
vestment. Treasury bills, for instance, are issued on a 
discount basis. The second way to earn interest on short-
term investments is by direct payment, which occurs 
when interest is applied to a regular savings account. 
The amount of interest earned is added to the amount 
invested, so at maturity you get your money back, plus 
whatever you earned in interest. However, determining 
the actual rate of return can be a bit daunting.

The first complication is in the method used to deter-
mine the amount and rate of compound interest earned 
annually. You’ve probably seen advertisements by banks or 
other depository institutions declaring that they pay daily, 
rather than annual, interest. Consider an example to un-
derstand what this means. Assume that you invest $1,000 
in a savings account advertised as paying annual simple 
interest at a rate of 5 percent; that means the interest is 
paid only on the initial amount of the deposit. Thus, if you 
leave the $1,000 on deposit for one year, you’ll earn $50 in 
interest, and the account balance will total $1,050 at year’s 
end. In this case, the nominal (stated) rate of interest is 

5 percent. In contrast, the effective rate of interest is the 
annual rate of return that’s actually earned (or charged) 
during the period the funds are held (or borrowed). You 
can calculate it with the following formula:

Effective rate of       Amount of interest earned
interest 

=
         Amount of money

        invested or deposited

In our example, because $50 was earned during the 
year on an investment of $1,000, the effective rate is 
$50/$1,000 or 5 percent, which is the same as the nomi-
nal rate of interest. (Notice in the preceding formula that 
it’s interest earned during the year that matters. If you 
wanted to calculate the effective rate of interest on an 
account held for six months, you’d double the amount of 
interest earned.)
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compound interest when 
interest earned in each subsequent 
period is determined by applying the 
nominal (stated) rate of interest to 
the sum of the initial deposit and the 
interest earned in each prior period

simple interest interest that is 
paid only on the initial amount of 
the deposit

nominal (stated) rate of 
interest the promised rate of 
 interest paid on a savings deposit or 
charged on a loan

effective rate of interest the 
annual rate of return that is  actually 
earned (or charged) during the 
period the funds are held (or 
borrowed)

EXAMPLE: Calculating Earnings when Interest  
is Compounded Semi-annually  Suppose Lucas can 
invest $1,000 at 5 percent, compounded semi-annually. 
Because interest is applied midyear, his dollar earnings 
will be:

First 6 months’ interest 5 $1,000 3 0.05 3 6/12  
 5 $25.00  
Second 6 months’ interest 5 $1,025 3 0.05 3 6/12  
 5 $25.63 
Total annual interest 5 $50.63
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to the total return—
not a trivial amount.

Compound Interest 
Generates Future  
Value Compound in-
terest is part of the fu-
ture value concept in-
troduced in Chapter 2.  
You can use the proce-
dures described there 
to find out how much 
an investment or de-
posit will grow over 
time at a compounded 

rate of interest. You can use the same basic procedure to 
find the future value of an annuity.

4-5c Many Ways to Save
There has been a huge growth of savings and short-term 
investment vehicles, particularly for people of modest 
means. Today, investors can choose from savings ac-
counts, money market deposit accounts, money market  

Calculator
Inputs Functions

1000 PV
4   N
5   I
   CPT
   FV

   Solution

  $1,215.51

See Appendix E for details.

Exhibit 4.6

The Magic of Compounding
The effective rate of interest you earn on a savings account will exceed the nominal (stated) rate if interest is compounded 
more than once a year (as are most savings and interest-paying accounts).

Effective Rate

Nominal Rate (%) Annually (%) Semi-annually (%) Quarterly (%) Monthly (%) Daily (%)

3 3.00 3.02 3.03 3.04 3.05

4 4.00 4.04 4.06 4.07 4.08

5 5.00 5.06 5.09 5.12 5.13

6 6.00 6.09 6.14 6.17 6.18

7 7.00 7.12 7.19 7.23 7.25

8 8.00 8.16 8.24 8.30 8.33

9 9.00 9.20 9.31 9.38 9.42

10 10.00 10.25 10.38 10.47 10.52

11 11.00 11.30 11.46 11.57 11.62

12 12.00 12.36 12.55 12.68 12.74

EXAMPLE: Calculating the Future Value of a 
Savings Deposit  Adam would like to know how 
much $1,000 will be worth in 4 years if he deposits it 
into a savings account paying 5 percent interest per 
year compounded annually. Using the future value for-
mula and the future value factor from Appendix A (see 
Chapter 2 if you need a reminder):

Future value 5  Amount deposited  
3 Future value factor

 5 $1,000 3 1.216

 5 $1,216

EXAMPLE: Calculating the Future Value of 
Ongoing Savings  Emily deposits $1,000 a year into  
a savings account paying 5 percent per year, com-
pounded annually. Using the future value interest factor 
for an annuity in Appendix B, in 4 years Emily will have:

Future value 5  Amount deposited yearly  
3 Future value annuity factor

 5 $1,000 3 4.310

 5 $4,310

    Go to Smart Sites
If you’re not satisfied with the CD rate at your local bank, 
go to Bankrate.com. There you’ll find not only the highest 
rates on CDs nationwide but also the checking and savings 
account fees at banks in your city.
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T-bills are almost as liquid as cash because they 
can be sold at any time (in a very active secondary 
market) with no interest penalty. However, should 
you have to sell before maturity, you may lose some 
money on your investment if interest rates have risen, 
and you’ll have to pay a broker’s fee. As noted earlier, 
Treasury bills pay interest on a discount basis and thus 
are different from other savings or short-term invest-
ment vehicles—that is, their interest is equal to the 
 difference between the purchase price paid and their 
stated value at maturity. For example, if you paid $980 
for a bill that will be worth $1,000 at maturity, you’ll 
earn $20 in interest ($1,000–$980).

An individual investor may purchase T-bills directly 
by participating in the weekly Treasury auctions, or in-
directly through a commercial bank or a securities deal-
er who buys bills for investors on a commission basis. 
T-bills may now be purchased over the Internet (www 
.treasurydirect.gov).

Series EE Bonds Although they are issued by the U.S. 
Treasury on a discount basis and are free of state and 
local income taxes, Series EE bonds are quite differ-
ent from T-bills. Savings 
bonds are accrual-type 
securities, which means 
that interest is paid when 
they’re cashed in or be-
fore maturity, rather than 
periodically during their 
lives. Also known as “Pa-
triot Bonds”—in recog-
nition of September 11,  
2001—Series EE bonds 
are backed by the full 
faith and credit of the 
U.S. government and 
can be replaced without 
charge in case of loss, 

mutual funds, NOW accounts, CDs, U.S. Treasury bills, 
Series EE bonds, Series I savings bonds, and asset man-
agement accounts. We examined several of these savings 
vehicles earlier in this chapter. Let’s now look at the  
four remaining types of deposits and securities.

Certificates of Deposit Certificates of deposit (CDs) 
differ from the savings instruments discussed earlier 
in that CD funds (except for CDs purchased through 
brokerage firms) must remain on deposit for a speci-
fied period (from seven days to as long as seven or more 
years). Although it’s possible to withdraw funds prior to 
maturity, an interest penalty usually makes withdrawal 
somewhat costly. The bank or other depository institu-
tion is free to charge whatever penalty it likes, but most 
require you to forfeit some interest. 

Banks, S&Ls, and other depository institutions can 
offer any rate and maturity CD they wish. As a result, a 
wide variety of CDs are offered by most banks, deposi-
tory institutions, and other financial institutions such as 
brokerage firms. Most pay higher rates for larger deposits 
and longer periods of time. CDs are convenient to buy 
and hold because they offer attractive and highly com-
petitive yields plus federal deposit insurance protection.

U.S. Treasury Bills The U.S. Treasury bill (T-bill) is con-
sidered the ultimate safe haven for savings and invest-
ments. T-bills are issued by the U.S. Treasury as part of 
its ongoing process of funding the national debt. They 
are sold on a discount basis in minimum denominations 

    Go to Smart Sites
At the T-bill page of Treasury Direct’s Internet site, you can 
learn about T-bills and then buy them online.

of $100 and are issued with 1-month (4-week), 3-month 
(13-week), 6-month (26-week), or 1-year (52-week) 
maturities. The bills are auctioned off every Monday. 
Backed by the full faith and credit of the U.S. govern-
ment, T-bills pay an attractive and safe return that is free 
from state and local income taxes.

DEtERMINING hOw MUch INtEREst YOU wILL EARN

Before opening a deposit account, investigate the 
following factors that determine the amount of in-
terest you’ll earn on your savings or interest- bearing 
checking account:

 ● Frequency of compounding. The more often 
 interest is compounded, the higher your return.

 ● Balance on which interest is paid. For balances 
that qualify to earn interest, most banks use the 
actual balance method, or day of deposit to day of 
withdrawal, method. The actual balance method 
is fairest because it pays depositors interest on all 
funds on deposit for the actual amount of time 
they remain there.

 ● Interest rate paid. The Truth in Savings Act 
 standardized the way that banks calculate the rate of 
interest they pay on deposit accounts. This makes it 
easy to compare each bank’s annual percentage yield 
(APY) and to choose the bank offering the highest APY.

certificate of deposit (CD) a 
type of savings instrument issued 
by certain financial institutions in 
exchange for a deposit; typically 
requires a minimum deposit and has 
a maturity ranging from seven days 
to as long as seven or more years

U.S. Treasury bill (T-bill) a short-
term (3-, 6-, or 12-month maturity) debt 
instrument issued at a discount by the 
U.S. Treasury in its ongoing process of 
funding the national debt

Series EE bonds a savings bond 
issued in various denominations by 
the U.S. Treasury
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theft, or 
destruction. 
You can purchase 
them at banks or other 
depository institutions 
or through payroll deduction 
plans. Issued in denominations 
from $25 through $10,000, their 
purchase price is a uniform 50 percent of the face amount 
(thus a $100 bond will cost $50 and be worth $100 at  
maturity).

Series EE savings bonds earn interest at a fixed rate 
for 30 years. Their long life lets investors use them for 
truly long-term goals like education and retirement. The 
higher the rate of interest being paid, the shorter the 
time it takes for the bond to accrue from its discount-
ed purchase price to its maturity value. Bonds can be 
redeemed any time after the first 12 months, although 
redeeming EE bonds in less than five years results in a 
penalty of the last three months of interest earned. The 
interest rate is set every six months in May and Novem-
ber and changes with prevailing Treasury security market 
yields. EE bonds increase in value every month, and the 
stipulated interest rate is compounded semi-annually.

In addition to being exempt from state and local taxes, 
Series EE bonds give their holders an appealing tax twist: 
Savers need not report interest earned on their federal tax 
returns until the bonds are redeemed. A second attractive 
tax feature— available to qualified bond holders—allows 
partial or complete tax avoidance of EE bond earnings  
when proceeds are used to pay education expenses, 
such as college tuition, for the bond purchaser, a spouse,  

or another IRS-defined 
dependent.

I Savings Bonds I sav-
ings bonds are similar 
to Series EE bonds in 
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I savings bonds a savings bond 
issued at face value by the U.S. 
Treasury; its practically fixed rates 
provides some inflation protection

Planning Over 
a lifetime

Managing Cash and Savings

Here are some key considerations for managing  
your cash and savings in each stage of the life cycle.

PRe-FAMilY indePendenCe: 20s

 Build up savings in general and emergency fund in  
particular.

 Pay off any outstanding college loans.

 Find best mix of financial institution accounts based  
on fees, returns, and convenience. Make comparisons 
across banks.

FAMilY FoRMAtion/CAReeR develoPMent: 30–45

 Increase savings to fund future financial goals.

 Broaden variety of cash management vehicles and reli-
ance on financial planners for strategy development.

 Carefully relate savings program to funding childrens’ 
future educational needs.

PRe-RetiReMent: 45–65

 Maintain emergency fund.

 Relate savings strategies more directly to retirement  
planning.

 Start being sensitive to the presence of “senior” discounts.

 Get an estimate of your Social Security benefits based  
on your expected retirement date.

RetiReMent: 65 And BeYond

 Maintain list of bank accounts that are easily accessible  
by spouse and family.

 Take advantage of bank accounts with senior discounts  
on fees.

 Integrate cash management and savings with retirement 
spending and estate plan.
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several ways. For starters, both are issued by the U.S. 
Treasury, they’re both accrual-type securities, and  
interest on both of them compounds semi-annually over 
a 30-year period. And like Series EE bonds, I savings 
bonds’ interest remains exempt from state and local  
income taxes but does face state and local estate, inheri-
tance, gift, and other excise taxes. In addition, interest 
earnings are subject to federal income tax but may be 
excluded when used to finance education, with some 
limitations.

There are some major differences between the 
two savings vehicles, however. I bonds are available 
in smaller denominations (between $25 and $10,000). 
And while Series EE bonds are sold at a discount, I 
bonds are sold at face value. I savings bonds also dif-
fer from Series EE bonds in that their annual interest 
rate combines a fixed rate that remains the same for 
the life of the bond with a semi-annual inflation rate 
that changes with the Consumer Price Index for all 
Urban Consumers (CPI-U). In contrast, the rate on 
Series EE bonds is based on the six-month averages 
of five-year Treasury security market yields. Thus, the 

key difference between Series EE bonds and I bonds is 
that I bond returns are adjusted for inflation. Note in 
particular that the earnings rate cannot go below zero, 
and that the value of I bonds cannot drop below their 
redemption value.

Evelyn Likes Cash–Too Much?  

Evelyn has a good job that pays $65,000 a year. She in-
vests the maximum amount allowable in her work-based 
retirement plan. During the financial crisis of 2007–2008, 
her retirement investments fell about 40 percent in val-
ue! While her investments have more than recovered, 
Evelyn is very risk conscious and has consequently built 
up an emergency fund of $60,000, which she keeps in 
a savings account that pays 0.5 percent, compounded 
monthly. Is Evelyn’s approach to handling her emergen-
cy funds the best way to go? 

Evelyn has done a great job setting aside a $60,000 
emergency fund. And contributing the maximum will 
serve her well. However, the recommended emergency 
fund for a maximum of 6 months of income for her $65,000 
annual income is only $32,500. So she has set aside $27,500 
more than is recommended. Further, Evelyn is leaving it in 
a savings account only paying 0.5 percent a year, which 
generates interest income of only about $300.69 a year. It 
would make sense for Evelyn to invest the excess $27,500 
more aggressively—even a CD would provide a higher  

return with comparable risk. And she should at least shop 
around for a better savings rate than 0.5 percent for her 
hopefully reduced emergency fund. Evelyn could find an-
other savings account with a rate of at least 1 percent a 
year, which would about double her return. Evelyn is do-
ing great—but she likes cash too much for her own good. 
She could do even better.
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LO1 1.  Adapting to a low-interest-rate envi-
ronment. A retired couple has expressed 
concern about the really low interest rates 
they’re earning on their savings. They’ve been 
approached by an adviser who says he has 
a “sure-fire” way to get them higher returns. 
What would you tell this retired couple about 
a low-interest-rate environment, and how 
would you recommend them to view the ad-
viser’s new prospective investments?

LO2, 3, 4 2.  Comparing banks online. What type of 
bank serves your needs best? Visit the Internet 
sites of the following institutions and prepare 
a chart comparing the services offered, such 
as traditional and online banking, investment 
services, and personal financial advice. Which 
one would you choose to patronize, and why?

a. Wells Fargo (https://www.wellsfargo 
.com)—a nationwide, full-service bank

b. A leading, local commercial bank in 
your area

c. A local savings institution

d. A local credit union

LO2, 3, 4 3. Choosing a new bank. You’re getting 
married and believe your present bank is 
not a good fit. Discuss how you should go 
about choosing a new bank and opening 
an account. Consider the factors that are 
important to you in selecting a bank—such 
as the type and ownership of new accounts 
and bank fees and charges.

LO3 4.  Exposure from stolen ATM card. Suppose 
that someone stole your ATM card and 
withdrew $1,000 from your checking account. 
How much money could you lose (according 
to federal legislation) if you reported the 
stolen card to the bank: (a) the day the card 
was stolen, (b) 6 days after the theft, (c) 65 days 
after receiving your periodic statement?

LO4 5. Calculating the net costs of checking 
accounts. Determine the annual net cost of 
these checking accounts:

a. Monthly fee $4, check-processing 
fee of 20 cents, average of 23 checks 
written per month

b. Annual interest of 1.5 percent paid if 
balance exceeds $750, $8 monthly fee if 

account falls below minimum balance, 
average monthly balance $815, account 
falls below $750 during four months

LO4 6. Checking account reconciliation. Use 
Worksheet 4.1. Mateo Gonzalez has an 
interest-paying (NOW) checking account 
at the Second State Bank. His checkbook 
ledger lists the following checks:

Check Number Amount

654 $206.05

658 55.22

662 103.00

668 99.00

670 6.10

671 50.25

672 24.90

673 32.45

674 44.50

675 30.00

676 30.00

677 111.23

678 38.04

679 97.99

680 486.70

681 43.50

682 75.00

683 98.50

Mateo also made the following withdrawals 
and deposits at an ATM near his home:

Date Amount Transaction

11/1 $50.00 Withdrawal

11/2 $525.60 Deposit

11/6 $100.00 Deposit

11/14 $75.00 Withdrawal

11/21 $525.60 Deposit

11/24 $150.00 Withdrawal

11/27 $225.00 Withdrawal

11/30 $400.00 Deposit

Mateo’s checkbook ledger shows an 
ending balance of $286.54. He has just 

Financial Planning Exercises
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Financial Planning Exercises
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received his bank statement for the month 
of November. It shows an ending balance 
of $622.44; it also shows that he earned 
interest for November of $3.28, had a check 
service charge of $8 for the month, and 
had another $20 charge for a returned 
check. His bank statement indicates the 
following checks have cleared: 654, 662, 
672, 674, 675, 676, 677, 678, 679, and 681. 
ATM withdrawals on 11/1 and 11/14 and 
deposits on 11/2 and 11/6 have cleared; 
no other checks or ATM activities are listed 
on his statement, so anything remaining 
should be treated as outstanding. Use 
a checking account reconciliation form 
like the one in Worksheet 4.1 to reconcile 
Mateo’s checking account.

LO5, 6 7. Calculating interest earned and future 
value of savings account. If you put $6,000 
in a savings account that pays interest at the 
rate of 3  percent, compounded annually, 
how much will you have in five years? (Hint: 
Use the future value formula.) How much 
interest will you earn during the five years? 
If you put $6,000 each year into a savings 
account that pays interest at the rate of  
4 percent a year, how much would you have 
after five years?

LO5, 6 8. Determining the right amount of short-
term, liquid investments. Ella and Aaron 
Martin together earn approximately $92,000 
a year after taxes. Through an inheritance 
and some wise investing, they also have an 
investment portfolio with a value of almost 
$200,000.

a. How much of their annual income 
do you recommend the Martins hold 
in some form of liquid savings as 
reserves? Explain.

b. How much of their investment 
portfolio do you recommend they 
hold in savings and other short-term 
investment vehicles? Explain.

c. How much, in total, should they hold in 
short-term liquid assets?

 LO6 9. Short-term investments and inflation. 
Describe some of the short-term investments 
that can be used to manage your cash 
resources. What factors would you focus 
on if you were concerned that inflation will 
increase significantly in the future?
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5 Making 
Automobile and 
Housing Decisions
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LEARNING ObjEctIvEs
After studying this chapter, you will be able to…

 5-1 Design a plan to research and select a new or used automobile.

 5-2 Decide whether to buy or lease a car.

 5-3 Identify housing alternatives, assess the rental option, and perform a rent-or-buy analysis.

 5-4 Evaluate the benefits and costs of homeownership and estimate how much you can afford to 
pay for a home.

 5-5 Describe the home-buying process.

 5-6 Choose mortgage financing that meets your needs.

After finishing  
this chapter go 

to PAGE 141 for 

stUDY tOOLs
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 5-1 bUYING AN AUtOmObILE
LO1 Buying an automobile is probably the first major 
expenditure that many of us make. The car purchase is 
second only to housing in the amount 
of money the typical consumer spends. 
Because you’ll likely buy a car many 
times during your life—most people 
buy one every two to five years—a sys-
tematic approach to selecting and fi-
nancing a vehicle can mean significant 
savings. Before making any major pur-
chase, consider some basic guidelines 
to wise purchasing decisions:

▶ Research your purchase thoroughly, 
considering not only the market but 
also your personal needs.

▶ Select the best vehicle for your needs.

▶ Buy the asset after negotiating the best price and 
arranging financing on the best terms. Be sure you 
understand all the terms of the sale before signing 
any contracts.

▶ Maintain your purchase and make necessary repairs 
promptly.

Exhibit 5.1 summarizes the steps in the new car-
buying process.

5-1a Choosing a Car
Hybrid, diesel, or gas? Sport utility vehicle (SUV) or 
pickup truck? Sedan, convertible, or coupe? Car buy-
ers today have more choices than ever before, so be-
ing an informed buyer is more important than ever.  

A good place to start your research is by tapping into the 
many available sources of information about cars, their 
prices, features, and reliability. Industry resources in-
clude manufacturers’ brochures and dealer personnel. 

Car magazines such as Car and Driver, 
Motor Trend, and Road and Track, and 
consumer magazines such as Consumer 
Reports and Consumer Guide, regu-
larly compare and rate cars. In addition, 
Consumer Reports and Kiplinger’s Per-
sonal Finance magazines publish annual 
buying guides that include comparative 
statistics and ratings on most domestic 
and foreign cars.

The Internet has made it especially 
easy to do your homework before ever 
setting foot in a dealer’s showroom. It’s 
so easy to visit one of the many com-
prehensive Internet sites for car shop-

pers, where you’ll find pricing and model information, 
as well as links to other useful sites. Don’t forget the 
Internet sites of the automobile companies them-
selves. For example, Ford Motor Company is online 
at www.ford.com and Toyota is at www.toyota.com.

HOw wILL tHIs AffEct mE?

A home is typically the largest single investment you’ll ever make and a car is 

usually the second largest. The decisions to buy and finance these assets are 

consequently important, personal, and complicated.

This chapter presents frameworks for deciding when to buy a first home, 

how to finance a home, and when to rent rather than purchase a home. It also 

discusses how to best go about buying a new or used car, and how to decide 

between leasing and purchasing a car. Given the large costs of such assets, the 

frameworks provided in this chapter can  significantly improve your short- and 

long-term financial  well-being.

Because you’ll likely 
buy a car many times 
during your life, a 
systematic approach 
to selecting and 
financing a vehicle 
can mean significant 
savings.

    Go to Smart Sites
With Edmunds.com’s auto loan calculators, you can 
evaluate auto financing options and check rates to find 
the lowest auto loan rates in your area. MindTap includes 
“Smart Sites,” a list of resources and sites that offer 
additional information on topics in the PFIN text.
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5-1b Affordability
Before shopping for a car, determine how much you 
can afford to spend. You’ll need to calculate two num-
bers unless you plan to pay cash for the entire cost of 
the car:

▶ Amount of down payment: This money will likely 
come from savings, so be sure not to deplete your 
emergency fund.

▶ Size of the monthly loan payment you can  
afford: Carefully consider the amount of money 
you can afford to spend, along with your basic 
transportation needs. Don’t forget to include 
insurance. And remember: your monthly car 
payment should be no more than 20 percent of 
your monthly gross income.

Operating Costs The out-of-pocket cost of oper-
ating an automobile includes not only car payments 
but also insurance, license, fuel, oil, tires, and other 
 operating and maintenance outlays. Some of these 

costs are fixed regardless of how much you drive; oth-
ers are variable, depending on the number of miles 
you drive. The biggest fixed cost is likely to be the in-
stallment payments associated with the loan (or lease) 
used to acquire the car. The biggest variable cost will 
probably be fuel.

Exhibit 5.1

How to Buy a New Car
These steps summarize the car-buying process discussed in this chapter.

 ● Research which car best meets your needs and determine how much you can afford to spend on it. Choose the best way to pay 
for your new car—cash, financing, or lease. Ask your insurance agent for annual premium quotes for insuring various cars, as auto 
insurance is another significant expense of owning a car.

 ● Check web sites like Edmunds.com and TV and newspapers for incentives and rebates on the car you would like to buy. This could 
include a cash rebate or low-cost financing.

 ● Decide on a price based on dealer’s cost for the car and options, plus a markup for the dealer’s profit, minus rebates and incentives.

 ● Find the exact car for you in terms of size, performance, safety, and styling. Choose at least three “target cars” to consider buying. Get 
online quotes from multiple car dealers.

 ● Test-drive the car—and the car salesperson. Test-drive the car at least once, both on local streets and on highways. Determine if the 
car salesperson is someone you want to do business with. Is he or she relaxed, open, and responsive to your questions?

 ● If you are trading in your old car, you are not likely to get as high a price as if you sell it yourself. Look up your car’s trade-in value at 
Edmunds.com or kbb.com. Get bids from several dealers.

 ● Negotiate the lowest price on your new car by getting bids from at least three dealers. Hold firm on your target price before closing  
the deal.

 ● Close the deal after looking not just at the cost of the car but also the related expenses. Consider the sales tax and various fees. Get the 
salesperson to email you a worksheet and invoice before you go to the dealership.

 ● Review and sign the paperwork. If you have a worksheet for the deal, the contract should match it. Make sure the numbers match and 
there are no additional charges or fees.

 ● Inspect the car for scratches and dents. If anything is missing—like floor mats, for example—ask for a “Due Bill” that states it in writing.

Source: Adapted from Ronald Montoya, “8 Steps to Buying a New Car,” https://www.edmunds.com/car-buying/10-steps-to-buying-a-new-car.html, accessed November 2018.

EXAMPLE: Calculating How Much Can You 
Afford to Pay for a Car You can use the down pay-
ment and monthly payment amounts to calculate 
the total amount that you can afford for a car. For 
example, suppose you have $3,000 for a down pay-
ment, you can pay $500 a month, and your bank is 
offering four-year (48-month) car loans at 6 percent 
annual (6%/12 5 0.5%, monthly) interest. How much 
of a loan can you afford? Using a financial calculator 
and the keystrokes shown on the next page, you’ll 
find that you can take out a loan of about $21,300. 
Add that to the $3,000 down payment, and you’ll be 
able to afford a car costing $24,300. 
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Another sig-
nificant cost is 
depreciation, which  
is the loss in value 
that occurs over 
the period of own-
ership. If you paid 
$20,000 for an au-
tomobile that can 
be sold three years 
later for $14,000, 
the car will cost you 
$6,000 in deprecia-
tion. Although de-
preciation may not 

be a recurring out-of-pocket cash cost, it’s an impor-
tant expense that shouldn’t be overlooked.

Gas, Diesel, Hybrid, or All-Electric? It’s increas-
ingly important to consider the type of fuel you prefer 
to use in your car. If you’re concerned about the envi-
ronmental impact of the fuel your car uses, you may 
be interested only in a hybrid or an all-electric car. Al-
though you’ll want to consider fuel economy when car 
shopping, comparable gas-fueled, internal combustion 
engines and diesel-powered cars tend to have similar 
fuel economy. Generally, diesels are a bit noisier, have 
less acceleration but more power, and have longer en-
gine lives than do traditional gas-powered cars.

Hybrids, which blend gas and battery power, have 
experienced rapid sales growth due to historically in-
creasing gas prices, improved technology and avail-
ability, and greater  public awareness of environmental 
issues. And all-electric cars have many of the same ben-
efits as hybrids. Although they’re more economical and 
less polluting than gas- and  diesel-powered vehicles, hy-
brids and all-electric cars do have some disadvantages: 

high cost of battery replacement, generally higher re-
pair costs, and typically higher initial purchase prices. 
It’s important to consider the differences between the 
costs and performance of differently fueled vehicles 
and decide on the vehicle you want before shopping for 
a specific new or used car.

New, Used, or “Nearly New”? One decision you 
must make is whether to buy a new, used, or “nearly 
new” car. If you can’t afford to buy a new car, the deci-
sion is made for you. Some people who can afford to 
buy a new car choose to buy a used car so they can have 
a better model—a used luxury car such as a BMW, 
Lexus, or Mercedes—rather than a less-expensive 
brand of new car, such as a Ford. With the increasing 
popularity of used cars, car dealers are trying to dispel 
the negative image associated with buying a used, or 
“pre-owned,” car. 

Once you know what you want, shop at these places:

▶ Franchise dealerships: Offer the latest-model used 
cars, provide financing, and will negotiate on price.

▶ Superstores: AutoNation, CarMax, and  similar 
 dealers offer no-haggle pricing and a large  selection. 
They certify their cars and may offer a limited, short-
term warranty.

▶ Independent used car lots: Usually offer older 
(four- to six-year-old) cars and have lower  overhead 
than franchise dealers. There are no industry 
 standards, so be sure to check with the Better Busi-
ness Bureau before buying.

▶ Private individuals: Generally cost less because 
there’s no dealer overhead; ask for any maintenance 
records and be sure the seller holds the title to the car.

Size, Body Style, and Features Your first consider-
ation should be what type of car you prefer. More than 

one style category may work for you. For 
example, a family of five can buy a mid-
size or full-size sedan, station wagon, 
minivan, or compact or full-size SUV. 
When  considering size, body style, and 
features, think about your needs, likes, 
and dislikes as well as the cost. There’s 
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depreciation the loss in 
the value of an asset such as an 
 automobile that occurs over its 
period of ownership; calculated as 
the difference between the price 
initially paid and the subsequent 
sale price
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usually a direct relationship between size and cost: the 
larger the car, the more expensive it will be to purchase 
and to operate. Also consider  performance, handling, ap-
pearance, fuel economy,  reliability, repair problems, and 
the resale value of the car. And don’t try to adapt your 
needs to fit the car you want—a two-passenger sports car 
may not be appropriate if you need the car for business 
or if you have children.

By listing all of the options you want before shop-
ping for a new car, you can avoid paying for features you 
really don’t need. Literally dozens of options— ranging 
in price from a few dollars up to $2,000 or more—are 
 available, including automatic transmission, a bigger 
engine, air conditioning, high-performance brakes, 
an audio player, clock, power windows, power seats, 
electric door locks, leather seats, navigation systems, a 
rear-window defroster, and special suspension. Some 
appearance-related options are two-tone or metallic 
paint, electric sunroof, special tires, sport wheels, and 
various interior and exterior trim packages. On new 
cars, window stickers detail each option and its price. 
In contrast, you’re usually on your own with used cars.

Other Considerations Here are some other factors 
that affect affordability:

▶ Trading in or selling your existing car: Although 
trading in is convenient, it’s generally a better  
deal to sell your old car outright. If you’re willing  
to take the time, you can usually sell your car for 
more than the wholesale price typically offered 
 by a dealer on a trade-in.

▶ Fuel economy: The Environmental Protection Agency 
(EPA) mileage ratings are especially useful on new 
vehicles, which carry a sticker indicating the number 
of miles per gallon each model is expected to get 
for both city and highway driving. You can check out 
those ratings at www.fueleconomy.gov.

▶ Safety features: Government regulations ensure 
that these features are likely to be similar in new 
cars, but older used cars may not have some features 
such as side-impact airbags. And don’t forget to in-
clude the cost of auto insurance, which is discussed 
in detail in Chapter 10.

5-1c The 
Purchase 
Transaction
Once you’ve determined  
what you can afford to 
spend and the features 

that you want, you’re ready to begin car shopping. If 
you plan to buy a new car, visit more than one dealer 
with cars that meet your requirements. Look the cars 
over and ask questions—but don’t make any offers un-
til you’ve found two or three cars with the desired fea-
tures that are priced within your budget. Also, if you 
can be flexible about the model and options you want, 
you can sometimes negotiate a better deal than if you’re 
 determined to have a particular model and options. Be 
sure to do some comparison shopping, because a dealer 
selling the same brand as another may give you a better 
deal. And watch out for lowballing, where the salesper-
son quotes a low price to get you to make an offer, and 
then negotiates the price upward prior to your signing 
the sales contract. Exhibit 5.2 lists some other factors to 
consider once you begin looking at cars.

Negotiating Price Choosing among various makes, 
models, and options can make comparisons difficult. 
Consequently, the price you pay for a car, whether new or 
used, can vary widely. The more you narrow your choices 
to a particular car, the easier it is to get price quotes from 
dealers to make an “apples-to-apples” comparison.

anchoring a behavioral bias in 
which an individual tends to allow 
an initial estimate (of value or 
price) to dominate the subsequent 
 assessment (of value or price) 
regardless of new information to the 
contrary

“Anchoring” and the Used 
Car Salesperson Strategy

While we try to be objective in making purchases, 
psychologists find that people start with an initial es-
timate of value. We often anchor on that initial value 
and have a hard time moving away from it in negotiat-
ing transactions.

Consider a common strategy of used-car  salespeople. 
Why do you think that they start negotiating with a 
high price and then work their way down? Some sales-
people try to get the consumer anchored on the initial 
high price so that when a lower price is offered, the con-
sumer tends to view the lower price as a good value, 
even if that is not the case. Combine this behavioral 
bias with our tendency to be overconfident about our 
 negotiating skills, and you have a potential problem.

So what should you do about the anchoring behav-
ioral bias? Recognize the tendency, do your homework 
about a reasonable price for a used car, and take into 
account the used-car salesperson’s strategy.

bEHAvIOR mAttERs
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The “sticker price” on a new car represents the 
manufacturer’s suggested retail price for that particu-
lar car with its listed options. This price means very 
little. The key to negotiating a good price is knowing 
the dealer’s cost for the car. The easiest and quick-
est way to find the dealer’s invoice cost is going to 
the Edmunds (www.edmunds.com) or Kelley Blue 
Book (www.kbb.com) Internet sites. Try to negoti-
ate the lowest acceptable markup above dealer invoice  
(3 percent to 4 percent for cars priced under $20,000; 
6 percent to 7 percent for higher-priced models), then 
push for a firm quote, and make it clear that you are 
comparison shopping.

If you want to avoid negotiating entirely, you can buy 
your car through a buying service, either by phone or over 
the Internet. These include independent companies—
such as AutoVantage (www.autovantage.com), Autobytel 
(www.autobytel.com), and AutoWeb (www.autoweb 
.com)—or services offered through credit unions, motor 
clubs, and discount warehouses such as Costco. 

Buying services work in a variety of ways. They may 
have an arrangement with a network of dealers to sell 
cars at a predetermined price above invoice, provide 
you with competitive bids from several local dealers, 
find the car you want and negotiate the price with the 
dealer, or place an order with the factory for a made-to-
order car. You’ll get a good price through a service—
although you shouldn’t assume that it will be the best 
price.

It’s best not to discuss your plan to finance the pur-
chase or the value of your trade-in until after you’ve 
settled the question of price. These should be separate 
issues. Salespeople typically want to find out how much 
you can afford monthly and then offer financing deals 
with payments close to that amount. In the case of trade-
ins, the dealer might offer you a good price for your old 
car and raise the price of the new car to compensate. The 
dealer may offer financing terms that sound attractive, 
but be sure to compare them with the cost of bank loans. 
Sometimes dealers increase the price of the car to make 

Exhibit 5.2

Finding the Best Car for You
Start by inspecting the key points of the car. Don’t overlook the obvious:

 ● How easy is it to get people and things into and out of the car?

Do the doors open easily?

Is the trunk large enough for your needs?

Does the car offer a pass-through or fold-down rear seat to accommodate larger items?

 ● Comfort and visibility:

Are the seats comfortable?

Can you adjust the driver’s seat and steering wheel properly?

What are the car’s blind spots for a person of your height?

Can you see all the gauges clearly?

Can you reach the controls for the radio, audio player, heater, air conditioner, and other features easily while driving?

Does it have the options you want?

Then take the car for a test drive.

 ● Set aside at least 20 minutes and drive it on highways and local roads.

 ● To test acceleration, merge into traffic getting onto the freeway and try passing another car.

 ● If possible, drive home and make sure the car fits into your garage—especially if you’re interested in a large SUV or truck!

 ● For a used car, test the heater and air conditioner. Then turn the fan off and listen for any unusual engine noises.

 ● Check out overall handling. Parallel park, make a U-turn, and brake hard. Do the gears shift smoothly? If testing a standard transmis-
sion, try to determine if the clutch is engaging too high or too low, which might indicate excessive wear or a problem.

As soon as you return to the car lot, take notes on how well the car handled and how comfortable you felt driving it.

 ● This is especially important if you are test driving several cars.
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up for a low interest rate, or attractive financing may ap-
ply only to certain models. Financing charges can include 
unneeded extras such as credit life insurance, accident 
insurance, an extended warranty, or a service package.

Manufacturers and dealers often offer buyers spe-
cial incentives, such as rebates and cut-rate financing, 
particularly when car sales are slow. In some cases, you 
may have a choice between a rebate and low-cost financ-
ing. To determine which is the better deal, calculate the 
difference between the monthly payments on a market-
rate bank loan and the special dealer loan for the same 
term. Multiply the payment difference by the loan matu-
rity, in months, and compare it with the rebate. 

contractually binds you to purchase the car at the offer-
ing price, be sure that you want and can afford the car 
before signing the agreement. You may be required to 
include a deposit of around $200 or more with the con-
tract to show that you’re making an offer in good faith.

Once the dealer accepts your offer, you complete 
the purchase transaction and take delivery of the car. If 
you’re not paying cash for the car, you can arrange financ-
ing through the dealer, or at your bank, a credit union, or 
a consumer finance company. The key aspects of these 
types of installment loans, which can be quickly negoti-
ated if your credit is good, are discussed in   Chapter 7.
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EXAMPLE: Determining If a Rebate Is a Good 
Deal A car dealer offers either a $1,000 rebate or a 
4 percent interest rate on a $10,000, four-year loan. 
Your monthly payments would be $226 with dealer 
financing and $234 on a 6 percent bank loan with 
similar terms. The payment savings over the life 
of the loan are $384 ($8 per month 3 48 months), 
which is less than the $1,000 rebate. In this case, you 
would be better off with the rebate.

Closing the Deal Whether you’re buying a new or  
used car, to make a legally binding offer you must  

sign a sales contract that 
specifies the offering 
price and all the condi-
tions of your offer. The 
sales contract also speci-
fies whether the offer 
includes a trade-in. If it 
does, the offering price 
will include both the 
payment amount and 
the trade-in allowance. 
Because this agreement 

sales contract an agreement to 
purchase an automobile that states 
the offering price and all conditions 
of the offer; when signed by the 
buyer and seller, the contract legally 
binds them to its terms

lease an arrangement in which the 
lessee receives the use of a car (or 
other asset) in exchange for making 
monthly lease payments over a 
specified period

YOU CAN DO IT NOW: What’s Your Car Worth?  
If you have a car, it’s good to know what it’s worth from 
time to time. That way you’ll have a better sense of your 
net worth and you’ll know how much your car is de-
preciating over time. Just visit the Kelley Blue book site  
at http://www.kbb.com and go to “Price New/Used 
Cars” —you can do it now. 

 5-2 LEAsING A cAR
LO2 Don’t worry about temperamental engines or 
transmissions—just get a new car every few years us-
ing a leasing arrangement. Put a small amount down, 
make easy payments. No wonder leasing is popular, ac-
counting for about 30 percent of all new vehicles deliv-
ered. When you lease, you (the lessee) receive the use 
of a car in exchange for monthly lease payments over a 
specified period of time, usually two to four years.

Leasing appeals to a wide range of car users, even 
though the total cost of leasing is generally more than buy-
ing a car with a loan, and at the end of the lease you have 
nothing. The car—and the money you paid to rent it—is 
gone. So why do so many car buyers lease their cars? Rea-
sons include rising new car prices, the nondeductibility of 
consumer loan interest, lower monthly payments, driving 
a more expensive car for the same monthly payment, and 
minimizing the down payment to preserve cash.

With all the advertisements promising low monthly 
lease payments, it’s easy to focus on only the payment. 
Unlike a loan purchase, with a lease you’re paying not 
for the whole car but only for its use during a specified 
period. Leasing is a more complex arrangement than bor-
rowing money to buy a car. Until you understand how 
leasing works, and compare lease terms with bank financ-
ing, you won’t know if leasing is the right choice for you.
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5-2a The Leasing Process
The first step is the same for leasing as it is for purchas-
ing: research car types and brands, comparison shop 
at several dealers, and find the car you want 
at the best price. Don’t ask the dealer about 
leasing or any financing incentives until after 
you’ve negotiated the final price. Then com-
pare the lease terms offered by the dealer to 
those of at least one independent leasing firm. 
As with a purchase, try to negotiate lower lease 
payments—a payment reduction of $20 a 
month saves nearly $1,000 on 
a four-year lease. And don’t 
reveal what you can afford to 
pay per month; doing so can 
lead you to a poor lease deal.

The vast majority of car 
lessees choose the closed-
end lease, often called the 
walk-away lease, because at 
the end of its term you sim-
ply turn in the car and walk away, assuming that you have 
neither exceeded the preset mileage limit nor abused the 
car. Under the less popular open-end (finance) lease, if 
the car is worth less than the estimated residual value—
the remaining value of the car at the end of the lease 
term—then you must pay the difference. These leases 
are used primarily for commercial business leasing.

A commonly cited benefit of leasing is the absence 
of a down payment. However, most leases require a 
“capital cost reduction,” which is a type of down payment 
that lowers the potential depreciation and therefore your 
monthly lease payments.

Given the one-time, up-front capital cost reduction 
payment, the size of the monthly lease payment is based 
on four variables:

1. The capitalized cost of the car (the price of the car 
you are leasing)

2. The forecast residual value of the car at the end of 
the lease

3. The money factor, or financing rate on the lease 
(similar to the interest rate on a loan)

4. The lease term

Terminating a lease early is often difficult and cost-
ly, so be reasonably certain that you can keep the car for 
the full lease term. The lease contract should outline 
any costs and additional fees associated with early ter-
mination. Early termination clauses also apply to cars 
that are stolen or totaled in an accident. Some leases 
require “gap insurance” to cover the lost lease payments 

that would result from early termination caused by one 
of these events.

Under most leases, you are responsible for insuring 
and maintaining the car. Also, be aware that at the end 
of the lease, you are obligated to pay for any “unreason-

able wear and tear.” A good lease contract should 
clearly define what is considered unreasonable. 

In addition, most leases require the lessee to 
pay a disposition fee of about $150 to $250 
when the car is returned.

The annual mileage allowance —
typically, about 10,000 to 15,000 

miles per year for the lease 
term—is another impor-
tant lease consideration. 

Usually the lessee must pay 
between 10 and 25 cents per 

mile for any miles over the 
limit. For example, if the lease 

allows 15,000 miles per year and 
you put 50,000 miles on a car over 

the three-year term of the lease, 
then you’d exceed the limit by 5,000 miles (3 3 15,000 5  
45,000  50,000); at 20 cents per mile, you’d be  
liable for 0.20 3 5,000 5 $1,000. If you expect to 
exceed the allowable mileage, you would be wise to 
negotiate a more favor-
able rate for extra miles 
before signing the lease 
contract.

Most auto leases in-
clude a purchase option 
(either a fixed price, the 
market price at the end  
of the lease term, or the 
residual value of the car) 
that specifies the price at 
which the lessee can buy 
the car at the end of the 
lease term. A lower re-
sidual results in a lower 
purchase price but raises 
monthly payments.

5-2b Lease 
versus Purchase 
Analysis
To decide whether it is 
less costly to lease rather 
than purchase a car, you 
need to perform a lease 

MskPhotoLife/Shutterstock.com

closed-end lease the most 
popular form of automobile lease; 
often called a walk-away lease, 
because at the end of its term 
the  lessee simply turns in the car 
(assuming the preset mileage limit 
has not been exceeded and the car 
hasn’t been abused)

open-end (finance) lease an 
automobile lease under which the 
estimated residual value of the car is 
used to determine lease payments; 
if the car is actually worth less than 
this value at the end of the lease, the 
lessee must pay the difference

residual value the remaining 
value of a leased car at the end of 
the lease term

capitalized cost the price of a 
car that is being leased

money factor the financing rate 
on a lease; similar to the  interest rate 
on a loan

purchase option a price 
specified in a lease at which the 
lessee can buy the car at the end  
of the lease term
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versus purchase analysis to compare the total cost of 
leasing to the total cost of purchasing a car over equal 
periods. In this analysis, the purchase is assumed to be 
financed with an installment loan over the same period 
as the lease.

For example, Abigail Baily is considering either leas-
ing or purchasing a new Toyota Prius costing $29,900. 
The four-year, closed-end lease that she is considering 
requires a $2,900 down payment (capital cost reduction), 
a $500 security deposit, and monthly payments of $440, 
including sales tax. If she purchases the car, she will 
make a $4,500 down payment and finance the balance 
with a four-year, 4 percent loan requiring monthly pay-
ments of about $576. She will also have to pay 5 percent 
sales tax ($1,500) on the purchase, and she expects the 
car to have a residual value of $16,500 at the end of four 
years. Abigail can earn 3 percent interest on her savings 
with short-term CDs.

After filling in Worksheet 5.1, Abigail concludes that 
purchasing is better because its total cost of $17,665.42 
is $6,762.58 less than the $24,428.00 total cost of  

leasing—even though the 
monthly lease payment 
is about $136 lower. All 
else being equal, the 
least costly alternative is 
preferred.

5-2c When the Lease Ends
At the end of the lease, you’ll be faced with a major deci-
sion. Should you return the car and walk away, or should 
you buy the car? If you turn in the car and move on to a 
new model, you may be hit with “excess wear and damage” 
and “excess mileage” charges and disposition fees. If you 
can’t return the car without high repair charges or greatly 
exceeded mileage allowances, you may come out ahead 
by buying the car. Whether the purchase option makes 
sense depends on the residual value. Sometimes, with 
popular cars, the residual value in your lease agreement is 
below the car’s trade-in value. Buying the car then makes 
sense. Even if you want a different car, you can exercise 
the purchase option and sell the car on the open market 
and net the difference, which could be $1,000 or more. If 
the reverse is true and the residual is higher than the price 
of a comparable used car, just let the lease expire.

 5-3  mEEtING HOUsING NEEDs: 
bUY OR RENt?

5-3a Housing Prices and the 
Financial Crisis of 2007–2008
LO3 Before considering how and when to buy or rent 
a home, it is important to consider the rough history of 
housing prices during and after the financial crisis of 
2007–2008. After examining this context in which hous-
ing decisions are made, we’ll consider how to know when 
you should buy your first home. In the remainder of this 
chapter, we’ll explore some of the decision variables and 
discuss how to approach the home-buying and renting 
process.

The pre-crisis bubble in real estate prices had im-
portant side effects. It encouraged a massive increase in 
construction and the extraction of a lot of home equity 
through home equity loans and refinancings, about two-
thirds of which went into increased consumption. Net 
worth increased with home prices as well. Yet those side 
effects went in the opposite direction during the finan-
cial crisis. Between 2007 and 2009, the crisis reduced 
the average family’s net worth by about 23 percent and 
dampened consumption, which slowed the macroecon-
omy. Home foreclosures, the process whereby lenders 
attempt to recover loan balances from borrowers who 
have quit making payments by forcing the sale of the 
home pledged as collateral, increased significantly. 

From early 2001 through early 2007, home prices 
in the United States rose rapidly. The median nomi-
nal sales price of homes rose from $169,800 to about 

Financial Planning Tips
WHY LEasE a Car?

The most important question to ask yourself is why 
you need a new car every few years. Leasing may 
make sense if:

 ● You value purchasing flexibility. A lease allows you 
to put off the purchasing decision while using the 
car. It’s like having a test drive that lasts several 
years instead of a few minutes.

 ● You value the convenience of not having to deal 
with significant auto repairs.

 ● You’re self-employed and can take the lease pay-
ment as a tax-deductible business expense.

 ● You want to drive a luxury car but you don’t want 
to put up that much money.

The key is being aware of why you want to lease and 
being informed about the costs and benefits of a 
leasing arrangement.

foreclosures the process whereby 
lenders attempt to recover loan 
balances from borrowers who have 
quit making payments by forcing the 
sale of the home pledged as collateral
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This worksheet illustrates Abigail Baily’s lease versus purchase analysis for a new 
 Toyota Prius costing $29,990. The four-year, closed-end lease requires an initial pay-
ment of $3,400 ($2, 900 down payment  $500 security deposit) and monthly pay-
ments of $440. Purchasing requires a $4,500 down payment, sales tax of 5 percent 
($1,499.50), and 48 monthly payments of $575.45. The trade-in value of the new car 
at the end of four years is estimated to be $16,500. Because the total cost of leasing of 
$24,428 is greater than the $17,665.42 total cost of purchasing, Abigail should purchase 
rather than lease the car.

wORksHEEt 5.1   CoMpAring ABigAiL BAiLY’S AutoMoBiLe LeASe verSuS 
purCHASe CoStS

*Note: This form is based on equal terms (periods) for the lease and the installment loan, 
which is assumed to be used to finance the purchase.

AUTOMOBILE LEASE VERSUS PURCHASE ANALYSIS*

Item Description Amount

LEASE

Name

1 Initial payment:
a. Down payment (capital cost reduction):
b. Security deposit:

2 Term of lease and loan (years)*
3 Term of lease and loan (months) (Item 2 3 12)
4 Monthly lease payment
5 Total payments over term of lease (Item 3 3 Item 4)
6 Interest rate earned on savings (in decimal form)
7 Opportunity cost of initial payment (Item 1 3 Item 2 3 Item 6)
8 Payment/refund for market value adjustment at end of lease

($0 for closed-end leases) and/or estimated end-of-term charges
9 Total cost of leasing (Item 1a 1 Item 5 1 Item 7 1 Item 8)

PURCHASE

DECISION

If the value of Item 9 is less than the value of Item 18, leasing is preferred; otherwise,
the purchase alternative is preferred.

10 Purchase price
11 Down payment
12 Sales tax rate (in decimal form)
13 Sales tax (Item 10 3 Item 12)
14 Monthly loan payment (Terms: ___________, ____ months, __%)
15 Total payments over term of loan (Item 3 3 Item 14)
16 Opportunity cost of down payment (Item 2 3 Item 6 3 Item 11)
17 Estimated value of car at end of loan 
18 Total cost of purchasing (Item 11 1 Item 13 1 Item 15 1

 Item 16 2 Item 17)

DateAbigail Baily Sept. 6, 2020

$ 3,400.00

$ 440.00

$ 21,120.00

0.030

$ 408.00

$ 0.00

$ 24,428.00

$ 29,990.00

25,490.00 48  4

$ 4,500.00

0.05

$ 1,499.50

$ 575.54

$ 27,625.92

$ 540.00

$ 16,500.00

$ 17,665.42

4

$ 2,900.00

500.00

48

$257,400. Then, home prices started dropping and fell 
to a median price of $238,700 in the first quarter of 
2012. Prices had fallen because the real estate bubble 
had popped and the financial crisis of 2007–2008 had 

vastly depressed home sales. This period of recession 
brought high unemployment, low consumer confidence, 
and tighter credit. Indeed, at the worst point about one 
in seven American homeowners had negative equity in 
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their homes, meaning they owed more on their mort-
gage than their homes were worth. 

By early 2018, the median home price had risen to 
$328,00. This reflects growth only modestly in excess 
of the rate of inflation over the time period. However, 

home prices are now 
increasingly outpacing 
inflation, which makes 
it more challenging for 
new and younger buyers 
to enter the market. This 
tends to make renting 
more attractive relative 
to buying a home.

5-3b What Type of Housing Meets 
Your Needs?
Knowing when to buy your first home is not always clear-
cut. There are many factors to consider before taking on 
such a large financial responsibility. In the remainder 
of this chapter, we’ll explore some of these factors and 
discuss how to approach the home-buying process.

Because you have your own unique likes and dis-
likes, the best way to start your search for housing is 
to list your preferences and classify them according 
to whether their satisfaction is essential, desirable, or 
merely a “plus.” This exercise is important for three rea-
sons. First, it screens out housing that doesn’t meet your 
minimum requirements. Second, it helps you recognize 
potential trade-offs—seldom will you find a single home 
that meets all your needs. Third, it will help you focus 
on those needs for which you are willing and able to pay.

As a potential homeowner, one of the first deci-
sions you’ll have to make is the type of housing unit 
that you want and need. Several of the following may 
be suitable:

▶ Single-family homes: These are the most popular 
choice. They can be stand-alone homes on their own 
legally defined lots or row houses or townhouses that 
share a common wall. Single-family homes typically 
offer buyers privacy, prestige, pride of ownership, 
and maximum property control.

▶ Condominiums: The term condominium, or condo, 
describes a form of ownership rather than a type 
of building. Condominiums can be apartments, 
townhouses, or cluster housing. The condominium 
buyer receives title to an individual residential unit 
and joint ownership of common areas and facilities 
such as lobbies, swimming pools, lakes, and tennis 
courts. Buyers arrange their own mortgages and 
pay their own taxes for their units. They are assessed 
a monthly homeowner’s fee for their proportionate 

Real Estate Bubbles,  
FOMO, and Behavioral  

Biases

There’s a tendency for us to sometimes exhibit herding 
behavior. Well-known Yale behavioral economist and 
Nobel laureate Professor Robert Shiller argues that after 
the rapid run-up in real estate prices between 2001 and 
2006, a “social epidemic” encouraged the belief that hous-
ing was a critical investment opportunity that shouldn’t 
be missed—the fear of missing out (FOMO). And there is 
a behavioral bias, known as the conservatism bias, which 
encourages us to rely too heavily on past experience and 
to revise our expectations for the future too slowly in 
light of new information. These psychological biases only 
fed additional housing price increases apart from the 
underlying real estate investment fundamentals, which 
supported the development of the real estate bubble.

Households often have trouble distinguishing be-
tween real (inflation-adjusted) and nominal (unadjusted 
for inflation) changes in interest rates and rents. Thus, 
when expected inflation drops, consumers buy homes 
to take advantage of apparently low nominal financ-
ing costs without realizing that future home price and 
rent appreciation rates will fall by comparable amounts. 
Falling inflation and the associated “inflation illusion” in 
the early 2000s consequently brought unjustified real 
estate price spikes, which culminated in the housing 
bubble and its subsequent dramatic pop.
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condominium (condo) a form 
of direct ownership of an  individual 
unit in a multiunit project in which 
lobbies, swimming pools, and other 
common areas and facilities are 
jointly owned by all property owners 
in the project
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share of common facility maintenance costs. Many 
home buyers are attracted to condominiums 
because they don’t want the responsibility of 
maintaining and caring for a large property. 

▶ Cooperative apartments: In a cooperative 
 apartment, or co-op, building, each tenant owns 
a share of the nonprofit corporation that owns the 
building. Residents lease their units from the cor-
poration and pay a monthly assessment in propor-
tion to ownership shares, based on the space they 
occupy. These assessments cover the cost of services, 
maintenance, taxes, and the mortgage on the entire 
building, and they are subject to change depending 
on the actual costs of operating the building and the 
actions of the board of directors, which determines 
the corporation’s policies.

▶ Rental units: Some individuals and families choose 
to rent or lease their place of residence rather than 
own it. They may be just starting out and have 
limited funds for housing, they may be uncertain as 
to where they want to live, or they just may prefer 
renting. Rental units range from duplexes, fourplex-
es, and even single-family homes to large, high-rise 
apartment complexes containing several hundred 
units. Renting does come with restrictions, however. 
For example, you may not be allowed to have a pet 
or make changes to the unit’s appearance.

Gauging the General Attractiveness of Renting 
versus Buying a Home You can get a general sense 
of the relative cost of renting versus buying a home by 
considering the so-called rent ratio, which is the ratio of 
the average house price to the average annual rent in the 
area that you are considering. Given the bursting of the 
housing bubble in the late 2000s, the inflation-adjusted 
rent ratio steadily fell to around late-1990 levels. Thus, 
the relative attractiveness of renting has decreased in re-
cent years. Exhibit 5.3 relies on nominal rent ratios to 
show the  percentage by which it is cheaper to buy versus 
rent across the United States in the last few years. Based 
on data from 2017, buying was on average about 33 per-
cent cheaper than renting renting in the United States. 
You may want to consider this type of analysis when 
evaluating where to relocate or in forming some basic 
expectations if you’ve decided where to move.

Analyzing the Rent-or-Buy Decision Many people 
choose to rent rather than buy their home. For example, 
young adults usually rent for one or more of the follow-
ing reasons: (1) they don’t have the funds for a down 
payment and closing costs, (2) they’re unsettled in their 

jobs and family status, (3) they don’t want the additional 
responsibilities associated with homeownership, (4) they 
believe they can invest the down payment so they can 
afford a nicer home later, or (5) they believe they should 
rent now and buy later when the housing market condi-
tions or mortgage rates are more attractive. 

The economics of renting or buying a place to live 
depends on four main factors: (1)  housing prices and 
mortgage interest rates, (2) tax write-offs for homeown-
ers, (3) the expected increase or decrease in home values 
over time, and (4) how many years you expect to stay 
in your home. As illustrated in the rent-or-buy analysis 
in Worksheet 5.2, to choose the lowest-cost alternative, 
compare the cost of renting with the cost of buying.

Provisions of the Tax Cut and Jobs Act of 2017 af-
fect the relative attractiveness of renting versus buying 
a home. Mortgage interest expenses remain an item-
ized tax deduction, albeit limited to a maximum amount 
of mortgage debt of $750,000 for those married filing 
jointly. And state and local taxes can be taken as item-
ized deductions up to $10,000. However, the standard 
deduction for those married who are filing jointly has 
nearly doubled to $24,000 in 2018. In recent years, about  
30 percent of taxpayers chose to itemize their deductions, 
which reduced the after-tax burden of mortgage inter-
est. However, in 2018 it is projected that, at most, only  
10 percent of taxpayers will choose to itemize their de-
ductions. While many taxpayers may gain overall from 
the increased standard deduction, they will no longer 
need to own homes to realize the tax savings. Conse-
quently, the average after-tax cost of a mortgage will 
increase for most people. This pushes up the cost of buy-
ing a home using a mortgage, which reduces the relative 
attractiveness of buying rather than renting a home. 

Consider the rent-or-buy analysis example in 
Worksheet 5.2. Given how few taxpayers are expected 
to itemize their deductions in 2018, mortgage interest 
costs are not reduced by a tax shield in the example. 
Importantly, the analysis is done on a per year ba-
sis that does not consider the specific length of time 
a homeowner expects 
to stay in a home. As 
pointed out below, if you 
expect to stay in a home 
for less than three years, 
you should redo the ana-
lysis on a year-by-year 
basis. Such a short hold-
ing period reduces the 
likelihood that buying 
a house is economically 
superior to renting.

cooperative apartment  
(co-op) an apartment in a 
 building in which each tenant owns 
a share of the nonprofit  corporation 
that owns the building

rent ratio the ratio of the average 
house price to the average annual 
rent, which provides insight into the 
relative attractiveness of buying a 
house versus renting in a given area 
of potential interest
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Suppose you’re deciding between renting an apart-
ment for $850 a month or buying a condominium for 
$150,000. Purchasing the condo involves a $30,000 down 

payment; taking 
out a $120,000,  
6 percent, 30-year 
mortgage with 
mo nthly mortgage 
payments of $719 
(see Calculator); 
$4,500 in closing 
costs; and property 
taxes, insurance, 
and maintenance. 
With renting, the 
only costs are the 
$850 monthly rent-
al payment and an 
annual renter’s in-
surance premium 

of $600. Assume that you’re in the 22 percent ordinary 
income tax brac ket. However, as discussed above, as-
sume that you choose to take the standard deduction 
and not to itemize. Substituting the appropriate values 
into Worksheet 5.2 and making the required calculations 
results in the total cost of each alternative.

The cost of renting in Part A of Worksheet 5.2 is 
simply the annual rent (monthly rent multiplied by 12) 
plus the annual renter’s insurance premium of $600, plus 
the $40 opportunity cost of the security deposit, all of 
which results in a total annual cost of $10,840. 

The annual cost of buying in Part B includes mort-
gage payments, property taxes, homeowner’s insurance, 
annual maintenance, and closing costs to arrive at total 
costs of $14,964 in Item 6. Then, subtract the portion of 
the mortgage payment going to pay off the loan balance 
because it’s not part of the interest cost. As a homeowner, 
you also enjoy the benefits of home value appreciation. 
Assuming a modest 2 percent appreciation in the value of 
the home reduces the annual cost to $10,530 in Item 8. 

Exhibit 5.3

Renting versus Buying a House
The Trulia Rent vs. Buy Index portrays the average asking price of homes versus the average annual rent for properties listed 
on Trulia. While the cost of renting versus buying varies, home purchase continues to be cheaper than renting for households 
that move every seven years and put 20 percent down in the largest U.S. metro areas. For most of the nation, higher home 
prices have offset the benefits of lower borrowing rates.

Source: “Rent vs. Buy: Renting Rallies, but Buying is Still Best,” Trulia, https://www.trulia.com/blog/trends/rent-vs-buy-spring-2017/, accessed November 2018.
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With this procedure for making the rent-or-buy decision, you should rent if the total cost 
of renting is less than the total cost of buying or buy if the total cost of renting is more than 
the total cost of buying. In this example, the rental option requires monthly payments of 
$850. The purchase option is a $150,000 condo, financed with a $30,000 down payment 
and a $120,000, 6 percent, 30-year mortgage, with additional closing costs of $4,500. 
Due to the Tax Cut and Jobs Act of 2017, it is assumed that mortgage interest and taxes 
are not itemized. Thus, these buying costs are not reduced by any tax shield.

wORksHEEt 5.2   rent-or-BuY HoMe CoSt AnALYSiS

Note: Find monthly mortgage payments using a calculator or Exhibit 5.5. An easy way to approximate the portion of the annual loan 
payment that goes to interest is to multiply the interest rate by the size of the loan (in this case, $120,000 3 .06 5 $7,200). Then, 
to find the principal reduction in the loan balance (line B.7), simply subtract the amount that goes to interest from total annual 
mortgage payments ($8,634$7,200 5 $1,434).

Annual mortgage payments (Terms: $  _________, _____ months, ____%)

RENT-OR-BUY ANALYSIS

1. Annual rental costs
(12 3 monthly rental rate of   _______)

2. Renter’s insurance

3. Opportunity cost of security deposit: $  _____ 3 after-tax savings rate ______
Total cost of renting (line A.1 1 line A.2 1 line A.3)

A. COST OF RENTING

1.
(12 3 monthly mortgage payment of $  _____)

2. Property taxes
(___% of price of home)

3. Homeowner’s insurance
(___% of price of home)

4. Maintenance
(___% of price of home)

5. After-tax cost of interest on down payment and closing costs
($ _________ 3 _____% after-tax rate of return)

6. Total costs (sum of lines B.1 through B.5)

Less:

7. Principal reduction in loan balance (see note below)

9. Total deductions (sum of lines B.7 and B.8)

Total cost of buying (line B.6 2 line B.9)

B. COST OF BUYING

$ 850

1,000 0.040

$ 10,200 

$ 8,634 

$ 1,434 

8. Estimated annual appreciation in home value ( 2 % of purchase price) $ 3,000

$ 14,964 

$ 10,840 

$ 10,530

4,434

3,000

750

1,200

1,380

600

40

6360120,000
Price of home $________0. 150,000

719

2.0

0.5

0.8

34,500 4.0

Thus, buying is better than renting because the total cost 
of renting is $310 ($10,840  $10,530) a year more than 
the total cost of buying. This is a really close call. Looking 
over the analysis, it is clear that the expected annual price 
appreciation of the home made the difference in favor of 
buying rather than renting. So you want to carefully think 
through your projections, which could allow a close situa-
tion like this to go either way.

Additional insight is gained by reconsidering the 
rent-or-buy analysis presented in Worksheet 5.2 under 
the revised assumption that mortgage interest and taxes 
are taken as itemized tax deductions. Recall we assumed 
you’re in the 22 percent tax bracket. This means that the 
$7,200 interest portion of the total annual mortgage pay-
ments of $8,634 (Item 1 of Part B, Cost of Buying) would 
provide a tax savings of $1,584 ($7,200 3 0.22). Similarly, 
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the annual property tax of $3,000 would provide a tax 
savings of $660 ($3,000 3 0.22). Thus, itemizing deduc-
tions would reduce the cost of buying the home by $2,244 
beyond the costs shown in Exhibit 5.2 in the absence of 
itemized tax deductions. The revised total cost of buying 
the home would be $8,286 ($10,530  $2,244). Thus, 
this revised analysis shows that the net benefit of buying 
rather than renting the home goes from $310 ($10,840  
$10,530) to $2,554 ($10,840  $8,286). 

The decision is no longer close be-
cause of the significant tax savings as-
sociated with taking mortgage interest 
and taxes as itemized deductions. This 
revised analysis consequently shows that 
the new tax law significantly reduces the 
affordability of buying a home and there-
by increases the relative attractiveness of 
renting rather than buying a home for 
most taxpayers.

One of the factors to consider in the rent or buy 
decision is how many years you expect to stay in your 
home. A common rule of thumb is that you shouldn’t buy 
a home unless you expect to stay in it at least three years. 
This is, in part, based on a typical average real estate 
sales commission of about 6 percent. Consider how this 
relates to the example in Worksheet 5.2, which assumes 
the value of the home will appreciate at 2 percent per 
year. Thus, if you sell the home in three years using a real 
estate agent, the 6 percent selling costs will just equal the 
6 percent increase in value. In contrast, if you sell in less 
than three years, the advantage to buying will be erased. 
So this example shows that buying is cheaper than rent-
ing under the implicit assumption that you would stay 
in your home longer than three years. By implication, it 
would likely be cheaper to rent than to buy if you plan to 
be in the home for less 
than three years.

It’s important not 
to base the rent-or-buy 
decision solely on the num-
bers. Your personal needs and the general 

condition of the housing market are also important con-
siderations. If you think you may want to move to a dif-
ferent city in a few years and pay the moving costs your-
self or if you’re worried about job security, renting may 
make sense even if the numbers favor buying. Think 
of this as the intangible value of flexibility. Further, for 
some people, factors such as the need for privacy, the 
desire to personalize one’s home, and the personal sat-

isfaction gained from homeownership 
outweigh the financial considerations. 
You should look at the rent-or-buy de-
cision over a timeline of several years, 
using different assumptions regarding 
rent increases, mortgage rates, home 
appreciation rates in the area, and the 
rate of return that you can earn on the 
funds you could invest (if you rent) 
rather than use toward a down payment 
on a house (if you buy).

 5-4  HOw mUcH HOUsING 
cAN YOU AffORD?

LO4 Buying a home obviously involves a lot of careful 
planning and analysis. Not only must you decide on the 
kind of home you want (its location, number of bedrooms, 
and other features), you must also consider its cost, what 
kind of mortgage to get, how large a monthly payment you 
can afford, what kind of homeowner’s insurance coverage 
to have, and so forth.

Sound financial planning dictates caution when buy-
ing a home or any other major item. Spending too much 
for a home can have a detrimental effect not only on your 

current budget and lifestyle but also on your 
long-term savings and investment plans and 
thus possibly even your retirement plans. 

Knowing how much housing you can af-
ford goes a long way toward helping 

you achieve balanced financial goals.

5-4a Benefits of 
Owning a Home

Homeownership offers 
the security and peace 
of mind derived from 
living in one’s own home 
and the feeling of per-
manence and sense 
of stability. This so-
called psychological 

YOU CAN DO IT NOW: Rent versus Buy a 
Home? Thinking about buying a home rather than 
continuing to rent? Or would you just like to know 
the relative attractiveness of renting versus buying 
a home? You can use the “Rent vs. Buy Calculator” 
available at http://www.trulia.com/rent_vs_buy/ to 
evaluate this for your area of the country. It’s easy and 
informative—you can do it now.

Knowing how much 
housing you can 
afford goes a long 
way toward helping 
you achieve balanced 
financial goals.

Who is Danny/Shutterstock.com
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reward is not the only reason people enjoy owning 
their home. There are also some significant financial 
payoffs from homeownership:

▶ Tax shelter: As explained in Chapter 3, you can 
deduct both mortgage interest and property taxes 
when calculating your federal and, in most states, 
state income taxes, thereby reducing your taxable 
income and thus your tax liability. The only require-
ment is that you itemize your deductions. However, 
as previously discussed, the increase in the standard 
deduction in 2018 significantly reduces the incentive 
to itemize deductions that include interest and taxes.

▶ Inflation hedge: Not only does homeownership 
offer a place to live, it also represents an investment 
that provides a valuable inflation hedge. That’s 
because homes generally appreciate in value at a 
rate equal to or greater than the rate of inflation. For 
example, from 2001 through 2006, a home became 
one of the best investments you could make, gen-
erating a far better return than stocks, bonds, or 
mutual funds. However, for longer term planning, 
you should expect that housing prices will roughly 
keep pace with the rate of inflation.

5-4b The Costs of Homeownership
Although there are some strong emotional and finan-
cial reasons for owning a home, there’s still the question 
of whether you can afford to own one. There are two 
important aspects to consider when it comes to afford-
ability: (1) you must be able to come up with the down 
payment and other closing costs, and (2) you must be 
able to meet the cash-flow requirements associated with 
monthly mortgage payments and other home main-
tenance expenses. In particular, there are five types of 
costs to consider: the down payment, points and closing 
costs, mortgage payments, property taxes and insurance, 
and maintenance and operating expenses.

The Down Payment The first major hurdle is the down 
payment. Most buyers finance a major part of the pur-
chase price of the home, but they’re required by lenders 
to invest money of their own, called equity. The actual 
amount of down payment required varies among lend-
ers, mortgage types, and properties. To determine the 
amount of down payment required in specific instances, 
lenders use the loan-to-value ratio, which specifies the 
maximum percentage of the value of a property that the 
lender is willing to loan. For example, if the loan-to-val-
ue ratio is 80 percent, the buyer will have to come up 
with a down payment equal to the remaining 20 percent.

Lenders often base the required down payment on 
a home on the lower of the sale price and the appraised 
value. Thus, if a house is selling for $250,000 and its ap-
praised value is $260,000, it is common for lenders to 
use $250,000 in calculating the required down payment 
in light of the loan-to-value ratio.

First-time home buyers typically spend several years  
accumulating enough money to afford the down pay-
ment and other costs associated with a home purchase. 
You can best save these funds if you plan ahead, using 
future value techniques to determine the monthly or 
annual savings necessary to have a stated amount by a 
specified future date. A detailed demonstration of this 
process is included in Chapter 11 (see Worksheet 11.1, 
Part B). A disciplined savings program is the best way 
to obtain the funds needed to come up with the down 
payment and other closing costs on a home.

If you don’t have enough savings to cover the down 
payment and closing costs, you can consider several other 
sources. The Federal National Mortgage Association  
(“Fannie Mae”) has programs to help buyers who have 
limited cash for a down payment and closing costs. The 
“Fannie 3/2” Program is available from local lenders 
to limit required down payments for qualified buyers. 
“Fannie 97” helps the home buyer who can handle 
monthly mortgage payments but doesn’t have cash for 
the down payment. It requires only a 3 percent down 
payment from the borrower’s own funds, and the bor-
rower needs to have only one month’s mortgage pay-
ment in cash savings, or reserves, after closing.

Programs have 
also developed to help 
banks liquidate homes 
owned by Fannie 
Mae because of the 
foreclosures resulting 
from the financial cri-
sis of 2007–2008. The 
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down payment a portion of the 
full purchase price provided by the 
purchaser when a house or other major 
asset is purchased; often called equity.

loan-to-value ratio the maximum 
percentage of the value of a property 
that the lender is willing to loan
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HomePath Mortgage Financing program is available 
from local and national lenders. Borrowers who meet 
certain income criteria may qualify for a 97 percent loan-
to-value mortgage and may obtain their down payment 
from a gift, grant or loan from a nonprofit organization, 
state or local government, or employer. The HomePath 
Renovation Mortgage Financing program is a compara-
ble program available only on homes that will 
be a primary residence and are in need of 
light renovations.

When the down payment is less 
than 20 percent, the lender usually re-
quires the buyer to obtain private 
mortgage insurance (PMI), which pro-
tects the lender from loss if the bor-
rower defaults on the loan. Usually PMI 
covers the lender’s risk above 80 percent of 
the house price. Thus, with a 10  percent 
down payment, the mortgage will be a 90 per-
cent loan, and mortgage insurance will cover  
10 percent of the home’s price. The cost of mortgage 
insurance can be included in your monthly pay-
ment, and the average cost ranges from about 
$40 to $70 per month. Under federal law, 
PMI on most loans made on or after 
mid-1999, ends automatically once the 
mortgage is paid down to 78 percent 
of the original value of the house.

Points and Closing Costs A second 
hurdle to homeownership relates to 
mortgage points and closing costs. Mort-
gage points are fees charged by lenders at 

the time that they grant 
a mortgage loan. Points 
are like interest in that 
they are a charge for bor-
rowing money. They’re 
related to the lender’s 
supply of loanable funds 
and the demand for 
mortgages; the greater 
the demand relative to 
the supply, the more 
points you can expect 
to pay. One point equals  
1 percent of the amount 
borrowed. 

Lenders typically use 
points as an alternative 
way of charging inter-
est on their loans. They 

can vary the interest rate along with the 
number of points they charge to create 
loans with comparable effective rates. 
For example, a lender might be will-
ing to give you a 5 percent rather than 
a 6 percent mortgage if you’re will-

ing to pay more points. That is, you 
choose between a 6 percent mortgage 

rate with one point or a 5 percent mort-
gage rate with three points. If you choose the  

5 percent loan, you’ll pay a lot more at clos-
ing (although the amount of interest paid over the  
life of the mortgage may be considerably less).

Points increase the effective rate of interest 
or APR on a mortgage. The amount you pay 

in points and the length of time you hold a 
mortgage determine the increase in the 
effective interest rate. For example, on 
an 8 percent, 30-year, fixed-rate mort-
gage, each point increases the annual 
percentage rate by about 0.11 per-
cent if the loan is held for 30 years or  

0.17 percent if held 15 years. You pay 
the same amount in points regardless of 

how long you keep your home. So, the longer 
you hold the mortgage, the longer the period over which 
you amortize (spread out) the fixed cost of the points and 
the smaller the effect of the points on the effective an-
nual interest rate.

For tax purposes, the points paid on a mortgage at 
the time a home is originally purchased are usually con-
sidered immediately tax deductible. However, the same 
points are not considered immediately tax deductible if 
they’re incurred when refinancing a mortgage; in this 
case, the amount paid in points must be written off (am-
ortized) over the life of the new mortgage loan.

Closing costs are all expenses that borrowers ordi-
narily pay when a mortgage loan is closed and they re-
ceive title to the purchased property. Closing costs are 
like down payments: they represent money that you 
must come up with at the time you buy the house. Clos-
ing costs are made up of such items as loan application 
and loan origination fees, mortgage points, title search 
and insurance fees, attorneys’ fees, appraisal fees, and 

private mortgage insurance  
(PMI) an insurance policy that 
protects the mortgage lender from 
loss in the event the borrower 
defaults on the loan; typically 
required by lenders when the down 
payment is less than 20 percent

mortgage points fees (one 
point equals 1 percent of the 
amount borrowed) charged by 
lenders at the time they grant a 
 mortgage loan; they are related to 
the lender’s supply of loanable funds 
and the demand for mortgages

closing costs all expenses 
(including mortgage points) that 
borrowers ordinarily pay when a 
mortgage loan is closed and they 
receive title to the purchased property

pogonici/Shutterstock.com

EXAMPLE: Calculating Mortgage Points If you 
borrow $100,000 and loan fees equal three points, the 
amount of money you’ll pay in points is:

$100,000 3 0.03 5 $3,000
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other miscellaneous fees. Exhibit 5.4 provides a list of 
these fees and shows that they can total 50 percent or 
more of the down payment amount. For example, as can 
be seen in the exhibit, with a 10 percent down payment 
on a $200,000 home, the closing costs are about 56 per-
cent of the down payment, or $11,130.

Mortgage Payments The monthly mortgage payment 
is determined using a standard but fairly detailed formula. 
Each mortgage payment is made up partly of principal 
repayment on the loan and partly of interest charges on 
the loan. However, as Exhibit 5.5 shows, for most of the 
life of the mortgage the vast majority of each monthly  
payment goes to interest. The loan illustrated in the 
exhibit is a $100,000, 30-year, 5 percent mortgage with 
monthly payments of $536.82, for a total of $6,441.84 per 
year. Note that it is not until the 16th year of this 30-year 
mortgage that the principal portion of the monthly loan 
payment exceeds the amount that goes to interest.

Most mortgage len  ders and realtors use their cal-
culator to obtain monthly payments. Yet some of them 
still use  comprehensive mort gage payment tables, which 
provide monthly payments for virtually any combina-
tion of loan size, interest rate, and maturity. Exhibit 5.6  

provides an excerpt from one such comprehensive 
mortgage payment table (with values rounded to the 
nearest cent). It lists the monthly payments associated 
with a $10,000, fixed-rate loan for selected maturities 
of 10 to 30 years and for various interest rates ranging 
from 5 percent to 10 percent. This table can be used 
to find the monthly 
payment for a loan 
of any size. 

The calculator 
keystrokes shown in 
the margin can be 
used with a financial 
calculator to more 
easily and precisely 
calculate mortgage 
paymen ts in the above 
example. Note that 
the mortgage pay-
ment of $1,079.19 is a 
more accurate figure 
than the value calcu-
lated using the table.

Exhibit 5.4

Closing Costs: The Hidden Costs of Buying a Home
The closing costs on a home mortgage loan can be substantial—as much as 5 percent to 7 percent of the price of the home.  
Except for the real estate commission (generally paid by the seller), the buyer incurs the biggest share of the closing costs  
and must pay them—in addition to the down payment—when the loan is closed and title to the property is conveyed.

Size of Down Payment

Item 20% 10%

Loan application fee $ 300 $  300

Loan origination fee 1,600 1,800

Points 4,160 5,400

Mortgage and homeowner’s insurance — 675

Title search and insurance 665 665

Attorneys’ fees 400 400

Appraisal fees 425 425

Home inspection 350 350

Mortgage tax 665 725

Filing fees 80 80

Credit reports 35 35

Miscellaneous 200 200

Total closing costs $9,530 $11,130

Note: Typical closing costs for a $200,000 home—2.6 points charged with 20 percent down, 3 points with 10 percent down. Actual amounts will vary by lender and location.

CalCulator

Inputs Functions

180000 PV
360 N
6 

12 5

I
CPT
PMT

Solution

1,079.19

See Appendix E for details.
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Exhibit 5.5

Typical Principal and Interest Payment Patterns  
on a Mortgage Loan
For most of the life of a fixed rate mortgage loan, the majority of each monthly payment goes to interest and only a small 
portion goes toward repaying the principal. Over the 30-year life of the 5 percent, $100,000 mortgage illustrated here, the 
homeowner will pay about $93,255 in interest.
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Annual payment: $6,441.84

$1,475.34
$1,801.25

$2,311.64

$4,966.50
$4,640.59

$4,130.20

$3,475.17

$2,634.55

$1,555.74

$2,966.67

$3,807.29

$4,886.10

Note: Dollar amounts noted on the graph represent the total amount of principal repaid and interest from the $6,441.84 annual payment made during the given year.

Affordability Ratios The key issue regarding mort-
gage payments is affordability: How large a monthly 
mortgage payment can you afford, given your budget? 

This amount determines how much you can borrow to 
finance the purchase of a home.

To obtain a mortgage, a potential borrower must be 
“qualified”—that is, demonstrate that he or she has ade-
quate income and an acceptable credit record to make 
scheduled  loan payments reliably. Federal and private 
mortgage insurers and institutional mortgage investors 
have certain standards they expect borrowers to meet to 
reduce the risk of borrower default.

The most im po rtant affordability guidelines relate 
both monthly mortgage pay ments and total monthly 
installment loan payments (including the monthly 
 mort gage payment and monthly payments on auto, 
fur ni ture, and other consumer installment loans) to 
monthly borrower gross income. Customary ratios for a 
conventional mortgage stipulate that monthly mortgage 
payments cannot exceed 25 percent to 30 percent of 
the borrower’s monthly gross (before-tax) income, and 
the borrower’s total monthly installment loan payments 

EXAMPLE: Calculating Monthly Mortgage 
 Payments You’d like to use the mortgage payment 
tables to find the monthly loan payment on a $180,000, 
6 percent, 30-year mortgage. 

Divide the amount of the loan ($180,000) by 
$10,000 and then multiply this factor (18.0) by the 
payment amount shown in Exhibit 5.6 for a 6 percent,  
30-year loan ($59.96):

$180,000/$10,000 5 18.0 and 18.0 3 $59.96 
5 $1,079.28

Thus, the resulting monthly mortgage payment is 
$1,079.28. See Calculator.
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(including the mortgage payment) cannot exceed  
33 percent to 38  percent of monthly gross income. Be-
cause both conditions stipulate a range, the lender has 
some leeway in choosing the most appropriate ratio for 
a particular loan applicant.

Let’s look at how these affordability ratios work. 
Assume that your monthly gross income is $4,500. Ap-
plying the lower end of the ranges (i.e., 25 percent and 
33 percent), we see that this income level supports mort-
gage payments of $1,125 a month ($4,500 3 .25 5 
$1,125) as long as total monthly installment loan pay-
ments do not exceed $1,485 ($4,500 3 .33 5 $1,485). If 
your nonmortgage monthly installment loan payments 
exceeded $360 (the difference between $1,485 and 
$1,125), then your mortgage payment would have to 
be reduced accordingly or other installment loan pay-
ments (such as a car loan) would have to be reduced or 
paid off.

Property Taxes and Insurance The standard mort-
gage payment often includes property taxes and home-
owner’s insurance. The mortgage payment therefore 
consists of principal, interest, property taxes, and 
homeowner’s insurance (or PITI for short). Actually, 
that portion of the loan payment that goes for taxes and  

insurance is paid into an escrow account, where it accu-
mulates until the lender pays property taxes and home-
owner insurance premiums that are due.

Because they’re local taxes levied to fund schools, 
law enforcement, and other local services, the level of 
property taxes differs from one community to another. 
In addition, within a given community, individual prop-
erty taxes will vary according to the assessed value of the 
real estate—the larger and/or more expensive the home, 
the higher the property taxes, and vice versa. As a rule, 
annual property taxes vary from less than 0.5 percent to 
more than 2 percent of a home’s approximate market val-
ue. Thus the property 
taxes on a $100,000 
home could vary from 
about $500 to more 
than $2,000 a year, 
depending on location 
and geographic area.

The other com-
ponent of the monthly 
mortgage payment is 
homeowner’s insu-
ran ce. Its cost varies 
with such factors as 

Exhibit 5.6

A Table of Monthly Mortgage Payments (Monthly Payments 
Necessary to Repay a $10,000 Loan)
The monthly loan payments on a mortgage vary not only by the amount of the loan but also by the rate of interest and loan maturity.

Loan Maturity

Rate of Interest 10 Years 15 Years 20 Years 25 Years 30 Years

5.0% $106.07 $ 79.08 $ 66.00 $ 58.46 $ 53.68

5.5 108.53 81.71 68.79 61.41 56.79

6.0 111.02 84.39 71.64 64.43 59.96

6.5 113.55 87.11 74.56 67.52 63.21

7.0 116.11 89.88 77.53 70.68 66.53

7.5 118.71 92.71 80.56 73.90 69.93

8.0 121.33 95.57 83.65 77.19 73.38

8.5 123.99 98.48 86.79 80.53 76.90

9.0 126.68 101.43 89.98 83.92 80.47

9.5 129.40 104.43 93.22 87.37 84.09

10.0 132.16 107.47 96.51 90.88 87.76

Instructions: (1) Divide amount of the loan by $10,000; (2) find the loan payment amount in the table for the specific interest rate and maturity; and (3) multiply the amount from step 1 by the amount 
from step 2.
Example: Using the steps just described, the monthly payment for a $98,000, 5.5 percent, 30-year loan would be determined as:  
(1) $98,000/$10,000 5 9.8; (2) the payment associated with a 5.5 percent, 30-year loan, from the table, is $56.79; (3) the monthly payment required to repay a $98,000, 5.5 percent,  
30-year loan is 9.8 3 $56.79 5 $556.54

PITI acronym that refers to a mortgage 
payment consisting of  principal, interest, 
property taxes, and homeowner’s 
insurance

property taxes taxes levied by local 
governments on the assessed value of real 
estate for the purpose of funding schools, 
law enforcement, and other local services 

homeowner’s insurance  
insurance that is required by  mortgage 
lenders and covers the replacement 
value of a home and its contents
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the age of the house, location, materials used in con-
struction, and geographic area. Homeowner’s insur-
ance is required by mortgage lenders and covers only 
the replacement value of the home and its contents, not 
the land. Annual insurance costs usually amount to ap-
proximately 0.25 percent to 0.5 percent of the home’s 
market value, or from $500 to $1,000 for a $200,000 
house. Homeowner’s  insurance is discussed extensively 
in Chapter 10 of this book.

Maintenance and Operating Expenses In addi-
tion to monthly mortgage payments, homeowners will 
incur periodic maintenance and operating expenses. 
Maintenance costs should be anticipated even on new 
homes. Painting, mechanical and plumbing repairs, and 
lawn maintenance, for example, are inescapable facts 
of homeownership. Such costs are likely to be greater 
for larger, older homes. Thus, although a large, estab-
lished home may have an attractive purchase price, a 
new, smaller home may be a better buy in view of its 
lower maintenance costs. Also consider the cost of op-
erating the home—specifically, the cost of utilities such 
as electricity, gas, water, and sewage. These costs have 
skyrocketed over the past 20 years and today are a large 
part of homeownership costs, so obtain estimates of 
utilities when evaluating a home for purchase.

5-4c Performing a Home 
Affordability Analysis
Worksheet 5.3 helps you determine the maximum price 
for a home purchase based on your monthly income and 
down payment amount after meeting estimated closing 
costs. In our example, Rose and Elliot Turner have a com-
bined annual income of $75,200 and savings of $30,000 for 
a down payment and closing costs. They estimate monthly 

property taxes and 
homeowner’s insur-
ance at $375, and 
expect the mortgage 
lender to use a 28 per-
cent monthly mort-
gage payment afford-
ability ratio, to lend 
at an average interest 
rate of 6 percent on a 
30-year (360-month) 
mortgage, and to re-
quire a 10  percent 
minimum down pay-
ment. The Turners’ 
analysis shows that 
they can afford to pur-
chase a home for about $201,000.

Worksheet 5.3 walks us through the steps that the 
Turner family took to reach this conclusion. The maxi-
mum purchase price is determined from two perspec-
tives: the maximum based on monthly income and the 
maximum based on the minimum acceptable down 
payment. The lower of the two estimates determines 
the maximum purchase price. Based on their monthly 
income and a 28 percent affordability ratio, their 

EXAMPLE: Calculating the Maximum Afford-
able Mortgage Loan The Turners want to determine 
the maximum loan they can carry given that they can 
afford a maximum monthly mortgage payment of 
$1,380. Exhibit 5.6 indicates that a $10,000 loan for  
30 years at 6 percent would result in a monthly pay-
ment of $59.96, as indicated in Item 9 of Worksheet 5.3. 
This would support loan of:

$10,000 3 $1,380/$59.96 5 $230,153.44 

The calculator result in the margin indicates a  maximum 
purchase price of $230,172.43, which is more precise 
than the approximation provided using Exhibit 5.6.

tImE tO bUY A fIRst HOmE?

The timing of when to buy a first home depends on 
your current and expected income and expenses,  
future plans, and your preferred lifestyle.

It’s probably a good time to buy a home if you have 
the following:

 ● Reliable income and a good credit history, both of 
which you should be able to document.

 ● Ability to make at least a 3 percent down payment 
and to cover closing costs.

 ● The desire to build equity and to be eligible for 
homeowner tax breaks and credits.

 ● Ability to finance home-maintenance and 
improvement projects.

 ● Adequate savings and a cash reserve sufficient to 
handle the loss of your job or another financial 
challenge for at least a few months.

 ● The plan to stay in your home for at least three 
years.

Source: Adapted from http://myhome.freddiemac.com/buy 
/rent-vs-buy.html, accessed November 2018.

CalCulator

Inputs Functions

1380 PMT
360 N
6 

12 5

I
CPT
PMT

Solution

230,172.43

See Appendix E for details.
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By using the following variables in the home affordability analysis form, the Turners 
estimate a maximum home purchase price of $201,000: their combined annual income of 
$75,200; the $30,000 available for a down payment and paying all closing costs; estimated 
monthly property taxes and homeowner’s insurance of $375; the lender’s 28 percent 
monthly mortgage payment affordability ratio; an average interest rate of 6 percent and 
expected loan maturity of 30 years, and a minimum down payment of 10 percent.

wORksHEEt 5.3    HoMe AfforDABiLitY AnALYSiS for tHe roSe AnD eLLiot turner fAMiLY

*Note: This analysis assumes that one-third of the funds available for making the down payment and  paying 
closing costs are used to meet closing costs and that the remaining two-thirds are available for a down 
payment. This means that closing costs will represent an amount equal to about 50 percent of the down 
payment.

HOME AFFORDABILITY ANALYSIS*

Item Description Amount

Name Date

1 Amount of annual income
2 Monthly income

(Item 1 4 12)
3 Lender’s affordability ratio (in decimal form)
4 Maximum monthly mortgage payment (PITI)

(Item 2 3 Item 3)
5 Estimated monthly property tax and homeowner’s insurance payment
6 Maximum monthly loan payment

(Item 4 2 Item 5)
7 Approximate average interest rate on loan
8 Planned loan maturity (years)
9 Monthly mortgage payment per $10,000

(using Item 7 and Item 8 and Table of Monthly
Mortgage Payments in Exhibit 5.6)

10 Maximum loan based on monthly income
($10,000 3 Item 6 4 Item 9)

11 Funds available for making a down payment and paying closing costs
12 Funds available for making a down payment

(Item 11 3 .67)
13 Maximum purchase price based on available monthly income

(Item 10 1 Item 12)
14 Minimum acceptable down payment (in decimal form)
15 Maximum purchase price based on down payment

(Item 12 4 Item 14)
16 Maximum home purchase price

(lower of Item 13 and Item 15)

Rose and Elliot Turner August 14, 2020

$ 75,200

$ 6,267

$ 1,755

$ 375

$ 1,380

6 %

30

$ 59.96

$  230,000

$ 30,000

$ 20,100

$ 250,100

0.10

$ 201,000

$ 201,000

0.28

monthly payment could be $1,755 ($6,267 3 0.28), 
shown as Item 4. After deducting taxes and insurance, 
the maximum monthly mortgage payment amount is 
$1,380 (Item 6). 

With a down payment of $30,000 and monthly in-
come of $6,267, the Turner family can afford a home 

costing $250,100 (Item 13). The Turners then look at 
the maximum purchase price based on their $30,000 
down payment, or $150,000 (Item 15). Their maximum 
home purchase price is the lower of Items 13 and 15, or 
$201,000 (Item 16), and is limited by the amount avail-
able for a down payment.
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 5-5 tHE HOmE-bUYING PROcEss
LO5 Buying a home requires time, effort, and money. 
You’ll want to educate yourself about available proper-
ties and prevailing prices by doing a systematic search 
and careful analysis. And you’ll also need a basic under-
standing of the role of a real estate agent, the mortgage 
application process, the real estate sales contract, and 
other documents required to close a deal.

5-5a Shop the Market First
Most people who shop the housing market rely on real 
estate agents for information, access to properties, and 
advice. Many of them also shop via the Internet, visit-
ing various real estate sites to learn about available prop-
erties. Going online, you can specify preferences such as 
location, price, and size and then obtain descriptions and 
color photos of all properties that meet your needs.

As noted earlier, you must begin your home search 
project by figuring out what you require for your particu-
lar lifestyle needs—in terms of living space, style, and 
other special features. The property’s location, neighbor-
hood, and school district are important considerations as 
well. It’s helpful to divide your list into necessary fea-
tures, such as the number of bedrooms and baths, and 
optional—but desirable—features, such as fireplaces, 
whirlpool tubs, and so on. And of course, an affordability 
analysis is a critical part of the housing search.

Keep an open mind as you start looking. Be flexible 
and look at a variety of homes in your price range. This 
can be invaluable in helping to define your wants and 
needs more clearly.

Real Estate Short Sales The burst-
ing of the real estate bubble associated 
with the financial crisis of 2007–2008 in-
creased the use of real estate short sales. 
A real estate short sale is the sale of 

property 
in which 
the proceeds are less than 
the balance owed on the 
mortgage used to secure 
the property. This pro-
cedure is an effort by a 
mortgage lender to come 
to terms with homeown-
ers who are about to de-
fault or are defaulting on 
their mortgage loans. A 
broker’s price opinion or 

an appraisal is obtained to estimate the probable selling 
price of the property for the purposes of the short sale. 

A short sale typically occurs to prevent home fore-
closure by finding the most economic means for the 
mortgage lender to recover as much of the loan bal-
ance owed on the property as possible. In contrast, in a 
foreclosure the borrower typically cannot make sched-
uled mortgage payments and the lender repossesses the 
property in an effort to recover the loan balance owed. 
Mortgage holders will agree to a short sale only if they 
believe the proceeds generated by the sale will produce 
a smaller loss than foreclosing on the property. A real 
estate short sale may consequently be viewed as a negoti-
ated effort to mitigate the mortgage lender’s losses.

While a short sale can reduce a lender’s losses, it can 
also be beneficial for the homeowner. A real estate short 
sale will avoid having a foreclosure appear on the home-
owner’s credit history. Short sales should also help home-
owners manage the costs that got them into trouble in the 
first place. Finally, a short sale is usually faster and cheaper 

for the homeowner than a foreclosure. 

5-5b Using an Agent
Real estate agents are professionals who 
are in daily contact with the housing mar-
ket. Once you describe your needs to an 
agent, he or she can begin to search for 

appropriate properties. Your agent will also help you ne-
gotiate with the seller, obtain satisfactory financing, and, 
although not empowered to give explicit legal advice, pre-
pare the real estate sales contract. Most real estate firms 
belong to a local Multiple Listing Service (MLS), a com-
prehensive listing, updated daily, of properties for sale in a 
given community or metropolitan area. A brief description 
of each property and its asking price are included; many of 
which are accompanied by photos of the property.

Buyers should remember that agents typically are 
employed by sellers. Unless you’ve agreed to pay a fee 
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Home buyers should 
remember that agents 
typically are employed 
by sellers.

real estate short sale sale of real 
estate property in which the proceeds 
are less than the balance owed on a 
loan secured by the property sold

Multiple Listing Service 
(MLS) a comprehensive listing, 
updated daily, of properties for sale in a 
given community or metropolitan area; 
includes a brief description of each 
property with a photo and its asking 
price but can be accessed only by 
realtors who work for an MLS member

132 PART TWO:  Managing Basic Assets

33609_ch05_ptg01.indd   132 21/12/18   4:54 PM



to a sales agent to act as a buyer’s agent, a realtor’s pri-
mary responsibility, by law, is to sell listed properties at 
the highest possible prices. Agents are paid only if they 
make a sale, so some might pressure you to “sign now or 
miss the chance of a lifetime.” But most agents will listen 
to your needs and work to 
match you with the right 
property and under terms 
that will benefit both 
you and the seller. Good 
agents recognize that 
their interests are best 
served when all parties to 
a transaction are satisfied.

Real estate commis-
sions typically average 
between 5 percent and 
6 percent. It may be pos-
sible to negotiate a lower 

commission with your agent or to find a discount broker, 
or one who charges a flat fee. Commissions are usually 
explicitly paid only by the seller. However, because the 
price of a home is often inflated by the size of the real 
estate commission, the buyer probably absorbs some or 
even all of the  commission.

5-5c Prequalifying and Applying 
for a Mortgage
Before beginning your home search, it’s wise to meet 
with one or more mortgage lenders to prearrange 
a mortgage loan. Prequalification can work to your 
advantage in several ways. You’ll know ahead of time 
the specific mortgage amount that you qualify for— 
subject, of course, to changes in rates and terms—and 
can focus your search on homes within an affordable 
price range. 

Prequalification also provides estimates of the re-
quired down payment and closing costs for different 
types of mortgages. It identifies in advance any prob-
lems, such as credit report errors, that might arise from 
your application, and allows you time to correct them. 
Finally, prequalification enhances your bargaining 
power with the sellers of a house by letting them know 
that the deal won’t fall through because you can’t afford 
the property or obtain suitable financing. And since you 
will have already gone through the mortgage application 
process, the time required to close the sale should be 
relatively short.

5-5d The Real Estate Sales 
Contract
After selecting a home to buy, you must enter into a 
sales contract. State laws generally specify that, to be 
enforceable in court, real estate buy–sell agreements 
must be in writing and contain certain information, 
including (1) the names of buyers and sellers, (2) a 

description of the property 
sufficient for positive iden-
tification, (3) specific price 
and other terms, and (4) usu-
ally the signatures of the buy-
ers and sellers. Real estate 
sales transactions often take 

 Financial Planning Tips

While it’s best to expect that you will not get all of 
your money back from home improvements when 
you sell your home, keep in mind that you will like-
ly enjoy the improvements until that time and will 
probably recover much of the money. Here’s a list of 
the most popular remodeling projects in terms of the 
percentage of the investment recovered at the sale 
of the home.

Midrange Project Cost Recovered

Garage door replacement 98.3%
Manufactured stone veneer 97.1
Entry door replacement (steel) 91.3
Deck addition (wood) 82.8
Minor kitchen remodel 81.1
Siding replacement 76.7
Window replacement (vinyl) 74.3
Universal design bathroom 70.6
Bathroom remodel 70.1
Window replacement (wood) 69.5
Roofing replacement 68.4
Grand entrance (fiberglass) 67.6

Source: Adapted from “2018 Cost vs. Value Report,” http://www 
.remodeling.hw.net/cost-vs-value/2018/, accessed November 2018.

MOsT POPULar HOME rEMODELIng PrOjECTs

Ratana21/Shutterstock.com

prequalification the process of 
arranging with a mortgage lender, in 
advance of buying a home, to obtain the 
amount of mortgage financing the lender 
deems affordable for the home buyer
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weeks and sometimes months to complete. Contract 
requirements help keep the facts straight and reduce 
the chance for misunderstanding, misrepresentation, 

or fraud.
Although these re-

quirements fulfill the 
minimums necessary for 
court enforcement, in 
practice real estate sales 
contracts usually contain 
several other contractual 
clauses relating to earnest 
money deposits, contin-
gencies, personal prop-
erty, and closing costs. An 
earnest money deposit 
is the money you pledge 
to show good faith when 
you make an offer. If, after 
signing a sales contract, 

you withdraw from the transaction without a valid rea-
son, you might have to forfeit this deposit. A valid rea-
son for withdrawal would be stated in the contract as 
a contingency clause. With a  contingency clause, you 
can condition your agreement to buy on such factors as 
obtaining financing, a satisfactory  termite inspection or 
other physical inspection of the property, or the advice of 
a lawyer or real estate expert.

5-5e Closing the Deal
After you obtain financing and your loan is approved, 
the closing process begins. The Real Estate Settlement 
 Procedures Act (RESPA) governs closings on owner- 
occupied houses, condominiums, and apartment build-
ings of four units or fewer. The Act reduced closing costs 
by prohibiting kickbacks made to real estate agents and 
others from lenders or title insurance companies. It also 
requires clear, advance disclosure of all closing costs to 
home buyers. Exhibit 5.7 provides some tips to help you 

Exhibit 5.7

Best Home-Buying Strategies
Keeping in mind the following advice will improve your chances of becoming a happy, successful homeowner:

 ● Don’t wipe out your savings. While it makes sense to put down the largest down payment you can afford, it is important to keep 
your emergency reserves intact, hold money for closing costs, and set aside funds to handle possible repairs and future maintenance.

 ● Pick the right neighborhood. You’ve heard that the three most important factors in valuing real estate are location, location, 
and location. This is no joke. Drive through a neighborhood, ask the police department about crime statistics, and talk to neighbors 
before you buy. If they don’t want to talk, that tells you something too!

 ● Stay away from the most expensive home in the neighborhood. While having the largest and most expensive home in the 
neighborhood might be appealing, it doesn’t bode well for resale value. If you need three bedrooms, don’t consider a five-bedroom 
that looks good but costs more and meets your needs less.

 ● Interview your agent and ask hard questions. Make sure that he or she is experienced. Consider signing a buyer’s broker 
agreement, which gives both you and the broker responsibilities and reasonable performance expectations.

 ● Rely on professional advice. Pay attention to what your agent or mortgage broker tells you. Look up information on the Internet, 
read real estate books, and ask for a second opinion. Lawyers and accountants are excellent resources.

 ● Use traditional financing. One of the biggest lessons of the financial crisis is that real estate prices don’t always go up. And what 
you don’t know about your mortgage can hurt you! Don’t sign off on your mortgage until you understand every detail. Terms like 
indexes, margins, caps, and negative amortization should make you nervous.

 ● Don’t change the financial picture before closing. While waiting for loan funding, there is no need to buy a new car to match 
your new home. Your excellent credit report does not give you free rein to buy whatever you want. Borrowing too much more at this 
time could adversely affect the funding of a mortgage.

 ● Be sure to do the home inspection. Home inspections are not a waste of time and money. Qualified home inspectors can find 
problems that most of us would miss.

 ● Be careful about taking on additional debt after closing. After you become a homeowner, you’ll be offered many deals 
on a home equity loan. Although it may be tempting to pull out all your equity and use this new-found money to buy all sorts of 
new toys, you should stick to a reasonable financial plan. It is critically important to cover the contingency of losing a job or an 
emergency by setting aside some money.

Source: Based on Elizabeth Weintraub, “Home Buying and Selling,” https://www.thebalance.com/home-buying-4074010, accessed November 2018.

earnest money deposit money 
pledged by a buyer to show good faith 
when making an offer to buy a home

contingency clause a clause 
in a real estate sales contract that 
makes the agreement conditional 
on such factors as the availability of 
financing, property inspections, or 
obtaining expert advice

Real Estate Settlement 
Procedures Act (RESPA) a 
federal law requiring mortgage 
lenders to give potential borrowers a 
government publication describing 
the closing process and providing 
clear, advance disclosure of all 
closing costs to home buyers
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sail through the home-buying process in 
general and the closing process in particular.

 5-6  fINANcING tHE 
tRANsActION

LO6 Earlier in this chapter, we saw that 
mortgage terms can dramatically affect 
the amount you can afford to spend on a 
home. The success of a real estate transac-
tion often hinges on obtaining a mortgage 
with favorable terms. A mortgage loan is 
secured by the property: If the borrower 
defaults, the lender has the legal right to 
liquidate the property to recover the funds 
it is owed. Before you obtain such a loan, it’s helpful to 
understand the sources and types of mortgages and their 
underlying economics.

5-6a Sources of Mortgage Loans
The major sources of home mortgages today are commer-
cial banks, thrift institutions, and mortgage bankers or 
brokers. Commercial banks are also an important source 
of interim construction loans, providing short-term 
financing during the construction phase for individuals 
who are building or remodeling a home. After the home is 
completed, the homeowner obtains permanent financing, 
in the form of a standard mortgage loan, and then uses the 
proceeds from it to repay the construction loan.

Another way to obtain a mortgage loan is through a 
mortgage banker or mortgage broker. Both solicit bor-
rowers, originate loans, and place them with traditional 
mortgage lenders as well as life insurance companies and 
pension funds. Although mortgage bankers often use 
their own money to initially fund mortgages they later 
resell, mortgage brokers take loan applications and then 
seek lenders willing to grant the mortgage loans under 
the desired terms. Most brokers also have ongoing rela-
tionships with different lenders, thereby increasing your 
chances of finding a loan even if you don’t qualify at a 
commercial bank or thrift institution. Brokers can often 
simplify the financing process by cutting through red 
tape, negotiating more favorable terms, and reducing 
the amount of time to close the loan. Mortgage brokers 
earn their income from commissions and origination fees 
paid by the lender, costs that are typically passed on to 
the borrower in the points charged on a loan.

Shopping for the best mortgage rate and terms has 
become a lot easier due to the Internet. Many sites allow 
you to search for the best fixed-rate or adjustable-rate 

mortgage in your area. For example, HSH Associates,  
a mortgage consulting firm with an Internet site at 
www.hsh.com, lists mortgages offered by banks, mort-
gage companies, and brokerage firms across the coun-
try along with information on prevailing interest rates, 
terms, and points. Bankrate, www.bankrate.com, and 
similar sites also offer mortgage comparisons.

5-6b Types of Mortgage Loans
For our purposes here, we’ll group mortgages in two  
categories based on (1) terms of payment and (2) whether 
they’re conventional, insured, or guaranteed.

There are liter-
ally dozens of different 
types of home mort-
gages from which to 
choose. The most com-
mon types of mort  gage 
loans are fixed-rate 
and adjustable-rate 
mort gages.

Fixed-Rate Mort-
gages The fixed-rate 
mortgage accounts 
for a large portion of 
all home mortgages. 
Both the rate of inter-
est and the monthly 
mortgage payment 
are fixed over the full 
term of the loan. The 
most common type of 
fixed-rate mortgage is 
the 30-year fixed-rate 
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mortgage loan a loan secured by 
the property: If the borrower defaults, the 
lender has the legal right to liquidate the 
property to recover the funds it’s owed

mortgage banker a firm that 
solicits borrowers, originates primarily 
government-insured and government-
guaranteed loans, and places them with 
mortgage lenders; often uses its own 
money to initially fund mortgages it later 
resells

mortgage broker a firm that 
solicits borrowers, originates primarily 
conventional loans, and places them 
with mortgage lenders; the broker 
merely takes loan applications and 
then finds lenders willing to grant the 
mortgage loans under the desired terms

fixed-rate mortgage the 
traditional type of mortgage in which 
both the rate of interest and the 
monthly mortgage payment are fixed 
over the full term of the loan
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loan, although 10- and 15-year loans are becoming more 
popular as homeowners recognize the advantages of pay-
ing off their loan over a shorter period of time. Because 
of the risks that the lender assumes with a 30-year loan, 
it’s usually the most expensive form of home financing.

The 15-year fixed-rate loan is becoming increas-
ingly popular. Even though it is repaid twice as fast  
(15 years versus 30), the monthly payments don’t in-
crease excessively. To pay off a loan in less time, the 
homeowner must pay more each month, but monthly 
payments don’t have to be doubled to pay off the loan 
in half the time. The monthly payment on a 15-year loan 
is generally only about 20 percent to 30 percent larger 
than the payment on a 30-year loan. The following table 
shows the difference in monthly payment and total in-
terest paid for 30- and 15-year fixed-rate mortgages. In 
both cases the purchaser borrows $160,000 at a 5 per-
cent fixed rate of interest.

Term of Loan
Regular Monthly 
Payment

Total Interest Paid 
over Life of Loan

30 years $ 858.91 $149,209.25

15 years $1,265.27 $ 67,748.56

Perhaps the most startling feature is the substantial 
difference in the total amount of interest paid over the 
term of the loan. Note in the example above that you 
can save $81,460.69 ($149,209.25  $67,748.56) just 
by financing your home with a 15-year mortgage rather 
than over the traditional 30 years. And keep in mind this 
savings is possible even though monthly payments dif-

fer by only about $406 
($1,265.27  $858.91). 
The difference in the 
monthly payment is usu-
ally even less because  
15-year mortgages are 
usually available at inter-
est rates that are about 
half a percentage point 
below otherwise compa-
rable 30-year loans.

Another way to 
shorten the mortgage 
term without committing 
to an initially shorter-term 
mortgage is by making 
extra principal payments 
regularly or when you 
have extra funds. This 
approach can save you a 
lot in interest payments 

over time. You could effectively replicate a 15-year loan 
using a 30-year mortgage while preserving the option to 
quit making extra payments whenever you like.

Adjustable-Rate Mortgages (ARMs) Another popu-
lar form of home loan is the adjustable-rate mortgage  
(ARM). In this case, the rate of interest, and therefore 
the size of the monthly payment, is adjusted based on 
market interest rate movements. The mortgage inter-
est rate is linked to a specific interest rate index and is 
adjusted at specific intervals (usually once or twice a 
year) based on changes in the index. When the index 
moves up, so does the interest rate on the mortgage 
and, in turn, the size of the monthly mortgage payment 
increases. The new interest rate and monthly mortgage 
payment remain in effect until the next adjustment 
date.

The term of an ARM can be 15 or 30 years. Be-
cause the size of the monthly payments will vary with 
interest rates, there’s no way to tell what your future 
payments will be. However, because the borrower 
assumes most or all of the interest rate risk in these 
mortgages, the initial rate of interest on an adjust-
able-rate mortgage is normally well below—typically 
by 2 to 3 percentage points—the rate of a standard  
30-year fixed-rate loan. Of course, whether the bor-
rower actually ends up paying less interest depends on 
the behavior of market interest rates during the term 
of the loan.

Features of ARMs It’s important for home buyers to 
understand the basic features of an ARM:

▶ Adjustment period : Although the period of time 
between rate changes is typically six months to 
one year, adjustment periods can range from three 
months to three years or more.

▶ Index rate: A baseline rate that captures the 
movement in interest rates, usually tied to six- 
month U.S. Treasury securities, six-month CDs,  
or the average cost of funds to savings  
institutions.

▶ Margin: The percentage points that a lender  
adds to the index to determine the rate of interest  
on an ARM, usually a fixed amount over the life of  
the loan.

▶ Interest rate caps: Limits the amount the interest 
rate can increase over a given period. Periodic caps 
limit interest rate increases from one adjustment to 
the next (typically lenders cap annual rate adjust-
ments at 1 to 2 percentage points), and overall caps 

adjustable-rate mortgage 
(ARM) a mortgage on which the 
rate of interest, and therefore the size 
of the monthly payment, is adjusted 
based on market interest rate 
movements

adjustment period on an 
adjustable-rate mortgage, the period of 
time between rate or payment changes

index rate on an adjustable-rate 
mortgage, the baseline index rate that 
captures interest rate movements

margin on an adjustable-rate 
mortgage, the percentage points 
a lender adds to the index rate to 
determine the rate of interest

interest rate cap on an 
adjustable-rate mortgage, the limit 
on the amount that the interest rate 
can increase each adjustment period 
and over the life of the loan
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limit the interest rate increase over the life of the 
loan (lifetime interest rate caps are typically set at 
5 to 8 percentage points). Many ARMs have both 
periodic and overall interest rate caps.

▶ Payment caps: Limits on monthly payment increas-
es that may result from a rate adjustment—usually 
a percentage of the previous payment. If your ARM 
has a 5 percent payment cap, your monthly pay-
ments can increase no more than 5 percent from 
one year to the next—regardless of what happens to 
interest rates.

Because most ARMs are 30-year loans (360 pay-
ments), you can determine the initial monthly payment 
in the same manner as for any other 30-year mortgage. 

For example, for 
a $100,000 loan at  
6.5 percent (4.5 per-
cent index rate  
2 percent margin), 
we can use a calcu-
lator as shown here 
to find the first-year 
monthly payments 
of $632.07. Assum-
ing a one-year ad-
justment period, if 
the index rate rises to 
5.5 percent, then the 
interest rate for the 
second year will be 
7.5 percent (5.5 per-
cent  2 percent 5  

7.5 percent). The size of the monthly payment for the 
next 12 months will then be adjusted upward to about 
$697.83. This process is repeated each year thereafter 
until the loan matures.

Beware of Negative Amortization Some ARMs 
are subject to negative amortization—an increase in 
the principal balance resulting from monthly loan pay-
ments that are lower than the amount of monthly inter-
est being charged. In other words, you could end up 
with a larger mortgage balance on the next anniversary 
of your loan than on the previous one. This occurs when 
the payment is set below the interest charge, or when 
the ARM has interest rates that are adjusted monthly—
with monthly payments that adjust annually. In the 
latter case, when rates are rising on these loans, the 
current monthly payment can be less than the inter-
est being charged, and the difference is added to the 
principal, thereby increasing the size of the loan. When 

considering an ARM, be sure to learn whether nega-
tive amortization could occur. Generally, loans without 
the potential for negative amortization are available, 
although they tend to have slightly higher initial rates 
and interest rate caps.

Here are a couple of other types of ARMs lenders 
may sometimes offer:

▶ Convertible ARMs allow borrowers to convert 
from an adjustable-rate to a fixed-rate loan during a 
specified time period, usually any time between the 
13th and 60th month. Although these loans seldom 
provide the lowest initial rate, they allow the bor-
rower to convert to a fixed-rate loan if interest rates 
decline. A conversion fee of about $500 is typical, 
and the fixed rate is normally set at 0.25 percent to 
0.5 percent above the going rate on fixed-rate loans 
at the time you convert.

▶ Two-step ARMs have just two interest rates, the 
first for an initial period of five to seven years, and a 
higher one for the remaining term of the loan.

Fixed or Adjustable Rate? Fixed-rate mortgages  
are popular with home buyers who plan to stay in their 
homes for at least five to seven years and want to know 
what their payments will be. Of course, the current level 
of interest rates and your expectations about future in-
terest rates will influence your choice of a fixed-rate or 
adjustable-rate mortgage.

When the aver-
age interest rate on a 
30-year mortgage loan 
is high, people often 
choose adjustable-rate 
mortgages to avoid 
being locked into pre-
vailing high rates. In 
sharp contrast, when 
interest rates are 
low, many home buy-
ers opt for fixed-rate 
mortgages to lock in 
these attractive rates. 
In such situations, 
many homeowners 
with adjustable-rate 
mor tgages will often 
refinance them with 
fixed-rate loans to 
take advantage of the 
favorable fixed rates.

Calculator
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632.07

See Appendix E for details.
payment cap on an adjustable-rate 
mortgage, the limit on the monthly 
payment increase that may result from a 
rate adjustment

negative amortization when the 
principal balance on a mortgage loan 
increases because the monthly loan 
payment is lower than the amount of 
monthly interest being charged; some 
ARMs are subject to this undesirable 
condition

convertible ARM an adjustable-
rate mortgage loan that allows 
borrowers to convert from an 
adjustable-rate to a fixed-rate loan, 
usually at any time between the 13th 
and the 60th month

two-step ARM an adjustable-rate 
mortgage with just two  interest rates: 
one for the first five to seven years of the 
loan, and a higher one for the remaining 
term of the loan
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Other Mortgage Payment Options. In addition to 
standard fixed-rate and adjustable-rate mortgage loans, 
some lenders offer variations designed to help first-time 
home buyers:

▶ Interest-only mortgages are loans requiring the 
borrower to pay only the interest portion of the loan. 
Rather than amortizing the loan with equal monthly 
payments, the borrower merely pays the accrued 
interest each month—the option to pay interest only 
lasts for a specified period, often 5 to 10 years, after 
which time all future loan payments will also include 
principal. These mortgages allow the borrower to 
make lower payments (early on in the life of the loan) 
that are still fully tax deductible. Most interest-only 

mortgages are of-
fered as ARMs.

▶  Graduated-payment 
mortgages are 
loans offering low 
payments for the first 
few years, gradually 
increasing until year 
three or five, and then 
remaining fixed. The 
low initial payments 
appeal to people 
who are just starting 
out and expect their 
income to rise. If this 
doesn’t occur, how-
ever, it could result 
in a higher debt load 
than the borrower 
can handle.

▶  Growing-equity 
mortgages are 
fixed-rate mortgages 
with payments that 
increase over a spe-
cific period. The extra 
funds are applied to 
the principal, so a 
conventional 30-year 
loan can be paid off in 
about 20 years.

▶ Biweekly mortgages 
are loans on which 
payments equal 
to half of a regular 
monthly payment 
are made every two 

weeks rather than once a month. Because you make 
26 payments (52 weeks/2), which is the equivalent of 
13 monthly payments, the principal balance declines 
faster and so you pay less interest over the life of  
the loan.

▶ Buydowns are a type of seller financing  
sometimes offered on new homes. A builder, for 
example, arranges for mortgage financing with 
a financial institution at interest rates well below 
market rates. For example, a builder may offer  
5 percent financing when the market rate of inter-
est is around 6 or 6.5 percent. Be careful, though, 
because the reduced rate may only be good for a 
short period, or the buyer may actually end up pay-
ing for the reduced interest in the form of a higher 
purchase price.

Conventional, Insured, and Guaranteed Loans  
A conventional mortgage is a mortgage offered by a 
lender who assumes all the risk of loss. To protect them-
selves, lenders usually require a down payment of at least 
20 percent of the value of the mortgaged property. For 
lower down payments, the lender usually requires pri-
vate mortgage insurance (PMI), as described earlier in 
the chapter. High borrower equity greatly reduces the 
likelihood of default on a mortgage and subsequent loss 
to the lender. However, a high down payment require-
ment makes home buying more difficult for many fami-
lies and individuals.

The FHA mortgage insurance program helps peo-
ple buy homes even when they have very little money 
available for a down payment and closing costs; these 
are known as insured loans. In 2018, the up-front mort-
gage insurance premium for a 15- or 30-year mortgage 
was 1.75 percent of the loan amount—paid by the bor-
rower at closing or included in the mortgage—plus 
another 0.45 percent to 1.05 percent annual renewal 
premium, paid monthly, depending on the amount 

YOU CAN DO IT NOW: Current Mortgage Rates  
If you’re considering buying a home, you need to 
know current mortgage rates to determine prospec-
tive monthly payments and the implied price you can 
afford to pay for the home. Up-to-date market rates 
for different maturities of fixed and adjustable rate 
mortgages are available at http://www.bankrate.com. 
And you can also obtain refinancing rates there if you 
already have a mortgage and are considering refinanc-
ing it. It’s so easy—you can do it now. 

interest-only mortgage a 
mortgage that requires the borrower 
to pay only interest; typically used 
to finance the purchase of more 
expensive properties

graduated-payment 
mortgage a mortgage that starts 
with unusually low payments that 
rise over several years to a fixed 
payment

growing-equity 
mortgage fixed-rate mortgage 
with payments that increase over 
a specific period. Extra funds are 
applied to the principal so that the 
loan is paid off more quickly

biweekly mortgage a loan on 
which payments equal to half the 
regular monthly payment that are 
made every two weeks

buydown financing made 
available by a builder or seller to a 
potential new-home buyer at well 
below market interest rates, often 
only for a short period

conventional mortgage a 
mortgage offered by a lender who 
assumes all the risk of loss; typically 
requires a down payment of at 
least 20 percent of the value of the 
mortgaged property

FHA mortgage insurance a 
program under which the Federal 
Housing Administration (FHA) offers 
lenders mortgage insurance on loans 
having a high loan-to-value ratio; its 
intent is to encourage loans to home 
buyers who have very little money 
available for a down payment and 
closing costs
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Using this form, the Torres family finds that—by refinancing the $70,180 balance on 
their 10-year-old, $80,000, 8 percent, 30-year mortgage (which has no prepayment 
penalty and requires payments of $587 per month) with a 5 percent, 20-year mortgage 
requiring $463 monthly payments and $2,400 in total after-tax closing costs—it will 
take 26 months to break even. Because the Torres family plans to stay in their home for 
at least 60 more months, the refinancing is easily justified.

wORksHEEt 5.4   MortgAge refinAnCing AnALYSiS for tHe torreS fAMiLY

MORTGAGE REFINANCING ANALYSIS

Item Description Amount

Name

1 Current monthly payment (Terms: _______________________)
2 New monthly payment (Terms: _______________________)
3 Monthly savings, pretax (Item 1 1 Item 2)
4 Tax on monthly savings [Item 3 3 tax rate (____%)]
5 Monthly savings, after-tax (Item 3 2 Item 4)
6 Costs to refinance:

a. Prepayment penalty
b. Total closing costs (after-tax)
c. Total refinancing costs (Item 6a 1 Item 6b)

7 Months to break even (Item 6c 4 Item 5)

DateSara and Joaquin Torres October 8, 2020

$ 80,000, 8%, 30 years
$  70,180, 5%, 20 years

25

$ 587

$ 124

$ 93
31

$ 2,400

$ 0
2,400

26

463

and maturity of the loan and the amount of the down 
payment. The FHA agrees to reimburse lenders for 
losses up to a specified maximum amount if the buyer 
defaults. The interest rate on an FHA loan is gener-
ally about 0.5 percent to 1 percent lower than that on 
conventional fixed-rate loans. The affordability ratios 

that are used to qualify applicants for these loans are 
typically less stringent than those used for convention-
al loans. To learn more about FHA mortgages, visit 
www.fha.com.

Guaranteed loans are similar to insured loans, 
but better—if you qualify. VA loan guarantees are 

provided by the U.S. Veterans 
Administration to lenders who 
make qualified mortgage loans 
to eligible veterans of the U.S. 
armed forces and their unmar-
ried surviving spouses. This 
program, however, does not re-
quire lenders or veterans to pay 
a premium for the guarantee. 
In many instances, an eligible 

Dm
itr
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Sh
ut
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ck

.c
om VA loan guarantee a guarantee 

offered by the U.S. Veterans 
Administration to lenders who make 
qualified mortgage loans to  eligible 
veterans of the U.S. Armed Forces and 
their unmarried  surviving spouses
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veteran must pay only  closing costs. Thus, under such 
a program, a veteran can effectively buy a home with 
no down payment. (This can be done only once with a 
VA loan.) The mortgage loan—subject to a maximum 
of about $453,100 (or more in high-cost counties) for 
a no-money-down loan (as of 2018)—can amount to 
as much as 100 percent of a purchased property’s ap-
praised value. 

It is important to note that there are some regional 
differences in VA loan requirements. VA loans include 
a funding fee of up to about 2 percent on first-time, 
no-down-payment loans for regular military members 
(the fee is lower if the down payment is 5 percent or 
more). The VA sets the maximum interest rate, which 
(as with FHA loans) is usually about 0.5 percent below 
the rate on conventional fixed-rate loans. To qualify, 
the veteran must meet VA credit guidelines. You can 
find more information at www.homeloans.va.gov.

5-6c Refinancing Your Mortgage
After you’ve purchased a home and closed the trans-
action, interest rates on similar loans may drop. If 
rates drop by 1 percent to 2 percent or more, then 
you should consider the economics of refinancing af-
ter carefully comparing the terms of the old and new 
mortgages, the anticipated number of years you expect 
to remain in the home, any prepayment penalty on the 
old mortgage, and the closing costs associated with the 
new mortgage.

Worksheet 5.4 provides a form for analyzing the 
impact of refinancing. The data for the Torres family’s 
analysis is shown. Their original $80,000, 10-year-old, 
8  percent mortgage has a current balance of $70,180 
and monthly payments of $587 for 20 more years. If 
they  refinance the $70,180 balance at the prevailing 
rate of 5  percent, then the monthly payment would 
drop to $463 over the remaining 20-year life of the cur-
rent mortgage. The Torres family plans to live in their 
house for at least five more years. They won’t have to 
pay a penalty for prepaying their current mortgage, and 
closing and other costs associated with the new mort-
gage are $2,400 after taxes.

Entering these values into Worksheet 5.4 reveals (in 
Item 7) that it will take the Torres family 26 months to 
break even with the new mortgage. Because 26 months 
is considerably less than their anticipated minimum 
five years (60 months) in the home, the economics eas-
ily support refinancing their mortgage under the speci-
fied terms. Most families decide to refinance in order 
to lower their monthly mortgage payments—it is, after 

Planning over  
a lifetime

Auto and Housing Decisions

Here are some key considerations in making  
auto and housing decisions in each stage of the  
life cycle.

pre-fAMiLY inDepenDenCe: 20s

 Start saving for a downpayment on a house.

 Compare renting versus buying a house.

 Familiarize yourself with the various types of  
mortgages.

fAMiLY forMAtion/CAreer DeveLopMent: 30–45

 Compare current mortgage rates with yours and  
evaluate the value of refinancing.

 Budget to make additional payments on your mortgage 
to gain greater financial flexibility in the future.

 Save to finance the replacement of your current car.

pre-retireMent: 45–65

 Periodically re-evaluate the attractiveness of refinancing 
your mortgage.

 Budget to pay off your mortgage prior to retirement.

 Consider whether different type of car(s) appropriate.

retireMent: 65 AnD BeYonD

 Re-evaluate housing choices and location. Consider 
 downsizing but watch transactions costs.

 Pay off mortgage.

 Consider whether more than one family car is needed in 
retirement.

all, almost like getting a raise in pay! In such cases, the 
analysis is relatively simple: determine how long it will 
take for the monthly savings to equal any closing costs 
(as spelled out in Worksheet 5.4).
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Study  
toolS 5
LoCAteD At BACK of tHe textBooK

 ◻ Chapter Review Card

LoCAteD in MinDtAp
 ◻ Review Key Term flashcards and create your own cards. 

Clara Wants to Buy a House but Doesn’t  
Want a Roommate Now

Clara Foster has saved $10,000 toward a $20,000 
down payment on buying a home. 
She puts aside $300 a month 
in her house fund and is 
currently renting a one-
bedroom apartment on her 
own for $1,300 a month. If 
she rented a two-bedroom 
apartment with a room-
mate, she could reduce her 
rent to $900 a month. While 
having a roommate is not Clara’s favor-
ite solution, she’d be able to build up her 

down payment for buying a house a lot faster 
if she were able to save an extra $400 a month. 

If Clara stays on her own and her fi-
nances remain the same, it will 

take her about 2 ¾ years to 
put aside the needed addi-
tional $10,000. In contrast, if 
she set aside the rent saved 
by getting a roommate, 
she would have the need-
ed $10,000 in about only  

14 months. Doing without a roommate at 
this stage in Clara’s life is costly.

fINANcIAL ImPAct Of PERsONAL cHOIcEs

wavebreakmedia/Shutterstock.com
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 ◻ Increase your comprehension with online homework. 
 ◻ Watch ConceptClip videos.
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 LO1, 2 1.  Planning a new car purchase. Anna Davis 
has just graduated from college and needs to 
buy a car to commute to work. She estimates 
that she can afford to pay about $450 per 
month for a loan or lease and has about $2,000 
in savings to use for a down payment. Develop 
a plan to guide her through her first car-buying 
experience, including researching car type, 
deciding whether to buy a new or used car, 
negotiating the price and terms, and financing 
the transaction.

 LO2 2.  Lease versus purchase car decision. Use 
Worksheet 5.1. Ben Hall is trying to decide 
whether to lease or purchase a new car costing 
$18,000. If he leases, he’ll have to pay a $600 
security deposit and monthly payments of 
$450 over the 36-month term of the closed-
end lease. Ben could earn 1% on the amount 
of any down payment or security deposit. On 
the other hand, if he buys the car, then he’ll 
have to make a $2,400 down payment and 
will finance the balance with a 4% interest 
rate. He’ll also have to pay a 6 percent sales 
tax ($1,080) on the purchase price, and he 
expects the car to have a residual value of 
$6,500 at the end of three years. 

     Use the automobile lease versus pur-
chase analysis form in Worksheet 5.1 to find  
the total cost of both the lease and the  
purchase, and then recommend the best 
strategy for Ben.

 LO3, 4 3.  Rent versus buy home. Use Worksheet 5.2. 
Emma Sanchez is currently renting an apartment 
for $725 per month and paying $275 annually 
for renter’s insurance. She just found a small 
townhouse she can buy for $185,000. She has 
enough cash for a $10,000 down payment and 
$4,000 in closing costs. Her bank is offering 30-year 
mortgages at 5 percent per year. Emma estimated 
the following costs as a percentage of the home’s 
price: property taxes, 2.5 percent; homeowner’s 
insurance, 0.5 percent; and maintenance, 
0.7 percent. She is in the 22 percent tax bracket 
and does not plan to itemize deductions on her 
taxes. Emma estimates that the value of the home 
will appreciate 2 percent per year.

     Using Worksheet 5.2, calculate the cost 
of each alternative and recommend the least 
costly option—rent or buy—for Emma.

 LO4   4.  Maximum affordable mortgage payment. 
Using the maximum ratios for a conventional 
mortgage, how big a monthly payment could 
the Ross family afford if their gross (before-tax) 
monthly income amounted to $3,500? Would it 
make any difference if they were already making 
monthly installment loan payments totaling 
$750 on two car loans?

 LO4   5.  Changes in mortgage principal and interest 
over time. Explain how the composition of 
the principal and interest components of a 
fixed-rate mortgage change over the life of the 
mortgage. What are the implications of this 
change?

 LO4   6.  Calculating required down payment on 
home purchase. How much would you have 
to put down on a house with an appraised 
value of $105,000 when the lender required an 
80 percent loan-to-value ratio?

 LO4   7.  Calculating monthly mortgage payments. 
Find the monthly mortgage payments on the 
following mortgage loans using either your 
calculator or the table in Exhibit 5.6:

a. $90,000 at 6.5 percent for 30 years

b. $125,000 at 5.5 percent for 20 years

c. $97,500 at 5 percent for 15 years

 LO4, 5   8.  Estimating closing costs on home purchase. 
How much might a home buyer expect to pay 
in closing costs on a $220,000 house with a 
10 percent down payment? Her bank is offering 
30-year mortgages at 5 percent per year. How 
much would the home buyer have to pay at the 
time of closing, taking into account closing costs, 
down payment, and a loan fee of three points?

 LO5 9.  Using a real estate broker. Describe the 
ways in which a real estate broker represents 
buyers versus sellers. What’s a typical real estate 
commission?

Financial Planning Exercises
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 LO6 10.  Adding to monthly mortgage payments. 
What are the pros and cons of adding $100 a 
month to your fixed-rate mortgage payment?

 LO6 11.  Refinancing a mortgage. Use Worksheet 
5.4. Daisy Tran purchased a condominium ten 
years ago for $300,000, paying $1,439 per month 
on her $240,000, 6 percent, 30-year mortgage. 
The current loan balance is $200,857. Recently, 
Daisy has been considering refinancing her 
condo. She expects to remain in the condo for 
at least four more years and has found a lender 

that will make a 4 percent, 20-year, $200,857 
loan, requiring monthly payments of $1,217. 
Although there is no prepayment penalty on 
her current mortgage, Daisy will have to pay 
$1,500 in closing costs on the new mortgage. 
She is in the 22 percent tax bracket. Based on 
this information, use the mortgage refinancing 
analysis form in Worksheet 5.4 to determine 
whether Daisy should refinance her mortgage 
under the specified terms.

Financial Planning Exercises 
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LEARNING ObjEctIvEs
After studying this chapter, you will be able to…

 6-1 Describe the reasons for using consumer credit and identify its benefits and problems.

 6-2 Develop a plan to establish a strong credit history.

 6-3 Distinguish among the different forms of open account credit.

 6-4 Apply for, obtain, and manage open forms of credit.

 6-5 Choose the right credit cards and recognize their advantages and disadvantages.

 6-6 Avoid credit problems, protect yourself against credit card fraud, protect yourself against 
identity theft, and understand the personal bankruptcy process.

After finishing  
this chapter go 

to PAGE 169 for 

stUDY tOOLs

6 Using Credit
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 6-1 thE bAsIc cONcEPts Of cREDIt
LO1, LO2 It’s so easy—just slide that credit card 
through the reader and you can get gas for your car, buy 
a laptop at Best Buy, or furnish an apartment. It happens 
several hundred million times a day across the United 
States. Credit, in fact, has become an entrenched part 
of our everyday lives, and we as consumers use it in one 
form or another to purchase just about every type of 
good or service imaginable. Indeed, because of the ready 
availability and widespread use of credit, our economy is 
often called a “credit economy.” And for good reason: as 
of the end of 2017, households in this country had run up 
more than $13 trillion in debt!

Consumer credit is important in the personal finan-
cial planning process because of the impact it can have 
on  (1) attaining financial goals and (2) cash budgets. For 
one thing, various forms of consumer credit can help 
you reach your financial objectives by enabling you to 
acquire some of the more expensive items in a systematic 
fashion without throwing your whole budget into disar-
ray. But there’s another side to consumer credit: it has to 
be paid back. Unless credit is used intelligently, the “buy 
now, pay later” attitude can quickly turn an otherwise 
orderly budget into a nightmare and lead to some serious 
problems—even bankruptcy! Consumers need to know 
how to establish credit and how to avoid the dangers of 
using it improperly.

6-1a Why We Use Credit
People typically use credit as a way to pay for goods and 
services that cost more than they can afford to take from 
their current income. This is particularly true for those 

in the 25 to 44 age group, who have not had time to ac-
cumulate the liquid assets required to pay cash outright 
for major purchases and expenditures. As people begin 
to approach their mid-40s, however, their savings and 
investments start to build up and their debt loads tend 
to decline—which is unsurprising when you consider 
that the median household net worth for those in the 
45 to 54 age group is considerably higher than for those 
aged 35 to 44.

Whatever their age group, people tend to borrow for 
several major reasons:

 ▶ To avoid paying cash for large outlays. Rather than 
pay cash for large purchases such as houses and cars, 
most people borrow part of the purchase price and 
then repay the loan on some  scheduled basis. Spread-
ing payments over time makes  big-ticket items more 
affordable, and consumers get the use of an expen-
sive asset right away.

 ▶ To meet a financial emergency. For example, people 
may need to borrow to cover living expenses during a 
period of unemployment or to purchase plane tickets 
to visit a sick relative.

 ▶ For convenience. Merchants as well as banks offer a 
variety of charge accounts and credit cards that allow 
consumers to charge just about anything—from gas 
or clothes and stereos to doctor and dental bills and 
even college tuition. Further, in many places— 
restaurants, for instance—using a credit card is far 
easier than writing a check.

 ▶ For investment purposes. As we’ll see in Chapter 11, 
it’s relatively easy for an investor to partially finance 
the purchase of many different kinds of investments 
with borrowed funds. 

hOw wILL thIs AffEct ME?

The ability to borrow funds to buy goods and services is as convenient as it 

is seductive. It is important to understand how to get and maintain access to 

credit via credit cards, debit cards, lines of credit, and other means. This chapter 

reviews the common sources of consumer credit and provides a framework for 

choosing among them. It also discusses the importance of developing a good 

credit history, achieving and maintaining a good credit score, and protecting 

against identity theft and credit fraud. The chapter will help you understand 

the need to use credit intentionally, in a way that is consistent with your overall 

financial objectives.
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6-1b Improper Uses of Credit
Many people use consumer credit to live beyond their 
means. For some people, overspending becomes a way of 
life, and it is perhaps the biggest danger in  borrowing— 
especially because it’s so easy to do. And nowhere did  
that become more apparent than in the wake of the  
credit crisis of 2007–2008. Indeed, as credit became 
more readily available and easier to obtain, it also became 
increasingly clear that many consumers  
were, in fact, severely overusing it. 
Whether or not the consumer deserved 
the credit was really not an issue—the 
only thing that seemed to matter was  
that it was there for the taking. All  
this resulted in a credit meltdown unlike 
anything this country had ever seen.

Some people use their credit cards 
to make even routine purchases, and 
all too often don’t realize they have overextended 
themselves until it’s too late. And by making only the 
minimum payment, borrowers pay a huge price in the 
long run. Exhibit 6.1 shows the amount of time and 
interest charges required to repay credit card balances 
if you make only minimum payments of 3 percent of 
the outstanding balance. 

Some cards offer even lower minimum payments 
of just 2 percent of the outstanding balance. Although 
such small payments may seem like a good deal, clearly 
they don’t work to your advantage and only increase the 
time and amount of interest required to repay the debt. 
Indeed, by making minimum, 2 percent payments, it 
would take more than 32 years to pay off a $5,000 balance  
on a credit card that carries a 15 percent rate of  
interest. In contrast, that same $5,000 balance could  

be paid off in just 16.4 years if you had  
made 3 percent minimum payments. Just 
think, making an additional 1 percent 
payment can save you nearly 16 years 
of interest! That’s why federal banking  
regulators issued guidelines stating that 
minimum monthly credit card payments 
should cover at least 1 percent of the 
outstanding balance plus all monthly  
finance charges and any other fees.

The best way to steer clear of future repayment 
shock is to avoid using your credit card in the following 
situations:

 ▶ Meeting basic living expenses.

 ▶ Making impulse purchases, especially expensive ones.

 ▶ Purchasing nondurable (short-lived) goods and services.

Except in situations where credit cards are used occa-
sionally for convenience, or where payments on recur-
ring credit purchases are built into the monthly budget, 
a good rule to remember when considering the use  
of credit is that the product purchased on credit should 
outlive the payments.

Unfortunately, people who overspend must even-
tually choose to either become delinquent in their  
payments or sacrifice necessities, such as food or a  

By making only the 
minimum credit card 
payment, borrowers 
pay a huge price in the 
long run.

Exhibit 6.1

Minimum Payments Mean Maximum Years
Paying off credit card balances at the minimum monthly amount required by the card issuer will take a long time and cost you a great 
deal of interest, as this table demonstrates. The calculations here are based on a minimum 3% payment and 15% annual interest rate.

Original Balance Years to Repay Interest Paid

Total Interest Paid  
as Percentage of Original  

Balance

$5,000 16.4 $3,434 68.7%

4,000 15.4 2,720 68.0

3,000 14.0 2,005 66.8

2,000 12.1 1,291 64.5

1,000 8.8 577 57.7

EXAMPLE: Paying Only the Minimum on Your 
Credit Card  If you carry a $3,000 balance—which is 
about one-third of the national average per American 
indebted household—on a credit card that charges  
15 percent annually, it would take you 14 years to retire 
the debt, and your interest charges would total some 
$2,000—or more than 66 percent of the original balance!
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cell phone. If payment obligations aren’t met, the  
consequences are likely to be a damaged credit rating, 
lawsuits, or even personal bankruptcy. Ignoring the 
 telltale signs that you are overspending can only lead  
to more serious problems.

6-1c Establishing Credit
The willingness of lenders to extend credit depends on 
their assessment of your creditworthiness— 
that is, your ability to repay the debt 
promptly. Lenders look at vari-
ous factors in making this 
decision, such as your 
present earnings 
and net worth. 
Equally important, 
they look at your 
current debt posi-
tion and your credit 
history. Thus, it’s worth your while 
to do what you can to build a strong credit 
rating.

First Steps in Establishing Credit First, open check-
ing and savings accounts. They signal stability to lend-
ers and indicate that you handle your financial affairs 
in a businesslike way. Second, use credit: open one or  
two charge accounts and use them periodically, even if 
you prefer paying cash. You might pay an annual fee or 
interest on some (or all) of your account balances, but  
in the process, you’ll build a record of being a reliable 
credit customer. Third, obtain a small loan, even if you 
don’t need one. If you don’t actually need the money, put 
it in a liquid investment, such as a money market account 
or certificate of deposit. The interest you earn should 
offset some of the interest expense on the loan; you can 
view the difference as a cost of building good credit. You 
should repay the loan promptly, perhaps even a little 
ahead of schedule, to minimize the difference in interest 
rates. Keep in mind that your ability to obtain a signifi-
cant loan in the future will depend, in part, on how you  
managed smaller ones in the past.

Build a Strong Credit History From a financial per-
spective, maintaining a strong credit history is just as 
important as developing a solid employment record. Don’t 
take credit lightly, and don’t assume that getting the loan 
or the credit card is the toughest part. It’s not. That’s just 
the first step; making payments in a prompt and timely 
 fashion—month in and month out—is the really tough part 
of the consumer credit process. And in many respects, it’s 

the most important element of consumer credit because it 
determines your creditworthiness. By using credit wisely 
and repaying it on time, you’re establishing a credit his-
tory that tells lenders you’re a dependable, reliable, and 
responsible borrower. When you take on credit, you have 
an obligation to live up to the terms of the loan, including 
how and when the credit will be repaid.

If you foresee dif-
ficulty in meeting a 
monthly payment, let 
the lender know. Usu-
ally arrangements can 
be made to help you 
through the situa-
tion. This is espe-

cially true with installment 
loans that require fixed monthly 

payments. Don’t just skip a pay-
ment, because that will put your ac-

count into late status until you make up the missed 
payment. Instead, try to work out an extension with 

your lender. 
If you expect to be late on a payment, explain the 

situation to the loan officer and ask for an extension of 
one (or two) months on your loan. In most cases, as long 
as this hasn’t occurred before, the extension is almost au-
tomatically granted. The maturity of the loan is formally 
extended for a month (or two), and the extra interest of 
carrying the loan for another month (or two) is either 
added to the loan balance or, more commonly, paid at 
the time the extension is granted (such an extension fee 
generally amounts to a fraction of the normal monthly 

Piotr Adamowicz/Shutterstock.com

EvALUAtING cREDItwORthINEss

Lenders often use the “5 C’s of Credit” to assess the 
willingness and ability of a borrower to repay a loan.

1. Character: A key factor in defining the  borrower’s 
willingness to live up to the terms of the loan.

2. Capacity: The ability of the borrower to service the 
loan in a timely fashion.

3. Collateral: Something of value that’s used to secure a 
loan and that the lender can claim in case of default.

4. Capital: The amount of unencumbered assets owned 
by the borrower, used as another indicator of the 
borrower’s ability to repay the loan.

5. Condition: The extent to which prevailing economic 
conditions could affect the borrower’s ability to 
service a loan.
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payment). Then, in a month or two, you pick up, where 
you left off and resume your normal, monthly payments 
on the loan. This is the most sensible way of making it 
through those rough times because it doesn’t harm your 
credit record. You just shouldn’t do it too often.

How Much Credit Can You Handle? Sound finan-
cial planning dictates that you have a good idea of 
how much credit you can 
comfortably tolerate. The 
easiest way to avoid re-
payment problems and 
ensure that your bor-
rowing won’t place an 
undue strain on your 
monthly budget is to 
limit the use of credit 
to your ability to repay the 
debt. A useful guideline widely  
used by lenders is to make sure 
your monthly repayment burden 
doesn’t exceed 20 percent of your 
monthly take-home pay. Most experts, 
however, regard the 20 percent figure as 
the maximum debt burden and strongly recom-
mend a debt safety ratio closer to 10 percent  
or 15 percent—perhaps even lower if you plan 
on applying for a new mortgage in the near fu-
ture. Note that the monthly repayment burden 
here does include payments on your credit cards, but it 
excludes your monthly mortgage obligation.

For example, consider someone who takes home 
$2,500 a month. Using a 20 percent ratio, she should 
have monthly consumer credit payments of no more 

than $500—that is, 
$2,500 3 0.20 3 $500. 
This is the maximum 
amount of her monthly 
disposable income that 
she should need to pay 
off both personal loans 
and other forms of con-
sumer credit (such as 

credit cards and education loans). This, of course, is not 
the maximum amount of consumer credit that she can 
have outstanding. In fact,  her total consumer indebted-
ness can, and likely would, be considerably larger. The 
key factor is that with her income level, her payments on 
this type of debt should not exceed $500 a month. Obvi-
ously, the lower the debt safety ratio, the better shape 
you’re in, creditwise, and the easier it should be for you 
to service your outstanding consumer debt.

You can compute the debt safety ratio as follows:

Debt safety ratio 5

Total monthly consumer
credit payments

 

Monthly take{home pay

This measure is the focus of Worksheet 6.1, which you 
can use for keeping close tabs on your own debt safety 

ratio. It shows the impact that each new 
loan you take out, or credit 

card you sign up for, can 
have on this important 
measure of creditwor-
thiness. Consider, for 
example, George and 
Mia Jackson. As seen 
in Worksheet 6.1, they 
have five outstanding 

consumer loans and they’re 
carrying balances on three credit cards. All  

totaled, these eight obligations require monthly 
payments of almost $740, which accounts for 

about one-fifth of their combined take-home 
pay and gives them a debt safety ratio of 

18 percent. And note the information 
at the bottom of the worksheet that 

says if the Jacksons want to lower 
this ratio to, say, 15 percent, then 

they’ll either have to reduce their 
monthly payments to $615 or increase their take-home 
pay to at least $4,927 a month.

 6-2  cREDIt cARDs AND OthER 
tYPEs Of OPEN AccOUNt 
cREDIt

LO3 Open account credit is a form of credit extended to 
a consumer in advance of any transactions. Typically, a re-
tail outlet or bank agrees to allow the consumer to buy or 
borrow up to a specified amount on open account. Credit 
is extended so long as the consumer does not exceed the 

Brian A Jackson/Shutterstock.com

    Go to Smart Sites
Are you living beyond your means? Investopedia has five 
signs to watch for. MindTap includes “Smart Sites,” a list 
of resources and sites that offer additional information on 
topics in the PFIN text.

debt safety ratio the 
proportion of total monthly 
consumer credit obligations to 
monthly take-home pay

open account credit a form 
of credit extended to a consumer in 
advance of any transaction
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A worksheet like this one will help a household stay on top of their monthly credit card 
and consumer loan payments as well as their debt safety ratio—an important measure 
of creditworthiness. The key here is to keep the debt safety ratio as low as (reasonably) 
 possible, something that can be done by keeping monthly loan payments in line with 
monthly take-home pay.

3. With current monthly payments of                   ,     
total take-home pay must equal:

MONTHLY CONSUMER LOAN PAYMENTS & DEBT SAFETY RATIO

Type of Loan* Lender

Current
Monthly (or Min.)

Payment

Name

*Note: List only those loans that require regular monthly payments.

Auto and personal loans

Education loans
Overdraft protection line
Personal line of credit
Credit cards

Home equity line

TOTAL MONTHLY PAYMENTS

Date

TOTAL MONTHLY TAKE-HOME PAY

Monthly Take-Home Pay

Debt Safety Ratio:

3 100 5                          3 100 5 %
Total monthly payments

Total monthly take-home pay

100 5

Changes needed to reach a new debt safety ratio

2. At current take-home pay of                        

1. New (Target) debt safety ratio:                     

,
total monthly payments must equal:

%

**Note: Enter debt safety ratio as a decimal (e.g., 15% = 0.15).

Total monthly take-home pay 3 Target debt safety ratio**

3 5

New monthly payments

5

New take-home pay

OR

3
Total monthly payments

New (target) debt safety ratio

George and Mia Jackson

Ford Motor Credit
Bank of America
U.S. Dept. of Education
Bank of America

Bank of America

George
Mia

Bank of America Visa
Fidelity MC
JC Penney

 $ 360.00

$ 739.00

$ 1,855.00

$ 4,105.00

 $ 739.00 18.0

15.0

$ 4,105.00

$ 4,105.00

$ 4,105.00 $ 615.75

$ 739.00

$ 739.00 $ 4,926.67
0.150

0.150

2,250.00

115.00
75.00
30.00

72.00

28.00
31.00
28.00

June 21, 2020

wORkshEEt 6.1  EValUatInG YoUr CrEdIt
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established credit limit and makes payments in 
accordance with the specified terms. Open  
account credit issued by a retail outlet, such 
as a department store or oil company, is 
usually usable only in that establishment 
or one of its locations. In contrast, open 
account credit issued by banks, such as 
MasterCard and Visa accounts, can be 
used to make purchases at a wide variety  
of businesses. Having open account credit  
is a lot like having your own personal line  
of credit—it’s there when you need it. Open  
account credit generally is available from  
two broadly defined sources: financial  
institutions and retail stores/merchants.

Financial institutions issue 
general-purpose credit cards, 
as well as secured and un-
secured revolving lines of 
credit and overdraft pro-
tection lines. Retail stores 
and merchants make up the 
other major source of open account 
credit. They provide this service as a way to promote  
the sales of their products, and their principal form of 
credit is the charge (or credit) card. Let’s now take a  
look at these two forms of credit, along with debit  
cards and revolving lines of credit.

6-2a Bank Credit Cards
Probably the most popular form of open account credit 
is the bank credit card, issued by commercial banks and 
other financial institutions—Visa and MasterCard being 
the two dominant types. These cards allow their holders 

to charge purchases world-
wide at literally millions of 
stores, restaurants, shops, 
and gas stations, as well 
as at state and municipal  
governments, colleges and  
universities, medical groups, 
and mail-order houses—
not to mention the Inter-
net, where they’ve become 
the currency of choice. 
They can be used to pay 
for almost anything— 
groceries, doctor bills, col-
lege tuition, airline tickets, 
and car rentals. They can 
also be used to borrow 

money. In fact, the amount of transactions  
completed with credit and debit cards  
actually surpasses those made with cash  
or check.

The financial crisis in 2007–2008 
brought tougher credit standards and 

sharply reduced credit lines to the bank 
credit card business. Standards tend 

to tighten quickly in a crisis, and it 
can take several years be-

fore they move back to 
their pre-crisis levels. As 
a result, consumers find it 

harder to get new credit cards, 
and the limits on existing cards 

are often slashed. 

Line of Credit The line of credit  
provided to the holder of a bank  

credit card is set by the issuer. It’s the 
maximum amount that the cardholder 

can owe at any given time. The size of the 
credit line depends on both the applicant’s re-

quest and the results of the issuer’s investigation 
of the applicant’s credit and financial status. Lines  

of credit can reach $50,000 or more, but for the most 
part, they range from about $500 to $2,500.

Although card issuers fully expect you to keep 
your credit within the specified limits, most won’t 
take any real action until you extend your account 
balance by a certain percentage. For example, if you 
had a $1,000 credit limit, you probably wouldn’t hear  
a peep out of the card issuer until your outstand-
ing balance exceeded, say, $1,200 (i.e., 20 percent 
above the $1,000 line of credit). On the other hand, 
don’t count on getting off for free, because most card  
issuers assess over-the-limit fees whenever you go 
over your credit limit (more on this later).

Cash Advances In addition to purchasing merchan-
dise and services, the holder of a bank credit card can 
obtain a cash advance from any participating bank. 
Cash advances are loans on which interest begins to ac-
crue immediately. They’re transacted in the same way 
as merchandise purchases, except they take place at a 
commercial bank or some other financial institution and 
involve the receipt of cash (or a check) instead of goods 
and services. Another way to get a cash advance is to use 
the “convenience checks” that you receive from the card 
issuer to pay for purchases. You can even use your credit 
card to draw cash from an ATM, any time of the day or 
night. Usually, the size of the cash advance from an ATM 
is limited to some nominal amount (a common amount is 

Feng Yu/Shutterstock.com

credit limit a specified amount 
beyond which a customer may not 
borrow or purchase on credit

bank credit card a credit 
card issued by a bank or other 
financial institution that allows the 
holder to charge purchases at any 
establishment that accepts it

line of credit the maximum 
amount of credit a customer is 
allowed to have outstanding at any 
point in time

cash advance a loan that can 
be obtained by a bank credit  card 
holder at any participating bank or 
financial institution
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$500 or less), although the amount you can obtain from 
the teller window at a bank is limited only by the unused 
credit in your account.

Interest Charges The interest rates on credit cards 
are usually higher than any other form of consumer 
credit. The average annual rate of interest charged on 
bank credit cards was around 15  percent in the fall  
of 2016. You’ll find that most bank cards have one 
rate for merchandise purchases and a much higher 
rate for cash advances. For example, the rate on mer-
chandise purchases might be 15 percent, while the 
rate on cash advances could be 20 percent or more. 
And when shopping for a credit card, watch out  
for those special low introductory rates that many 
banks offer. Known as “teaser rates,” they’re usually 
only good for the first 6 to 12 months. Then, just as 
soon as the introductory period ends, so do the low 
interest rates.

Most of these cards have variable interest rates that 
are tied to an index that moves with market rates. The 
most popular is the prime or base rate: the rate a bank 
uses as a base for loans to individuals and small or mid-
size businesses. These cards adjust their interest rate 
monthly or quarterly and usually have minimum and 
maximum rates. 

Bank credit card issuers must disclose interest costs 
and related information to consumers before extending 
credit. In the case of purchases of merchandise and ser-
vices, the specified interest rate may not apply to charges 
until after the grace period. During this short period, 
usually 20 to 30 days, you have historically been able 
to pay your credit card bill in full and avoid any inter-
est charges. However, once you carry a balance—that 
is, when you don’t pay your card in full during the grace  
period—the interest rate is usually applied to any unpaid 
balances carried from previous periods as well as to any 
new purchases made. Interest on cash advances, in con-
trast, begins the day that the advance is taken out.

Other Fees Besides the interest charged on bank credit 
cards, there are other fees you should be aware of. To  
begin with, many (though not all) bank cards charge  
annual fees just for the “privilege” of being able to  
use the card. In most cases, the fee is around $25 to  
$40 a year, though it can amount to much more for  
prestige cards. As a rule, the larger the bank or S&L, 
the more likely it is to charge an annual fee for its  
credit cards. What’s more, many issuers also charge a 
transaction fee for each (non-ATM) cash advance. This 
fee usually amounts to about $5 per cash advance or 
3 percent of the amount obtained in the transaction, 
whichever is more.

Card issuers have come up with many ways to squeeze 
additional revenue from you. These include late-payment 
fees, over-the-limit charges, foreign transaction fees, and 
balance transfer fees. For example, if you’re a bit late in 
making your payment some banks will hit you with a late- 
payment fee, which is really a redundant charge because 
you’re already paying interest on the unpaid balance. Sim-
ilarly, if you happened to go over your credit limit you’d be 
hit with a charge for that, too (again, this is in addition to 
the interest you’re already paying). Regardless of when or 
why any of these fees are levied, the net effect is that they 
add to the true cost of using bank credit cards.

These onerous credit card issuer practices and extra  
fees led to the passage of the Credit Card Act of 2009.  
In the past, credit card companies could change interest 
rates and other aspects of 
the agreement without 
notice. They could even 
change terms retroactively 
such that they applied 
months before you were 
notified. The law requires 
credit card companies to 
give 45 days’ notice before 
changing your agreement. Ge
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EXAMPLE: Bank Credit Card Prime-based In-
terest Rates  Consider a bank card whose terms are 
prime plus 7.5 percent, with a minimum of 10 percent 
and a maximum of 15.25 percent. If the prime rate is 
3.25 percent, then the rate of interest charged on this 
card would be 3.25 percent 1 7.5 percent 5 10.75 percent.

base rate the rate of interest 
a bank uses as a base for loans to 
individuals and small to midsize 
businesses

grace period a short period 
of time, usually 20 to 30 days, 
 during which you can pay your 
credit card bill in full and not incur 
any interest charges
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Similarly, credit card companies previously could raise  
your interest rate if your credit report deteriorated,  
or if you were late on just one payment. The law allows 
credit card companies to apply a new interest rate 
only to new balances after you are 60 days delinquent  
paying on your account. And just as important is that 
your outstanding balance can only be charged your old  
interest rate.

6-2b Special 
Types of Bank 
Credit Cards
Bank credit cards sure 
aren’t what they used to 
be. Today, in addition to 
standard, “plain vanilla” 
bank cards, you can obtain 
cards that offer rebates 

and special incentive programs, cards that are sponsored 
by nonprofit  organizations, even credit cards aimed specifi-
cally at college students.

Reward Cards One of the fastest-growing segments 
of the bank card market is the reward (co-branded) 
credit card, which combines features of a traditional 
bank credit card with an incentive: cash, merchandise 
rebates, airline tickets, or even investments. About  
half of credit cards are rebate cards, and new types 
are introduced almost every day. Here are some of the  
many incentive programs:

 ▶ Frequent flyer programs. The cardholder earns free 
frequent flyer miles for each dollar charged on his or 
her credit card. These frequent flyer miles can then be 
used with airline- affiliated programs for free tickets, 
first-class upgrades, and other travel-related benefits.

 ▶ Automobile rebate programs. Some credit cards 
allow the cardholder to earn annual rebates of up to 
5 percent that can be used, up to specified limits, for 
new car purchases, leases, or auto maintenance pro-
grams. Indeed, most of the major car companies offer 
some kind of rewards-related credit card that can be 
used to buy a car or related items.

 ▶ Other merchandise rebates. An increasing number 
of companies are participating in bank card reward 
programs, including, for example, Norwegian Cruise 
Line, NASCAR, Starbucks, and Marriott Hotels. Several 
regional phone companies even offer rebates on phone 
calls. (A good site for finding information about rebate 
card offers is www.cardtrak.com.)

Are rebate cards a good deal? Well, yes and no. To 
see if they make sense for you, evaluate these cards care-
fully by looking at your usage patterns and working out 
the annual cost of the cards before and after the rebate. 
Don’t get so carried away with the gimmick that you lose 
sight of the total costs. Most incentive cards carry higher 
interest rates than regular bank cards do. These cards 
generally work best for those who can use the rebates, 
charge a lot, and don’t carry high monthly balances.

Affinity Cards “Credit cards with a cause” is the way 
to describe affinity cards. These cards are nothing more 
than standard Visa or MasterCards that are issued in con-
junction with a sponsoring group—most commonly some 
type of charitable, political, or professional organization. 
So-named because of the bond between the sponsor-
ing group and its members, affinity cards are sponsored  
by such nonprofit organizations as Mothers Against 
Drunk Driving (MADD), the American Wildlife Fund, 
and the Special Olympics. In addition, they are issued 

“Anchoring” Bias and  
Credit Card Use

Be wary of the minimum payment on your monthly 
credit card statement. Many people focus unduly or 
“anchor” on the stated minimum payment and as a re-
sult, pay a lower amount than they would otherwise. 
And the effect is obvious—they end up paying more 
interest.

Another tendency is to fall victim to “mental ac-
counting,” which refers to inappropriately viewing  
interdependent decisions as independent. For example, 
some people hold short-term, low-yield investments 
and costly credit card debt at the same time. It would 
obviously make sense to liquidate such investments 
and use the proceeds to pay off the credit card debt, 
which reduces interest charges. But many people 
don’t do this because they view these as separate and 
unrelated transactions.

You should always consider how your financial 
decisions relate to one another and take into account 
common behavioral biases like anchoring and mental 
accounting and how they relate to managing credit 
card debt.

bEhAvIOR MAttERs

reward (co-branded) credit 
card a bank credit card that 
combines features of a traditional 
bank credit card with an additional 
incentive, such as rebates and airline 
mileage

affinity cards a standard bank 
credit card issued in conjunction 
with some charitable, political, or 
other nonprofit organization
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by college and university alumni groups, labor organi-
zations, religious and fraternal groups, and professional 
societies. 

Why even bother with one of these cards? Well, un-
like traditional bank cards, affinity cards make money 
for the group backing the card because the sponsoring 
groups receive a share of the profits. But to cover the 
money that goes to the sponsoring organization, the is-
suer/bank usually charges higher fees or higher interest 
rates. Even so, some may view these cards as a great way 
to contribute to a worthy cause. Others, however, may 
feel it makes more sense to use a traditional credit card 
and then write a check to their favorite charity.

Student Credit Cards Some large banks, through 
their Visa and MasterCard programs, have special cred-
it cards that specifically target college students. These  
student credit cards often come packaged with special 
promotional programs that are meant to appeal to this  
segment of the market—such as free music, movie  
tickets, and the like. Except for these features, there’s  
really nothing unusual about these cards or their terms. 
Most only require that you be enrolled in a two- or four-
year college or university and have some source of in-
come, whatever that may be. In particular, they usually  
do not require any parental or guardian guarantees, nor  
do they require that you hold a full-time (or even a  
part-time) job. From the student’s perspective, these  
cards not only offer convenience but are also great for 
building a solid credit history. 

6-2c Retail Charge Cards
Retail charge cards are issued by department stores, oil 
companies, car rental agencies, and so on. These cards 
are popular with merchants because they build con-
sumer loyalty and en-
hance sales; consumers 
like them because they 
offer a convenient way to 
shop. These cards carry 
a preset credit limit—a 
line of credit—that varies  
with the creditworthi-
ness of the cardholder. 
This form of credit is 
most common in depart-
ment and clothing stores 
and other high-volume 

YOU CAN DO IT NOW: Is Your Credit Card a 
Good Deal?  While your credit card might have been a 
good deal when you first got it, that may not still be the 
case. Go to a credit card Internet site like http://www 
.creditcards.com, which allows you to evaluate numer-
ous credit cards by type. For example, you can focus on 
0% APR, rewards, cash back, travel and airline, cards for 
students, and more types of cards. It’s worth a look— 
you can do it now.

Secured Credit Cards You may have seen the ads on 
TV where the announcer says that no matter how bad 
your credit, you can still qualify for one of their credit 
cards. The pitch may sound too good to be true; and  
in some respects, it is because there’s a catch. Namely,  
the credit is “secured”— meaning you have to put  
up collateral in order to get the card. These are so-
called secured, or collateralized credit cards where  
the amount of credit is determined by the amount of  
liquid collateral you’re able to put up. 

These cards are targeted at people with no credit or 
bad credit histories, who don’t qualify for conventional 
credit cards. Issued as Visa or MasterCard, they’re like 
any other credit card except for the collateral. To qualify, 
a customer must deposit a certain amount (usually $500 
or more) into a 12- to 18-month certificate of deposit that 
the issuing bank holds as collateral. The cardholder then 
gets a credit line equal to the deposit. If the customer  
defaults, the bank has the CD to cover its losses. By mak-
ing payments on time, it’s hoped that these cardholders 
will establish (or reestablish) a credit history that may 
qualify them for a conventional (unsecured) credit card. 
Secured credit cards normally carry annual fees and  
finance charges that are equal to, or greater than, those of 
regular credit cards.
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secured (collateralized) 
credit cards a type of credit card 
that’s secured with some form of 
collateral, such as a bank CD

student credit card a credit 
card marketed specifically to  college 
students

retail charge card a type of 
credit card issued by retailers that 
allows customers to charge goods 
and services up to a preestablished 
amount
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outlets, where customers 
are likely to make several 
purchases each month. 
Most large oil companies 
also offer charge cards 
that allow customers to 
buy gas and oil products, 
but they’re expected to pay 
for such purchases in full 
upon receipt of the monthly  
bill. Interest on retail charge cards is  
typically fixed at 1.5 percent to 1.85 percent monthly, 
or about 18 percent to 22 percent per year—consider-
ably more than what most bank cards charge.

6-2d Debit Cards
It looks like a credit card, it works like a credit card, 
it even has the familiar MasterCard and Visa credit 
card markings. But it’s not a credit card—rather, it’s 
a debit card. Simply put, a debit card provides direct 
access to your checking account and, thus, works like 
writing a check. That is, when you use a debit card 
to make a purchase, the amount of the transaction is 
charged directly to your checking account. Using a 
debit card isn’t the same thing as buying on credit; it 
may appear that you’re charging it, but actually you’re 
paying with cash. Accordingly, there are no finance 
charges to pay.

Debit cards are becoming more popular, especially 
with consumers who want the convenience of a credit 
card but not the high cost of interest that comes with 
them. In fact, debit card use exceeds credit card use. 
Debit cards are accepted at most establishments dis-
playing the Visa or MasterCard logo but function as an 
alternative to writing checks. If you use a debit card to 
make a purchase at a department store or restaurant, the 
transaction will show up on your next monthly checking 
account statement. 

Needless to say, to 
keep your records straight, 
you should enter debit card 
transactions directly into 
your checkbook ledger as 
they occur and treat them 
as withdrawals, or checks, 
by subtracting them from 
your checking account  
balance. Debit cards can 
also be used to gain access 
to your account through 
24-hour teller machines  

or ATMs, which is the clos-
est thing to a cash advance 

that these cards have to offer.
A big disadvantage of a 

debit card, of course, is that it 
doesn’t provide a line of credit. 

In addition, it can cause over-
draft problems if you fail to make 

the proper entries to your check-
book or inadvertently use it when you 

think you’re using a credit card. Also, 
some debit card issuers charge a transac-

tion fee or a flat annual fee; and some merchants may 
even charge you just for using your debit card. On the 
plus side, a debit card enables you to avoid the potential 
credit problems and high costs of credit cards. Further, 
if convenience is the major reason you use a credit card, 
you might want to consider switching to a debit card  
for at least some transactions. For example, some gas  
stations give discounts for cash purchases and consider  
a debit card to be as good as cash.

Another difference between debit and credit cards 
involves the level of protection for the owner when a 
card is lost or stolen. When a credit card is lost or  
stolen, federal banking laws ensure that the cardholder  
is not liable for any fraudulent charges if the loss or 
theft is reported before that card is used. If report-
ed after the card is used, the cardholder’s maximum  
liability is $50. Unfortunately, this protection typically 
does not necessarily extend to debit cards. Instead, 
your liability resulting from a lost or stolen debit card 
is typically limited to $50 up to a maximum of $500, 
“depending on the circumstances of the loss.” In 
practice, however, most banks provide the same level 
of protection for debit cards as for credit cards, but 
check with your bank to be sure.

6-2e Revolving Credit Lines
Revolving lines of credit are offered by banks, broker-
age houses, and other financial institutions. These credit  
lines normally don’t involve the use of credit cards. Rath-
er, they’re accessed by writing checks on regular check-
ing accounts or specially designated credit line accounts. 
They are a form of open account credit and often repre-
sent a far better deal than credit cards, not only because 
they offer more credit but also because they can be a lot  
less expensive. And there may even be a tax advantage to 
using one of these other kinds of credit. These lines pro-
vide their users with ready access to borrowed money 
(through cash advances) using revolving lines of credit.  
The three major forms of open (non–credit card) credit 

Tuan_Azizi/Shutterstock.com

debit card a card used to make 
transactions for cash rather than 
credit; replaces the need for cash or 
checks by initiating charges against 
the checking account

revolving line of credit a type 
of open account credit offered by 
banks and other financial institutions 
that can be accessed by writing 
checks against demand deposit 
or specially designated credit line 
accounts
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are overdraft protection lines, unsecured 
personal lines of credit, and home equity 
credit lines.

Overdraft Protection An overdraft 
protection line is simply a line of credit 
linked to a checking account that enables 
a depositor to overdraw his or her check-
ing account up to a predetermined limit. 
These lines are usually set up with credit 
limits of $500 to $1,000, but they can be 
for as much as $10,000 or more. The consumer taps this 
line of credit by simply writing a check, and if that par-
ticular check happens to overdraw the account, the over-
draft protection line will automatically advance funds in 
an amount necessary to put the account back in the black.

In some cases, overdraft protection is provided by 
linking the bank’s credit card to your checking account. 

These arrangements act like regular over-
draft lines except that, when the account 
is overdrawn, the bank automatically 
taps your credit card line and transfers 
the money into your checking account. 
It’s treated as a cash advance from your 
credit card, but the result is the same as a 
regular overdraft protection line; it auto-
matically covers overdrawn checks.

If you’re not careful, you can quickly 
exhaust this type of credit by writing a lot 

of overdraft checks. As with any line of credit, there’s a 
limit to how much you 
can obtain. Routinely 
overdrawing your account 
is a signal you’re prob-
ably mismanaging your 
cash and/or living beyond 

Risky Debit CARD Use

Yes, debit cards are convenient to use and generally ac-
cepted by most establishments. But unlike credit cards, 
debit cards provide a thief with direct access to your 
checking account. If you find a fraudulent charge on your 
credit card bill, you can just decline or dispute the charge. 
In contrast, by the time you find a fraudulent charge on 
your debit card, your money—not the bank’s money—is 
already gone, and it’s up to you to get it back, not the 
bank. While it usually takes only a few days to deal with 
fraudulent credit card transactions, it can take months to 
get your money back from fraudulent debit transactions.

You are most vulnerable to debit card fraud in the 
following situations:

 ● Be careful using outdoor ATMs. “Skimming” is 
the capturing of card information by a magnetic 
strip reader. Skimmers can be placed over the real 
card slots at ATMs. Watch for apparently beaten-
up or odd-looking ATMs, which might indicate 
that a skimmer has been added. Surprisingly, out-
door ATMs are among the most dangerous places 
to use a debit card. Public places provide criminals 
with the ability to add skimmers, point cameras at  
the ATM, or even watch transactions with binoculars.  
It’s much safer to use ATMs inside retail stores or 
other well-lighted, high-traffic areas.

 ● Protect your personal identification number (PIN) 
at gas stations. Gas stations are another vulnerable 
spot when using debit cards. Given that there’s not 
much supervision, it’s easy for a criminal to install a 
skimmer or point a camera at the gas pump. Credit 
cards are much safer to use.

 ● The Internet is a dangerous place to use a debit 
card. Your debit card information is vulnerable to 
capture at many points: malware could be on your 
computer, your data could be intercepted by wire-
less eavesdropping on the way to the vendor, or 
your merchant’s database could be compromised. 
The site may claim it’s safe, but so what? You have 
no idea how many people are handling your private 
debit card data, or who they are.

 ● Some restaurants keep debit card data on file. 
And restaurants routinely take your card out of 
your sight to process a transaction, which creates 
the opportunity for someone to inappropriately 
keep the information. Ethical or not, few small  
businesses take adequate steps to protect your  
private data.

Source: Adapted from Claes Bell, CFA, “4 Risky Places to Swipe Your 
Debit Card,” www.bankrate.com/finance/checking/risky-places 
-swipe-debit-card-1.aspx, accessed November 2018.

Financial Planning Tips

overdraft protection line a line 
of credit linked to a checking account 
that allows a depositor to overdraw the 
account up to a specified amount

Routinely overdrawing 
your account is a 
signal you’re probably 
mismanaging your 
cash and/or living 
beyond your budget.
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your budget. It’s best to view an overdraft protection line 
strictly as an emergency source of credit—and any funds 
advanced should be repaid as quickly as possible.

Unsecured Personal Lines Another form of revolv-
ing credit is the unsecured personal credit line, which 
basically makes a line of credit available to an individual 
on an as-needed basis. In essence, it’s a way of borrow-
ing money from a bank, S&L, credit union, savings bank, 
or brokerage firm any time you wish but without going 
through all the hassle of setting up a new loan.

Here’s how it works. Suppose that you apply for and 
are approved for a personal line of credit at your bank. 
Once you’ve been approved and the credit line is estab-
lished, you’ll be issued checks that you can write against 
it. If you need a cash advance, all you need to do is write 
a check (against your credit line account) and deposit it 
into your checking account. Or, if you need the money to 
buy some big-ticket item—say, an expensive computer 
system—you can just make the credit line check out to 
the dealer and, when it clears, it will be charged against 
your unsecured personal credit line as an advance.

Personal lines of credit are usually set up for mini-
mums of $2,000 to $5,000 and often amount to $25,000 
or more. As with an overdraft protection line, once an 
advance is made, repayment is set up on a monthly in-
stallment basis. Depending on the amount outstanding, 
repayment is normally structured over a period of two to 
five years. In order to keep the monthly payments low, 
larger amounts of debt are usually given longer repay-
ment periods.

Although these credit lines do offer attractive terms 
to the consumer, they come with their share of problems, 
perhaps the biggest of which is how easily the cash ad-
vances can be obtained. These lines also normally involve 
substantial amounts of credit and are nearly as easy to 
use as credit cards. This combination can have devastat-
ing effects on a family’s budget if it leads to overspend-
ing or excessive reliance on credit. As such, systematic 
repayment of the debt should be built into the budget, 
and every effort should be made to ensure that using this 
kind of credit will not overly strain the family finances.

Home Equity Credit Lines Consider this: A couple 
buys a home for $285,000; 10 years later, it’s worth 

$365,000. The couple 
now has an asset worth 
$365,000 on which all 
they owe is the original 
mortgage, which may 
now have a balance of, 
say, $220,000. The couple  
clearly has built up a 

substantial amount of equity in their home: $365,000 2  
$220,000 5 $145,000. But how can they tap that eq-
uity without having to sell their home? The answer is 
a home equity credit line. Such lines are much like 
unsecured personal credit lines except that they’re 
secured with a second mortgage on the home. These 
lines of credit allow you to tap up to 100 percent  
(or more) of the equity in your home by merely  
writing a check. Although some banks and financial 
institutions allow their customers to borrow up to  
100 percent of the equity in their homes—or, in 
some cases, even more—most lenders set their maxi-
mum credit lines at 75 percent to 80  percent of the  
market value of the home, which reduces the amount 
of money they’ll lend.

Here’s how these lines work. Recall that the cou-
ple in our example that has built up equity of $145,000 
in their home—equity against which they can borrow 
through a home equity credit line. Assuming they have a 
good credit record and using a 75 percent loan-to-mar-
ket-value ratio, a bank would be willing to lend up to 
$273,750; that is, 75 percent of the value of the house is 
0.75 3 $365,000 5 $273,750. Subtracting the $220,000 
still due on the first mortgage, we see  that our couple 
could qualify for a home equity credit line of $53,750. 
Note, in this case, that if the bank had been willing to 
lend the couple 100 percent of the equity in their home, 
then it would have given them a (much higher) credit 
line of $145,000, which is the difference between what 
the house is worth and what they still owe on it. Most 
lenders don’t do this because it results in very large 
credit lines and, more importantly, it doesn’t provide  
the lender with much of a cushion should the borrower 
default.

unsecured personal credit 
line a line of credit made available 
to an individual on an as-needed basis

home equity credit line a line 
of credit issued against the  existing 
equity in a home
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The new Tax Cuts and Jobs Act of 2017 changes 
the treatment of interest deductions for home equity 
loans for 2018 to 2025. Before the new tax law, a home-
owner who itemized deductions could fully deduct the 
interest charges on home equity loans up to $100,000, 
regardless of the original cost of the house or the use  
of the proceeds. So, you could have used the proceeds 
of the loan to pay off your credit card debt and still  
deduct the interest charges. 

Under the new law, interest charges on home eq-
uity loans up to $100,000 can only be fully deducted if 
you itemize deductions and the home equity loan pro-
ceeds are used to buy or improve your first or second 
home. You may only deduct interest on 
your total debt on mortgage and home 
equity up to $750,000 under the new 
law. Gone are the days when you could 
spend the loan proceeds on anything and 
still deduct the home equity line interest 
charges.

Home equity credit lines are among  
the cheapest forms of consumer credit. 
For example, while the average rate 
on credit cards in the spring of 2018 
was almost 17 percent, the average rate on home eq-
uity credit lines was about 5.7 percent. To see what 
that can mean to you as a borrower, assume you have 
$10,000 in consumer debt outstanding. If you had  
borrowed that money through a standard consumer loan 
at 17 percent, you’d pay interest of $1,700 per year—
none of which would be tax deductible. Borrow the  

same amount through a home equity credit line at  
5.7 percent and you’ll pay only $570 in interest. And 
if you met the requirements of the new Tax Cuts  
and Jobs Act, itemize your taxes, and you’re in the 
24 percent tax bracket, then the after-tax cost to you 
would be $570 3 ( 1 2 0.24) 5 $433.20.

Home equity credit lines are offered by a variety 
of financial institutions, from banks and S&Ls to major 
brokerage houses. All sorts of credit terms and credit 
lines are available, and most of them carry repayment 
periods of 10 to 15 years or longer. Perhaps most star-
tling is the maximum amount of credit available un-
der these lines—indeed, $100,000 figures are not at all  

unusual. And it’s precisely because  
of the enormous amount of money 
available that this form of credit should 
be used with caution. Having equity  
in your home does not necessarily  
mean you have the cash flow necessary 
to service the debt such a credit line  
allows. Remember that your home 
serves as the collateral on this line of 
credit, and if you can’t repay the loan, 
you could lose it.

 6-3  ObtAINING AND MANAGING 
OPEN fORMs Of cREDIt

LO4 Consumers love to use their charge cards. In 2017, 
Visa alone handled about $10.2 trillion in transactions  
and had about 3.2 billion cards outstanding.

For the sake of convenience, people often main-
tain several different kinds of open credit. Nearly every 
household, for example, uses 30-day charge accounts to 
pay their utility bills, phone bills, and so on. In addition, 
most families have one or more retail charge cards and 
a couple of bank cards; some people, in fact, may have 
as many as 15 to 20 cards or more. And that’s not all—
families can also have revolving credit lines in the form 
of overdraft protection or a home equity line. When all 
these cards and lines are totaled together, a family con-
ceivably can have tens of thousands of dollars of readily 
available credit. It’s easy to see why consumer credit has 
become such a popular way of making relatively routine 
purchases.

6-3a Opening an Account
What do retail charge cards, bank credit cards, and revolv-
ing lines of credit all have in common? They all require 
you to go through a formal credit application. Let’s now 

EXAMPLE: (Limited) Tax Deductibility of Home 
Equity Credit Line Interest The homeowners in 
the prior discussion could take out the full amount of 
their credit line ($53,750), and every dime they paid 
in interest would be tax deductible if they met the re-
quirements of the new Tax Cuts and Jobs Act of 2017. 
The primary new requirements are that they itemize 
their taxes and they use the proceeds of the home  
equity credit line to improve either their first or  
second home. If they paid, say, $3,225 in interest  
and if they were in the 24 percent tax bracket, then 
they could reduce their tax liability by some $774 
($3,225 3 0.24). However, as discussed in Chapter 3, 
the new tax law makes it far less attractive for most 
taxpayers to itemize their taxes. The new tax law  
consequently increases the interest cost and restricts 
the use of the loan proceeds, which reduces the  
overall attractiveness of home equity credit lines.

Remember that your 
home serves as the 
collateral on a home 
equity line of credit, and 
if you can’t repay the 
loan, you could lose it.
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look at how you’d go about obtaining open forms of credit, 
including the normal credit application, investigation, and 
decision process. We’ll couch our discussion in terms of 
credit cards, but keep in mind that similar procedures  
apply to other revolving lines of credit as well.

The Credit Application Credit applications are usu-
ally available at the store or bank involved. Sometimes 
they can be found at the businesses that accept these 
cards or obtained on request from the issuing compa-
nies. The type of information requested in a typical cred-
it card application covers little more than personal/ 
family matters, housing, employment and income,  
and existing charge accounts. Such information is 
intended to give the lender insight about the appli-
cant’s creditworthiness. In essence, the lender wants 
to determine whether the applicant has the character 
and capacity to handle the debt in a prompt and timely 
manner.

The Credit Investigation Once the credit application 
has been completed and returned to the establishment 
issuing the card—or more commonly today, submitted  
online—it is subject to a credit investigation. The  
purpose is to evaluate the kind of credit risk that  
you pose to the lender. So be sure to fill out your credit 
application carefully. Believe it or not, lenders really  
do look at it closely. The key items they look at are  
how much money you make, how much debt you  
have outstanding and how well you handle it, and how 
stable you are economically (e.g., your age, employment  
history, and whether you own or rent a home). Obviously,  
the higher your income and the better your credit his-
tory, the greater the chance that your credit application 
will be approved. During the investigation, the lender 
will verify much of the information you’ve provided— 
obviously, false or misleading information will almost 
certainly result in outright rejection of your application.

The Credit Bureau A credit bureau is a type of re-
porting agency that collects and sells information about 
individual borrowers. If, as is often the case, the lender 

doesn’t know you per-
sonally, it must rely on 
a cost-effective way of 
verifying your employ-
ment and credit history. 
And that’s where credit 
bureaus come into play, 
as they maintain basic 
credit files on current 
and potential borrowers.

Contrary to popular opinion, your credit file does 
not contain everything anyone would ever want to know 
about you—there’s nothing on your lifestyle, friends, 
habits, or religious or political affiliations. Instead, most 
of the information is pretty dull stuff and covers such 

YOU CAN DO IT NOW: How Does Your Credit 
Report Look?  When did you last check your credit 
report? It’s a good idea look at it at least once a year to 
know where you stand and to ensure that there are no 
errors. The Fair Credit Reporting Act (FCRA) requires each 
of the national credit reporting firms—Experian, Equifax, 
and TransUnion—to provide a free copy of your credit re-
port once a year. These three companies have set up an 
Internet site where you can get your free annual report 
at https://www.annualcreditreport.com. Be careful not 
to use other Internet sites that offer free credit reports, 
free credit monitoring, or free credit scores. Such sites 
are not authorized to meet the legal requirements of  
the FCRA and often have strings attached. Just go to the 
authorized site — you can do it now.

credit investigation an 
investigation that involves contacting 
credit references or corresponding 
with a credit bureau to verify 
information on a credit application

credit bureau an organization that 
collects and sells credit  information 
about individual borrowers
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things as name, Social Security number, age, number of 
dependents, employment record and salary data,  public 
records of bankruptcies, and the names of those who  
recently requested copies of your file.

Although one late credit card payment probably 
won’t make much of a difference on an otherwise clean 
credit file, a definite pattern of delinquencies (consis-
tently being 30 to 60 days late with your payments) or a 
personal bankruptcy certainly will. Unfortunately, poor 
credit traits will stick with you for a long time, because 
delinquencies remain on your credit file for as long as 
7 years, and bankruptcies for 10 years. An example of an 
actual credit bureau report (or at least a part of one) is 
provided in Exhibit 6.2.

Local credit bureaus are established and mutu-
ally owned by local merchants and banks. They collect 
and store credit information on people living within the 
community and make it available, for a fee, to members 
who request it. Local bureaus are linked together nation-
ally through one of the “big three” national bureaus— 
TransUnion, Equifax Credit Information Services, and 
Experian—each of which provides the mechanism for 
obtaining credit information from almost any place in 
the United States. Traditionally, credit bureaus did little 
more than collect and provide credit information. They 
neither analyzed the information nor used it to make final 
credit decisions. However, the three major credit bureaus  
have collectively developed a credit-scoring system, called 
VantageScore, that incorporates data from Equifax, 
Experian, and TransUnion. Thus, each of the three na-
tional bureaus assigns uniform credit ratings to individual  
credit files—though they’re still obligated to report  
other credit scores, such as the widely-used FICO scores.

Credit bureaus in the past were heavily criticized 
because of the large numbers of reporting errors they 
made and their poor record in promptly and efficiently 
correcting these errors. Fortunately, things have changed 
dramatically in recent years as the major bureaus have 
taken a more consumer-oriented approach. Even so, you 
should ensure that your credit report accurately reflects 
your credit history. The best way to do that is to obtain 
a copy of your own credit report—by law, you’re enti-
tled to receive a free copy of your credit report once a 
year (to get yours, go to the Internet site set up by the 
Federal Trade Commission at www.annualcreditreport 
.com)—and then go through it carefully. If you do find 
a mistake, let the credit bureau know immediately—and 
by all means, put it writing; then request a copy of the 
corrected file to make sure that the mistake has been 
eliminated. Most consumer advisors recommend that 
you review your credit files at least annually.

Here are the Internet sites for the three national 
credit bureaus:

 ▶ Equifax Credit Information Services—www 
.equifax.com

 ▶ TransUnion LLC Consumer Disclosure Center— 
www.tuc.com

 ▶ Experian National Consumer Assistance Center—
www.experian.com

6-3b The Credit Decision
Using the data provided by the credit applicant, along 
with any information obtained from the credit bureau, 
the store or bank must decide whether to grant credit. 
Very likely, some type of credit scoring scheme will be 
used to make the decision. An overall credit score is 
developed for you by assigning values to such factors 
as your annual income, whether you rent or own your 
home, number and types of credit cards you hold, level 
of your existing debts, 
whether you have sav-
ings accounts, and gen-
eral credit references. 
Fifteen or 20 different 
factors or characteristics 
may be considered, and 

IMPROvING YOUR fIcO scORE

Improving your FICO score is a lot like working out  
to get healthier: It takes time and there’s no quick fix. 
But here are some tips you might want to follow to 
reach a high score:

 ● Pay your bills on time.

 ● If you’ve missed payments, get current and stay 
current.

 ● If you’re having trouble making ends meet,  contact 
your creditors and work out a payment plan.

 ● Keep credit card balances low.

 ● Pay off debt rather than move it around.

 ● Don’t open new credit cards just to increase your 
available credit.

 ● Re-establish your credit history if you’ve had prob-
lems in the past.

Source: Adapted from “How to Repair My Credit and Improve  
My FICO Scores, ” www.myfico.com/credit-education 
/improveyourscore.aspx, accessed November 2018.

credit scoring a method 
of evaluating an applicant’s 
 creditworthiness by assigning values 
to such factors as income,  existing 
debts, and credit references

159CHAPTER 6: Using Credit

33609_ch06_ptg01.indd   159 20/12/18   9:23 PM



Exhibit 6.2

An Example of a Credit Bureau Report
Credit bureau reports have been revised and are now easier to understand. Notice that, in addition to some basic information, 
the report deals strictly with credit information—including payment records, past-due status, and types of credit.

Your Credit Report as of 04/09/2020

John Q. Public
2351 N 85th Ave
Phoenix, AZ 85037

Social Security Number: 022-22-2222
Date of Birth:   1/11/1989

133 Third Avenue
Phoenix, AZ 85037

Cendant Hospitality FR

Previous Employment(s):

SOFTWARE Support Hospitality Franch

Location:
Phoenix, AZ

Employment Date:
9/1/2011

Verified Date:
1/3/2013

Location:
Atlanta, GA

Employment Date:
1/3/2013

Verified Date:
1/3/2013

No bankruptcies on file
No liens on file
No foreclosures on file

No collections on file.

Company

Name

Account Number

and Whose Account

Date

Opened

Last

Activity

Type of Account

and Status

High

Credit

Items as of

Date Reported

Terms Balance

Past

Due

Date

Reported

Americredit
Financial
Services

40404XXXX
JOINT ACCOUNT

03/2019 02/2020 Installment
REPOSSESSION

$16933 $430 $9077 $128 2/2020

30 days past due 07 times; 60 days past due 05 times; 90+ days past due 03 times
INVOLUNTARY REPOSSESSION AUTO

Capital
One

412174147128XXXX
INDIVIDUAL ACCOUNT

10/2018 01/2020 Revolving
PAYS AS
AGREED

$777 15 $514 01/2020

30 days past due 02 times; 60 days past due 1 times; 90+ days past due 00 times
CREDIT CARD

Desert
Schools
FCU

423325003406XXXX
INDIVIDUAL ACCOUNT

07/2007 06/2017 Revolving
PAYS AS
AGREED

$500 $0 07/2017

30 days past due 02 times; 60 days past due 00 times; 90+ days past due 00 times
ACCOUNT PAID CLOSED ACCOUNT

04/09/2019 EFX Credit Profile Online
06/30/2019 Automotive
01/18/2018 Desert Schools Federal C.U.
07/02/2017 Time, Inc.

This Credit Report is available for you to view for
30 days. If you would like a current Credit Report,
you may order another from MyEquifax.

ID # XXXXXXXXXXXX
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each characteristic receives a score based on some pre-
determined standard. For example, if you’re 26 years 
old, single, earn $32,500 a year (on a job that you’ve 
had for only two years), and rent an apartment, you 
might receive the  following scores:

Age (25–30) 5 points

Marital status (single) 22 points

Annual income ($30–$35 thousand) 12 points

Length of employment (2 years or less) 4 points

Rent or own a home (rent) 0 points

19 points

Similar scores would be assigned to another 10 to 
15 factors and, other things being equal, the stronger 
your personal traits or characteristics, the higher the 
score you’ll receive. Statistical studies show that certain 
personal and financial traits can be used to determine 
your creditworthiness. Indeed, the whole credit scoring  
system is based on extensive statistical studies that  
identify the characteristics to look at and the scores  
to assign.

The biggest provider of 
credit scores is, by far, Fair 
Isaac & Co.—the firm that 
produces the widely used 
FICO scores. Unlike some 
credit score providers, Fair 
Isaac uses only credit informa-
tion in its calculations. There’s 
nothing in them about your age, marital sta-
tus, salary, occupation, employment history, or where 
you live. Instead, FICO scores are derived from the 
 following five major components, which are listed 
along with their respective weights: payment history 
(35 percent), amounts owed (30  percent), length of 
credit history (15 percent), new credit (10 percent), 
and mix of credit types used (10 percent). FICO 
scores, which are reported by all three of the major  
credit bureaus, range from a low of 300 to a max  
of 850. These scores are meant to be an indication  
of a borrower’s credit risk; the higher the score, the 
lower the risk. While few, if any, credit decisions are 
based solely on FICO scores, you can be sure that 

higher scores are likely to result in lower interest  
rates on loans and therefore lower loan payments.

6-3c Computing Finance Charges
Because card issuers don’t know in advance how much 
you’ll charge on your account, they cannot specify the 
dollar amount of interest you will be charged. But they 
can—and must, according to the Truth in Lending  
Act—disclose the rate of interest that they charge  
and their method of computing finance charges. This 

is the annual percentage rate (APR), the true or  
actual rate of interest paid, which must include all  
fees and costs and be calculated as defined by law.  
Remember, it’s your right as a consumer to know—
and it is the lender’s obligation to tell you—the dollar 
amount of charges (where applicable) and the APR  
on any  financing you consider.

The amount of interest you pay for open 
credit depends partly on the method the lend-
er uses to calculate the balances on which they  
apply finance charges. Most bank and retail 
charge card issuers use one of two variations of  

the average daily balance (ADB) 
method, which applies the 
interest rate to the ADB of 
the account over the billing 
period. The most common 
method (used by an estimated  

95 percent of bank card issu-
ers) is the ADB including new 

purchases. An alternative is the ADB 
method excluding new purchases. Balance calculations  
under each of these methods are as follows:

 ▶ ADB including new purchases. For each day in 
the billing cycle, take the outstanding balance, 
including new purchases, and subtract payments 
and credits; then divide by the number of days in 
the billing cycle.

 ▶ ADB excluding new purchases. Same as the first 
method but exclude new purchases.

These different cal-
culations can obviously 
affect a card’s credit bal-
ance and therefore the 
amount of finance charg-
es you’ll have to pay. 
Also be aware that the 
finance charges on two 
cards with the same APR 
but different methods of  

    Go to Smart Sites
To learn more about FICO scores—including what’s in your 
FICO score, what’s not in it, and what you can do to improve 
it—visit the Fair Isaac & Co. Internet site. Find it in MindTap.

annual percentage rate 
(APR) the actual or true rate of 
interest paid over the life of a loan; 
includes all fees and costs

average daily balance (ADB) 
method a method of computing 
finance charges by applying interest 
charges to the average daily balance 
of the account over the billing period

DenisNata/Shutterstock.com
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calculating balances may differ dramatically. It’s im-
portant to know the method your card issuer uses. For  
active card users, the ADB procedure that includes  
new purchases will usually produce considerably more 
interest income for the issuer and, in turn, is far more 
expensive from the cardholder’s perspective.

6-3d Managing Your Credit Cards
Congratulations! You have applied for and been granted 
a bank credit card, as well as a retail charge card from 
your favorite department store. You carefully reviewed 
the terms of the credit agreement and have at least a ba-
sic understanding of how finance charges are computed 
for each account. Now you must manage your accounts 
efficiently, using the monthly statements to help you 
make the required payments on time, as well as to track 
purchases.

The Statement If you use a credit card, you’ll re-
ceive monthly statements similar to the sample bank 
card statement in Exhibit 6.4, showing billing cycle 
and payment due dates, interest rate, minimum pay-
ment, and all account activity during the current pe-
riod. Retail charge cards have similar monthly state-
ments, but without a section for cash advances. The 
statement summarizes your account activity: the 
previous balance (the amount of credit outstanding 
at the beginning of the month—not to be confused 
with past-due, or late, payments); new charges made 
(four, in this case) during the past month; any finance  
charges (interest) on the unpaid balance; the preceding 

EXAMPLE: Calculating Balances and Finance 
Charges Using the ADB Method  Let’s look at an 
example of how to calculate balances and finance 
charges under the most popular method, the ADB 
including new purchases. Assume that you have a 
FirstBank Visa card with a monthly interest rate of 
1.5 percent.

Your statement for the billing period extending  
from October 10, 2020, through November 10, 2020— 
a total of 32 days—shows that your beginning  
balance was $1,582, you made purchases of $750  
on October 15 and $400 on October 22, and you 
made a $275 payment on November 6. Therefore, 
the outstanding balance for the first 5 days of the  
period (October 10 through 14) was $1,582; for the 
next 7 days (October 15 through 21), it was $2,332 
($1,582 1 $750); for the next 15 days (October 22 
through November 5), it was $2,732 ($2,332 1 $400); 
and for the last 5 days, it was $2,457 ($2,732 less  
the $275 payment), all of which is summarized in  
Exhibit 6.3.

We can now calculate the average daily  balance 
using the procedure shown in Exhibit 6.3. Note 
that the outstanding balances are weighted by the 
 number of days that the balance existed and then 
averaged (divided) by the number of days (32) in the 
 billing period. By multiplying the ADB of $2,421.84 by 
the 1.5 percent interest rate, we get a finance charge 
of $36.33.

Exhibit 6.3

Finding the Average Daily Balance and Finance Charge
The ADB including new purchases is the method most widely used by credit card issuers to determine the monthly finance 
charge on an account.

Dates
Number of Days 

(1)
Balance 

(2)

Calculation 
(1) × (2) 

(3)

October 10–14 5 $1,582 $   7,910

October 15–21 7  $2,332  16,324  

October 22–November 5 15 $2,732 40,980

November 6–10 5  $2,457  12,285  

Total 32 $77,499

ABD 5
$77,499

32
5 $2,421.84

Finance charge: $2,421.84 × 0.015 = $36.33
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period’s payment; any other credits (such as those for 
returns); and the new balance (previous balance plus 
new purchases and finance charges, less any payments 
and credits). 

You should review your statements every month. 
Save your receipts and use them to verify statement  
entries for purchases and returns before paying. If you 
find any errors or suspect fraudulent use of your card, 
first use the issuer’s toll-free number to report any  

problems; then follow up in writing within 60 days of  
the postmark on the bill.

Although merchandise and cash transactions are 
separated on the statement, the finance charge in each 
case is calculated at the rate of 1.5 percent per month 
(18 percent annually). This procedure works fine for  
illustration, but it’s a bit out of the ordinary because most 
card issuers charge a higher rate for cash advances than 
for purchases.

Exhibit 6.4

A Bank Credit Card Monthly Statement
Each month, a bank credit card holder receives a statement that provides an itemized list of charges and credits as well as a  
summary of  previous activity and finance charges.

Mr. Hunter King
Mrs. Brooke King

8-24-2020 09-21-2020
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Payments Credit card users can avoid future finance 
charges by paying the total new balance shown on their 
statement each month. For example, if the $534.08  
total new balance shown in Exhibit 6.4 is paid by the 
due date of September 21, 2020, then no additional 
finance charges will be incurred. (The cardholder, 
however, is still liable for the $4.40 in finance charges 
incurred to date.) If cardholders cannot pay the total 
new balance, they can pay any amount that is equal to 
or greater than the minimum monthly payment speci-
fied on the statement. If they do this, however, they 
will incur additional finance charges in the following 
months. 

Note that the account in Exhibit 6.4 has a minimum  
payment of 5 percent of the new balance, rounded to the 
nearest full dollar. As shown at the bottom of the statement, 
this month’s minimum payment is $27.00 (i.e., $534.08 3 
0.05 5 $26.70 < $27.00). This $27.00 includes a principal 
payment of $22.60; that is: $27.00 2 $4.40 (in interest 
charges) 5 $22.60. That’s actually about 4.25 percent of 
the “new balance.” If the new balance had been less than 
$200, the bank would have required a  
payment of $10 (which is the absolute  
minimum dollar payment) or of the total 
new balance, if less than $10. Cardhold-
ers who fail to make the minimum  
payment are considered to be in default 
on their account, and the bank issuing 
the card can take action against the 
cardholder.

 6-4 Using Credit Wisely
LO5, LO6 As we’ve discussed, credit cards and 
revolving lines of credit can simplify your life fi-
nancially. Unfortunately, you can also get into real 

trouble with these 
forms of credit unless 
you use them wisely. 
That’s why you should 
carefully shop around  
to choose the right 
credit cards for your 

personal situation, understand the advantages and 
disadvantages of credit cards, learn how to resolve 
credit problems, and know how to avoid the ultimate 
cost of credit abuse—bankruptcy.

6-4a Shop Around for  
the Best Deal
They say it pays to shop around, and when it comes to 
credit cards, that’s certainly true. With all the fees and 
high interest costs, it pays to get the best deal possible. 
So, where do you start? Most credit experts suggest 
the first thing you should do is step back and take a 
look at yourself. What kind of “spender” are you, and 
how do you pay your bills? The fact is, no single credit 
card is right for everyone. If you pay off your card bal-
ance each month, then you’ll want a card that’s differ-
ent from the one that’s right for someone who carries 
a credit balance from month to month and may only 
pay the minimum due. Regardless of which category 
you fall into, there are basically four card features to 
look for:

 ▶ Annual fees

 ▶ Rate of interest charged on account balance

 ▶ Length of the grace period

 ▶ Method of calculating balances

If you normally pay your account balance in full 
each month, get a card with no annual fees and a long 

grace period. The rate of interest on 
the card is irrelevant because you don’t 
carry account balances from month to 
month anyway. In sharp contrast, if you 
don’t pay your account in full, then look 
for cards that charge a low rate of in-
terest on unpaid balances. The length of  
the grace period isn’t all that important 
here, but obviously, other things being 
equal, you’re better off with low (or no) 
annual fees.

Sometimes, however, “other things aren’t equal” 
and you have to decide between interest rates and  
annual fees. If you’re not a big spender and don’t 
build up big balances on your credit card, then avoid 
cards with annual fees and get one with as low a 
rate of interest as possible. (This situation applies to  
most college students.) On the other hand, if you do 
carry big balances (say, $1,000 or more), then you’ll 
probably be better off paying an annual fee (even 
a relatively high one) to keep the rate of interest on  
the card as low as possible.

    Go to Smart Sites
Use About.com’s Credit Card Calculators to find out how 
interest rate changes affect your balance, if debt consolidation 
makes sense, and answers to similar questions.

If you normally pay your 
credit card account 
balance in full each 
month, get a card with 
no annual fees and a 
long grace period.

minimum monthly payment  
in open account credit, a minimum 
specified percentage of the new 
account balance that must be paid in 
order to remain current
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EXAMPLE: Credit Card Choice Trade-offs  Some-
times in choosing between credit cards there is a trade-
off between interest rates and annual fees. For exam-
ple, with a $2,000 average balance, your total yearly 
finance charges (including annual fees) will be less with 
a card that has, say, a $50 annual fee and an interest 
rate of 15 percent than with one that has no annual fee 
but charges a higher (19 percent) rate of interest.

The bottom line is this: Don’t take the first credit 
card that comes along. Instead, get the one that’s right 
for you. Learn as much as you can about the credit 
cards you’ve been offered or are considering. To do 
that, go to Internet sites like www.bankrate.com;  
www.creditcards.com; or www.cardtrak.com, to 
mention just a few. These sites provide all sorts of  
information about fees, rates, credit terms, and so 
forth on a wide array of different types of credit 
cards. Another alternative is to go to publications like 
Money magazine and Kiplinger’s Personal Finance, 
whose respective Internet sites are located at www 
.money.com and www.kiplinger.com. These maga-
zines and Internet sites regularly publish information 
about banks and other financial institutions that offer 
low-cost credit cards nationally; see Exhibit 6.5 for 
an example.

One final point: Some people spend a lot of time 
and energy shopping for deals, jumping from one card 

to another to take advantage of low introductory rates. 
Although a strategy like this may result in lower inter-
est payments, it can backfire if the low rates rise sig-
nificantly after the introductory period or if you miss a 
payment. A wiser approach is to shop around, check for 
better deals from time to time, and then direct the rest 
of your energy toward reducing (or even eliminating) 
any monthly balances.

6-4b Avoiding Credit Problems
Unfortunately, it’s not unusual to find people using credit 
cards to solve cash-flow problems. Even the most careful 
consumers occasionally find themselves with mounting 
credit card debt, especially after the year-end holiday 
buying season. The real problems occur when the situ-
ation is no longer temporary and the debt continues to 
increase. If overspending is not curtailed, then the size 
of the unpaid balance may seriously strain the budget. 
Essentially, people who let their credit balances build up 
are mortgaging their future. By using credit, they’re ac-
tually committing a part of their future income to make 
debt payments. 

The best way to avoid credit problems is to be 
disciplined when using credit. Reduce the number of 
cards you carry, and don’t rush to accept the  tempting 
preapproved credit card offers that you may get in the 
mail. A wallet full of cards can work against you in 
two ways. Obviously, the ready availability of credit 
can tempt you to overspend and incur too much debt. 
But there’s another, less obvious, danger: when you 

Exhibit 6.5

Average Interest Rates for Different Types of Credit Cards
Information about low-cost credit cards is readily available in the financial media. Pay particular attention to the cards with the 
lowest rates (probably best for people who regularly carry an account balance) and no-fee cards with the lowest rates (probably 
best for people who pay their accounts in full each month).

Type of Credit Card Average Annual Percentage Rate (APR)

Balance transfer cards 16.39%

Cash back cards 17.21%

Low interest cards 14.23%

These rates are as of November 7, 2018. Banks sometimes offer lower introductory rates, many charge no annual fee, and the cards vary in credit 
score requirements. Most of these cards have variable rates. Data compiled from https://www.creditcards.com/credit-card-news/rate-report.php, 
accessed November 2018.
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apply for a loan, lenders look at the total amount of 
credit you have available, as well as at the outstand-
ing balances on your credit cards. If you have a lot of 
unused credit capacity, it may be harder to get a loan 
because of lender concerns that you could become 
overextended. Also, your FICO score will be reduced 
because of the amount of potential credit represented 
by the cards. 

You really don’t need three or four bank cards. Two 
credit cards is the most financial advisors suggest you 
carry. And should you decide to start using a new card 
(because their offer was just too good to pass up), then 
get rid of one of your old cards—physically cut up the  
old card and inform the issuer in writing that you’re  
canceling your account.

6-4c Credit Card Fraud
Despite all the efforts of law enforcement officials, 
there are still people out there who are doing their 
best to rip you off! In fact, plastic has become the 

vehicle of choice among crooks. No doubt about it: 
Credit card crime is big business, with annual losses 
in the United States estimated to run in the billions  
of dollars a year. Basically, “it’s us against them,”  
and the first thing you have to understand is that  
the credit card you’re carrying around is a power-
ful piece of plastic. To reduce your chances of being  
defrauded, here are some suggestions you should  
follow:

 ▶ Never, ever, give your account number to people or 
organizations who call you, no matter how legitimate 
it sounds.

 ▶ If you initiated the call, it’s okay to give your account 
number over the phone when ordering or purchasing 
something from a major catalog house, airline, hotel, 
and so on.

 ▶ Use the same precautions when purchasing something 
over the Internet with your credit card—don’t do it 
unless you’re dealing with a major retailer who uses 
state-of-the-art protection against fraud and thievery.

PROteCtiNG yOURseLF FROM iDeNtity tHeFt 

Watch out for the following methods that thieves use 
to get your information:

 ● Dumpster diving. Don’t leave bills or anything with 
personal information in your trash.

 ● Skimming. Watch for unusual “additions” to credit 
and debit card readers that can steal your numbers.

 ● Phishing. Thieves can pretend to be financial insti-
tutions or companies and can use Internet pop-ups 
or send e-mail messages that ask you to disclose 
personal information.

 ● Changing your address. Thieves can reroute your 
bills to them by completing a change of address 
form.

 ● Old-fashioned stealing. Simple still works. Thieves 
continue to steal wallets and purses, mail, and new 
checks or tax information. Also, they sometimes 
bribe employees to provide access to your personal 
information.

 ● Pretexting. Thieves can obtain your personal infor-
mation from financial institutions, telephone com-
panies, and other sources under false pretenses.

So what should you do?
 ● Deter thefts by protecting your information. Be 

aware of the abovementioned ways in which infor-
mation is stolen.

 ● Detect suspicious activity by consistently checking 
your financial and billing statements.

 ● Defend against identity theft as soon as you sus-
pect a possible problem. Place a “fraud alert” on 
your credit reports by contacting one of the con-
sumer reporting companies noted earlier in this 
chapter (Experian, TransUnion, or Equifax). Contact 
the security departments of each company where 
an unauthorized account was opened.

Source: Adapted from http://www.utica.edu/academic/institutes/cimip 
/idcrimes/schemes.cfm, https://www.commonwealth.com/RepSiteContent 
/identity_theft_ftc.htm, and https://www.consumer.ftc.gov/articles/0216 
-protecting-against-credit-card-fraud, accessed November 2018. 
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 ▶ When paying for  
something by check, 
don’t put your 
Social Security  
or credit card  
account number 
on the check, and 
don’t let the store  
clerk do it.

 ▶ Don’t put your 
phone number or 
address (and certainly 
not your Social Security 
number) on credit/charge 
slips, even if the merchant 
asks for it—they’re not 
entitled to it.

 ▶ When using your card 
to make a purchase, 
always keep your eye on it. If the clerk 
wants to make another imprint, ask for the  
first one and tear it up on the spot.

 ▶ Always draw a line on the credit slip through any 
blank spaces above the total.

 ▶ Destroy all old credit slips; and when you receive 
your monthly statement, be sure to go over it  
promptly to make sure there are no 
errors. If you find a mistake, call or 
send a letter  
immediately, detailing the error.

 ▶ If you lose a credit card or it’s 
stolen, report it to the card issuer 
immediately—the most you’re ever 
liable for with a lost or stolen card 
is $50 (per card), but if you report 
the loss before the card can be used, you won’t be 
liable for any unauthorized charges.

 ▶  Destroy old cards or those you no longer use.

6-4d Bankruptcy: Paying the Price 
for Credit Abuse
It certainly isn’t an overstatement to say that, during  
the 1980s and 1990s, debt was in. In fact, the explo-
sion of debt that has occurred since 1980 is almost 
incomprehensible. The national debt rose from less 
than a trillion dollars when the 1980s began to over 
$21.1 trillion by mid-2018. Businesses also took on 
debt rapidly. Not to be outdone, consumers were  

using credit like there was no tomorrow. So it should 
come as no surprise that when you couple this heavy 
debt load with a serious economic recession like  
that in 2007–2008, you have all the ingredients of  
a real financial crisis. And that’s just what happened, as 

personal bankruptcies 
soared in the wake of 

the crisis.
Who files for  

personal bankruptcy? 
The average filer is a 

middle- income 
American who is 

middle-aged and 
has little or no college-

level education. 
When too many people are 

too heavily in debt, a recession (or 
some other economic reversal) can come along and 

push many of them over the edge. But let’s face it, 
recessions are not the main culprit here. The only way 
a recession can push you over the edge is if you’re 
already sitting on it! The real culprit is excess debt. 
Some people simply abuse credit by taking on more 
than they can afford. Then, sooner or later, these 
debtors start missing payments and their credit rat-
ing begins to deteriorate. Unless corrective actions are 

taken, this is followed by repossession 
of property and, eventually, even bank-
ruptcy. Two of the most widely used 
bankruptcy procedures (employed by 
well over 95 percent of those indi-
viduals who file for bankruptcy) are  
(1) the Wage Earner Plan and  
(2) straight bankruptcy.

Wage Earner Plan The 
Wage Earner Plan (as 
defined in Chapter 13 
of the U.S. Bankruptcy 
Code) is a workout pro-
cedure involving some 
type of debt restructur-
ing—usually by estab-
lishing a debt repayment 
schedule that’s more 
compatible with the 
person’s income. It may 
be a viable alternative  
for someone who has a 
steady source of income, 

Leah-Anne Thompson/Shutterstock.com

personal bankruptcy a form 
of legal recourse open to insolvent 
debtors, who may petition a court 
for protection from creditors and 
arrange for the orderly liquidation 
and distribution of their assets

Wage Earner Plan an 
arrangement for scheduled debt 
repayment over future years 
that is an alternative to straight 
bankruptcy; used when a person 
has a steady source of income  
and there is a reasonable chance  
of repayment within three to  
five years

The only way a 
recession can push you 
over the edge is if you’re 
already sitting on it!
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in 2018 not more than $1,184,200 in secured debt and 
$394,725 in unsecured debt, and a reasonably good 
chance of being able to repay the debts in three to five 
years. A majority of creditors must agree to the plan, and 
interest charges (along with late-payment penalties) are 
waived for the repayment period. Creditors usually will  

go along with this plan 
because they stand to 
lose more in a straight 
bankruptcy.

Straight Bankruptcy  
Straight bankruptcy, 
which is allowed under 

Chapter 7 of the bankruptcy code, can be viewed as a legal 
procedure that results in “wiping the slate clean and start-
ing anew.” About 70 percent of those filing personal bank-
ruptcy choose this route. However, straight bankruptcy 
does not eliminate all the debtor’s obligations, nor does the 
debtor necessarily lose all of his or her assets. For example, 
the debtor must make certain tax payments and keep up  
alimony and child-support payments but is allowed to re-
tain certain payments from Social Security, retirement, 
veterans’, and disability benefits. The debtor also may re-
tain the equity in a home, a car, and some other personal 
assets. Minimum values are established by federal regula-
tions, though state laws are generally much more generous 
regarding the amount the debtor is allowed to keep.

Planning Over a lifetime

Using Credit

Here are some key considerations for using credit  
in each stage of the life cycle.

PrE-faMIlY IndEPEndEnCE: 20s

 Obtain a credit card to start building a credit history.  
Consider a secured card first.

 Plan to pay all consumer credit bills in full.

 Carefully monitor all charges and financial statements for 
unauthorized transactions.

faMIlY forMatIon/CarEEr dEVEloPMEnt: 30–45

 Watch consumer credit use carefully to avoid overspending.

 Periodically evaluate credit card costs, and change cards if 
you are not getting the best deal.

 Continue to monitor all accounts for unauthorized trans-
actions and possible identity theft.

PrE-rEtIrEMEnt: 45–65

 Re-evaluate use of consumer credit in light of revised 
expenditures and income.

 Check your credit score periodically.

 Continue to watch for unauthorized transactions  
and identity theft.

rEtIrEMEnt: 65 and BEYond

 Budget to eliminate reliance on consumer credit in  
retirement.

 Maintain credit score to assure credit access.

 Be particularly careful about releasing personal financial 
information.

straight bankruptcy a legal 
proceeding that results in “wiping 
the slate clean and starting anew”; 
most of a debtor’s obligations  
are eliminated in an attempt to  
put the debtor’s financial affairs  
in order

168 PART THREE: Managing Credit

33609_ch06_ptg01.indd   168 20/12/18   9:23 PM



Carter Has Had It and Files for Bankruptcy

Carter Anderson is overwhelmed by his bills. While 
making $60,000 a year, he has amassed credit card 
debt of $24,000, has an $80,000 college loan, holds a 
$150,000 mortgage, and pays monthly on his leased 
Jetta. He’s having trouble paying the mortgage monthly 
and can never seem to pay more than the minimum on 
his credit card debt. Carter’s wife, Bella, is currently un-
employed. Carter has heard that declaring bankruptcy 
can eliminate some of his debt commitments and give 
him extra time to deal with others. He’s had it and just 
filed for bankruptcy. What can Carter look forward to as 
a result of his decision?

Carter can expect some cash flow relief in the short-
term, and filing for bankruptcy will likely prevent or 
at least delay foreclosure on his home. However, the 
bankruptcy filing will adversely affect his credit report 
for up to the next 10 years. Carter will probably have 

trouble getting a loan or a new credit card. And if he 
can borrow money or get a new credit card, he’ll prob-
ably have to pay the highest allowable interest rate. By 
not managing his family’s indebtedness, Carter has ex-
ercised the bankruptcy “nuclear option.” This provides 
short-term relief at the expense of longer-term access 
to credit on reasonable terms.
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 LO1 1. Establishing credit history. After graduating 
from college last fall, Holly Baker took a job as 
a consumer credit analyst at a local bank. From 
her work reviewing credit applications, she 
realizes that she should begin establishing her 
own credit history. Describe for Holly several 
steps that she could take to begin building a 
strong credit record. Does the fact that she took 
out a student loan for her college education 
help or hurt her credit record?

 LO2 2. Evaluating debt burden. Ted Phillips has 
monthly take-home pay of $1,685; he makes 
payments of $410 a month on his outstanding 
consumer credit (excluding the mortgage on his 
home). How would you characterize Ted’s debt 
burden? What if his take-home pay were $850 a 
month and he had monthly credit payments of 
$150?

 LO2 3. Evaluating debt safety ratio. Use Worksheet 
6.1. Chloe Young is evaluating her debt safety 
ratio. Her monthly take-home pay is $3,320. Each 
month, she pays $380 for an auto loan, $120 on 
a personal line of credit, $60 on a department 
store charge card, and $85 on her bank credit 
card. Complete Worksheet 6.1 by listing Chloe’s 
outstanding debts, and then calculate her debt 
safety ratio. Given her current take-home pay, 
what is the maximum amount of monthly debt 
payments that Chloe can have if she wants 
her debt safety ratio to be 12.5 percent? Given 
her current monthly debt payment load, what 
would Chloe’s take-home pay have to be if she 
wanted a 12.5 percent debt safety ratio?

 LO3 4. Comparing credit and debit cards. Samuel 
Ramirez is trying to decide whether to apply 
for a credit card or a debit card. He has $8,500 
in a savings account at the bank and spends his 
money frugally. What advice would you have for 
Samuel? Describe the benefits and drawbacks 
of each type of card.

 LO3 5. Home equity lines. Kai and Ivy Harris have 
a home with an appraised value of $180,000 
and a mortgage balance of only $90,000. Given 
that an S&L is willing to lend money at a loan-
to-value ratio of 75 percent, how big a home 
equity credit line can Kai and Ivy obtain? How 
much, if any, of this line would qualify as tax-
deductible interest if their house originally cost 
$200,000?

 LO4 6. Using overdraft protection line. Grace 
Wang has an overdraft protection line. Assume 
that her October 2020 statement showed a 
latest (new) balance of $862. If the line had a 
minimum monthly payment requirement of  
5 percent of the latest balance (rounded to the 
nearest $5 figure), what would be the minimum 
amount that she’d have to pay on her overdraft 
protection line?

 LO4 7. Choosing between credit cards. Gabriel 
Clark recently graduated from college and 
is evaluating two credit cards. Card A has 
an annual fee of $75 and an interest rate of 
9 percent. Card B has no annual fee and an 
interest rate of 16 percent. Assuming that 
Gabriel intends to carry no balance and pay 
off his charges in full each month, which card 
represents the better deal? If Gabriel expected 
to carry a significant balance from one month 
to the next, which card would be better? 
Explain.

 LO4 8. Calculating credit card interest. Ruby 
Wilson, a student at State College, has a balance 
of $380 on her retail charge card. If the store 
levies a finance charge of 21 percent per year, 
how much monthly interest will be added to 
Ruby’s account?

 LO4 9. Balance transfer credit cards. Zoe Robinson  
has several credit cards, on which she is 
carrying a total current balance of $14,500. 
She is considering transferring this balance to 
a new card issued by a local bank. The bank 
advertises that, for a 2 percent fee, she can 
transfer her balance to a card that charges a  
0 percent interest rate on transferred balances 
for the first nine months. Calculate the fee 
that Zoe would pay to transfer the balance, 
and describe the benefits and drawbacks of 
balance transfer cards.

 LO5 10. Credit card liability. Luna Phan was reviewing 
her credit card statement and noticed several 
charges that didn’t look familiar to her. Luna is 
unsure whether she should “make some noise,” 
or simply pay the bill in full and forget about 
the unfamiliar charges. If some of these charges 
aren’t hers, is she still liable for the full amount? 
Is she liable for any part of these charges—even 
if they’re fraudulent?

Financial Planning Exercises
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 LO6 11. Protecting against credit card fraud.  Liam 
O’Sullivan takes pride in managing his finances 
carefully with great attention to detail. He 
recently received a phone call in which he was 
asked to confirm his credit card account number 
and social security number. Wyatt was pleased he 
had the information handy and appreciated 
the caller’s thoroughness. He gladly provided 
the  information. What advice would you give 
Liam concerning his response?

 LO6 12. How to Improve FICO Score. Caleb Stewart 
had a FICO score of 620 when he learned that 

his neighbor, Bert Collins, has a FICO score 
of 750. While shopping for a new mortgage, 
Caleb learns that a new mortgage will cost him 
about 1/2 percent higher than the rate available 
to Bert. Advise Caleb how he could possibly 
increase his FICO score.

 LO6 13. Protecting Against Identity Theft. Sienna 
Flores lives in a neighborhood where three of 
her friends have had their identities stolen in 
the last six months. She’s worried it will happen 
to her. Explain what Sienna should keep in mind 
to protect herself from identity theft.
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LEARNING ObjEctIvEs
After studying this chapter, you will be able to…

 6-1 Know when to use consumer loans and be able to differentiate between the major types.

 6-2 Identify the various sources of consumer loans.

 6-3 Choose the best loans by comparing finance charges, maturity, collateral, and other loan terms.

 6-4 Describe the features of, and calculate the finance charges on, single-payment loans.

 6-5 Evaluate the benefits of an installment loan.

 6-6 Determine the costs of installment loans and analyze whether it is better to pay cash or to take 
out a loan.

After finishing  
this chapter go 

to PAGE 194 for 
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 7-1  bAsIc FEAtUREs 
OF cONsUmER LOANs

LO1, LO2 In previous chapters, we’ve discussed the 
different types of financial goals that individuals and 
families can set for themselves. These goals often involve 
large sums of money and may include such things as a 
college education or the purchase of a new car. One way 
to reach these goals is to systematically save the money.  
Another is to use a loan to at least par-
tially finance the transactions. Consumer 
loans are important to the personal finan-
cial planning process because they can 
help you reach certain types of financial 
goals. The key, of course, is to success-
fully manage the credit by keeping both  
the amount of debt and the debt  
repayment burden well within your  
budget.

7-1a Using Consumer 
Loans
As we saw in Chapter 6, using open or revolving credit 
can be helpful to those who plan and live within their 
personal financial budgets. More important to the 
achievement of long-term personal financial goals, 
however, are single-payment and installment loans. 
These long-term liabilities are widely used to finance 
the purchase of goods that are far too expensive to 
buy from current income, to help fund a college  
education, or to pay for certain nondurable items, 
such as expensive vacations.

They differ from open forms of credit in several ways, 
including the formality of their lending arrangements.  

That is, while open account credit results from a rather 
informal process, consumer loans are formal, negoti-
ated contracts that specify both the terms for borrow-
ing and the repayment schedule. Another difference is 
that an open line of credit can be used again and again, 
but consumer loans are one-shot transactions made for 
specific purposes. Because there’s no revolving credit 
with a consumer loan, no more credit is available (from 
that particular loan) once it’s paid off. Furthermore, no 
credit cards or checks are issued with this form of credit. 

Finally, whereas open account credit is 
used chiefly to make repeated purchases 
of relatively low-cost goods and services,  
consumer loans are used mainly to  
borrow money to pay for big-ticket items.

7-1b Different Types 
of Loans
Although they can be used for just 
about any purpose imaginable, most 
consumer loans fall into one of the  
following categories:

 ▶ Auto loans. Financing a new car, truck, SUV, or mini-
van is the single most common reason for borrowing 
money through a consumer loan. Indeed, auto loans 
account for about 30 percent of all consumer credit 
outstanding. Generally speaking, about 80 percent 
to 90 percent of the cost of a new vehicle (somewhat 
less with used cars) can be financed with credit. The 
buyer must provide 
the rest through a 
down payment. The 
loan is secured with 
the auto, meaning 
that the vehicle 

HOw wILL tHIs AFFEct mE?

Consumer loan sources abound, and their terms vary significantly. The primary 

types are single-payment and installment consumer loans. It’s important to 

understand when to use each credit source, to be able to calculate and compare 

their costs, and to determine the circumstances in which it is best to take out a 

loan or pay cash. Practical examples considered in this chapter include taking 

out a car loan and borrowing to pay for a college education. The chapter provides 

you with an applied framework for evaluating the best ways to choose among 

and obtain consumer loans.

It’s important to 
successfully manage 
credit by keeping both 
the amount of debt and 
the debt repayment 
burden well within 
your budget.

consumer loans loans made 
for specific purposes using formally 
negotiated contracts that specify the 
borrowing terms and repayment
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serves as collateral for the loan and can be repos-
sessed by the lender should the buyer fail to make 
payments. These loans generally have maturities 
ranging from 36 to 60 months.

 ▶ Loans for other durable goods. Consumer loans can 
also be used to finance other kinds of costly durable 
goods, such as furniture, home appliances, TVs, home 
computers, recreational vehicles, and even small 
airplanes and mobile homes. These loans are also 
secured by the items purchased and generally require 
some down payment. Maturities vary with the type of 
asset purchased: 9- to 12-month loans for less costly 
items, such as TVs and computers, versus a 10- to  
15-year loan for (say) a mobile home.

 ▶ Education loans. Getting a college education is an-
other important reason for taking out a consumer loan. 
Such loans can be used to finance either undergradu-
ate or graduate studies, and special, government-
subsidized loan programs are available to students and 

 ▶ Consolidation loans. This type of loan is used to 
straighten out an unhealthy credit situation, which of-
ten occurs when consumers overuse credit cards, credit 
lines, or consumer loans and can no longer promptly 
service the debt. By borrowing money from one source 
to pay off other forms of credit,  borrowers can replace, 
say, five or six monthly payments that total $400 with 
one payment amounting to $250. Consolidation loans 
are usually expensive, and people who use them should be 
careful to stop using credit cards and other forms of credit 
until they repay the loans. Otherwise, they may end up 
right back where they started.

Single-Payment or Installment Loans Consumer 
loans can also be broken into categories based on the 
type of repayment arrangement—single-payment or in-
stallment. Single-payment loans are made for a speci-
fied period, at the end of which time payment in full 
(principal plus interest) is due. They generally have ma-
turities ranging from 30 days to a year or so. Sometimes 
single-payment loans are made to finance purchases 
or pay bills when the cash to be used for repayment is 
known to be forthcoming in the near future; in this case, 
they serve as a form of interim financing. In other situa-
tions, single-payment loans are used by consumers who 
want to avoid being strapped with monthly installment 
payments.

Installment loans, in contrast, are repaid in a series of 
fixed, scheduled payments rather than in one lump sum. 
The payments are almost always set up on a monthly basis, 
with each installment made up partly of principal and partly  
of interest. For example, out of a $75 monthly payment, 
$50 might be credited to principal and the balance to inter-
est. These loans are typically made to finance the purchase 
of a good or service for which current resources are inad-
equate. The repayment period can run from six months to 
six years or more. Installment loans have become a way 
of life for many consumers. They’re popular because they 
provide a convenient way to “buy now and pay later.”

YOU CAN DO IT NOW: Current Auto Loan Rates  
If you’re considering buying a car, you need to know 
current auto loan rates to estimate prospective monthly 
payments and what price you can afford to pay for an 
automobile. Up-to-date market rates are available at 
http://www.bankrate.com. You’ll see how much higher 
used auto loan rates are than new auto loan  rates. 
And you’ll get a sense of the trade-off between auto 
loan rates and maturity, for example, between 48- and 
60-month loan rates. Getting familiar with auto loan 
rates will help you be a more informed shopper—you 
can do it now.

collateral an item of value used 
to secure the principal portion of 
a loan

single-payment loan a loan 
made for a specified period, at  
the end of which payment is  
due in full

interim financing the use of 
a single-payment loan to finance a 
purchase or pay bills in situations 
where the funds to be used for 
repayment are known to be 
forthcoming in the near future

installment loan a loan that is 
repaid in a series of fixed,  scheduled 
payments rather than a lump sum
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parents. We’ll discuss 
student loans in more 
detail in the following 
section.

 ▶  Personal loans. These 
loans are typically 
used for nondurable 
expenditures, such as 
an expensive European 
vacation, or to cover 
temporary cash short-
falls. Many personal 
loans are unsecured, 
which means there’s 
no collateral with the 
loan other than the 
borrower’s good name.
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Student Loans Today, the average annual total cost of 
tuition, fees, books and supplies, transportation, and room 
and board ranges from about $25,000 at four-year public 
colleges for state residents to over $51,000 at private 
colleges. Alarmingly, college costs tend to increase at 
least twice as much as the level of general inflation. Many 
families, even those who started saving for college when 
their children were young, are faced with higher-than- 
expected bills. Fortunately, there are many types of financial 
aid programs available, including some federal programs as 
well as state, private, and college-sponsored programs.

Paying for a college education is one of the most le-
gitimate reasons for going into debt. Although you could 
borrow money for college through normal  channels—
that is, take out a regular consumer loan from your bank 
and use the proceeds to finance an education—there  
are better ways to go about getting education loans.  
Congress passed legislation that prevents private finan-
cial institutions from making profits as intermediaries 
between students and federal education aid dollars. All 
federal student loans must go through a direct lending 
program, so private lending companies such as Sallie 
Mae are no longer in that business. The federal gov-
ernment (and some state governments) have available  
several different types of subsidized educational loan 
programs. The federally sponsored programs are:

 ▶ William D. Ford Federal Direct Loan Program (Direct)

 ▶ Parent Loans for Undergraduate Students (PLUS)

Direct loans have the best terms and are the founda-
tion of the government’s student loan program. In contrast, 
PLUS (which stands for Parent Loans for Undergraduate 
Students) loans are supplemental loans for undergraduate 
students who demonstrate a need but, for one reason or 
another, don’t qualify for Direct loans or who need more 
aid than they’re receiving. Under this program, parents 
can take out loans to meet or supplement the costs of their 
children’s college education, up to the full cost of attendance. 
Although Direct loans are made directly to students, PLUS 
loans are made to the parents or legal guardians of college 
students. There was a Federal Perkins loan program that  
provided low-interest loans to students. However, that pro-
gram has been discontinued.  The last new Perkins loans 
were made in September of 2017 and final disbursements 
were made in June of 2018.

The best place to start looking for information 
about these and other programs is the Internet. For ex-
ample, look up FASTWEB (which stands for Financial 
Aid Search Through the Web). This site, which is free, 
not only provides details on all the major, and some of 
the not-so-major, student loan programs but also has a 

service that matches individuals with scholarships and 
loans—even going so far as to provide form letters to use 
in requesting more information. (The address is www 
.fastweb.com.) And the U. S. Department of Educa-
tion site (https://studentaid.ed.gov/sa/types/loans 
/subsidized-unsubsidized) is a useful resource as well.

Let’s look at the Direct loan program to see how 
student loans work. There are two types of Direct loans. 
In the subsidized loan program, the U.S. Department of 
Education pays interest while the student is in school and 
also during certain grace and deferment periods. In the 
unsubsidized program, the borrower is responsible for all 
interest, whether in or out of school. Direct loans carry 
low, government-subsidized interest rates.

The whole process—which really is quite simple—
begins with a visit to the school’s financial aid office, 
where a financial aid counselor will help you determine 
your eligibility. To be eligible, you must demonstrate 
a financial need, where the amount of your financial 
need is defined as the cost of attending school less the 
amount that can be paid by you or your family. Thus, 
in these programs, students are expected to contribute  
something to covering their educational expenses re-
gardless of their income. You must also be making  
satisfactory progress in your academic program, and 
you cannot be in default on any other student loans. 
Each academic year, you’ll have to fill out a Free Ap-
plication for Federal Student Aid (FAFSA) statement 
to attest that these qualifications are being met.

    Go to Smart Sites
To find advice on financing college (loans and 
scholarships) and helpful online calculators, check out the 
Princeton Review’s financing section. MindTap includes 
“Smart Sites,” a list of resources and sites that offer 
additional information on topics in the PFIN text.

Obtaining a Student Loan If you’re eligible, all you 
have to do to obtain a (Direct) loan is complete a simple 
application form. This involves transmitting the applica-
tion electronically to the  necessary parties, thus reduc-
ing paperwork and speeding up the processing (e.g.,  
see https://studentaid.ed.gov/sa/fafsa).

Each program has specific loan limits. For ex-
ample, with subsidized Direct loans for dependent 
undergraduate students, you can borrow up to $3,500 
for first-year studies, $4,500 for the second year, and 
$5,500 per academic year thereafter, up to a subsidized 
loan maximum of $23,000 for undergraduate studies—
you can obtain even more if you can show that you’re 
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no longer dependent on your parents; in other words, 
that you’re an independent undergraduate student 
paying for your college education on your own. Sub-
sidized Direct loans are not available to graduate and 
professional students. However, unsubsidized Direct 
loans of up to $20,500 per school year are available  
to these students. And medical students can borrow  
up to $40,400 per year using unsubsidized loans.  
Exhibit 7.1 compares the major loan provisions of  
the two federally sponsored student loan programs: 
Direct and PLUS loans.

Each year, right on through graduate school, a student 
can take out a loan from one or more of these government 
programs. Over time, that can add up to a lot of loans, and 
a substantial amount of debt—all of which must be repaid. 
But here’s another nice feature of these loans: loan repay-
ment doesn’t begin until after you’re out of school (for the 
Direct program only; repayment on PLUS loans normally 
begins within 60 days of loan disbursement). In addition, 
except for PLUS loans, interest doesn’t begin accruing 
until you get out of school. Once repayment begins, you 
start paying interest on the loans; this interest may be tax 
deductible, depending on your income.

Student loans usually require monthly (principal and 
interest) payments over a period of 5 to 10 years. To help 
you service the debt, if you have several student loans 

outstanding, you can consolidate the loans at a single, 
blended rate and extend the repayment period to as long 
as 20 years. You also can ask for either: (1) an extended  
repayment for a longer term of up to 30 years; (2) a 
graduated repayment schedule, which will give you low 
payments in the early years and then higher payments 
later on; or (3) an income- contingent repayment plan, 
with payments that fluctuate annually according to your 
income and debt levels. But no matter what you do, take 
the repayment provisions seriously because defaults will 
be reported to credit bureaus and become a part of your 
credit file. Furthermore, you can’t get out of repaying 
your student loans by filing for bankruptcy: whether you 
file under Chapter 7 or Chapter 13, student loans are not 
dischargeable in a bankruptcy proceeding.

Are Student Loan Programs “Too Big to Fail”?  
During the financial crisis of 2007–2008, some banks  
were deemed “too big to fail” by virtue of their impor-
tance to the operation of the entire financial system. 
Their size consequently became the rationale for pro-
viding massive public financial assistance. Education 
is important to the economy, and, as discussed in this  
chapter, the federal government provides loans to finance 
undergraduate and graduate education. So how large 
have student loans grown? Student loans now total more 

Exhibit 7.1

Federal Government Student Loan Programs at a Glance
More and more college students rely on loans subsidized by the federal government to finance all or part of their educations. 
There are three types of federally subsidized loan programs, the basic loan provisions of which are listed here. These loans 
all have low interest rates and provide various deferment options and extended repayment terms. (Note: Loan rates and terms 
shown here are for the 2018–2019 school year.)

Type of Federal Loan Program

Loan Provisions Direct Loans* PLUS Loans

Borrower Student Parent

Interest rate 5.05% (undergrad subsidized)  
6.6% (grad/professional unsubsidized)

5% 7.6%

Cumulative borrowing 
limits

Dependent and independent undergrad 
students: $23,000; Grad/professional 
students:  $138,500 (including a 
maximum of $65,500 in subsidized 
loans), or $224,000 for medical school/
health professionals  

No total dollar limit: Cost of attendance 
minus any other financial aid received

Loan fees 1.062% of loan amount  4.248% of loan amount

Loan term Up to 10 years 10 years

*Data are subsidized undergraduate Direct loans and unsubsidized graduate or professional Direct loans, and interest rates are as of November 2018. Direct loans can be subsidized or unsubsidized and the lifetime 
limits can differ. Subsidized Direct loans also have annual borrowing limits.
Source: https://studentaid.ed.gov and www.fastweb.com/student-loans, accessed November 2018.
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than $1.48 trillion, which is greater 
than overall U.S. credit card 
debt! So the federal gov-
ernment has taken on 
a significant liability to 
support higher educa-
tion that is important 
to the overall economy. 
This prompted a 
representative of 
the Consumer Finance Protection Bureau (CFPB) to  
observe that the student loan program has possibly  
become “too big to fail” as well.

While this chapter discusses the limits on public 
loans, there is no limit on private student loans. The av-
erage undergraduate student loan for graduating college 
students in 2017 was about $39,400. Yet about 5 percent 
of student borrowers owe more than $100,000 and about 
half of the outstanding federal education loan debt is 
held by about 12 percent of borrowers owing $60,000 or 
more. About 11 percent of all student borrowers have a  
past-due balance. This level of indebtedness takes on  
particular significance given that the average starting salary  
of a recent college graduate in 2018 was about $50,390.

Surveys find that about two-thirds of student bor-
rowers with private loans do not understand the differ-
ences between public and private student loans. This is 
significant because public lenders are often more flex-
ible than private lenders in providing financial relief 
when borrowers are under pressure. For example, fed-
eral programs provide public service loan forgiveness, 
income-based repayment, and loan repayment assis-
tance programs. 

Strategies for Reducing Student Loan Costs It’s 
important to borrow as little as possible to cover college 
costs. This common-sense goal can be quantified by bor-
rowing in light of the student’s expected future salary. Based 
on that expected future salary, figure out what monthly 
payment the student will be able to afford and then use 
a loan repayment calculator to determine the maximum 
amount that can be borrowed at the expected interest rate 
on the loan. For example, consider using the online stu-
dent loan calculator at www.bankrate.com/calculators 
/college-planning/loan- calculator.aspx. The analysis 
should also include looking for the lowest interest rate.

Before borrowing, it makes sense to explore all pos-
sibly available grants and scholarships and to apply for 
federal student aid. And it is wise to explore the Public 
Service Loan Forgiveness program. There could also be 
the option to consolidate federal student loans and to 
participate in an income-based  repayment program.

Fixed- or Variable-Rate Loans Most 
consumer loans are made at fixed 

rates of interest—that is, 
the interest rate charged 
and the monthly pay-
ments remain the same 

over the life of the obliga-
tion. However, variable- 

rate loans are 
also being made 

with increasing frequency, 
especially on longer-term installment loans. As with an  
adjustable-rate home mortgage, the rate of interest 
charged on such loans changes periodically in keeping  
with prevailing market conditions. If market interest  
rates go up, the rate of interest on the loan goes up  
accordingly, as does the monthly loan payment. These 
loans have periodic adjustment dates (e.g., monthly, quar-
terly, or semiannually), at which time the interest rate and 
monthly payment are adjusted as necessary. Once an ad-
justment is made, the new rate remains in effect until the 
next adjustment date (sometimes the payment amount 
remains the same but the number of payments changes).

Many variable-rate loans limit the maximum in-
crease per adjustment period as well as over the life of 
the loan. Typically, variable-rate loans are desirable if 
interest rates are expected to fall over the course of the 
loan. In contrast, fixed-rate loans are preferable if inter-
est rates are expected to rise.

7-1c Where Can You Get 
Consumer Loans?
Consumer loans can be obtained from a number of 
sources, including commercial banks, consumer finance 
companies, credit unions, S&Ls, sales finance compa-
nies, and life insurance companies. They can even be 
provided by brokerage firms, pawnshops, or friends and 
relatives. Commercial banks dominate the field and pro-
vide nearly half of all consumer loans. Second to banks 
are consumer finance companies and then credit unions. 
Altogether, about 75 percent of consumer loans are orig-
inated by these three types of financial institutions.

Commercial Banks Because they offer various types 
of loans at attractive rates of interest, commercial banks 
are a popular source of consumer loans. One attrac-
tive thing about commercial banks is that they typically 
charge lower rates than most other lenders, largely be-
cause they take only the best credit risks and are able to 
obtain relatively inexpensive funds from their depositors. 
The demand for their loans is generally high, and they 

Creativa Images/Shutterstock.com
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can be selective in making consumer loans. Commercial 
banks usually lend only to customers with good credit 
ratings who can readily demonstrate an ability to repay 
a loan according to the specified terms. They also give 
preference to loan applicants who are account holders. 
Although banks prefer to make loans secured by some 
type of collateral, they also make unsecured loans to 
lower risk customers.

Consumer Finance Companies Sometimes called 
small loan companies, consumer finance  companies make  
secured and unsecured (signature) loans to qualified in-
dividuals. These companies do not accept deposits but 
obtain funds from their stockholders and through open 
market borrowing. Because they don’t have the inexpen-
sive sources of funds that banks and other deposit-type 
institutions do, their interest rates are generally quite 
high. Actual rates charged by consumer finance com-
panies are regulated by interest-rate ceilings (or usury 
laws) set by the states in which they operate. The maxi-
mum allowable interest rate may vary with the size of 
the loan, and the state regulatory authorities may also 
limit the length of the repayment period. Loans made 
by consumer finance companies typically are for $5,000 
or less and are secured by some type of collateral. These 
lenders specialize in small loans to high-risk borrowers. 
As such, they are quite costly, but they may be the only 
alternative for people with poor credit ratings.

They make either unsecured or secured loans, depend-
ing on the size and type of loan requested. Membership 
in a credit union provides the most attractive borrowing 
opportunities available because their interest rates and 
borrowing requirements are usually more favorable than 
other sources of consumer loans.

Savings and Loan Associations S&Ls, as well as sav-
ings banks, primarily make mortgage loans. While they 
aren’t major players in the consumer loan field, S&Ls 
can make loans on such consumer durables as automo-
biles,  televisions, refrigerators, and other appliances. 
They can also make certain types of home improvement 
and mobile-home loans as well as some personal and 
educational loans. Rates of interest on consumer loans at 
S&Ls are fairly close to the rates charged by commercial 
banks. If anything, they tend to be a bit more expensive. 
Like their banking counterparts, the rates charged at 
S&Ls will, in the final analysis, depend on such factors as 
type and purpose of the loan and the borrower’s overall 
creditworthiness.

Sales Finance Companies Businesses that sell rela-
tively expensive items—such as automobiles, furniture, 
and appliances—often provide installment financing to 
their customers. Because dealers can’t afford to tie up 
their funds in installment loans, they sell them to a sales 
finance company. This procedure is often called “selling 
paper” because the merchants are, in effect, selling their 
loans to a third party. When the sales finance company 
purchases these notes, customers are usually notified to 
make payments directly to it.

The largest sales finance organizations are the 
 captive finance companies owned by the manufactur-
ers of big-ticket items. Ford Motor Credit Corpora-
tion (FMCC) and General Electric Credit Corporation 

    Go to Smart Sites
America’s Credit Unions provides information to help you 
find a credit union in your area.

Credit Unions A credit union is a cooperative financial 
institution that is owned by the people (“members”) who 

use its services. Only the 
members can obtain in-
stallment loans and other 
types of credit from these 
institutions, but credit 
unions can offer mem-
bership to just about 
anyone they want, not 
merely to certain groups 
of people. Because they 
are nonprofit organi-
zations with minimal 
operating costs, credit 
unions charge relatively 
low rates on their loans. 

consumer finance 
company a firm that makes 
secured and unsecured personal 
loans to qualified individuals; also 
called a small loan company

sales finance company a firm 
that purchases notes drawn up by 
sellers of certain types of merchandise, 
typically big-ticket items

captive finance company a 
sales finance company that is owned 
by a manufacturer of big-ticket 
merchandise GMAC is a  captive 
finance company
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(GECC) are just two examples of captive finance com-
panies that purchase the installment loans made by the 
dealers of their products. Most commercial banks also 
act as sales finance companies by buying paper from 
auto dealers and other businesses. The cost of financing 
through a sales finance company is often higher than the 
rates charged by banks and S&Ls, particularly when you 
let the dealer do all the work in arranging the financing 
(dealers normally get a cut of the finance income, so it’s 
obviously in their best interest to secure as high a rate as 
possible).

Life Insurance Companies Life insurance policyhold-
ers may be able to obtain loans from their insurance com-
panies. That’s because certain types of policies not only 
provide death benefits but also have a savings function, 
so they can be used as collateral for loans. Life insurance 
companies are required by law to make loans against the 
cash value—the amount of accumulated  savings—of 
certain types of life insurance policies. The rate of inter-
est on this type of loan is stated in the policy and usually 
carries a variable rate that goes up and down with pre-
vailing market conditions. Although you’ll be charged in-
terest for as long as the policy loan is outstanding, these 
loans don’t have repayment dates—in other words, you 
don’t have to pay them back.

When you take out a loan against the cash value of 
your life insurance policy, you’re really borrowing from 
yourself. Thus, the amount of the loan outstanding, plus 

any accrued interest, is deducted from the amount of 
coverage provided by the policy—effectively lowering 
your insurance coverage. The chief danger in life insur-
ance loans is that they don’t have a firm maturity date, so 
borrowers may lack the motivation to repay them.

Friends and Relatives Sometimes, rather than going 
to a bank or some other financial institution, you may 
have a close friend or relative who is willing to lend you 
money. Such loans often are attractive because little  
or no interest is charged. Still, given the potential for  
disagreement and conflict, borrowing from friends or 
relatives is not advisable. Consider doing so only when 
there are no other viable alternatives. Remember, a loan 
to or from a friend or family member is far more than a 
regular financial transaction: The interest is emotional, 
and at risk is the relationship itself.

 7-2 mANAGING YOUR cREDIt
LO3 Choose the best loans by comparing finance charges, 
maturity, collateral, and other loan terms. Borrowing money 
to make major  purchases—and, in general, using consu mer 
loans—is a sound way to 
conduct your financial 
affairs. From a financial 
planning perspective, you 
should ask yourself two 

Are More Financial Choices Better?

More choices are better than fewer choices, right? 
That sounds like common sense. Yet behavioral 
finance studies show that when presented with lots 
of financial choices, many people get overwhelmed 
and fall back on what they already know, or just 
make the simplest choice by default. This is called 
the paradox of choice. Our brains are just not wired 
to analyze too many choices. The best defense is to 
be financially literate: do your homework, develop 
a framework for making such decisions, and be pre-
pared to ask for help.

Consider the complicated choice among vari-
ous mortgage types and terms. You have to choose 
between 15- and 30-year maturities and between 

fixed- and adjustable-rate mortgages; decide on 
the amount of the down payment, the amount of 
“points” (percent of the loan amount) to pay in order 
to reduce your mortgage rate, and when to “lock in” 
your rate; and you must choose the best array of up-
front fees. Some consumers, when facing so many 
decisions, end up borrowing too much or holding 
mortgages that are inconsistent with their best inter-
ests. And research shows that lower financial literacy 
and analytical abilities are directly related to higher 
mortgage default rates.

This book in general, and the chapters on managing 
credit in particular, should help you make these compli-
cated financial decisions.

bEHAvIOR mAttERs

cash value an accumulation of 
savings in a life insurance policy that can 
be used as a source of loan collateral
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questions when considering the use of a 
consumer loan: (1) how does this transac-
tion fit into my financial plans? and (2) how 
do the required debt payments on the loan 
fit into my monthly cash budget? 

When full consideration is given 
not only to the need for the asset in 
question, but also to the repayment of 
the ensuing debt, sound credit manage-
ment results. In contrast, if the expen-
diture in question will seriously jeopar-
dize your financial plans, or if repaying 
the loan is likely to strain your cash bud-
get, then you should definitely reconsider the purchase. 
Perhaps it can be postponed, or you can liquidate some 
other assets in order to come up with more down pay-
ment. Whatever route you choose, the key point is to 
make sure that the debt will be fully compatible with 
your financial plans and cash budget before the loan is 
taken out and the money spent.

7-2a Shopping for Loans
Once you’ve decided to use credit, it’s equally important 
that you shop around and evaluate the various costs and 
terms available. You may think the only thing you need 
do to make a sound credit decision is to determine which 
source offers the lowest finance charge. But this could 
not be farther from the truth—as we’ll see below, finance 
charges are just one of the factors to consider when shop-
ping for a loan.

Finance Charges  
What’s it going to 
cost me? That’s 
one of the first things 
most people want to 
know when taking out a 
loan. And that’s appropri-
ate because borrowers should 
know what they’ll have to pay 
to get the money. Lenders are 
required by law to explicitly 
state all finance charges and 
other loan fees. 

Find out the effec-
tive (or true) rate of 
interest you’ll have to 
pay on the loan, as well 
as whether the loan carries a fixed or 
variable rate. Ask the lender what the  
annual rate of interest on the loan will be because it’s far 
more relevant to compare percentage rates on alternative 

borrowing arrangements than the dollar 
amount of the loan charges. This rate of 
interest, known as the annual percentage 
rate (APR), includes not only the stated 
cost of money but also any additional 
fees that might be required on the loan 
(APR is more fully discussed later). Also, 
if it’s a variable-rate loan, find out what 
the interest rate is pegged to, how many 
“points” are added to the base rate, how 
often the loan rate can be changed, and 
if rate caps exist. Just as important is how 
the lender makes the periodic adjust-

ments: Will the size of the monthly payment change, or 
the number of monthly payments?

Loan Maturity Try to make sure that the size and 
number of loan payments will fit comfortably into 
your spending and savings plans. The cost of credit 
generally increases with the length of the repayment 
period. Thus, to lower your cost, you should consider 
shortening the loan maturity—but only to the point 
where doing so won’t place an unnecessary strain on 
your cash flow. Although a shorter maturity may re-
duce the cost of the loan, it also increases the size of 
the monthly loan payment. Indeed, finding a monthly  
loan payment that you’ll be comfortable with is a  
critical dimension of sound credit  management.

Lengthening the loan maturity is just one way of 
coming up with an affordable monthly payment. Fortu-
nately, there are scores of Internet sites where you can 
quickly run through all sorts of alternatives to find the 
monthly payment that will best fit your monthly bud-

get. The “tools” section of most major 
financial services sites on the Inter-
net have calculators that enable you 

to quickly and easily figure in-
terest rates and monthly 

loan payments for all 
sorts of loans. Gener-
ally, all you need to do 

is plug in a few key piec-
es of information—such 

as the interest rate and 
loan term—and then hit 

“calculate.” For example, 
go to www.finaid.org and try 

out their “Loan Calculator.”

Total Cost of the Transaction  
When comparison shopping for 
credit, always look at the total  

cost of both the price of the item 

When considering a 
consumer loan, ask 
yourself: (1) how does 
it fit in my financial 
plan? and (2) how do 
the required payments 
fit into my budget?

Maxx-Studio/Shutterstock.com
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purchased and the price of the credit. Retailers often ma-
nipulate both sticker prices and interest rates, so it’s hard 
to know what kind of deal you’re getting until you look at 
the total cost of the transaction. Comparing monthly pay-
ments is a good way to get a handle on total cost. It’s easy 
to compare total costs: just add the amount put down on 
the purchase to the total of all the monthly loan payments. 
Other things being equal, the one with the lowest total is 
the one you should pick.

Collateral Make sure you know up front what collateral 
(if any) you’ll have to pledge on the loan and what you 
stand to lose if you default on your payments. If it makes 
no difference to you and if it’s not too inconvenient,  using 
collateral often makes sense because it may result in lower 
finance charges—perhaps half a percentage point or so.

Other Loan Considerations In addition to follow ing 
the guidelines just described, here are some questions 
you should also ask: 

 ▶ Can you choose a payment date that will be 
 compatible with your spending patterns? 

 ▶ Can you obtain the loan promptly and conveniently? 

 ▶ What are the charges for late payments, and are they 
reasonable? 

 ▶ Will you receive a refund on credit charges if 
you prepay your loan, or are there prepayment 
penalties? 

Taking the time to look around for the best credit deal 
will pay off, not only in reducing the cost of such debt 
but also in keeping the burden of credit in line with 
your cash budget and financial plans. In the long run, 
you’re the one who has the most to gain (or lose). Thus, 
you should see to it that the debt you undertake does, in 
fact, have the desired effects on your financial condition. 
You’re paying for the loan, so you might as well make the 
most of it!

7-2b Keeping Track of Your 
Consumer Debt
To stay abreast of your financial condition, it’s a good 
idea to periodically take inventory of your outstand-
ing consumer debt. Ideally, you should do this every 
three or four months but at least once a year. To take 
inventory of what you owe, simply list all your out-
standing consumer debt. Include everything except 
your home mortgage—installment loans, student 
loans, single-payment loans, credit cards, revolving 
credit lines, overdraft protection lines, even home  
equity credit lines.

Worksheet 7.1 should be helpful in preparing a list 
of your debts. To use it, simply list the current monthly 
payment and the latest balance due for each type of 
consumer credit outstanding; then, total both columns 
to see how much you’re paying each month and how 

Is a 0 PErCEnt aPr Loan a GooD DEaL?

Many 0 percent APR loan deals also give you the alter-
native of a cash-back rebate. You can have one or the 
other, but not both. Taking the cash-back rebate means 
you finance your loan at a normal interest rate. How-
ever, accepting the rebate will allow you to borrow less, 
although you pay a higher interest rate.

Consider an example in which you buy a car and finance 
$15,000 for 48 months at a 6.7 percent APR interest rate, 
which requires a monthly payment of $357.11. Your total 
payments over the life of the loan are $17,141. Interest is 
$17,141 2 $15,000 5 $2,141. Alternatively, a 0 percent APR 
loan deal for the same car at the same price would cost 
you only $312.50 per month, which is a savings of $2,141 
over the life of the loan. Assume that both loans are for  
48 months and that your down payment is the same.

Now, what if the car dealer offers a $2,000 cash-back 
rebate as an alternative to the 0 percent APR loan deal? 
This would reduce the loan amount to $13,000, which 
would mean a monthly payment of $309.49 at 6.7 per-
cent APR. So the cash-back rebate provides a lower 
monthly payment than the 0 percent APR loan.

What can you take away from this example? If you 
have the choice, it is almost always better to accept a 
rebate than a 0 percent APR loan. This is especially the 
case if you don’t have much down payment money, 
because the rebate effectively increases your down 
payment.

Source: Adapted from “0% APR Loan Deals—Good Deal or Not?” 
http://www.best-car-deals.buyerreports.org/0-apr-loan-deals,  
accessed November 2018.

Financial Planning Tips
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large a debt load you have built up. Hopefully, when 
you’ve totaled all the numbers, you won’t be surprised 
to learn just how much you really do owe.

An easy way to assess your debt position is to com-
pute your debt safety ratio (we discussed this ratio in 
Chapter  6) by dividing the total monthly payments 
(from the worksheet) by your monthly take-home pay. 
If 20 percent or more of your take-home pay is going to 
monthly credit payments, then you’re relying too heavily 
on credit; if your debt safety ratio works out to 10 percent 
or less, you’re in a strong credit position. Keeping track  
of your credit and limiting the amount of outstanding 

debt to a reasonable level is the surest way to maintain 
your creditworthiness.

 7-3 sINGLE-PAYmENt LOANs
LO4 Unlike most types of consumer loans, a single-
payment loan is repaid in full with a single payment  
on a given due date. The payment usually consists of 
principal and all interest charges. Sometimes,  however, 
interim interest payments must be made (e.g., every 
quarter), in which case the payment at  maturity is made 

Use a worksheet like this one to keep track of your outstanding credit along with your 
monthly debt service requirements. Such information is a major component of sound 
credit management.

wORksHEEt 7.1  TraCkInG YoUr ConSUmer DebT

AN INVENTORY OF CONSUMER DEBT

Type of Consumer Debt Creditor

Latest
Balance

Due

Current
Monthly

Payment*

Name

*Leave the space blank if there is no monthly payment required on a loan 
  (e.g., as with a single-payment or education loan).

Auto loans
Education loans
Personal installment loans

Home improvement loan
Other installment loans
Single-payment loans
Credit cards (retail 
charge cards, bank 
cards, T&E cards, etc.)

Overdraft protection line
Personal line of credit
Home equity credit line
Loan on life insurance
Margin loan from broker
Other loans

Totals

Debt safety ratio 5 3 100 5 3 100 5 %Total monthly payments
Monthly take-home pay

DateRose and Dylan Rogers

Ford $ 342.27 $ 13,796.00

$ 964.12

$ 964.12 18.5
$ 5,200.00

$ 45,519.00

117.00 7,986.00

183.00 5,727.00

92.85 2,474.00

42.00 826.00

35.00 600.00

40.00 1,600.00

15.00 310.00

97.00 9,700.00

2,500.00

U.S. Dept of Education

June 14, 2020

Bank of America

CapitalOne Visa

Amex

Home Depot

Mom & Dad

Hill County Schools Credit Union

Wells Fargo

Wells Fargo
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up of principal plus any unpaid  interest. Although in-
stallment loans are far more popular, single-payment 
loans still have their place in the  consumer loan market.

Single-payment loans can be secured or unsecured and 
can be taken out for just about any purpose. They’re often 
most useful when the funds needed for a given purchase or 
transaction are temporarily unavailable but are expected in 
the near future. By helping you cope with a temporary cash 
shortfall, these loans can serve as a form of interim financ-
ing until other,  permanent arrangements can be made.

7-3a Important Loan Features
When applying for either a single-payment or an install-
ment loan, you must first submit a loan application, an 
example of which is shown in Exhibit 7.2. The loan ap-
plication gives the lending institution information about 
the purpose of the loan, whether it will be secured or 
unsecured, and the applicant’s financial condition. The 
loan officer uses this document, along with other infor-
mation (such as a credit report from the local credit bu-
reau and income verification) to determine whether you 
should be granted the loan. Here again, some type of 
credit scoring (as discussed in Chapter 6) may be used to 
make the decision. When applying for a loan, you should 
also consider various features of the debt, the three most 
important of which are loan collateral, loan maturity, and 
loan repayment.

Loan Collateral Most single-payment loans are sec ured 
by certain, specified assets. For collateral, lenders prefer 
items they feel are readily marketable at a price that’s 
high enough to cover the principal portion of the loan—
for example, an automobile, jewelry, or stocks and bonds. 
If a loan is obtained to purchase some personal asset, 
then that asset may be used to secure it. In most cases,  
lenders don’t take physical possession of the collateral 
but instead file a lien, which is a legal claim that  permits 
them to liquidate the collateral to satisfy the loan if the 
borrower defaults. If the borrowers maintain  possession 
or title to movable property—such as cars, TVs, and 
 jewelry—then the instrument that gives lenders title 
to the property in event of default is called a chattel 
mortgage. If lenders hold title to the collateral—or 
take possession of it, as is often the case with stocks 
and bonds—then the agreement giving them the right 
to sell these items in case of default is a collateral note.

Loan Maturity As indicated previously, the maturity 
(or term) on a single-payment loan is usually one year or 
less; it very rarely extends to two years or longer. When 
you request a single-payment loan, be sure that the  
term is long enough to allow you to obtain the funds 

for repaying the loans but not any longer than neces-
sary. Don’t stretch the maturity out too far because  
the amount of the finance charges paid increases with 
time. Because the loan is retired in a single payment, 
the lender must be confident that you’ll be able to repay 
it even if unexpected events occur in the future. So, the 
term of your single-payment loan must be reconciled 
with your budget, as well as with your ability to pay.

Loan Repayment Repayment of a single-payment 
loan is expected at a single point in time: on its matu-
rity date. Occasionally, the funds needed to repay this 
type of loan will be received prior to maturity. De-
pending on the lender, the borrower might be able 
to repay the loan early and thus reduce the finance 
charges. Many credit unions actually permit early re-
payment of these loans with reduced finance charges. 
However, commercial banks and other single-payment 
lenders may not accept early repayments or, if they 
do, may charge a prepayment penalty on them. This 
penalty normally amounts to a set percentage of the 
interest that would have been paid over the remaining 
life of the loan. The Truth in Lending Act requires 
lenders to disclose in the loan agreement whether, and 
in what amount, prepayment penalties are charged on 
a single-payment loan.

Occasionally, an individual borrows money using a 
single-payment loan and then discovers that he or she 
is short of money when the loan comes due. Should 
this happen to you, don’t just let the payment go past 
due. Instead, inform the lender in advance so that  
a partial payment, loan 
extension, or some other 
arrangement needs to be 
made. Under such cir-
cumstances, the lender 
will often agree to a loan 
rollover, in which case 
the original loan is paid 
off by taking out another  
loan. The lender will 
usually require that all 
the interest and at least 
part of the principal be 
paid at the time of the 
rollover.

For example, if 
you originally borrowed 
$5,000 for 12 months, 
then the bank might 
be willing to lend you a 
lower amount, such as 

loan application gives a lender 
information about the purpose of 
the loan as well as the applicant’s 
financial condition

lien a legal claim permitting the 
lender, in case the borrower defaults, 
to liquidate the items serving as 
collateral to satisfy the obligation

chattel mortgage a mortgage 
on personal property given as security 
for the payment of an obligation

collateral note a legal note giving 
the lender the right to sell  collateral if 
the borrower defaults on the obligation

prepayment penalty an 
additional charge you may owe if 
you decide to pay off your loan prior 
to maturity

loan rollover the process of paying 
off a loan by taking out another loan
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Exhibit 7.2

A Consumer Loan Credit Application
A typical loan application, like this one, contains information about the person(s) applying for the loan, including source(s) of 
income, current debt load, and a brief record of employment.

$3,500 for another 6 to 9 months, as part of a loan roll-
over. In this case, you’ll have to “pay down” $1,500 of 
the original loan, along with all interest due. However, 
you can expect the interest rate on a rollover loan to go 

up a bit; that’s the price you pay for falling short on the 
first loan. Also, you should not expect to get more than 
one, or at the most two, loan rollovers—a bank’s patience 
tends to grow short after a while.
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7-3b Finance Charges and the 
Annual Percentage Rate
As indicated in Chapter 6, lenders are required to 
disclose both the dollar amount of finance charges 
and the APR of interest. A sample loan disclosure 
 statement  applicable to either a single-payment or in-
stallment loan can be seen in Exhibit 7.3. Note that 
such a statement discloses not only interest costs, but 
also other fees and expenses that may be tacked onto 
the loan. Although disclosures like this one allow you 
to compare the various borrowing alternatives, you 
still need to understand the methods used to compute 
finance charges because similar loans with the same  
stated interest rates may have different finance charges 
and APRs. The two basic procedures used to calculate 
the finance charges on single-payment loans are the 
simple interest method and the discount method.

Simple Interest Method Interest is charged only on 
the actual loan balance outstanding in the simple 
 interest method. This method is com-
monly used on revolving 
credit lines and install-
ment loans made by 
commercial banks, 
S&Ls, and credit 
unions. To see how it’s 
applied to a single-payment 
loan, assume that you borrow $1,000 for two years  
at an 8 percent annual rate of interest. On a single-
payment loan, the actual loan balance outstanding  
for the two years will be the full $1,000 because no 
principal payments will be made until this period ends. 
With simple interest, the finance charge is obtained  
by multiplying the principal outstanding by the stated 
annual rate of interest and then multiplying this amount 
by the term of the loan:

Finance Charge (Simple Interest) 5 

Amount of loan 3 Interest rate 3 Term of loan

Note that the term of the loan is stated in years. For 
example, the term would equal 0.5 for a 6-month loan, 
1.25 for a 15-month loan, and 2.0 for a two-year loan.

To calculate the true, or annual, percentage rate on 
this loan, the average annual finance charge is divided by 
the average loan balance outstanding, as  follows:

APR 5 
Average annual finance charge

Average loan balance outstanding

The average annual finance charge is found by dividing 
the total finance charge by the life of the loan (in years).  

In the above example, the  
result is $160/2 5 $80. 
Because no principal 
payments are made on 

these loans, the outstand-
ing loan balance is fixed  

at $1,000, as is the average  
loan balance. 
The APR and the stated rate of in-

terest are equivalent when the simple 
interest method is used to calculate 

finance charges regardless of whether 
loans are single-payment or installment. 

masuti/Shutterstock.com

EXAMPLE: Calculating the Total Finance Charge 
on a Simple Interest Loan  You have taken out a 
$1,000, 8 percent, two-year simple interest loan. Us-
ing the above expression, the finance charge on the 
loan equals $160 ($1,000 3 0.08 per year 3 2 years). 
With this type of credit arrangement, the loan pay-
ment is found by adding the finance charges to the 
principal amount of the loan, so you’d have to make a 
loan payment of $1,000 1 $160 5 $1,160 at maturity 
to pay off this debt.

EXAMPLE: Calculating the Annual Percentage 
Rate on a Simple Interest Loan  Continuing the 
prior simple loan example, because the loan balance 
outstanding remains at $1,000 over the life of the loan, 
the average balance outstanding is $1,000. Interest per 
period is $160/2 5 $80. Thus, the APR is:

$80/$1,000 5 8 percent

Discount Method The discount method calculates 
total finance charges on the full principal amount of 
the loan, which is then subtracted from the amount of 

loan disclosure statement a document, which lenders are 
required to supply borrowers, that states both the dollar amount of 
finance charges and the APR applicable to a loan

simple interest method a method of computing finance charges in 
which interest is charged on the actual loan balance outstanding

discount method a method of calculating finance charges in 
which interest is computed and then subtracted from the principal, 
with the remainder being disbursed to the borrower
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Exhibit 7.3

A Loan Disclosure Statement
The loan disclosure statement informs the borrower of all charges (finance and otherwise) associated with the loan and the 
annual percentage rate (APR). It also specifies the payment terms as well as the existence of any balloon payments.
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the loan. The difference between the amount of the 
loan and the finance charge is then disbursed (paid) 
to the borrower. In other words, the finance charges 
are paid in advance and represent a discount from the 
principal portion of the loan. The finance charge on 
a single-payment loan using the discount method is 
calculated in exactly the same way as for a simple in-
terest loan:

Finance charge (discount) 5 Amount of loan 
3 Interest rate 3 Term of loan

Using this approach, the finance charge on the 
$1,000, 8 percent, two-year, single-payment discount 
loan is (of course) the same $160 that we calculated 
earlier. However, in sharp contrast to simple inter-
est loans, the loan repayment with a discount loan 
is based on the original amount of the loan, and the 
 finance charges are deducted up front from the loan 
proceeds. Thus, for the $1,000 loan, the borrower will 
receive $840 ($1,000 less $160), and in two years will 
be required to pay back $1,000. The discount method 
consequently yields a much higher APR on single-
payment loans than does the simple interest method. 
The Bonus Exhibit “Finance Charges and APRs for a 
Single-Payment Loan ($1,000 Loan for Two Years at 
8 Percent Interest)” contrasts the results from both 
methods for the single-payment loan example dis-
cussed here. (Visit MindTap)

 7-4 INstALLmENt LOANs
LO5, LO6 Installment loans differ from single-payment 
loans in that they require the borrower to repay the  
debt in a series of installment payments (usually monthly)  
over the life of the loan. Installment loans have long  
been one of the most popular forms of consumer  
credit—right up there with credit cards! This is because 

How Do LEnDErs LooK at Your Loan aPPLICatIon? 

When you’re planning to take out a loan for a purchase 
(large or small), it’s important to understand how lend-
ers will evaluate your loan application. Here are some 
items they look at and what you can do to make them 
as good as possible:

 ● Credit report. Lenders will review your credit 
report from two or three of the credit reporting com-
panies (Experian, Equifax, and TransUnion) to assure 
that they have all the facts. Make sure to check at 
least one of your reports so you’ll know what the 
lender is seeing and can fix any potential errors that 
could delay or prevent the approval of your loan.

 ● Debt history. The lender will carefully evaluate how 
much debt you already owe, how much unused 
credit is available to you, how promptly you pay your 

bills, and whether you’ve applied for more credit 
lately.

 ● Job history. Lenders will look at your job history in 
order to evaluate your financial stability and associ-
ated capacity to repay the loan.

 ● Savings. The lender will want to know if you 
have enough money for a down payment, funds 
to cover an emergency, and where these funds 
are (e.g., savings account, checking account, and 
mutual funds).

 ● Pre-approval. Whether you’re hoping to finance 
a house or a new car, you’ll be in the best bargain-
ing position when shopping if you have obtained a 
pre-approval (pre-qualification) for a specific loan 
amount.

Financial Planning Tips

EXAMPLE: Calculating the Annual Percentage 
Rate on a Discount Loan  You have taken out a $1,000, 
8 percent, two-year discount loan. To find the APR on this 
discount loan, substitute the appropriate values into the 
APR expression shown previously. For this two-year loan, 
the average annual finance charge is $160/2 5 $80. How-
ever, because this is a discount loan, the borrower will 
receive only $840. And because this is a single-payment 
loan, the average amount of debt outstanding is also 
$840. When these figures are used in the APR equation, 
we find the true rate for this 8 percent discount loan is:

$80/$840 5 9.52 percent

Clearly, the discount method yields a much higher 
APR on single-payment loans than does the simple 
interest method.
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most people find it easier on their checkbooks to make a 
series of small payments than to make one big payment.

7-4a A Real Consumer 
Credit Workhorse
As a financing vehicle, installment loans can be used to 
finance just about any type of big-ticket item imag-
inable. New car loans are the dominant type of install-
ment loan, but this form of credit is also used to finance 
home furnishings, appliances and entertainment cen-
ters, camper trailers and other recreational vehicles, and 
even expensive vacations. Also, more and more college 
students are turning to this type of credit as one way 
to finance their education. Not only can 
installment loans be used to finance all 
sorts of things, they can also be obtained 
at many locations. You’ll find them at 
banks and other financial institutions as 
well as at major department stores and 
merchants that sell relatively expensive 
products. 

These loans can be taken out for just a few hun-
dred dollars, or they can involve thousands of dollars— 
indeed, installment loans of $25,000 or more are not that 
uncommon. In addition, installment loans can be set up 
with maturities as short as six months or as long as 7 to 
10 years or even 15 years.

Most installment loans are secured with some 
kind of collateral. For example, the car or home en-
tertainment center you purchased with the help of 

an installment loan usually serves as collateral on the 
loan. Even personal loans used to finance things like 
expensive vacations can be secured. In these cases, the 
collateral could be securities, CDs, or most any other 
type of financial asset. One rapidly growing segment 
of this market consists of installment loans secured by 
second mortgages. These so-called home equity loans 
are similar to the home equity credit lines discussed in 
Chapter 6, except they involve a set amount of money  
loaned over a set period of time (often as long as 
15 years) rather than a revolving credit line from which 
you can borrow, repay, and reborrow. 

For example, if a borrower needs $25,000 to help 
pay for an expensive, new boat, he can simply take out 
a loan in that amount and secure it with a second mort-
gage on his home. This loan would be like any other 
installment loan in the sense that it’ll be repaid over 
a set period of time in monthly installments. Besides 
their highly competitive interest rates, a big attraction 
of home equity loans is that the interest paid on them 
usually can be taken as a tax deduction. Thus, borrowers 

get the double benefit of lower interest 
rates and tax deductibility.

7-4b Finance Charges, 
Monthly Payments, 
and the APR

We previously discussed the simple interest and dis-
count methods of determining finance charges on 
single- payment loans. In this section, we look at the  
two procedures—simple and add-on interest—that are 
usually used to compute finance charges and monthly 
payments on installment loans. (Technically, discount  
interest can also be used with installment loans, but  
because this is rare we don’t cover it here.) To illustrate, 
we’ll use an 8 percent, $1,000 installment loan that is to  
be paid off in 12  monthly payments. As in the earlier  
illustration for single-payment loans, we assume that  
interest is the only component of the finance charge;  
there are no other fees and charges.

Using Simple Interest When simple interest is used 
with installment loans, interest is charged only on the out-
standing balance of the loan. Thus, as the loan principal 
declines with monthly payments, the amount of interest 
being charged also decreases. Because finance charges 
change each month, the procedure used to find the in-
terest expense is mathematically complex. Fortunately, 
this isn’t much of a problem in practice because of the 
widespread use of computers, handheld financial calcula-
tors (which we’ll illustrate later), and interest rate factor  

    Go to Smart Sites
It’s easier than ever to keep track of your debt, and do it 
wherever you are. Mint.com’s free site can help you track 
all your cards and even features a free app.
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Most installment loans 
are secured with some 
kind of collateral.

188 PART THREE: Managing Credit

33609_ch07_ptg01.indd   188 20/12/18   9:25 PM



tables—an example of which is provided in Exhibit 7.4. 
The tables show the monthly payment that would be 
required to retire an installment loan carrying a given 
simple rate of interest with a given term to maturity.  
Because these tables (sometimes referred to as amorti-
zation schedules) have interest charges built right into 
them, the monthly payments shown cover both principal 
and interest.

Notice that the loan payments shown in Exhibit 7.4  
cover a variety of interest rates (from 6 percent to  
18 percent) and loan maturities (from 6 to 60 months). 
The values in the table represent the monthly payments 
required to retire a $1,000 loan. Although it’s assumed 
that you’re borrowing $1,000, you can use the table with 
any size loan. For example, if you’re looking at a $5,000 
loan, just multiply the monthly loan payment from the 
table by 5; or, if you have a $500 loan, multiply the loan 
payment by 0.5. In many respects, this table is just like 
the mortgage loan payment schedule introduced in 
Chapter 5, except we use much shorter loan maturities 
here than with mortgages.

Exhibit 7.4

A Table of Monthly Installment Loan Payments*

You can use a table like this to find the monthly payments on a wide variety of simple interest installment loans. Although it’s 
set up to show payments on a $1,000 loan, with a little modification, you can easily use it with any size loan (the principal can 
be more or less than $1,000).

Loan Maturity

Rate of 
Interest 6 Months 12 Months 18 Months 24 Months 36 Months 48 Months 60 Months

6.0% $169.60 $86.07 $58.23 $44.32 $30.42 $23.49 $19.33

6.5 169.84 86.30 58.46 44.55 30.65 23.71 19.57

7.0 170.09 86.53 58.68 44.77 30.88 23.95 19.80

7.5 170.33 86.76 58.92 45.00 31.11 24.18 20.05

8.0 170.58 86.99 59.15 45.23 31.34 24.42 20.28

8.5 170.82 87.22 59.37 45.46 31.57 24.65 20.52

9.0 171.07 87.46 59.60 45.69 31.80 24.89 20.76

9.5 171.32 87.69 59.83 45.92 32.04 25.13 21.01

10.0 171.56 87.92 60.06 46.15 32.27 25.37 21.25

11.0 172.05 88.50 60.64 46.73 32.86 25.97 21.87

12.0 172.50 88.85 60.99 47.08 33.22 26.34 22.25

13.0 173.04 89.32 61.45 47.55 33.70 26.83 22.76

14.0 173.54 89.79 61.92 48.02 34.18 27.33 23.27

15.0 174.03 90.26 62.39 48.49 34.67 27.84 23.79

16.0 174.53 90.74 62.86 48.97 35.16 28.35 24.32

17.0 175.03 91.21 63.34 49.45 35.66 28.86 24.86

18.0 175.53 91.68 63.81 49.93 36.16 29.38 25.40

*To repay a $1,000, simple interest loan.

CalCulator 
KeystroKes
Instead of using a table like the one in Exhibit 7.4, 
you could also use a handheld financial calculator to 
find the monthly payments on an installment loan. Here’s 
what you’d do. First, set the payments per year (P/Y) 
key to 12 to put the calculator in a monthly payment 
mode. Now, to find the monthly payment needed to 
pay off an 8 percent, 12-month, $1,000 installment 
loan, use the keystrokes shown here, where

    N 5 length of the loan, in months

I/Y 5  the annual rate of interest being charged on the 
loan

PV 5  the amount of the loan, entered as a  negative 
number

As seen, to pay off this installment loan, you will have 
to make payments of $86.99 per month for the next 
12 months.
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From each monthly payment (of $86.99 in the 
example given earlier), a certain portion goes to interest, 
and the balance is used to reduce the principal. Because 

the principal bal-
ance declines with 
each payment, the 
amount that goes 
to interest also de-
creases, while the 
amount that goes to 
principal increases.

Add-On Method  
Some installment 
loans, particularly 
those obtained di-
rectly from retail 
merchants or made 
at finance compa-

nies and the like, are made using the add-on method. 
Add-on loans are very expensive. Indeed, they generally 
rank as one of the most costly forms of consumer credit, 
with APRs that are often well above the rates charged 
even on many credit cards. With add-on interest, the fi-
nance charges are calculated using the original balance 

of the loan. This amount 
(the total finance charg-
es) is then added on to 
the original loan balance 
to determine the total 
amount to be repaid.  
The amount of finance 

charges on an add-on loan can be found by using the 
familiar simple interest formula:

Finance charge (add-on) 5 Amount of loan

3 Interest rate 3 Term of loan

Given the $1,000 loan that we’ve been using for il-
lustrative purposes, the total finance charges on an 8 per-
cent, one-year add-on loan would be

Finance charge (add-on) 5 $1,000

3 0.08 3 1 5 $80

Compared to the finance charges for the same loan on 
a simple interest basis ($43.88), an add-on installment 
loan is a lot more expensive. Keep in mind that both of 
these loans would be quoted as 8 percent loans. Thus, 
you may think you’re getting an 8 percent loan, but looks 
can be deceiving—especially when you’re dealing with 
add-on interest.

Because the effective rate of interest with an add-
on loan is expected to be considerably higher than the 
stated rate, it’s especially important to determine the 
loan’s APR. That can easily be done with a financial 
calculator, as shown next. As you can see in the be-
low Calculator Keystrokes, the APR on this 8 percent 
add-on loan is more like 14.45 percent. Clearly, when 
viewed from an APR perspective, the add-on loan is an 
expensive form of financing. This is because when add-
on interest is applied to an installment loan, the inter-
est included in each payment is charged on the initial 
principal, even though the outstanding loan balance is 
reduced as installment payments are made. A summary 
of comparative finance charges and APRs for simple 
interest and add-on interest methods is presented in 
Exhibit 7.5.

Federal banking regulations require the exact APR 
(accurate to the nearest 0.25 percent) be disclosed to 
borrowers. And note that not only interest but also any 
other fees required to obtain a loan are considered part 
of the finance charges and must be included in the com-
putation of APR.

Prepayment Penalties Another type of finance charge 
that’s often found in installment loan contracts is the pre-
payment penalty, which is an additional charge you may 
owe if you decide to pay off your loan prior to maturity. 
When you pay off a loan early, you may find that you owe 
quite a bit more than expected, especially if the lender 
uses the Rule of 78s (or sum-of-the-digits method) to 
calculate the amount of interest paid and the principal 

EXAMPLE: Determining Installment Loan Pay-
ment Amounts Using Financial Tables  Sup-
pose you want to find the monthly installment 
payment required on our $1,000, 8 percent, 
12-month loan using Exhibit 7.4. Looking under 
the 12-month  column and across from the 8 percent 
rate of interest, we find a value of $86.99. That 
is the monthly payment it will take to pay off 
the $1,000 loan in 12  months. Multiplying the 
monthly payments ($86.99) by the term of the 
loan in months (12) results in total payments  
of $86.99 3 12 5 $1,043.88. The difference be-
tween the total payments on the loan and the 
principal portion represents the total finance charges 
on the loan—in this case, $1,043.88 2 $1,000 5 
$43.88 in interest charges.

Calculator
Inputs Functions

12 N
8 I/Y
21,000 PV

CPT
PMT

Solution

86.99

See Appendix E for details.

add-on method a method of 
calculating interest by computing 
finance charges on the original loan 
balance and then adding the interest 
to that balance
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balance to date. You might think that paying off a $1,000, 
8 percent, one-year loan at the end of six months would 
mean that you’ve paid about half of the principal and owe 
somewhere around $500 to the lender. Well, that’s just 
not so with a loan that uses the Rule of 78s. You would 
actually owe $518.46 using the Rule of 78s while you  
would only owe $509.97 with the same loan under sim-
ple interest. 

The Rule of 78s  method charges more interest  
in the early months of the loan under the rationale 
that the borrower has use of more money in the loan’s 
early stages and so should pay higher finance charges 
in the early months and progressively less later. There’s 
nothing wrong with that, of course. It’s how all loans 
operate. But what is wrong is that the Rule of 78s front-
loads an inordinate amount of interest charges to the 
early months of the loan, thereby producing a much 
higher principal balance than you’d normally expect. 
(Remember: The more of the loan payment that goes 
to interest, the less that goes to principal). Thus, the 

Rule of 78s benefits the lender at the expense of  
the borrower.

7-4c Buy on Time or Pay Cash?
When buying a big-ticket item, you often have little 
choice but to take out a loan—the item being purchased 
is just so expensive that you can’t afford to pay cash. And 
even if you do have the money, you may still be better 
off using an installment 
loan if the cash purchase 
would end up severely 
depleting your liquid 
reserves. But don’t just 
automatically take out a 

EXAMPLE: Calculating Monthly Payments on 
an Add-On Installment Loan  You want to calcu-
late the monthly payments on a $1,000, 8 percent, 
12-month add-on interest loan. The previously calcu-
lated finance charge is $80. Thus,

Monthly payment 5 ($1,000 1 $80)/12 5 $90

As expected, these monthly payments are higher than 
those on an otherwise comparable simple interest  
installment loan.

Exhibit 7.5

Comparative Finance Charges and APRs*

In sharp contrast to simple interest loans, the APR with add-on installment loans is much higher than the stated rate.

Simple Interest Add-on Interest

Stated rate on loan 8% 8%

Finance charges $43.88 $80.00

Monthly payments $86.99 $90.00

Total payments made $1,043.88 $1,080.00

APR 8% 14.45%

* Assumes a $1,000, 8 percent, 12-month installment loan.

CalCulator 
KeystroKes
Here’s how you find the APR on an add-in installment loan 
using a financial calculator. First, make sure the  payments 
per year (P/Y) key is set to 12 so that the calculator is in the 
monthly payment mode. Then, to find the APR on a $1,000, 
12-month, 8 percent add-on installment loan, use the fol-
lowing keystrokes, where

       N 5 Length of the loan, in months

    PV 5   Size of the loan, entered as a negative  
number

PMT 5  Size of the monthly installment loan  
payments

You’ll find that the APR on the 8 percent add-on loan 
is a whopping 14.45 percent!

Rule of 78s (sum-of-the-digits 
method) a method of calculating 
interest that has extra-heavy interest 
charges in the early months of the loan
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Using a worksheet like this, you can decide whether to buy on time or pay cash by 
comparing the after-tax cost of interest paid on a loan with the after-tax interest income 
lost by taking the money out of savings and using it to pay cash for the purchase.

wORksHEEt 7.2  IS IT beTTer To borroW or PaY CaSH?

Terms of the loan

b.  Length of the loan (in years)

Total loan payments made
(monthly loan payment 3 length of loan in months)

376.04 36

28

$__________ per month  _____ months
Less principal amount of the loan

(line 2 2 line 3)
Tax considerations:
 Is this a home equity loan (where interest expenses can
 be deducted from taxes)? . . . . . . . . . . . . . . . . . . . . . . .
 Do you itemize deductions on your federal tax returns?
 If you answered yes to BOTH questions, then proceed
 to line 6; if you answered no to either one or both of
  the questions, then proceed to line 8 and use line 4 as
  the after-tax interest cost of the loan.
What federal tax bracket are you in?
(use either 10, 15, 25, 28, 33, or 35%)

8. Total after-tax interest cost on the loan (line 4 2 line 7)

BUY ON TIME OR PAY CASH?

Cost of Borrowing

Name

1.

2.

3.
4. Total interest paid over life of loan

5.

6.

7. Taxes saved due to interest deductions

     Amount of the loana.

     Monthly paymentc.

yes     no
yes     no

___%

Date

Cost of Paying Cash

9. Annual interest earned on savings (annual rate of interest
earned on savings 3 amount of loan: ___% 3 _________)

— e.g., 1 2 28% 5 72%:   $_______ 3 ___%)

Total after-tax interest earnings over life of loan
(line 10 3 line 1b: $_______ 3 ___ years)

Net Cost of Borrowing

DECISION RULE: Pay cash if line 12 is positive; borrow the money if line 12 is negative.

Note: For simplicity, compounding is ignored in calculating both the cost of interest 
and interest earnings.

12. Difference in cost of borrowing vs. cost of paying cash
(line 8 2 line 11)

10. Annual after-tax interest earnings (line 9 3 [1 2 tax rate]

11.

(line 4 3 tax rate, from line 6:  $                3          %)

James Evans 2/28/2020

$ 12,000.00

$ 13,537.44

$ 12,000.00

$ 1,537.44

$ 0.00

$ 1,537.44

$4 12,000.00 480.00

$ 346.0072480.00

$ 1,038.003346.00

$ 499.44

$ 376.04

3.00

192 PART THREE: Managing Credit

33609_ch07_ptg01.indd   192 20/12/18   9:25 PM



loan. Rather, take the time to find out if, in fact, that is 
the best thing to do.

Such a decision can be made by using Worksheet 7.2, 
which considers the cost of the loan relative to the after- 
tax earnings generated from having your money in  
some type of short-term investment. Here, it’s assumed 
that the consumer has an adequate level of liquid re-
serves and that these reserves are being held in some 
type of savings account. (Obviously, if this is not the 
case, then there’s little reason to go through the exercise 
because you have no choice but to borrow the money.) 
Essentially, it all boils down to this: If it costs more  
to borrow the money than you can earn in interest,  
then withdraw the money from your savings to pay  
cash for the purchase. If not, you should probably take 
out a loan.

Consider this situation: You’re thinking about 
buying a second car (a low-mileage, used vehicle), but 
after the normal down payment, you still need to come 
up with $12,000. This balance can be taken care of in 
one of two ways:  (1) you can take out a 36-month, 
8  percent installment loan (with a monthly payment 
of $376.04), or (2) you can pay cash by drawing the 
money from a money fund (paying 4 percent interest 
today and for the foreseeable future). We can now run 
the numbers to decide whether to buy on time or pay 
cash—see Worksheet 7.2 for details. In this case, we 
assume the loan is a standard installment loan (where 
the interest does not qualify as a tax deduction) and 
that you’re in the 28 percent tax bracket. The work-
sheet shows that by borrowing the money you’ll end 
up paying about $1,537 in interest (line 4), none of 
which is tax deductible. In contrast, by leaving your 
money on deposit in the money fund, you’ll receive 
only $1,038 in interest, after taxes (see line 11). Taken 
together, we see the net cost of borrowing (line 12) is 
nearly $500—so you’ll be paying $1,537 to earn only 
$1,038, which certainly doesn’t make much sense! It’s 
far more cost-effective in this case to take the money 
from savings and pay cash for the car, because you’ll 
save nearly $500.

Although $500 is a convincing reason for avoiding 
a loan, sometimes the actual dollar spread between 
the cost of borrowing and interest earned is small, 
perhaps only $100 or less. Being able to deduct the 
interest on a loan can lead to a relatively small spread, 
but it can also occur, for example, if the amount being 
financed is relatively small—say, you want $1,500 or 
$2,000 for a ski trip to Colorado. In this case—and 
as long as the spread stays small enough—you may 
decide it’s still worthwhile to borrow the money in 

order to maintain a higher level of liquidity. Although 
this decision is perfectly legitimate when very small 
spreads exist, it makes less sense as the gap starts  
to widen.

Planning over 
a lifetime

Using Consumer Loans

Here are some key considerations for using credit  
in each stage of the life cycle.

Pre-famILY InDePenDenCe: 20s

 Make sure your emergency fund is adequate.

 If you are married, maintain your individual credit  
history by not borrowing exclusively as a couple.

 Review your credit report at least once a year

famILY formaTIon/Career DeveLoPmenT: 30–45

 Start selectively relying on savings rather than credit  
for large purchases.

 Budget to keep credit account balances easy to pay  
each month.

 Monitor your credit report at least once a year.

Pre-reTIremenT: 45–65

  If you must make credit payments late, inform the  
lender.

 Monitor your credit card and bank statements  
for unauthorized transactions.

  Monitor your credit report at least once a year.

reTIremenT: 65 anD beYonD

  Consider a second mortgage or home equity line  
of credit to reduce borrowing costs.

 Budget to limit dependence on consumer credit.

 Monitor your credit report at least once a year.
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Ann and Ezra Calculate their Auto Loan . . . Backwards

Ann and Ezra Reed budget and spend their money 
carefully. Their Honda CRV has over 150,000 miles and 
needs to be replaced. Because they drive their cars so 
long, Ann and Ezra  have decided to buy a new car and 
have saved a $5,000 down payment. They are willing  
to make a monthly car payment of about $400 while  
48 month loans are at 4.8 percent. Before they choose 
a new car, they want to determine how much they can  
afford to spend on it given their budget constraints.

Ann and Ezra do their auto loan calculations back-
wards to figure out the size of the auto loan implied by 
a 48 month maturity and 4.8 percent interest rate. Using 
a calculator and the approach explained in this chapter, 
that loan amount is about $17,438. Thus, given their 
down payment of $5,000, Ann and Ezra can afford a car 

selling for about $22,438 net of tax, title and licensing 
fees. They are indeed careful, if not “backward,” car shop-
pers who explore the angles.
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LO1, 2 1. Student loan options. Scarlett Hill, a sopho-
more at State College, is running out of money. 
Wanting to continue her education, Scarlett is 
considering a student loan. Explain her options. 
How can she best minimize her borrowing costs 
and maximize her flexibility?

LO3 2. Calculating debt safety ratio. Use Worksheet 
7.1. Every six months, Leo Perez takes an 
inventory of the consumer debts that he has 
outstanding. His latest tally shows that he still 
owes $4,000 on a home improvement loan 
(monthly payments of $125); he is making $85 
monthly payments on a personal loan with a 
remaining balance of $750; he has a $2,000, 
secured, single-payment loan that’s due late 
next year; he has a $70,000 home mortgage on 
which he’s making $750 monthly payments; he 
still owes $8,600 on a new car loan (monthly 
payments of $375); and he has a $960 balance 
on his MasterCard (minimum payment of $40), 
a $70 balance on his Shell credit card (balance 
due in 30 days), and a $1,200 balance on a 
personal line of credit ($60 monthly payments). 

   Use Worksheet 7.1 to prepare an inventory 
of Leo’s consumer debt. Find his debt safety 
ratio, given that his take-home pay is $2,500 
per month. Would you consider this ratio to be 
good or bad? Explain.

LO3, 6 3. Evaluating financing packages. Assume that 
you’ve been shopping for a new car and intend 
to finance part of it through an installment loan. 
The car you’re looking for has a sticker price of 
$18,000. Custom Vehicles has offered to sell  
it to you for $3,000 down and finance the 
balance with a loan that will require 48 monthly 
payments of $333.67. However, a competing 
dealership will sell you the exact same vehicle 
for $3,500 down, plus a 60-month loan for the 
balance, with monthly payments of $265.02. 
Which of these two financing packages is the 
better deal?

LO4 4.  Calculating single-payment loan amount 
due at maturity. Stanley Price plans to borrow 
$8,000 for five years. The loan will be repaid with 
a single payment after five years, and the interest 
on the loan will be computed using the simple 
interest method at an annual rate of 6 percent. 
How much will Stanley have to pay in five years? 
How much will he have to pay at maturity if he’s 
required to make annual interest payments at 
the end of each year?

LO4 5.  Calculating the APR on simple interest and 
discount loans. Find the finance charges on 
a 6.5 percent, 18-month, single-payment loan 
when interest is computed using the simple 
interest method. Find the finance charges on 
the same loan when interest is computed using 
the discount method. Determine the APR in 
each case.

LO5, 6  6. Calculating monthly installment loan 
payments. Using the simple interest method, 
find the monthly payments on a $3,000 
installment loan if the funds are borrowed for 
24 months at an annual interest rate of 6 percent.

LO5, 6 7. Calculating interest and APR of installment 
loan. Assuming that interest is the only finance 
charge, how much interest would be paid on 
a $5,000 installment loan to be repaid in 36 
monthly installments of $166.10? What is the 
APR on this loan?

LO5, 6 8. Calculating payments, interest, and APR on   
auto loan. After careful comparison shopping, 
Isabella Green decides to buy a new Toyota 
Camry. With some options added, the car has 
a price of $23,558—including plates and taxes. 
Because she can’t afford to pay cash for the car, 
she will use some savings and her old car as a 
trade-in to put down $8,500. Isabella plans to 
finance the rest with a $15,058.00, 60-month 
loan at a simple interest rate of 4 percent. 

a. What will her monthly payments be?

b. How much interest will Isabella pay over 
the full (60-month) life of the loan?

c. What is the APR on this loan?

LO5, 6 9.  Calculating and comparing add-on and simple 
interest loans. Eli Nelson is borrowing $10,000 
for five years at 7 percent. Payments, which are 
made on a monthly basis, are determined using 
the add-on method.

a.  How much total interest will Eli pay on the 
loan if it is held for the full five-year term?

b. What are Eli’s monthly payments?

c.  How much higher are the monthly 
payments under the add-on method than 
under the simple interest method?

 

Financial Planning Exercises 
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LO5, 6 10.  Comparing payments and APRs of financ-
ing alternatives. Because of a job change, Finn 
McBryde has just relocated to the southeastern 
United States. He sold his furniture before he 
moved, so he’s now shopping for new furnish-
ings. At a local furniture store, he’s found an  
assortment of couches, chairs, tables, and beds 
that he thinks would look great in his new,  
two-bedroom apartment; the total cost for  
everything is $6,400.

   Because of moving costs, Finn is a bit short of 
cash right now, so he’s decided to take out 
an installment loan for $6,400 to pay for the 
furniture. The furniture store offers to lend him 
the money for 48 months at an add-on interest 
rate of 6.5 percent. The credit union at Finn’s firm 
offers to lend him the money—they’ll give him 
the loan at a simple interest rate of 6 percent, 
but only for a term of 24 months.

a. Compute the monthly payments for both 
of the loan offers.

b. Determine the APR for both loans.

c. Which is more important: low payments or 
a low APR? Explain.

LO6 11.  Deciding whether to pay cash or finance 
a purchase. Use Worksheet 7.2. Matilda Edwards 
wants to buy a home entertainment center. 
Complete with a big-screen TV, DVD, and sound 
system, the unit would cost $4,500. Matilda has 
over $15,000 in a money market fund, so she 
can easily afford to pay cash for the whole thing 
(the fund is currently paying 3 percent interest, 
and Matilda expects that yield to hold for the 
foreseeable future). To stimulate sales, the dealer 
is offering to finance the full cost of the unit with 
a 36-month, simple interest installment loan at 
6 percent.

   Matilda wants to know whether she should 
pay cash for the home entertainment center 
or buy it on time. (Note: While Matilda is in the 
22 percent tax bracket she does not itemize 
deductions on her tax returns.) Briefly explain.

Financial Planning Exercises (Continued)
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8 Insuring Your Life

Ra
w

pi
xe

l.c
om

/S
hu

tt
er

st
oc

k.
co

m

LEARNING ObjEctIvEs
After studying this chapter, you will be able to…

 8-1 Explain the concept of risk and the basics of insurance underwriting.

 8-2 Discuss the primary reasons for life insurance and identify those who need coverage.

 8-3 Calculate how much life insurance you need.

 8-4 Distinguish among the various types of life insurance policies and describe their advantages 
and disadvantages.

 8-5 Choose the best life insurance policy for your needs at the lowest cost.

 8-6 Become familiar with the key features of life insurance policies.

After finishing  
this chapter go 

to PAGE 224 for 

stUDY tOOLs
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 8-1 bAsIc INsURANcE cONcEPts
LO1 As most people discover, life is full of unexpected 
events that can have far-reaching consequences. Your 
car is sideswiped on the highway and damaged beyond  
repair. A family member falls ill and can 
no longer work. A fire or other disaster 
destroys your home. Your spouse dies 
suddenly. Although people don’t like to 
think about such possibilities, protect-
ing yourself and your family against un-
foreseen events is part of sound finan-
cial planning. Insurance plays a central 
role in providing that protection. 

Life insurance helps replace lost 
income if premature death occurs, 
providing funds so your loved ones 
can keep their home, maintain an ac-
ceptable lifestyle, pay for education, 
and meet other needs. Health insurance policies cover  
medical costs when you get sick, and also includes  
plans that cover costs related to disability and long-term 
care needs. Property insurance reimburses you if, for  
example, your car or home are destroyed or damaged.

These various types of insurance are intended to 
protect you and your family from the financial conse-
quences of losing assets or income when an  accident, 
illness, or death occurs. By anticipating the potential 

risks to which your assets and income could be ex-
posed, and by weaving insurance protection into your 
financial plan, you lend a degree of certainty to your 
financial future. This chapter introduces important in-
surance concepts and then focuses on life insurance 
decisions.

8-1a The Concept of Risk
In insurance terms, risk is the chance 
of economic loss. Whenever you and 
your family have a financial interest in 
 something—your life, health, home, 
car, or business—there’s a risk of sig-
nificant financial loss. To protect against 
such losses, you must use strategies 
such as risk avoidance, loss preven-
tion and control, risk assumption, and  
insurance.

Risk Avoidance The simplest way to deal with risk is  
to avoid the act that creates it. For example, people  
who are afraid they might lose everything as a result of 
an automobile accident could avoid driving. Similarly, 
avid skydivers or bungee jumpers might want to choose  
another recreational ac-
tivity. But risk avoidance  
has its costs. People who 
avoid driving experience 

HOw wILL tHIs AffEct ME?

Insurance should be used only to protect against potentially catastrophic losses, 

not for small risk exposures. It should cover losses that could derail your family’s 

future. It balances the relatively small, certain loss of  ongoing premiums against 

low-probability, high-cost risk exposures. This chapter focuses on how to go 

about buying life insurance. Premature death is clearly a catastrophic loss that 

could endanger your family’s financial future. We start by explaining how to 

determine the amount of life insurance that is right for you. We also consider 

how to choose among key insurance products, which include term life, whole 

life, universal life, variable life, and group life policies. The key features of life 

insurance contracts are explained, and frameworks for choosing an insurance 

agent and an insurance company are presented. The chapter will help you 

prepare to make informed life insurance decisions.

Insurance is intended 
to protect you and your 
family from the financial 
consequences of losing 
assets or income when 
an accident, illness, or 
death occurs.

risk avoidance avoiding an act 
that would create a risk
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considerable inconvenience, 
and the retired skydiver may 
suffer from stress-related 
health risks. Risk avoidance is 
attractive when the cost of avoidance 
is less than the cost of handling it some 
other way.

Loss Prevention and Loss Control  
Loss prevention is any activity that re-
duces the chance that a loss will occur 
(such as driving within the speed limit to 
lessen the chance of being in a car accident). 
Loss control, in contrast, is any activity that 
lessens the severity of loss once it occurs (such as 
wearing a safety belt or buying a car with air bags). Loss  
prevention and loss control should be important parts  
of all risk management programs.

Risk Assumption Risk assumption involves bear-
ing the risk of loss. Risk assumption is an effective way  
to handle small exposures to loss when insurance is too 
expensive. For example, the risk of having your PFIN7 
text stolen probably doesn’t justify buying insurance. 
Risk assumption is also a reasonable approach for deal-
ing with large, uninsurable risks, such as a nuclear  
attack. Unfortunately, people often assume risks while 
unaware of their exposure to loss or thinking that their 
insurance policy offers adequate protection when it 
doesn’t.

Insurance An insurance policy is a contract between 
you (the insured) and an insurance company (the  
insurer) under which the insurance company agrees to 
reimburse you for any losses you suffer according to 

specified terms. From 
your perspective, you 
are transferring your 
risk of loss to the insur-
ance company. You pay 
a relatively small  certain 
amount (the insurance 
premium) in exchange 

for the insurance company’s promise that it will reim-
burse you if you suffer a covered loss.

Why are insurance companies willing to accept 
this risk? They combine the loss expe-

riences of large numbers of people 
and use statistical information, 

called actuarial data, to esti-
mate the risk—frequency 

and  magnitude—of loss 
for the given population. 
They set and collect pre-

miums, which they invest 
and use to pay out losses and 

expenses. If they pay out less than the 
sum of the premiums and the earnings on them, they 
make a profit.

8-1b Underwriting Basics
Insurance companies take great pains in  underwriting, 
deciding whom they will insure and the applicable  
premiums they will charge. Underwriters design rate-
classification schedules so that people pay premiums 
that reflect their chance of loss. Through underwrit-
ing, insurance companies try to guard against adverse  
selection, which happens when only high-risk clients 
apply for and get insurance coverage. Insurers are al-
ways trying to improve their underwriting capabilities in 
order to set premium rates that will protect policyhold-
ers adequately and yet be competitive and reasonable. 
Because underwriting practices and standards vary 
among insurance companies, you can often save money  
by shopping around for the company offering the  
most favorable underwriting policies for your specific 
characteristics and needs.

 8-2 wHY bUY LIfE INsURANcE?
LO2 Life insurance planning is an important part of  
every successful financial plan. Its primary purpose is 

to protect your dependents from finan-
cial loss in the event of your untimely 
death. Life insurance provides funds to 
help your family reach important finan-
cial goals, even after you die. It allows 
your financial dependents to maintain 
the lifestyle to which they’ve become 
accustomed if your income stops be-
cause of your premature death. The key 
idea is that life insurance helps protect 

loss prevention any activity 
that reduces the probability that a 
loss will occur

loss control any activity that lessens 
the severity of loss once it occurs

risk assumption the choice to 
accept and bear the risk of loss

insurance policy a contract 
between the insured and the insurer 
under which the insurer agrees to 
reimburse the insured for losses 
suffered according to specified terms

underwriting the process used by 
insurers to decide who can be insured 
and to determine applicable rates that 
will be charged for premiums

Life insurance provides 
funds to help your 
family reach important 
financial goals, even 
after you die.

Mega Pixel/Shutterstock.com
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your family from the potentially catastrophic financial 
damage caused by the premature death of the major 
breadwinner(s).

8-2a Benefits of Life Insurance
People don’t like to talk about death or the things  
associated with it, so they often delay addressing their 
life insurance needs. Life insurance is intangible, and  
its benefits typically occur after you die. The key benefits 
of life insurance include the following:

 ▶ Financial protection for dependents. If your 
 family or loved ones depend on your income, will 
they be able to maintain their current lifestyle, 
stay in their home, or afford a college education 
after you die? Life insurance can help replace that 
lost income. The most important benefit of life 
insurance is providing financial protection for your 
dependents after your death.

 ▶ Which type of life insurance is best, given your finan-
cial objectives?

 ▶ What factors should be considered in making the final 
purchase  decision?

8-2b Do You Need Life Insurance?
In general, life insurance should be considered if  
you have dependents counting on you for financial 
support. Neither a single adult without children or 
other relatives to support typically needs life insur-
ance, nor does a child. Life insurance requirements 
of married couples depend on their earning poten-
tial and assets—such as a house—that they want  
to protect. The need for life insurance increases  
with children because they will suffer the greatest 
financial hardship from the premature death of a 
 parent. Even non–wage- earning parents often need 
life insurance to ensure that children are cared for 
adequately if the parent dies. As families accumulate 
assets, their life insurance requirements continue  
to change. Life changes, such as divorce, also affect 
life insurance needs.

 8-3  HOw MUcH LIfE INsURANcE 
Is RIGHt fOR YOU?

LO3 After confirming your need for life insurance,  
you must determine the appropriate amount of life  
insurance coverage to buy. You can use one of two  
methods to estimate how much insurance is needed: 
the multiple-of-earnings method and the needs analysis 
method.

The multiple-of-earnings method multiplies your 
gross annual earnings by some selected (often arbitrary) 
number to arrive at an estimate of adequate life insur-
ance coverage. A rough rule of thumb used by many 
insurance agents is that your insurance coverage should 
equal 5 to 10 times your 
current income.  Because 
the multiple-of-earnings 
method fails to  consider 
your specific financial  
obligations and resources, 
it should be considered 
only a loose approximation 
of life insurance needs.

The second, more 
detailed, approach is the 
needs analysis method. 
This method considers 

EXAMPLE: Using Life Insurance to Protect  
Dependents  If you were to die prematurely, your 
spouse could use your life insurance proceeds to pay 
off the mortgage on your home. Your family could 
consequently continue living there comfortably, or set 
aside funds for your children’s college education.

 ▶ Protection from creditors. A life insurance policy 
can be structured so that death benefits are paid 
directly to a named beneficiary, which means that 
creditors cannot claim the cash benefits from your 
life insurance policy.

 ▶ Tax benefits. Life insurance proceeds paid to your 
heirs are not usually subject to state or federal 
income taxes, and under certain circumstances, 
they can pass to named beneficiaries free of any 
estate taxes.

 ▶ Savings vehicle. Some types of life insurance policies 
can serve as a savings vehicle,  particularly for those 
who are looking for safety of principal.

Just as with other aspects of personal financial 
planning, life insurance decisions can be made easier 
by following a step-by-step approach. You will need to  
answer following questions:

 ▶ Do you need life insurance?

 ▶ If so, how much life insurance do you need?

multiple-of-earnings 
method a method of 
determining the amount of life 
insurance coverage needed by 
multiplying gross annual earnings 
by some selected number

needs analysis method a 
method of determining the amount 
of life insurance coverage needed 
by considering a person’s financial 
obligations and available financial 
resources in addition to life insurance
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both the financial obligations and resources of the insured 
and involves the three steps illustrated in Exhibit 8.1  
and then described.

8-3a Step 1: Assess Your Family’s 
Total Economic Needs
The first step in needs analysis asks: What financial resources 
will my survivors need should I die tomorrow? The following 
five items can guide you in answering this question:

1. Income needed to maintain an adequate 
lifestyle. If you died, how much money would 
your dependents need monthly in order to live 
a comfortable life? Estimate this amount by 
reviewing your family’s current monthly budget, 
including expenses for housing costs, utilities, 
food,  clothing, and medical and dental needs. Also 
consider other expenses such as property taxes, 

insurance, recreation and travel, and savings.  
Recognize that the amount needed may change 
over time due to inflation and the needs at  
different stages in the life cycle.

2. Extra expenses if an income producer dies. 
These expenses include funeral costs and any 
expenses, such as child care and housekeep-
ing, that might be incurred to replace services 
 currently provided by the insured or surviving 
spouse, who must give up those responsibilities 
and find a job.

3. Special needs of dependents. In addition to daily 
economic needs, you may want to provide for 
 special needs of your dependents, such as long-
term nursing care for a disabled or chronically ill 
child, an emergency fund for unexpected financial 
burdens, or a college education fund for your 
children.

4. Debt liquidation. To leave the insured’s family 
relatively debt free, it’s necessary to determine the 
average amount needed to pay off outstanding bills 
and other similar obligations, possibly including the 
home mortgage.

5. Liquidity. If a high percentage of your wealth  
is in illiquid assets, the cash proceeds from life 
insurance can be used to pay bills and maintain 
assets until they are sold at a fair market value or 
re-titled to an heir.

Exhibit 8.1

How Much Life Insurance Do You Need?
The needs analysis method uses three steps to estimate life insurance needs.

equalsminus

Step 2:
Determine what

financial resources will
be available after death

Step 1:
Assess your family’s
total economic needs

Step 3:
Amount of additional
life insurance required
to protect your family

Income needed to
maintain an
adequate lifestyle

Extra expenses if the
income producer dies

Special needs of
dependents

Debt liquidation

Liquidity

Savings and investments

Income from Social 
Security survivor's 
benefits; surviving 
spouse’s annual income; 
other annual pensions and 
profit-sharing programs

Other life insurance

Other resources

EXAMPLE: Determining the Amount of Life In-
surance Using the Multiple-of-Earnings Method  
You rely on the rule that your life insurance coverage 
should be between 5 and 10 times your current in-
come. Thus, if you currently earn $70,000 a year, using 
the multiple-of-earnings method you’d need between 
$350,000 and $700,000 worth of life insurance.
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8-3b Step 2: Determine What 
Financial Resources Will Be 
Available After Death
The second step is to list all current resources that will 
be available for meeting economic needs. The resourc-
es typically include money from savings, investments,  
Social Security survivor’s benefits, possible proceeds 
from employer- sponsored group life insurance poli-
cies, death benefits payable from accumulated pension 
plans and  profit-sharing programs, as well as proceeds 
from selling selected other assets that can be liquidated  
comfortably. Another important resource is income 
that can be earned by the surviving spouse or children.  
After identifying these resources, reasonable estimates 
of value should be made and totaled.

8-3c Step 3: Subtract Resources 
from Needs to Calculate How 
Much Life Insurance You Require
Finally, subtract the total available resources (from 
Step  2) from the total economic needs (from Step 1). 
If available resources are greater than anticipated 
needs, then no additional life insurance is required. If 
the resources are less than the needs—as is the case in 
most families with children—then the difference is the 
amount of life insurance necessary to protect the family.

The needs analysis method may seem complex, but 
insurance companies and Internet sites have software  
that can be used to quickly determine the insurance needs 
of individuals and families. Because life insurance needs  
will likely change over time, you should review and  
adjust life insurance programs (as necessary) at least  
every five years or after any major family changes occur, 
such as the birth of a child, the purchase of a home, a  
job change, a marriage, divorce, or remarriage.

Needs Analysis in Action: The Roberts Family We 
can demonstrate the needs analysis method by consid-
ering the hypothetical case of Logan and Eva Roberts. 
Logan Roberts is 37 and the primary breadwinner in the 
family; he currently earns $ 95,000 per year. Logan and 
his wife, Eva, use Worksheet 8.1 to estimate the amount 
of life insurance needed to provide for Eva and their two 
children, ages 6 and 8, if he should die prematurely.

Financial Resources Needed after Death (Step 1)  
Logan and Eva Roberts review their budget and de-
cide that monthly living expenses for Eva and the two 
children would be about $3,500 in current dollars while 
the children are still living at home, or $42,000 annually. 

After both children leave home, Eva, now 35, will need 
a monthly income of $3,000—or $36,000 a year—until 
she retires at age 65. At that point, the Roberts family 
estimates that Eva’s living expenses would fall to $2,750 
a month, or $33,000 annually. The life expectancy of a 
woman Eva’s age is 87 years, so the Roberts family cal-
culates that Eva will spend about 22 years in retirement. 
Therefore, as shown in the first section of the worksheet, 
the total income necessary for the Roberts family’s living 
expenses over the next 52 years is $1,878,000.

Although Eva previously worked as a stockbroker, they 
are concerned that her previous education may be some-
what outdated if she needed to reenter the workforce. So 
they include $25,000 for Eva to update her education and 
skills. Logan and Eva also want to fund their children’s col-
lege educations and decide to establish a college fund of 
$100,000 for this purpose. Last, they estimate final expens-
es (i.e., funeral costs and estate taxes) of $15,000.

The Roberts family uses credit sparingly, so their 
outstanding debts total $155,000 (a current mort-
gage balance of $150,000, an automobile loan of 
$4,000, and miscellaneous charge account balances 
of $1,000).

All these estimates are shown in the top half of  
Logan and Eva’s insurance calculations in Worksheet 8.1.  
Note that $2,173,000 is the total amount of financial 
resources needed to meet their financial goals if Logan 
were to die prematurely.

Financial Resources 
Available after Death 
(Step 2)  If Logan died, 
Eva would be eligible to 
receive Social Security 
survivor’s benefits for 
both her children and 
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Social Security survivor’s 
benefits benefits under Social 
Security intended to provide basic, 
minimum support to families faced 
with the loss of a principal wage 
earner
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wORksHEEt 8.1  DeteRmInIng the ROBeRtS FamILY’S neeD FOR LIFe InSuRance

1. Annual living expenses and other needs

Insured’s Name Date

Period 1 Period 2 Period 3

Period 1 Period 2 Period 3

Step 1: Financial resources needed after death

(a 3 12)

3,500 3,000 2,750

42,000 36,000 33,000

12 18 22
504,000 648,000 726,000

1,878,000

Monthly living expensesa.
b. Net yearly income needed

c.  Number of years in time period
d. Total living need per time period (b 3 c)

TOTAL LIVING EXPENSES (add line d for each period)

2. Special needs
a. Spouse education fund 25,000

c. Other needs 0

b. Children’s college fund 100,000

3. Final expenses (funeral, estate costs, etc.) 15,000
4. Debt liquidation

a. House mortgage 150,000
 5,000b. Other loans

c. Total debt (4a 1 4b) 155,000
05. Other financial needs

TOTAL FINANCIAL RESOURCES NEEDED (add right column)

Step 2: Financial resources available after death
1. Income

a. Annual Social Security survivor’s
benefits

38,400 0

b. Surviving spouse’s annual income
c. Other annual pensions and Social 

Security benefits

0 35,000 0

0 0 27,000

38,400 35,000 27,000
12 18 22

460,800

$
$

$

$

$

$

$ 630,000

$
$

$

$

$

$ 594,000

$
$

$

$

$

$
TOTAL INCOME

d. Annual income
e. Number of years in time period
f. Total period income (d 3 e)

2. Savings and investments
3. Other life insurance
4. Other resources
TOTAL FINANCIAL RESOURCES AVAILABLE (Total income 1 2 1 3 1 4)

Step 3: Additional Life Insurance needed
Step 1: Total financial resources needed
Step 2: Total financial resources available

ADDITIONAL LIFE INSURANCE NEEDED 323,200

1,849,800

2,173,000

1,849,800
0

100,000
65,000

1,684,800

$

$
$

$

$

$ 2,173,000

$

$
$

$

$
$
$

0

LIFE INSURANCE NEEDS ANALYSIS METHOD

Eva and Logan Roberts April 12, 2020

$
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herself. Social Security survivor’s benefits, discussed in 
more detail in Chapter 14, are intended to provide ba-
sic, minimum support to families faced with the loss of 
the principal wage earner. Logan and Eva visit the So-
cial Security Administration’s Internet site and estimate 
that Eva will receive approximately $3,200 a month, or 
$38,400 a year, in Social Security survivor’s benefits for 
herself and the children until the youngest child gradu-
ates from high school in 12 years.

In the 18 years between the time the children 
leave home and Eva retires, the Roberts family expects 
that Eva will be employed full-time and earn about 
$35,000 after taxes. After Eva turns 65, she’d receive 
approximately $2,250 a month ($27,000 a year) from 
Logan’s survivor’s benefits, her own Social Security 
benefits, and her own retirement benefits. However, 
Eva will have some other resources available if Logan 
should die. The couple has saved $65,000 in a mutual 
fund, and Logan’s employer provides a $100,000 life 
insurance policy for him. Adding these amounts to Eva 

expected income means that she’d have $1,849,800 in 
total resources available.

Additional Life Insurance Needed (Step 3) To de-
termine the amount of life insurance that the Roberts 
family should buy for Logan they subtract the total  
financial resources available ($1,849,800) from the 
total financial resources needed ($2,173,000) and 
get $323,200. Thus, Logan should buy an additional 
$325,000 or so of life insurance to protect his family. 
Now the Roberts family can begin to consider which 
type of policy is best.

8-3d Life Insurance Underwriting 
Considerations
Insurance companies use underwriting to determine 
whom they will insure and what they will charge for  
the coverage. It begins by asking potential insureds to 
complete an application designed to gather information  

Buying thE Right LifE insuRanCE at thE Right PRiCE

The following tips will help you get the right insurance 
policy at the right price.

 ● Don’t let an insurance agent tell you how much  
insurance you need. Use the methods in this chapter  
to determine the right amount of insurance for you. 
Agents often have a strong motivation to sell large 
policies—the larger, the better.

 ● Consult an independent insurance broker. Inde-
pendent brokers have access to more products than 
the representative of any single company.

 ● Just say no to one-meeting recommendations. 
A broker who makes a recommendation in the first 
meeting is moving too fast and probably is not con-
sidering all of your best options.

 ● Know how your agent is compensated. Is he or 
she compensated by a commission-alone, fee-plus- 
commission, or fee-only structure? If you don’t 
know how your broker is paid, you cannot recognize  
possible conflicts of interest.

 ● Keep your insurance and investment decisions  
separate. Term insurance provides protection against 
premature death alone, without a savings element. 

Whole life and universal life policies provide both  
insurance and savings; consequently, they cost 
much more. If you combine insurance and invest-
ing, make sure you understand why and the costs of 
doing so.  Most people buy separate insurance and 
investment products.

 ● Always do some comparison shopping. There are 
lots of alternatives, with major price differences for 
essentially the same product.

 ● Avoid replacing old whole-life insurance policies. 
After holding a whole-life policy for years, you may 
lose the premiums that you’ve paid and pay more 
administration fees if you replace it. Just buy more 
insurance if your circumstances warrant doing so.

 ● Avoid buying expensive riders. Insurance agents 
often try to sell riders that provide special, extra cover-
age. Make sure that you need any riders that you buy.

 ● Consider your budget when buying insurance. 
Make sure you understand and can afford new  
insurance before you buy it.

Source: Adapted from J. D. Roth, “14 Tips for Purchasing Life  
Insurance,” www.getrichslowly.org/blog/2009/04/28/14-tips-for 
-purchasing-life-insurance/, accessed November 2018.

Financial Planning Tips
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for use in estimating the likelihood that the insured  
will die while the life insurance policy is in effect. Un-
derwriters use life expectancy figures to look at overall 
longevity for various age groups and also consider spe-
cific  factors related to the applicant’s health, habits, 
and experiences. This information is used to determine 
whether to accept you and what premium to charge.  
For example, someone in excellent health is usually  
considered “preferred” and pays the lowest premium. 

If you have any of the risks commonly considered in  
life insurance  underwriting—such as obesity, heart  
disease, or a high-risk hobby or job—then it’s particu-
larly important to shop carefully and compare the cost 
implications of different types of insurance policies and 
the underwriting standards used by different companies. 
For example, an overweight, tobacco-using, hang-gliding  
enthusiast with a history of heart disease who walks  
tightropes for a living should expect to pay more for  
life insurance.

 8-4  wHAt kIND Of POLIcY 
Is RIGHt fOR YOU?

LO4 After determining the amount of life insurance that 
you need, your next step is to choose the correct type of 
insurance policy. Three major types of policies account 
for 90 to 95 percent of life insurance sales: term life, 
whole life, and universal life.

8-4a Term Life Insurance
Term life insurance, which provides a specified amount of 
insurance protection for a set period, is the simplest type 
of insurance policy. If you die while the policy is in force, 
your beneficiaries will receive the full amount specified 
in your policy. Term insurance can be bought for many 

different time periods, 
such as 5 years, 10 years, 
or even 30 years. Premi-
ums typically can be paid 
annually, semi-annually, or 
quarterly.

Types of Term Insur-
ance The most common 
types of term insurance 
are straight (or level) term 
and decreasing term.

Straight Term A straight 
term life insurance policy 
is written for a set number  

of years during which the amount of coverage remains  
unchanged. The annual premium on a straight term  
policy can increase each year on an annual renewable  
term policy or remain level throughout the policy period  
on a level premium term policy. Exhibits 8.2 and 8.3 list 
representative annual premiums for annual renewable 
term and level premium term life policies, respectively.  
(Note: The premiums are for nonsmokers; rates for  
similar smoker policies would be higher in view of  
the greater risk and generally shorter life expectancies  
of smokers.) Annual renewable term policies aren’t  
popular today. Because people now live longer, the  
rates for level premium term are now well below those 
on annual renewable term from the first year on, so 
they’re a better value.

Decreasing Term Because the death rate increases 
with each year of life, the premiums on annual renew-
able straight term policies for each successive period  
of coverage will also increase. As a result, some term 
policies maintain a level premium throughout all  
periods of coverage, while the amount of death benefit  
protection decreases. Such a policy is called a decreasing 
term policy because the amount of protection decreases 
over its life. Decreasing term is used when the amount 
of needed coverage declines over time. For example, 
a homeowner can match her life insurance coverage  
with the declining balance on her home mortgage.  
And families with young children can match coverage 
with the declining level of family income needed as  
their kids grow up and become  independent.

The type and length of term policy that you choose 
affects the amount of premiums that you’ll pay over 
time. The annual premium for a specified initial amount 
of coverage, say $250,000, would be lowest for straight 
term, higher for decreasing term, and highest for annual 
renewable term. The premium on decreasing term is 
higher than the premium on straight term because most 
major insurance companies don’t offer decreasing term 
policies, so there is less competition between companies 
offering decreasing term policies and they can therefore 
charge high premiums.

Advantages and Disadvantages of Term Life One 
of the biggest advantages of term life is that its initial 
premiums are lower than other types of insurance, espe-
cially for younger people. Term life is an economical way 
to buy a large amount of life insurance protection over a 
relatively short period to cover needs that will disappear 
over time.

The main disadvantage, however, is that term in-
surance offers only temporary coverage. If you need 
more coverage when the policy expires, renewal can be 

term (level) life insurance  
insurance that provides only death 
benefits, for a specified period, 
and does not provide for the 
accumulation of cash value

straight term policy a term 
insurance policy written for a given 
number of years, with coverage 
remaining unchanged throughout 
the effective period

decreasing term policy a 
term insurance policy that  maintains 
a level premium throughout all 
periods of coverage while the 
amount of protection decreases
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a problem if you then have factors that make it difficult  
to qualify for insurance. Term policies that offer a 
 renewability provision give you the option to renew 
your policy at its expiration, even if you have become 
uninsurable due to an 
accident or other illness 
during the original policy 
period. Of course, the 
premium will increase 
to reflect the greater 

Exhibit 8.2

Representative Annual Renewable Term Life Insurance 
Premiums: $100,000 Policy, Preferred Nonsmoker Rates
When you buy term life insurance, you’re buying a product that provides life insurance coverage and nothing more. This table 
shows representative rates for several age categories and selected policy years; actual premiums increase every year. As you  
can see, females pay less than males for coverage, and premiums increase sharply with age.

Age 25 Age 40 Age 60

Policy Year Male Female Male Female Male Female

1 $164 $143 $188 $178 $595 $471

5 167 150 228 225 920 685

10 174 163 297 264 1,579 1,108

15 186 176 388 330 2,704 1,811

20 228 225 550 443 Not available Not available

Exhibit 8.3

Representative Level Premium Term Life Rates: $100,000 Preferred 
Nonsmoker Policy
This table shows representative annual premiums for $100,000 of level premium term life insurance. Although level premium costs 
less than annual renewable term for the same period, you must requalify at the end of each term to retain the low premium.

10 Year 15 Year 20 Year 30 Year

Age Male Female Male Female Male Female Male Female

25 $120 $108 $120 $108 $125 $108 $161 $139

35 125 120 131 122 142 133 180 157

40 144 135 154 145 174 161 242 195

50 216 185 257 213 315 259 523 399

60 450 324 567 412 744 545 Not available Not available

EXAMPLE: Appropriate Use of Term Life 
 Insurance  Term life insurance is particularly useful 
for covering needs that will disappear over time. For 
example, should you die prematurely you’d like for 
your family to be able to pay off the mortgage. Term 
insurance can help achieve that goal. Yet some day in 
the future the mortgage will be paid off and the as-
sociated need for term insurance will end. 

renewability a term life policy 
provision allowing the insured 
to renew the policy at the end of 
its term without having to show 
evidence of insurability
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chance of death at older ages. Renewable term policies 
are renewable at the end of each term until the insured 
reaches age 65 or 70.

Another option that overcomes some of the limi-
tations of term insurance is a convertibility provision, 
which at stated times allows you to convert your term 
policy into a comparable whole life policy. A whole life 
policy, as we’ll discuss next, provides lifelong protec-
tion, eliminating the need to continually renew your 
life insurance. Convertibility, which is standard on 
most term policies, is particularly useful if you need 
a large amount of relatively low-cost, short-term pro-
tection immediately, but in the future you expect to 
have greater income that will allow you to purchase 
permanent insurance.

One way to overcome the drawback of having to  
pay increased premiums at the end of each term is to 
purchase a longer term policy. The insurance industry 
has begun to offer 30-year straight term policies that 
lock in a set premium. For example, a 35-year-old man 
who qualifies for preferred rates could lock in a $250,000 
death benefit for 30 years in a row and pay only a set 
premium of $360 a year. As with all insurance policies, 
however, make sure before signing up that the rate is 
fully locked in for the duration of the policy.

Who Should Buy Term Insurance? Because most 
young families on limited budgets have a high need 
for death protection, they should focus on guaranteed  
renewable and convertible term insurance. This will 
preserve financial resources for meeting immediate 
and future consumption and savings goals. Healthy  

older people with ade-
quate financial resources  
may tend to  use term 
policies to meet only 
specific coverage needs. 
For example, they may 
want to leave a legacy 
for their grandchildren 
or a charity.

One strategy is to buy 
term insurance and in-
vest in a retirement plan 
the difference between 
the premium for whole 
life and the premium for 
term insurance. This is 
referred to as “buying 
term and investing the 
difference.” As the cost of 
term insurance increases 

over the policyholder’s life, the value of the investment 
also increases—hopefully to the level needed at one’s 
stage of life. That is, the investment replaces the need for 
lifetime insurance.

8-4b Whole Life Insurance
Unlike term insurance, whole life insurance provides  
permanent insurance coverage during an individual’s  
entire life. In addition to death protection, whole life  
insurance has a savings feature, called cash value, that 
results from the investment earnings on paid-in insur-
ance premiums. Thus, whole life provides not only  
insurance coverage, but also a modest return on your 
investment. The savings rates on whole life policies  
are normally fixed and guaranteed to be more than a  
certain rate (historically 4  to 6 percent). Exhibit 8.4  
illustrates how the cash value in a whole life policy builds 
up over time. Obviously, the longer the insured keeps 
the policy in force, the greater the cash value. Whole 
life can be purchased through several different payment 
plans, all providing for accumulation of cash values.

If a policyholder cancels his or her contract prior to 
death, then that portion of the assets set aside to pro-
vide payment for the death claim is available to him. 
This right to a cash value is termed the policyholder’s 
nonforfeiture right. By terminating their insurance  
contracts, policyholders forfeit their rights to death  
benefits.

Types of Whole Life Policies Three major types of 
whole life policies are available: continuous premium, 
limited payment, and single premium. 

Continuous Premium Under a continuous premium 
whole life policy—or straight life, as it’s more commonly  
called—individuals pay a level premium each year  
until they either die or exercise a nonforfeiture right. 
The earlier in life the coverage is purchased, the lower  
the annual premium. Whole life should seldom be  
purchased by anyone simply because the annual pre-
mium will be  lower now than if it’s purchased later.  
Of course, the sooner people purchase whole life, the 
longer they have coverage in force, but (all other things 
being equal) the more they pay in total.

Of the various whole life policies available, continu-
ous premium/straight life offers the greatest amount  
of permanent death protection and the least amount of 
savings per premium dollar. To develop a sense of the 
costs of this type of policy, consider the representative 
rates shown in Exhibit 8.5.

Limited Payment A limited payment whole life policy 
covers your entire life but the premium payment is based 

convertibility a term life policy 
provision allowing the insured to 
convert the policy to a comparable 
whole life policy

whole life insurance life 
insurance designed to offer ongoing 
insurance coverage over the course 
of an insured’s entire life

cash value the accumulated 
refundable value of an insurance 
policy; results from the investment 
earnings on paid-in insurance 
premiums

nonforfeiture right a life 
insurance feature giving the whole 
life policyholder, upon policy 
cancellation, the portion of those 
assets that were set aside to provide 
payment for the future death claim

208 PART FOUR:  Managing Insurance Needs

33609_ch08_ptg01.indd   208 19/12/18   10:12 PM



on a specified period—for example, 20 or 30 years—during 
which you pay a level premium. For stipulated age policies, 
such as those paid up at age 55 or 65, you pay premiums 
until you reach the stated age. In all cases, upon completion 
of the scheduled payments, the insurance remains in force, 
at its face value, for the rest of the insured’s life.

If lifelong death protection is the primary aim 
of the life insurance policy, then the insured should 
purchase continuous premium whole life instead of 
a limited payment policy. Because more continuous 
premium whole life insurance can be purchased with 
the same number of dollars as limited payment whole 
life, people who need whole life insurance are prob-
ably better off using straight life insurance to get the 
most for their life insurance dollars. Then, once their 
insurance needs are reduced, they can convert the 
policy to a smaller amount of paid-up life insurance. 

If people have life insurance already in force that is 
sufficient to protect against income loss, then they can 
use limited payment policies as part of their savings or 
retirement plans.

A policy owner could use dividend disbursements 
to supplement retirement income, take out policy loans 
against the cash values, or even forfeit the entire policy 
and use built-up cash and dividend values to help fund 
retirement. A policy holder could also simplify the re-
tirement budget by using either current dividends or 
interest earned on cash values or dividend values to pay 
ongoing premiums during retirement. 

Single Premium Single premium whole life insur-
ance is purchased with one cash premium payment at 
the inception of the contract, thus buying life insur-
ance coverage for the rest of your life. Because of its 

Exhibit 8.4

Illustration of the Cash Value and Pure Death Protection  
in a Whole Life Policy
Here is an example of the projected cash value for an actual $200,000 whole life policy issued by a major life insurer to a 
male, age 30. For each year of the illustration, the difference between the $200,000 death benefit and the projected cash value 
represents the death protection offered by the insurer.

Death protection

Cash value

30 40 50 60 70 80 90 100

Age of Insured

$0

$200,000

$180,000

$160,000

$140,000

$120,000

$100,000

$80,000

$60,000

$40,000

$20,000
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investment attributes, single premium life insurance 
(SPLI) has limited usefulness for most families but  
appeals to those looking for a tax-sheltered investment 
vehicle. Like any whole life insurance policy, interest/
investment earnings within the policy are tax-deferred. 
However, any cash withdrawals or loans taken against 
the SPLI cash value before age 59½ are taxed as capital 
gains and subject to the 10 percent penalty for early 
withdrawal. Further, if the total amount of premiums 
paid into a life insurance policy within the first seven 
years is more than what was required to have the policy 
considered paid up during that period, then the Inter-
nal Revenue Service considers it a modified endowment 
contract (MEC). MECs do not receive that tax-shelter 
status that ordinary life insurance policies do.

Advantages and Disadvantages of Whole Life The 
most noteworthy advantage of whole life insurance is 
that premium payments contribute toward building an 
estate, regardless of how long the insured lives. And 
the insured can borrow against the policy or withdraw 
cash value when the need for insurance protection  
has expired. Another benefit (except for SPLI) is that 
individuals who need coverage can budget their pre-
mium payments over a relatively long period, thereby 
avoiding affordability and uninsurability problems. Also, 
earnings build up on a tax-sheltered basis, which means  
that the underlying cash value of the policy increases  
at a much faster rate than it otherwise would. Other  

valuable options include the ability to continue coverage  
after the policy lapses because premiums were not  
paid (nonforfeiture option) and the ability to revive  
an older, favorably priced policy that has lapsed (policy 
reinstatement).

A whole life insurance policy that pays dividends is 
known as a participating policy. There are usually four 
dividend options: (1) cash, (2) premium reduction, (3) 
dividend accumulation, and (4) paid-up additions. The 
expected dividends are priced into policy premiums 
and should be considered when comparison shopping 
among policies.

Additional benefits of whole life policies are 
shown in the “Dividend Value at Year 20” and “Paid-
Up Insurance at Year 20” columns of Exhibit 8.5.  
The dividend value column indicates the dividends 
available for distribution to the insured as cash, as a 
means of reducing premiums, or to purchase a small 
amount of paid-up insurance. Similarly, the paid-
up insurance column indicates how much insurance  
coverage the policyholder can retain if the policy  
premiums are no longer paid beyond that point and 
the total cash value at that time is exchanged for  
the indicated amount of coverage.

Exhibit 8.5 shows that a male buying insurance at 
the age of 40 would pay a premium of $1,749 a year. 
After 20 years, the cash value of the policy would be 
$29,696 and the accumulated value of unreceived divi-
dends would be $7,946. If he decided to quit paying 

Exhibit 8.5

Representative Whole Life Insurance Annual Premiums: $100,000 
Policy, Preferred Nonsmoker Rates
Like any life insurance product, whole life is more expensive the older you are. Also, whole life is more costly than term because 
you’re getting an investment/savings account, represented by the “total cash value” column, in addition to life insurance coverage.

Annual Premium
Premiums Paid  

through Year 20
Cash Value  
at Year 20*

Dividend Value  
at Year 20**

Paid-Up Insurance 
at Year 20***

Age Male Female Male Female Male Female Male Female Male Female

25 $1,057 $956 $21,140 $19,120 $17,116 $15,073 $5,439 $5,240 $17,964 $19,728

30 1,218 1,099 24,360 21,980 20,749 18,163 5,807 5,582 16,320 17,830

35 1,454 1,278 29,080 25,560 24,980 21,651 7,079 6,167 16,964 16,783

40 1,749 1,499 34,980 29,980 29,696 25,496 7,964 6,439 16,365 14,965

50 1,260 2,183 53,600 43,660 40,574 34,797 16,765 12,028 26,055 20,945

60 4,569 3,562 91,380 71,240 53,494 47,083 45,169 29,183 54,996 39,221
*Guaranteed cash value position only.
**Non-guaranteed accumulated dividend values—currently earning 4.0% on accumulated cash dividend values.
***Non-guaranteed paid-up additions dividend option—paid-up life insurance.

210 PART FOUR:  Managing Insurance Needs

33609_ch08_ptg01.indd   210 19/12/18   10:12 PM



the premiums from then on, he could sacrifice the 
$29,696 cash value in return for life insurance cover-
age of $16,365 up to a maximum age specified in the 
policy, which is often 65. This flexibility of participating 
whole life policies is viewed as a benefit by some insur-
ance buyers. It’s important to consider the dividend op-
tions of participating whole life policies when choosing 
among different competing whole life policies.

One disadvantage of whole life insurance is its 
cost. It provides less death protection per premium 
dollar than does term insurance. Compare the premi-
ums paid for various whole life products with those of 
term insurance by inspecting Exhibits 8.2, 8.3, and 8.5. 
You can readily see how much more expensive whole 
life is than term life. Another disadvantage of whole 
life is that its investment feature provides lower yields 
than many otherwise comparable vehicles. A whole life 
policy should not be used to obtain the best return on 
investment. However, if a person wishes to combine 
a given amount of death protection for the entire life 
of the insured (or until the policy is terminated) with 
a savings plan that provides a moderate tax-sheltered 
rate of return, then whole life insurance may be a wise 
purchase.

One way to keep the cost of whole life down is  
to purchase low-load whole life insurance. This is sold 
directly by insurers to consumers, sometimes via a  
toll-free number or over the Internet, thereby elimi-
nating sales agents and large commissions from the 
transaction. As a result, cash values of low-load poli-
cies grow much more quickly than traditional policies  
sold by agents.

Who Should Buy Whole Life Insurance? Some  
financial advisors recommend you use cash-value  
insurance to cover your permanent need for insurance—
the amount that your dependents will need regardless  
of the age at which you die. Such needs may include  
final expenses and either the survivor’s retirement  
needs (Period 3 in Worksheet 8.1) or additional  
insurance coverage, whichever is less. This amount is 
different for every person. Using these guidelines, the 
Roberts family in our earlier example would need about 
$147,000 in whole life insurance (in Worksheet 8.1:  
$15,000 final expenses [Step 1, line  3] plus about 
$132,000 of Period 3 living expenses [Step  1, line 1d  
for Period 3 minus Step 2, line 1f for Period 3— 
$726,000 2 $594,000]) and about another $151,000  
in term life (in Worksheet 8.1: about $298,000 [Step 3]  
minus about $147,000 in permanent insurance just  
calculated). Limited payment whole life and single  
premium whole life policies should be purchased  
only when the primary goal is savings or additional  
tax-deferred investments and not protection against  
financial loss resulting from death.

Whole life insurance can be a useful tax shelter in 
an estate plan. Properly structured, it can provide tax-
free funds for estate liquidity, debt repayment, coverage 
of state or federal estate taxes, or income replacement of 
surviving heirs. We will explore the potential uses of whole 
life insurance in estate planning further in Chapter 15. 

8-4c Universal Life Insurance
Universal life insurance is permanent, cash-value insur-
ance that combines term insurance, which provides death 
benefits, with a tax-sheltered 
savings/investment account 
that pays interest, usually at 
competitive money market 
rates. The death protection 
(or pure insurance) portion 
and the savings portion are 
identified separately in its 
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universal life insurance  
permanent cash-value insurance 
that combines term insurance 
(death benefits) with a tax-sheltered 
savings/investment account that 
pays interest, usually at competitive 
money market rates

EXAMPLE: Using Low-Load Whole Life Insur-
ance—Building Cash Value  Consider the case of 
a 50-year-old male who purchased a low-load policy 
with a $500,000 death benefit for an annual premium 
of $7,500. Within five years, his cash surrender value 
was projected to be more than $36,000. In contrast, a 
comparable, fully loaded policy was projected to pro-
duce a cash value of only $24,000.
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premium. This is referred to as unbundling. Exhibit 8.6 
shows representative annual outlays, premiums, and cash 
values for a $100,000 universal life policy.

With universal life, part of your premium pays  
administrative fees, and the remainder is put into the 
cash-value (savings) portion of the policy, where it earns 
a certain rate of return. This rate of earnings varies 
with market yields but is guaranteed to be more than 
some stipulated minimum rate (say, 4 percent). Then, 
each month, the cost of one month’s term insurance is  
withdrawn from the cash value to purchase the required 
death protection. As long as there’s enough in the  savings 
portion to buy death protection, the policy will stay in 
force. Should the cash value grow to an unusually large 
amount, the amount of insurance coverage must be  
increased in order for the policy to retain its favorable  
tax treatment. This is because tax laws require that the 
death benefits in a universal life policy must always  
exceed the cash value by a stipulated amount.

Universal life policies enjoy the same favorable tax 
treatment as do other forms of whole life insurance: 
death benefits are tax free and, prior to the insured’s 
death, amounts credited to the cash value (including 
investment earnings) accumulate on a tax-deferred 
basis. The insurance company sends the insured an 
annual statement summarizing the monthly credits of 
interest and deductions of expenses.

Advantages and Disadvantages of Universal Life As 
with any insurance policy, universal life has its pros and cons. 
There are two primary advantages:

 ▶ Flexibility. The annual premium that you pay can 
be increased or decreased from year to year because 
the cost of the death protection may be covered from 
either the annual premium or the accumulation account 
(i.e., the cash value). If the accumulation account is 
adequate, you can use it to pay the annual premium. 
The death benefit also can be increased (subject to 

Behavioral Biases in Choosing between  
Whole Life and Term Life Insurance

Term life insurance is “pure” insurance: its only benefit 
is paying off if you die during the term. In contrast, a 
whole (permanent) life insurance policy pays off when 
you die and also accumulates cash value over time 
based on the difference in the premiums on whole life 
and term life policies for a given individual. A whole  
life policy may be viewed as life  insurance with a  
built-in investment feature. Whole life policies are  
consequently more expensive than term life. 

Consider how whole life insurance policies can 
be marketed to appeal to the mental accounting  
behavioral bias. Many people think of life insurance  
and saving for retirement as separate though related 
“mental accounts,”  both of which have merit. Yet it’s  
easy to confound the investment and life insurance 
components of a whole life policy when an agent 
pitches it as an automatic savings plan. Thus, the policy 
is marketed as offering both protection for your family 
in the event of premature death as well as providing 
an automatic savings plan that helps you consistently 
pursue retirement savings goals. Some agents will 
even argue that the whole life policy will eventually be 

“free” when the cash value has grown large enough to 
cover the insurance premium. Many cannot resist the  
apparent appeal of protecting their family today in  
the event of premature death combined with a disci-
plined savings plan that helps you save for retirement  
and will provide “free”  insurance in the future.

Yet we all really know there is no such thing as  
“free” insurance. Thorough analysis separates the need 
for a savings plan from the need for adequate life  
insurance coverage. So what causes people to con-
found these decisions? The concept of premature 
death, protecting one’s family, and planning for  
retirement are emotional issues. A fully aware per-
son could reasonably commit to a savings plan, buy 
term life insurance, and invest the difference between  
the whole life and term life premiums. Saving and  
investing for retirement are separate issues that  
need not be combined in a whole life insurance policy. 
This is not to say that there are no people for whom 
whole life insurance is appropriate. However, life  
insurance and investing for retirement should not be 
considered without separate analyses.

bEHAvIOR MAttERs
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evidence of insurability) or decreased, and you can 
change from the level benefit type of policy to the 
cash value plus a stated amount of insurance.

 ▶ Savings feature. A universal life insurance policy 
credits cash value at the “current” rate of interest, and 
this current rate of interest may well be higher than 
the guaranteed minimum rate.

Universal life’s flexibility in making premium pay-
ments, although an attractive feature, is also one of its 
two major drawbacks:

 ▶ Changing premiums and protection levels. 
A policyholder who economizes on premium pay-
ments in early years may find that premiums must 
be higher than originally planned in later policy 
years to keep the policy in force. Indeed, some 
policyholders expect their premiums to vanish once 
cash value builds to a certain level, but often the 
premiums never disappear, or they reappear when 
interest rates fall.

 ▶ Charges or fees. Universal life usually carries 
heavy fees compared to other policy types. Most 
states require the insurance company to issue  
an annual disclosure statement spelling out  
premiums paid, all expenses and mortality  
costs, interest earned, and beginning and  
ending cash values.

Who Should Buy Universal Life Insurance? Uni-
versal life is a suitable choice if you’re looking for a 
savings vehicle with greater potential returns than of-
fered by a whole life policy. Its flexible nature makes it 
particularly useful for people anticipating changes, such 
as the birth of a child, that require changes in death 
protection.

8-4d Other Types of Life Insurance
Besides term, whole life, and universal life, you can buy 
several other types of life insurance products, includ-
ing variable life insurance, group life, and other special- 
purpose life policies such as credit life, mortgage life,  
and industrial life insurance. These insurance products 
serve diverse needs.

Exhibit 8.6

Representative Universal Life Insurance Annual Outlays: $100,000 
Policy, Preferred Nonsmoker Rates
Universal life premiums are lower than whole life and can vary over the policy’s life. After deducting the cost of the death benefit and 
any administrative fees from your annual contribution, the rest goes into an accumulation account and builds at a variable rate. In this 
example, the current rate is 2.95 percent and the guaranteed rate is only 2 percent.

Annual Premium Outlay
Premiums Paid  

through Year 20
Cash Surrender Value 

at Year 20* 
Cash Surrender Value 

at Year 20** 

Age Male Female Male Female Male Female Male Female

25 $864 $772 $17,280 $15,440 $13,435 $12,099 $16,838 $15,248

30 1,001 895 20,020 17,900 15,753 14,106 19,913 17,881

35 1,172 1,048 23,440 20,960 18,144 16,185 23,560 21,111

40 1,390 1,234 27,800 24,680 20,352 18,060 27,821 25,012

50 2,016 1,761 40,320 35,220 22,187 20,743 38,846 35,175

60 3,104 2,670 62,154 53,400 10,817 19,835 52,341 47,593

*Based on an minimum guaranteed annual interest rate of 2.00%. 

**Based on the current annual interest rate of  2.95%.

    Go to Smart Sites
What is your life worth? Interactive apps for Android 
and iOS devices allow you to determine how much life 
insurance you need. MindTap includes “Smart Sites,” a list 
of resources and sites that offer additional information on 
topics in the PFIN text.
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Variable Life Insurance A variable life insurance  
 policy goes further than universal life policies in  
combining death benefits and savings. The policyholder de-
cides how to invest the money in the savings (cash-value) 
component. The investment accounts are set up just  
like mutual funds, and most firms that offer variable 
life policies let you choose from a full menu of different  
types of funds. Variable life insurance does not guar-
antee a minimum return. And as the name implies, 
the amount of insurance coverage provided varies with  
the profits (and losses) generated in the investment  
account. Exhibit 8.7 demonstrates how two possible  
investment return scenarios would affect the cash  
value and death benefits of a variable life insurance  
policy for a 45-year-old, nonsmoking male over a  
20-year period.

Variable life tends to be used more often as an 
investment vehicle than as a life insurance policy. 

If you want the ben-
efits of higher invest-
ment returns, then you 
must also be  willing to 
assume the risks of re-
duced insurance cov-
erage. Therefore, you 
should use extreme care 
when buying variable 
life insurance. Indeed, 
variable life insurance 
has become less popu-
lar since the financial 
crisis of 2008–2009.

Group Life Insurance Under group life insurance, 
one master policy is issued, and each eligible group 
member receives a certificate of insurance. Group life is 
nearly always term insurance, and the premium is based 
on the group’s characteristics as a whole rather than the 
characteristics of any specific individual. Employers  
often provide group life insurance as a fringe benefit  
for their employees. However, just about any type of 
group (e.g., a labor union, a professional association, or 
an alumni organization) can secure a group life policy,  
as so long as the insurance is only incidental to the  
reason for the group’s existence. Employer paid group 
life policy premiums are most often priced based on  
the average age of the group.

Accounting for about one-third of all life insurance  
in the United States, group life is one of the fastest-
growing areas of insurance. Group life policies often 
provide that individual members who leave the group 
may continue the coverage by converting their pro-
tection to individually issued life policies. which is  
referred to as policy portability. It is important to 
note that conversion normally doesn’t require evidence 
of insurability, as long as it occurs within a specified  
period. Of course, after conversion, the individual  
pays all premiums. 

The availability of group coverage through employee 
benefit programs should be considered when develop-
ing a life insurance program. Because of its potentially 
temporary nature and relatively low benefit amount  
(often equal to about one year’s salary), only in rare cases 
should a family rely solely on group life insurance to fulfill 
its primary income-protection requirements.

variable life insurance life 
insurance in which the benefits 
are a function of the returns being 
generated on the investments 
selected by the policyholder

group life insurance life 
insurance that provides a master policy 
for a group; each eligible group member 
receives a certificate of insurance

portability option to convert 
a group life insurance policy to an 
individually issued life policy

Exhibit 8.7

Representative Variable Life Insurance Values: $100,000 Policy, 
Preferred Nonsmoker, Male, Age 45
Variable life insurance pays a death benefit whose amount is tied to the policy’s investment returns. The cash value created over the life 
of the policy is also related to investment returns. This table shows the effects of 6 percent and 12 percent annual returns over a 20-year 
period. Lower returns result in lower cash value and death benefits; higher returns result in higher cash value and death benefits.

6% Return 12% Return

Policy  
Year

Total Premiums  
Paid

Cash  
Value

Death  
Benefit

Cash  
Value

Death 
Benefit

1 $1,575 $995 $100,995 $1,064 $101,064

5 8,705 5,244 105,244 5,705 105,705

10 19,810 10,592 110,592 15,365 115,365

15 33,986 15,093 115,093 27,688 127,688

20 52,079 17,080 117,080 43,912 143,912
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Other Special-Purpose Life Policies Use caution 
 before buying any of the following types of life insurance:

 ▶ Credit life insurance. Banks, finance companies, and 
other lenders generally sell credit life insurance in 
conjunction with installment loans. Usually credit life is 
a term policy of less than five years and with a face value 
corresponding to the outstanding balance on the loan. 
Although liquidating debts on the death of a family 
breadwinner is often desirable, it’s usually preferable to 
do so with term or whole life insurance because credit 
life is an expensive form of life insurance.

 ▶ Mortgage life insurance. Mortgage life insurance  
is a term policy designed to pay off the mortgage  
balance on a home in the event of the borrower’s 
death. As in the case of credit life, this need can  
usually be met less expensively by shopping the  
market for a suitable decreasing term policy.

 ▶ Industrial life insurance. Sometimes called home 
service life insurance, this whole life insurance is 
issued in policies with small face amounts, often 
$1,000 or less. Agents call on policyholders weekly 
or monthly to collect the premiums. Industrial life 

insurance costs much more per $1,000 of coverage 
than regular whole life policies, primarily because 
of its high marketing costs. Even so, some insurance 
authorities believe that industrial life insurance offers 
the only practical way to deliver coverage to low-
income families.

 8-5 bUYING LIfE INsURANcE
LO5 Once you have 
evaluated your personal 
financial needs and have 
become familiar with 
the basic life insurance 
options, you’re ready to 
begin shopping for a life 
insurance policy. Exhibit 
8.8 summarizes the ma-
jor advantages and dis-
advantages of the most 
popular types of life in-
surance we’ve discussed 

Exhibit 8.8

Major Advantages and Disadvantages of the Most Popular Types 
of Life Insurance
Major advantages and disadvantages of the most popular types of life insurance are summarized here. They should be considered  
when shopping for life insurance.

Type of Policy Advantages Disadvantages

Term  ● Low initial premiums

 ● Simple, easy to buy

 ● Provides only temporary coverage for a set period.

 ● May have to pay higher premiums when policy  
is renewed.

Whole life  ● Permanent coverage

 ● Savings vehicle: cash value builds as  
premiums are paid

 ● Some tax advantages on accumulated  
earnings

 ● Cost: provides less death protection per premium dollar 
than term.

 ● Often provides lower yields than other investment vehicles.

 ● Sales commissions and marketing expenses can increase 
costs of fully loaded policy.

Universal life  ● Permanent coverage

 ● Flexible: lets insured adapt level of protection  
and cost of premiums

 ● Savings vehicle: cash value builds at current rate  
of interest

 ● Savings and death protection identified  
separately

 ● Can be difficult to evaluate true cost at time of  
purchase; insurance carrier may levy costly fees 
and charges.

 ● Interest rate changes may adversely affect future cash 
values or expected premium payments, which may 
even cause the policy to lapse.

Variable life  ● Investment vehicle: insured decides  
how cash value will be invested

 ● Higher risk

credit life insurance life 
insurance sold in conjunction with 
installment loans

mortgage life insurance a  
term policy designed to pay off the 
mortgage balance in the event of the 
borrower’s death

industrial life insurance 
(home service life 
insurance) whole life insurance 
issued in policies with relatively small 
face amounts, often $1,000 or less
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in this chapter. The key activities involved in shopping 
for life insurance include: (1) comparing costs and  
features of competitive policies, (2) selecting a finan-
cially healthy insurance company, and (3) choosing a 
good agent.

8-5a Compare Costs and Features
The costs of similar life insurance policies can vary 
considerably from company to company. Comparison 
shopping can save thousands of 
dollars over the term of a policy. 
For example, the total cost for a  
10-year, $250,000, term life policy 
at preferred rates for a 25-year-old 
can range from $1,170 to more than 
$2,000. The Bonus Exhibit, “Major 
Insurance Rating Agencies,” summa-
rizes differences in the key features of 
various types of life insurance. (Visit MindTap.) If you 
have an unusual health problem, then spending time 
checking out several companies can really pay off.

It is not enough, however, to look only at current 
rates. You’ll also need to know how long the rates are 
locked in and find out about guaranteed rates—the 
maximum you can be charged when you renew. Rates 
may be locked in for a period of years or to a certain 
age. Guaranteed renewal rates may be cost prohibitive, 
particularly for someone on a “fixed income” in their 
retirement years. A guaranteed policy may cost another 
$20 a year, but you won’t be hit with unexpected, larger 
rate increases later.

Establish for how long you’ll need 
the coverage, and then find the best rates 
for the total period; low premiums for a 
five-year policy may jump when you re-
new for additional coverage. Also be sure 
you’re getting the features you need. For 
example, the ability to exchange a term 
policy for a cash-value policy without ev-
idence of insurability can be a valuable 

feature of a term insurance policy.  
Finally, be sure the insurance policies that you  

are comparing have similar provisions and amounts.  

Comparison shopping 
can save thousands of 
dollars over the term of 
a life insurance policy.

gEnEtiC tEsts anD aPPLying foR LifE insuRanCE … givE it somE thought

The Genetic Information Nondiscrimination Act (GINA) 
of 2008 prohibits health insurance companies from 
denying coverage to those with some significant gene 
mutations. Importantly, the law does not apply to  
life insurance, long-term care, or disability insurance. 
Insurers can legally can ask about health, family history 
of disease, or genetic information. They can reject those 
deemed too risky. Many consequently fear their genetic 
testing results could be used against them.
 Consider the example of a 36-year-old woman who 
has a good job and no current medical issues. Wanting  
to be proactive about her health, she recently had a 
genetic test that revealed she is positive for the BRCA 
1 gene, which is associated with an increased risk of 
breast and ovarian cancer. What resulted from being 
so proactive? In addition to identifying a key poten-
tial threat to her future health, her application for life  
insurance was denied. 
 While most life insurance companies do not currently  
require an applicant to take a genetic test, actuaries  
routinely ask about medical and diagnostic testing, which 
may include genetic testing. What if you take a genetic 

test and refuse to disclose the results on a life insurance 
application?  An insurance company could turn you  
down for refusing. And if a life insurance company  
later uncovered that a policyholder withheld material  
information, it might make a legal case for “guilt by  
omission” that would negate their obligation to pay out 
policy benefits. 
 So, should you take a genetic test? The results of 
such tests can provide important guidance on the like-
lihood of developing life-threatening health conditions 
in the future, some of which can   be mitigated through 
informed intervention. However, it’s important to  
understand that this information can be used against 
you when applying for life, long-term care, or disability 
insurance. Only you can balance the trade-offs in such 
a personal decision. But if you expect to shop for life  
insurance soon, you might want to delay genetic  
testing until after you apply.

Source: Adapted from Christina Farr, “If You Want Life Insurance,  
Think Twice Before Getting a Genetic Test,” https://www.fastcompany 
.com/3055710/if-you-want-life-insurance-think-twice-before-getting 
-genetic-testing, accessed November 2018.
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In other words, don’t compare a $100,000 term life 
policy from one company with a $150,000 universal life 
policy from another. Instead, first decide how much and 
what kind of policy you want, and then compare costs. 
For similar cash-value policies, you may find it useful 
to compare interest-adjusted cost indexes that are often 
shown on policy illustrations.

It’s easy to gather information that allows you to 
compare costs and features. Term life quote services, 
available on the Internet or over the phone, can stream-
line the selection process by providing you, free of 
charge, with the names of several companies offering 
the lowest-cost policies based on your specifications. 
On the Internet you not only can obtain quick, real- 
time quotes but also can buy insurance electronically. 
Buying on the Internet allows you to avoid dealing 
with insurance salespeople, and you can purchase  
the policies (usually term insurance only) on cost-
effective terms. 

For example, one major life insurer offers discounts 
of up to 20  percent for term life policies purchased 
online. Of course, you’ll still need a physical exam, 
but often the insurance company will send a qualified 
technician/nurse to your home or office to take a blood  
sample and other basic readings. Efinancial (www 
.efinancial.com), Select Quote Insurance Services 
(www.selectquote.com), Insure.com (www.insure 
.com), and Matrix Direct Insurance Services (http://
matrixdirect.com) maintain databases of life insurance 
policy costs for various companies and will also act as 
your agent to buy a policy if you wish. Insure.com and 
MatrixDirect.com provide quotes for both term insur-
ance and whole life. Also, don’t overlook companies that 
sell directly to the public or offer low-load policies, such 
as Ameritas, Lincoln Benefit, and USAA (for the military 
and their families).

8-5b Select an Insurance Company
Selecting a life insurance company is an important part 
of shopping for life insurance. You want to be sure that 
the company will be around and have the assets to pay 
your beneficiaries. Factors to consider before making 
the final choice include the firm’s reputation, its financial 
history, commissions and other fees, and the specifics of 
their policy provisions. If you’re choosing a company for 
a cash-value life insurance policy, the company’s invest-
ment performance and dividend history are also impor-
tant considerations. 

Unless there’s a good reason to do otherwise, you 
should probably limit the companies that you consider 
to those that have been doing business for 25 years or 

more and that have annual premium volume of more 
than $100 million. These criteria will rule out a lot of 
smaller firms, but there are still plenty of companies 
left to choose from. You may also find that one com-
pany is preferable for your term protection and another 
for your whole life needs.

Private rating agencies—A.M. Best, Fitch, Moody’s, 
Standard & Poor’s, and Weiss—have done much of the 
work for you. These agencies use publicly available  
financial data to evaluate the insurance companies’  ability 
to pay future claims made by policyholders, known as 
their claims paying ability. The Bonus Exhibit “Key Fea-
tures of Various Types of Life Insurance” provides de-
tailed contact information for each of these agencies. (To 
view this exhibit, go to MindTap.) The ratings agencies 
then give each insurance firm a “grade” based on their 
analysis of the firm’s financial data. 

Most experts agree that it’s wise to purchase life in-
surance only from insurance companies that are assigned 
 ratings by at least two of the major rating agencies and are 
consistently rated in the top two or three categories (e.g., 
rated Aaa, Aa1, or Aa2 by Moody’s) by each of the major 
agencies from which they received ratings. Most public  
libraries and insurance agents have these ratings, and each 
of the agencies mentioned previously have an Internet 
 presence where insurance company  ratings may be found.

YOU CAN DO IT NOW: Check Out the Best Life 
Insurance Companies  The ratings of the best life 
insurance companies and an overall ranking, known 
as the Comdex rank, are provided online at http://
toplifeinsurancereviews.com/comdex-ranking-life 
-insurance/. Go to the site and jot down the top five 
life insurance companies. Now you have a great start 
when you are ready to shop for life insurance—you can 
do it now.

The easiest way to comprehensively evaluate an 
insurance company is to rely on the Comdex rank-
ing, which considers the ratings established by A. M. 
Best, Standard & Poor’s, Moody’s Investors Services, 
and Fitch. (See http://www.ebixlife.com/vitalsigns 
/comdexcalc.aspx for more information.)

8-5c Choosing an Agent
There’s an old axiom in the life insurance business 
that life insurance is sold, not bought. Life insurance 
agents play a major role in most people’s decision to 
buy life insurance. Unless you plan to buy all your life 
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 8-6  kEY fEAtUREs Of LIfE 
INsURANcE POLIcIEs

LO6 A life insurance policy is a contract that spells out 
the policyholder’s and the insurer’s rights and obligations 
and policy features. There’s no such thing as a standard 
life insurance policy, and policies can vary from state to 
state. Even so, certain elements are common in most life 
insurance contracts.

8-6a Life Insurance 
Contract Features

Key features found in 
most life insurance con-
tracts are the beneficiary 
clause, settlement op-
tions, policy loans, pre-
mium payments, grace 
period, nonforfeiture 
options, policy rein-
statement, and change 
of policy.

Beneficiary Clause  
The beneficiary is the  

person who will receive the death benefits of the  
policy on the insured’s death. All life insurance 
policies should have one or more beneficiaries. 
An insured should name both a primary benefi-
ciary and various contingent beneficiaries. The pri-
mary beneficiary receives the entire death ben-
efit if he or she is surviving when the insured dies.  
If the primary beneficiary does not survive the in-
sured, the insurer will distribute the death benefits to 

insurance via the Internet, selecting a good life insur-
ance agent is important because you’ll be relying on 
him or her for guidance in making some important fi-
nancial decisions.

When seeking a good life insurance agent, try to 
obtain recommendations from other professionals  
who work with agents. Bankers in trust departments, 
attorneys, and accountants who are specialists in  
estate planning are usually good sources. In contrast, 
be a bit wary of selecting an agent simply because  
of the agent’s aggressiveness in solicit-
ing your patronage.

Don’t assume that just be-
cause agents are licensed, 
they are competent and 
will serve your best 
interests. Consider 
an agent’s formal 
and professional level of educational attainment. 
Does the agent have a college degree with a major 
in business or insurance? Does the agent have a 
professional designation, such as Chartered Life 
Underwriter (CLU), Chartered Financial Con-
sultant (ChFC), or Certified Financial Planner® 
(CFP®)? These designations are awarded only 
to those who meet experience requirements 
and pass comprehensive examinations in such 
fields as life and health insurance, estate and 
pension planning, investments, and federal 
income tax law.

Observe how an agent reacts to your questions. 
Does the agent use fancy buzzwords and generic an-

swers, or does she really 
listen attentively and, 
after some thought, logi-
cally answer your ques-
tions? These and other 

personal characteristics should be considered. In most 
cases, you should talk with more than one agent and dis-
cuss the pros and cons of each with your spouse or other 
trusted person before making a  commitment. 
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beneficiary a person who receives 
the death benefits of a life insurance 
policy after the insured’s death
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    Go to Smart Sites
Looking for an insurance agent? Link to the Web site 
sponsored by the Independent Insurance Agents and 
Brokers of America, Inc.
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the contingent beneficiaries. If neither primary nor 
contingent beneficiaries are living at the death of the 
insured, then the death benefits pass to the insured’s 
estate and are distributed by the probate court accord-
ing to the insured’s will or, if no will exists, according 
to state law.

The identification of named beneficiaries should be 
clear. For example, if a man designating his beneficiary 
as “my wife,” later divorces and remarries, there could 
be a controversy as to which wife is entitled to the ben-
efits. Obviously, you should change your named ben-
eficiary if circumstances such as marital status change. 
The person you name as a beneficiary can be changed at 
any time by notifying the insurance company, so as long 
as you didn’t indicate an irrevocable beneficiary when 
you took out the policy.

Settlement Options Insurance companies generally 
offer several ways of paying life insurance policy death 
proceeds. The distribution method can either be perma-
nently established by the policyholder before death or 

left up to the beneficiary when the policy proceeds are 
paid out:

 ▶ Lump sum. This is the most common settlement  
option, chosen by more than 95 percent of  
policyholders. The entire death benefit is paid  
in a single amount, allowing beneficiaries to  
use or invest the proceeds soon after death  
occurs.

 ▶ Interest only. The insurance company keeps policy 
proceeds for a specified time; the beneficiary(ies) 
receives interest payments, usually at competitive 
market rates with a guaranteed below-market mini-
mum rate. This option is used when there’s no current 
need for the principal—for example, proceeds could 
be left on deposit until children go to college, with 
interest supplementing family income. However, it’s 
important to be aware that the interest received is 
normally taxable.

 ▶ Fixed period. The face amount of the policy, along 
with interest earned, is paid to the beneficiary over 
a fixed time period. For example, a 55-year-old 

PotEntiaL ConfLiCts of intEREst With insuRanCE agEnts 

Most insurance agents are ethical and professional. How-
ever, in order to protect yourself from the few who are 
not, it’s important to keep in mind some potential con-
flicts of interest between you and insurance agents and 
brokers. Most have to do with sales commission incen-
tives that can conflict with you getting the best advice.

 ● Agents only rarely disclose their commissions—and 
likely will do so only if you ask. Ask agents about the 
commissions that they receive on competing insur-
ance products. If they balk at the request, it’s time to 
find another agent.

 ● Agents often avoid bringing up the negative aspects 
of a policy to make the sale. This also tempts some 
agents to oversimplify policy features. You need to 
ask the hard questions.

 ● While some existing policies should be kept and 
some replaced, agents only get paid for giving ad-
vice when it leads to commissions. So agents can be 
unreliable sources of advice about the performance 

of an existing policy. Getting a second opinion from 
an agent with another firm is always a good idea.

 ● Watch out when agents present company illustra-
tions and projections of future policy performance. 
It’s hard to make good decisions solely on the basis of 
comparing one illustration with another. Don’t accept 
the projections and assumptions uncritically.

 ● Be aware that some lawyers, accountants, and finan-
cial planners don’t ask hard questions about life insur-
ance proposals because they depend on life insurance 
agents for business referrals. Thus, it can be hard to find 
objective sources of advice concerning life insurance 
proposals. Consider using a  fee-only insurance advisor.

Notwithstanding these potential conflicts of inter-
est, you can accomplish a lot by doing your own home-
work and by relying on recommended advisors who 
are true fiduciaries that put their clients first.
Source: Life Insurance Advisors, Inc., “Conflicts and Limitations of Life 
Insurance Agents,” www.lifeinsuranceadvisorsinc.com/conflicts.html, 
accessed November 2018.
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beneficiary may need additional income until Social 
Security benefits start.

 ▶ Fixed amount. The beneficiary receives policy pro-
ceeds in regular payments of a fixed amount until the 
proceeds run out.

 ▶ Life income. The insurer guarantees to pay the 
beneficiary a certain amount for the rest of his or 
her life, based on the beneficiary’s sex, age when 
benefits start, life expectancy, policy face value, and 
interest rate assumptions. This option appeals to 
beneficiaries who don’t want to outlive the income 
from policy proceeds and then become dependent 
on others for support. An interesting variation 
of this settlement option is the life-income-with-
period-certain option, which guarantees a specified 
number of payments that would pass to a secondary 
beneficiary if the original beneficiary dies before the 
period ends.

Policy Loans An advance made by a life insurance  
company to a policyholder against a whole life policy is 
called a policy loan. These loans are secured by the cash 
value of the life insurance policy. Although these loans 
do not have to be repaid, any balance plus interest on 
the loan remaining at the insured’s death is subtracted 
from the proceeds of the policy. Typically, policies offer 
either a fixed-rate loan or a rate that varies with market 
interest rates on high-quality bonds. Policy loans should 
be used only if the insured’s estate is large enough to 
cover the accompanying loss of death proceeds when the 
loan is not repaid. A word of caution: Be careful with 
these loans. Unless certain conditions are met, the IRS 
may treat them as withdrawals, meaning they could be 
subject to tax  penalties.

Premium Payments All life insurance contracts specify  
when premiums, which are normally paid in advance, 
are due. Most insurers allow the policyholder to elect 
to pay premiums annually, semiannually, quarterly, or 
monthly, but they typically charge a fee to those paying 
more often than annually.

Grace Period The grace period permits the policyholder  
to retain full death protection for a short period (usually  
31 days) after missing a premium payment date. In other  

words, you won’t lose 
your insurance protec-
tion just because you’re 
a little late in making the 
premium payment.

Nonforfeiture Options As noted earlier, a nonforfei-
ture option pays a cash value life insurance policyhold-
er the policy’s cash value when a policy is terminated 
before its maturity. State laws require that all perma-
nent whole, universal, or variable life policies contain a  
nonforfeiture provision. Rather than receiving the  
policy’s cash value, insurance companies usually offer  
the following two  options—paid-up insurance and  
extended term insurance:

 ▶ Paid-up insurance. The policyholder uses the 
cash value to buy a new, single premium policy 
with a lower face value. For example, a policy 
canceled after 10 years might have a cash value 
of $90.84 per $1,000 of face value, which will buy 
$236 of paid-up whole life insurance. This paid-up 
insurance is useful because the cash value would 
continue to grow from future  interest earnings, 
even though the policyholder makes no further 
premium payments. This option is useful when a 
person’s income and need for death protection 
decline, but he or she still wants some coverage.

 ▶ Extended term insurance. The insured uses the 
accumulated cash value to buy a term life policy 
for the same face value as the lapsed policy and a 
coverage period determined by the amount of term 
protection that the single premium payment buys at 
the insured’s present age. This option usually goes 
into effect automatically if the policyholder quits 
paying premiums and gives no instructions to the 
insurer.

Policy Reinstatement As long as a whole life policy 
is under the reduced paid-up insur ance option or the 
extended term insurance option, the policyholder may 
reinstate the original policy, usually within three to five 
years of its lapsing, by paying all back premiums, plus 
interest at a stated rate, and by providing evidence that 

YOU CAN DO IT NOW: Shop for a Custom-
ized Life Insurance Policy  Let’s make life insurance 
more concrete and personal. You can easily get an 
insurance quote online. Go to the popular Internet 
site noted in this chapter, http://www.insure.com 
/life-insurance/, and provide the requested personal  
information. Then request a quote for a 20-year, 
$200,000 term life insurance policy to get a start— 
you can do it now. 

policy loan an advance, secured 
by the cash value of a whole life 
insurance policy, made by an insurer 
to the policyholder
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he or she can pass a physical examination and meet 
any other insurability requirements. Reinstatement 
revives the original contractual relationship between 
the company and the policyholder. Before exercising a 
reinstatement option, a policyholder should determine 
whether buying a new policy would be less costly.

Change of Policy Many life insurance contracts con-
tain a provision that permits the insured to switch from 
one policy form to another. For instance, a policyholder 
may decide that he’d rather have a policy that is paid up 
at age 65 rather than his current, continuous premium 
whole life policy. A change-of-policy provision allows 
this change without penalty. When policyholders change 
from lower- to higher-coverage policies, they may need  
to prove insurability.

8-6b Other Policy Features
Along with the key contractual features described earlier, 
here are some other policy features to consider:

 ▶ Multiple indemnity clause. Multiple indemnity 
clauses increase the face amount of the policy, 
most often doubling or tripling it, if the insured 
dies in an accident. This benefit is usually offered 
to the policyholder at a small additional cost. This 
coverage should be ignored as a source of funds 
when determining insurance needs because it of-
fers no additional protection if the insured’s death 
is due to illness.

 ▶ Disability clause. A disability clause may contain 
a waiver-of-premium benefit alone or coupled 
with disability income. A waiver-of-premium  

benefit waives the payment of premiums on the 
life insurance policy if the insured becomes totally 
and permanently disabled prior to age 60 (or 
sometimes age 65). Under the disability income 
portion, the insured not only is granted a waiver 
of premium, but also receives a monthly income 
equal to $5 or $10 per $1,000 of policy face value. 
Some insurers will continue these disability  
payments for the life of the insured; others  
terminate them at age 65. Disability riders for  
a waiver of premium and disability income  
protection are relatively inexpensive and can  
be added to most whole life policies.

 ▶ Guaranteed purchase option. The policyholder 
who has a guaranteed purchase option (GPO) 
may purchase additional coverage at stipulated 
intervals without  providing evidence of insurabil-
ity. This option is frequently offered to buyers of a 
whole life policy who are under age 40. Increases 
in coverage usually can be purchased every three, 
four, or five years in sums equal to the amount of 
the original policy or less. This option should be at-
tractive to individuals whose life insurance needs 
and ability to pay are expected to increase over a 
5- to 15-year period. And GPO options are a signifi-
cant consideration for those who have a genetic 
health concern that may make them uninsurable 
in the future. Importantly, if a policyholder does 
not exercise this option at a given point, any future 
options to increase the death benefit are typically 
forfeited.

 ▶ Suicide clause. Nearly all life insurance policies have 
a suicide clause that voids the contract if an insured 
commits suicide within a certain period, typically 
two years after the 
policy’s inception. 
In these cases, the 
company simply 
returns the premi-
ums that have been 
paid. If an insured 
commits suicide af-
ter this initial period 
has elapsed, the full 
policy proceeds are 
paid regardless.

 ▶ Exclusions. Al-
though all private 
insurance policies 
exclude some types St
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multiple indemnity clause a 
clause in a life insurance policy 
that typically doubles or triples the 
policy’s face amount if the insured 
dies in an accident

disability clause a clause in a 
life insurance contract containing a 
waiver-of-premium benefit alone or 
coupled with disability income

guaranteed purchase 
option an option in a life 
insurance contract giving the 
policyholder the right to purchase 
additional coverage at stipulated 
intervals without providing evidence 
of insurability
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of losses, life policies offer broad protection. Other 
than the suicide clause, the only common exclu-
sions are aviation, war, and hazardous occupa-
tion or hobby. Once the policy has been applied 
for, underwritten, issued, and paid for, the entire 
contract is considered essentially final. So subse-
quent changes generally cannot change the policy 
from the status when issued. This would be the 
case even if the insured took up, say, bull riding or 
wingsuit flying after a policy was issued. 

 ▶ Participation. In a participating policy, the policy-
holder is entitled to receive policy dividends reflecting 
changes in a company’s anticipated mortality experi-
ence, investment earnings, and operating expenses. 
Expected dividends affect the policy premiums but 
may vary due to changes in the above-noted factors. 
The premiums charged to the policyholder are based 
on these estimates.

 ▶ Living benefits. Also called accelerated benefits,  
this feature allows the insured to receive a 
 percentage of the death benefits from a whole or 
universal life  policy prior to death. Some insurers 
offer this option at no charge to established poli-
cyholders if the insured is diagnosed with a termi-
nal illness that is expected to result in death within 
a specified period (such as six months to a year) or 
needs an expensive treatment (such as an organ 
transplant) to survive. These benefits can also be 
added as a living benefit rider that pays a portion of 
a policy’s death benefit in advance, usually about  
2 percent per month, for long-term health care 
such as nursing home expenses. This rider can add 
an extra 5 to 15 percent to the normal life insur-
ance premium, and benefits are capped at some 
fixed percentage of the death benefit.

rather through a third-party investor. The insured 
sells an interest in the life insurance policy to  
the investor, who then becomes the policy’s  
beneficiary, and then receives a cash amount  
from that investor—most commonly 60 percent  
of the policy value. After the insured dies, the 
investor receives the balance from the policy. 

Approach viatical settlements carefully because 
they mean giving up all future claims on the life 
insurance policy and can also affect the insured’s  
Medicaid eligibility in some cases. Note also that 
some viatical settlement companies—the firms 
that arrange the transfer between insureds and 
investors—have been scrutinized by government 
agencies for unethical practices.

8-6c Understanding Life Insurance 
Policy Illustrations
A life insurance policy illustration is a hypothetical 
represen tation of a policy’s performance that reflects 
the most important assumptions that the company re-
lies on when presenting the policy results to a prospec-
tive client. Insurance illustrations are complicated and 
often contain more than 20 pages of numbers and legal 
disclaimers. The insurance illustration specifies the in-
flows from premiums paid and interest credits, both 
of which increase the cash value of the policy. The il-
lustration also states mortality charges and expenses, 
both of which decrease the cash value. An illustration 
typically consists of two main parts:

 ▶ Guaranteed illustration. The insurance company is 
required by law to disclose the worst-case scenario, 
which shows the effects of the insurer crediting 
the minimum interest and charging the maximum 
amount based on standard mortality tables. It’s safe 
to assume that the benefits, cash surrender value, and 
accumulated values will never be lower than what 
this scenario presents.

 ▶ Current illustration. This is the insurance com-
pany’s representation of policy performance based 
on the credit rates and mortality charges currently 
in effect.

When you look at an insurance illustration, focus 
first on the basic assumptions that the company used 
to compute it, including your age, sex, and underwrit-
ing health status. As noted above, the illustration will 
indicate the premiums, cash surrender value, and death 

participating policy a life 
insurance policy that pays policy 
dividends reflecting the difference 
between the premiums that are 
charged and the amount of premium 
necessary to fund the actual 
mortality experience of the company

life insurance policy 
illustration a hypothetical 
representation of a life insurance 
policy’s performance that reflects the 
most important assumptions that the 
insurance company relies on when 
presenting the policy to a prospective 
client

 ▶ Viatical settlement. 
Like a living benefits 
feature, this option 
allows a termi-
nally ill insurance 
holder to receive a 
percentage of the 
insurance policy’s 
death benefit for 
immediate use. But 
unlike the living 
benefits feature, 
this isn’t handled 
through the insur-
ance company but 
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benefits. Double-check all of the information. Ask the 
insurance agent to provide an inforce reprojection that 
shows any changes in credits or charges that the insur-
ance company has declared for the next policy year. 
These changes in credits and charges will affect pre-
miums or benefits. Most agents will not provide this 
unless you ask them. Watch for any unanticipated pre-
mium increases.

Check to make sure that all of the following sections 
are present in the narrative summary of the illustration 
and that no pages are missing:

 ▶ Policy description, terms, and features. This sec-
tion overviews the main components of the policy. 
Double-check that the policy’s premiums and benefit 
projections match your needs.

 ▶ Underwriting discussion. This provides a detailed 
description of the policy’s benefits, premiums and tax 
information.

 ▶ Column definitions and key terms. This defines 
the terms used in the illustration. Make sure that you 
understand all the definitions and terms.

 ▶ Disclaimer. This section informs the prospective client 
that the illustration’s portrayal of future values could 
vary from actual results.

 ▶ Signature page. This section provides a numerical 
summary of the illustration in 5- and 10-year incre-
ments. The insurance agent’s signature here acknowl-
edges that he or she has explained that the nonguar-
anteed elements are subject to change, and your 
signature acknowledges that you understand this.

Planning Over  
a lifetime

Life Insurance

Here are some key considerations for life insurance 
use in each stage of the life cycle.

PRe-FamILY InDePenDence: 20s

 Term life insurance is needed only if you have dependents 
relying on you financially.

FamILY FORmatIOn/caReeR DeveLOPment: 30–45

 If you marry, add life insurance to cover the financial needs 
of your spouse and other dependents.

 Consider increasing insurance coverage as additional 
children are born.

PRe-RetIRement: 45–65

 Re-evaluate insurance coverage if you change jobs or 
move to a higher-paying job.

 Consider reducing insurance coverage as children  
leave home and graduate from college. More insurance 
coverage may be needed if you are supporting aging 
parents. Consider the possible use of life insurance in 
estate planning, which is covered in detail in Chapter 15.

 Evaluate the magnitude of your accumulated assets 
relative to needs of dependents. Insurance may no  
longer be needed or could be dramatically decreased.

RetIRement: 65 anD BeYOnD

 Assure the adequate financial protection of your  surviving 
spouse.

 Consider the possible use of life insurance in estate plan-
ning, which is covered in detail in Chapter 15.

 It may be possible to discontinue coverage for grown  
dependents. You may need to maintain some life insurance to 
help dependents with special needs and for estate planning.
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Amber and Josh Consider “Buying Term  
and Investing the Rest”

Amber and Josh Peterson have two young children and 
believe it’s time to buy a life insurance policy to protect 
their family. They’ve both heard the life insurance ad-
vice to “buy term and invest the rest.” In order to evalu-
ate this advice they’ve collected quotes for 20-year term 
and whole life policies on Josh, both with a payoff of 
$250,000. The whole life policy premium is $347 a month, 
while the term policy premium is only $23 a month. In 20 
years, the whole life policy will have a guaranteed cash 
value of $70,018 but at current rates would be worth 
$105,721. The death benefit will have grown to $326,352. 
If the Petersons buy the term policy and invest the $324 
difference in monthly premiums at 8 percent for 20 years, 
they could have a portfolio worth about $190,843! 

The Petersons wonder about the financial conse-
quences of their decision. It looks like buying term and 
investing the difference leaves them better off. Yet the  
financial consequences can only be fully evaluated in 
light of the Petersons’ objectives and attitudes toward 
risk. The whole life insurance policy provides a guaranteed  
cash value in 20 years, while the invested difference  
produces a higher expected, but risky, nonguaranteed 
payoff. And the Petersons must consider whether they 
will have the discipline to keep “investing the difference” 
over the next 20 years. Once the whole life policy’s cash 
value builds up, they could stop paying the premium  
by accepting some trade-offs in the value of the pol-

icy. In 20 years, the term life insurance coverage will go  
away, which might be fine if the kids are gone and the 
mortgage is paid off. In contrast, the Petersons could stop 
paying the whole life policy premiums then and accept a 
reduced paid-up amount of coverage. 

The personal financial consequences of “buy term and 
invest the rest” suggest the advice may well work for the 
Petersons. The best decision depends on their objectives, 
discipline, and attitudes toward the risks of “investing  
the rest.” 

Source: Adapted from Chris Arnold, “Life Insurance: Is Buying Term 
and Investing the Difference Your Best Approach?” www.nerdwallet 
.com/blog/finance/advisorvoices/difference-term-life-insuranc/, 
accessed November 2018.
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LO2, 3, 4,  1.  Deciding if additional life insurance 
is needed and, if so, appropriate type. 
Use Worksheet 8.1. Harvey Cook, 45, is 
a recently divorced father of two children, 
ages 10 and 7. He currently earns $95,000 a 
year as an operations manager for a utility 
company. The divorce settlement requires 
him to pay $1,500 a month in child support 
and $400 a month in alimony to his ex-
wife. Harvey is now renting an apartment, 
and the divorce settlement left him with 
about $100,000 in savings and retirement 
benefits. His employer provides a $75,000 
life insurance policy. Harvey’s ex-wife is 
currently the beneficiary listed on the 
policy.

     What advice would you give to Harvey? 
What factors should he consider in 
deciding whether to buy additional life 
insurance at this point in his life? If he 
does need additional life insurance, what 
type of policy or policies should he buy? 
Use Worksheet 8.1 to help answer these 
questions for Harvey.

LO2, 3, 4,  2.  Estimating life insurance needs. 
Use Worksheet 8.1. Sophie Lopez is a 
72-year-old widow who has recently been 
diagnosed with Alzheimer’s disease. She 
has limited financial assets of her own 
and has been living with her daughter 
Felicity for two years. Her income is $850 
a month in Social Security survivor’s 
benefits. Felicity wants to make sure 
that her mother will be taken care of if 
Felicity should die prematurely. Felicity, 
40, is single and earns $55,000 a year as 
a human resources manager for a small 
manufacturing firm. She owns a condo 
with a current market value of $100,000 
and has a $70,000 mortgage. Other debts 
include a $5,000 auto loan and $500 in 
various credit card balances. Her 401(k) 
plan has a current balance of $24,500, 
and she keeps $7,500 in a money market 
account for emergencies.

     After talking with her mother’s doctor, 
Felicity believes that her mother will be 
able to continue living independently for 
another two to three years. She estimates 
that her mother would need about $2,000 
a month to cover her living expenses 
and medical costs during this time. After 

that, Felicity’s mother will probably need 
nursing home care. Felicity calls several 
local nursing homes and finds that it 
will cost about $5,000 a month when 
her mother enters a nursing home. Her 
mother’s doctor says it is difficult to 
estimate her mother’s life expectancy 
but indicates that, with proper care, 
some Alzheimer’s patients can live 10 
or more years after diagnosis. Felicity 
also estimates that her own personal 
final expenses would be around $5,000, 
and she’d like to provide a $25,000 
contingency fund that would be used 
to pay a trusted friend to supervise her 
mother’s care if Felicity were no longer 
alive.

     Use Worksheet 8.1 to calculate Felicity’s 
total life insurance requirements, and 
recommend the type of policy that she 
should buy.

LO2, 3, 4, 5 3.  Appropriateness of whole life insurance 
policy. Martha and Louis Mitchell are a 
dual-career couple who just had their first 
child. Louis, age 30, already has a group life 
insurance policy, but Martha’s employer 
does not offer a life insurance benefit. A 
financial planner is recommending that the 
27-year-old Martha buy a $250,000 whole 
life policy with an annual premium of $1,670 
(the policy has an assumed rate of earnings 
of 5 percent a year). Help Martha evaluate 
this advice and decide on an appropriate 
course of action.

LO2, 3, 4, 6 4.  Appropriateness of variable life insu­
rance. While at lunch with a group of 
coworkers, one of your friends mentions 
that he plans to buy a variable life 
insurance policy because it provides a 
good annual return and is a good way 
to build savings for his five-year-old’s 
college education. Another colleague 
says that she’s adding coverage through 
the group plan’s additional insurance 
option. What advice would you give 
them?

LO3, 4, 5 5.  Choosing among types of life insu­
rance. Camila Rodriguez, a 38-year-old 
widowed mother of three children (ages 
12, 10, and 4), works as a product analyst 
for a major consumer products company. 

Financial Planning Exercises
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Although she’s covered by a group life 
insurance policy at work, she feels, based 
on some rough calculations, that she needs 
additional protection. Leon Thompson, an 
insurance agent from Insurance Advisers, 
has been trying to persuade her to buy a 
$150,000, 25-year, limited payment whole 
life policy. However, Camila favors a variable 
life policy. To further complicate matters, 
Camila’s father feels that term life insurance 
is more suitable to the needs of her young 
family.

a.  Explain to Camila the differences 
between (i) a whole life policy, (ii) a 
variable life policy, and (iii) a term life 
policy.

b.  What are the major advantages and 
disadvantages of each type of policy?

c.  In what way is a whole life policy 
superior to either a variable life or term 
life policy? In what way is a variable life 
policy superior? How about term life 
insurance?

d.  Given the available information, 
which type of policy would you 
recommend for Camila? Explain your 
recommendation.

LO4  6.  Life insurance premiums and com­
parison of types. Using the premium 
schedules provided in Exhibits 8.2, 8.3, 
and 8.5, how much in annual premiums 
would a 25-year-old male have to pay for 
$100,000  of annual renewable term, level 
premium term, and whole life insurance? 
(Assume a 10-year term or period of 
coverage.) How much would a 25-year-old 
woman have to pay for the same coverage? 
Consider a 40-year-old male (or female): 
Using annual premiums, compare the 
cost of 10 years of coverage under annual 
renewable and level premium term options 
and whole life insurance coverage. Relate 
the advantages and disadvantages of each 
policy type to their price differences.

LO6  7.  Using insurance policy illustrations. 
Describe the key elements of an insurance 
policy illustration, and explain what a 
prospective client should focus on in 
evaluating an illustration.
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LEARNING ObjEctIvEs
After studying this chapter, you will be able to…

 9-1 Discuss why having adequate health insurance is important, and identify  
the factors contributing to the growing cost of health insurance.

 9-2 Differentiate among the major types of health insurance plans, and identify major private 
and public health insurance providers and their programs.

 9-3 Analyze your own health insurance needs and explain how to shop for appropriate coverage.

 9-4 Explain the basic types of medical expenses covered by the policy provisions of health 
insurance plans.

 9-5 Assess the need for and features of long-term-care insurance.

 9-6 Discuss the features of disability income insurance and how to determine your need for it.

After finishing  
this chapter go 

to PAGE 253 for 

stUDY tOOLs

9 Insuring Your 
Health
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Costly advances in medical technology, an aging U.S. 
population, and a poor demand-and-supply distribution of 
health care facilities and services have fueled rapidly rising 

health care costs. In addition, administra-
tive costs, excessive paper work, increased 
regulation, and insurance fraud are also 
contributing to rising health care costs.

It can be risky to go without adequate 
health insurance coverage. Concern over 
health care costs and the number of unin-
sured Americans has made health care re-
form a major priority of Congress and the 
administration. Policy solutions concerning 
the proper mix between  government-run 
and privately run health insurance programs 

continue to prompt vigorous debate. While the future of 
the ACA is currently uncertain, its nature and significance 

 9-1  thE ImPORtANcE Of hEALth 
INsURANcE cOvERAGE

LO1 The next best thing to good 
health is a good health insurance plan. 
In recent years, the price of medical 
treatment has risen dramatically. The 
cost of a major illness can easily total 
tens (or even hundreds) of thousands 
of dollars in expense due to hospi-
tal, medical care, and loss of income. 
Health insurance helps you pay both 
routine and major medical care costs. 
Indeed, a significant number of U.S. personal bankrupt-
cies are due, at least in part, to medical costs.

Despite the financial importance of health insurance, 
over 15 percent of the working-age population don’t have 
health insurance. And about 5 percent of the uninsured 
are children.

Exhibit 9.1 helps explain why so many are unin-
sured; from 1999 to 2017, the average annual premium 
for families experienced more than a three-fold increase! 
In 2017, the average total annual premium was $6,690 
for single coverage and $18,764 for family coverage. The 
average percentage of health care premiums paid by 
covered workers was about 30 percent for family plans.

hOw wILL thIs AffEct mE?

Having adequate health insurance is critically important to  your financial 

plan. Health care costs have grown dramatically in recent years, and a major 

illness or accident could wipe you out financially if you are uninsured. Yet 

health insurance policies are complicated to price and to compare. This chapter 

explains the importance of health insurance and the key determinants of its 

costs. The various types of public and private health insurance are described, 

and a framework for decision-making is provided. This includes discussions of 

how to analyze your health insurance needs, how to make sense of common 

policy features, and policy buying tips. While in political flux, the implications 

of the Patient Protection and Affordable Care Act and the Reconciliation Act of 

2010 (ACA) in its current form on your decisions are considered. This chapter 

also discusses how to determine whether you need long-term-care insurance or 

disability income insurance. After reading this chapter, you should understand 

how to insure your health most effectively and economically.

    Go to Smart Sites
Healthcare.gov has a state-specific interactive guide to 
help walk you through you choices in health care plans 
and providers. MindTap includes “Smart Sites,” a list of 
resources and sites that offer additional information on 
topics in the PFIN text.

A significant number 
of U.S. personal 
bankruptcies are due, 
at least in part, to 
medical costs.
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Exhibit 9.1

Average Annual Premiums for Single and Family Coverage, 
1999–2017

1999

2000

2001

2002

2003

2004

2005

2006

Y
ea

r

Coverage Amount

2007

2008

2009

2010

2011

2012

2013

2014

2015

2016

2017

$2,196
$5,791

$2,471*
$6,438*

$7,061*

$8,003*

$9,068*

$9,950*

$10,880*

$11,480*

$12,106*

$12,680*

$13,375*

$13,770*

$15,073*

$15,745*

$16,351*

$16,834*

$17,545*

$18,142*

$18,764*

$2,689*

$3,083*

$3,383*

$3,695*

$4,024*

$4,242*

$4,479*

$4,704*

$4,824

$5,049*

$5,429*

$5,615*

$5,884*

$6,025

$6,251*

$6,435

$6,690*

* Estimate is statistically different from estimate for the previous year shown (p <.05).

$0 $2,000 $4,000 $6,000 $8,000 $10,000 $12,000 $14,000 $16,000 $18,000 $20,000

Single Coverage

Family Coverage

are discussed below. Becoming familiar with current health 
insurance options and issues should help you make better  
decisions as well as provide a useful perspective on the  
ongoing health care reform debate in the U.S. 

 9-2 hEALth INsURANcE PLANs
LO2 Health insurance coverage can be obtained from 
private sources and government-sponsored programs. Re-
gardless of the source of the plan, the ACA has significantly 
affected the expenses covered, the method of purchasing 

health insurance plans, 
and the related taxes. In 
recent years, 28 percent 
of national health care 
expenditures were paid 
for by households, private 

businesses paid 20 percent, state and local governments 
paid 17 percent, the federal government paid 28 percent, 
and the rest was presumably paid by the self-insured.

9-2a Private Health 
Insurance Plans
Private companies sell a variety of health insurance 
plans to both groups and individuals. Group health 
insurance is a contract written between a group (such 
as an employer, union, credit union, or other organiza-
tion) and the health care provider: a private insurance 
company, Blue Cross/Blue Shield plan, or managed care 
organization. Typically, group plans provide compre-
hensive medical expense coverage and may also offer 
prescription drug, dental, and vision care services.

If your employer has more than just a few employ-
ees, you’ll probably have access to some type of group 

group health insurance  
health insurance consisting of 
contracts written between a group, 
(employer, union, etc.) and the health 
care provider

Source:  Kaiser/HRET Survey of Employer-Sponsored Health Benefits, 1999–2017. 
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health plan. To control rising costs, many employers un-
derwrite employee health care coverage much the way 
insurers do. In addition, many employers are shifting a 
larger percentage of health care costs to employees. So 
be sure to compare group and individual policies before 
deciding which coverage to buy.

Most private health insurance plans fall into one of 
two categories: traditional indemnity (fee-for-service) 
plans and managed care plans, which include health 
maintenance organizations (HMOs), preferred pro-
vider organizations (PPOs), and similar plans. Both 
categories of plans cover, in somewhat different ways, 
the medical care costs arising from illness or accidents. 
Exhibit 9.2 compares the key differences among the 
three most common types of health plans.

Traditional Indemnity (Fee-for-Service) Plans  
With a traditional indemnity (fee-for-service) plan, the 
health care provider is separate from your insurer. Your 
insurer either pays the provider directly or reimburses 
your expenses when you submit claims for medical 
treatment. Typically, indemnity plans pay 80 percent of 
the eligible health care expenses, and the insured pays 
the other 20  percent. The health insurance company 
will begin paying its share after you pay a deductible 
amount of expenses, which typically ranges from $100 
to over $2,000. The lower your deductible, the higher 
your premium.

The amount the insurance company pays is commonly  
based on the usual, customary, and reasonable (UCR) 
charges—what the insurer considers to be the prevail-
ing fees within your area, not what your doctor or hos-
pital actually charges. If your doctor charges more than 
the UCR, you may be responsible for the full amount 

of the excess. UCR charges vary significantly among 
insurers, so you should compare your doctor’s fees 
with what a plan pays. Under many indemnity plans, 
physicians who accept the insurance agree to accept 
the UCR payments set by the insurer. Importantly, it 
should be noted that there are few indemnity plans left 
in the United States.

Managed Care Plans Today, employers are moving 
toward managed care plans under which subscribers/
users contract with and make monthly payments directly 
to the organization that provides the health care service. 
Most major health insurance companies offer both in-
demnity and managed care plans. Managed care plan 
members receive comprehensive health care services 
from a desi gnated group of doctors, hospitals, and other 
providers.

Under a managed care plan, the insured pays no de-
ductibles and only a small fee, or co-payment, for office 
visits and medications. 
Most medical services—
including pre ventive and 
routine care that indemni-
ty plans may not cover— 
are fully covered when  
obtained from plan pro-
viders. Managed care plans  
include health mainten-
ance organizations (HMOs), 
preferred provider organi-
zations (PPOs), excl usive 
provider organizations 
(EPOs), and point-of-service 
(POS) plans.

Exhibit 9.2

How the Most Common Types of Health Plans Compare
This table highlights some of the key differences among the three most common types of health plans.

Type
Choice of Service 
Providers Premium Cost

Out-of-Pocket  
Costs

Annual  
Deductible

Indemnity Yes Low if high-deductible  
plan, high if low- 
deductible plan

Usually 20 percent  
of medical expenses  
plus deductible

Yes

HMO No Low Low co-pay Common

PPO Some Higher than HMO Low if using network  
providers, higher if  
provider is outside  
the network

Yes

indemnity (fee-for-service) 
plan health insurance plan in 
which the health care provider is 
separate from the insurer, who pays 
the provider or reimburses you for a 
specified percentage of expenses after 
a deductible amount has been met

managed care plan a health 
care plan in which subscribers/
users contract with the provider 
organization, which uses a 
designated group of providers 
meeting specific selection standards 
to furnish health care services for a 
monthly fee
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Health Maintenance Organizations A health mainte-
nance organization (HMO) is an organization of hospitals, 
physicians, and other health care providers that provides 
comprehensive health care services to its members. HMO 
members pay a monthly fee that varies according to the 

number of people in their 
family. A co-payment 
typically of $5 to $40 is 
charged each time ser-
vices are provided by the 
HMO or a prescription is 
filled. The services pro-
vided to HMO members 
include doctors’ office 
visits, imaging and labora-
tory services, preventive 
care, health screenings, 
hospital inpatient care 
and surgery, maternity 
care, mental health care, 
and drug prescriptions. 

The advantages of HMO membership include rela-
tively low deductibles, few or no exclusions, and not 
having to file insurance claims. In the past, the primary 
disadvantage was that HMO members couldn’t always 
choose their physicians and might face limitations if 
they needed care outside of the geographic area of their 
HMO. However, in recent years, many HMOs don’t re-
quire members to pick one  primary care physician, some 
don’t require referrals, and  almost all offer some flexibil-
ity to get coverage out of  network. A gatekeeper doctor 
and/or insurance company employee still typically exists 
somewhere in the HMO care decision-making process.

There are two main types of HMOs: group 
and  individual practice associations. A group HMO 
 employs a group of doctors to provide health care 
services to  members from a central facility. Often, 
the group HMO’s hospital facilities are located in  
the same  facility. Group HMOs are most prevalent  
in larger cities.

An individual practice association (IPA) is the 
most popular type of HMO. IPA members receive 

StuDEnt HEAltH CArE InSurAnCE unDEr tHE ACA

Active students have a high injury rate, and viruses of-
ten move quickly through college campuses and dorms. 
It is essential to be insured, even when you are young 
and generally healthy. No one knows when an expensive 
medical procedure may be required. For these reasons, 
colleges often require students to have health insurance. 
And being a student does not allow anyone to avoid the 
uninsured fee under the ACA, whichever was the higher 
of 2.5% of household income or $695 in 2018. Under the 
ACA, many parents can meet that requirement by keep-
ing their children on their health insurance plan until the 
age of 26 (and this actually applies whether they are in 
school or not). Here are some key trends and issues to 
consider in arranging student health care insurance.

 ● Escalating costs. The ACA requires students to have 
a level of coverage that exceeds the plans histori-
cally offered by most colleges. Consequently, pre-
miums can be expensive. Indeed, some colleges 
are dropping student health insurance plans due 
to their higher costs. Students who are not covered 
under their parents’ health care plan should con-
sider buying an individual health insurance plan. 

You can compare prices and coverage using an  
Internet provider like www.eHealthInsurance.com 
or http://www.StudentHealthPlan.com.

 ● Network coverage. If you are a student relying on 
your parents’ policy, be careful if your college is in 
another state. Make sure that your plan’s network of 
preferred doctors and hospitals extends there. If not, 
the highest level of coverage may not be available.

 ● Parent policy choices. Parents should choose a 
family plan that covers their children for all medical 
emergencies and associated care. Most plans have 
basic out-of-state coverage for children. However, 
if out-of-state coverage is limited, as noted earlier, 
consider a high-deductible, catastrophic student 
health plan. It makes sense for students to return 
home for all routine care and prescriptions.

 ● Good effects of the law. The ACA may make some 
student health plans more appealing. It prohibits all 
plans from having “lifetime coverage limits” that put 
a cap on the maximum coverage in the case of a seri-
ous illness or accident. The law also prohibits insurers 
from excluding students for pre-existing conditions.

Financial Planning Tips

health maintenance 
organization (HMO) an 
organization of hospitals, physicians, 
and other health care providers who 
have joined to provide comprehensive 
health care services to its members, 
who pay a monthly fee

group HMO a HMO that provides 
health care services from a central 
facility; most prevalent in larger cities

individual practice 
association (IPA) a form of HMO 
in which subscribers receive services 
from physicians practicing from their 
own offices and from community 
hospitals affiliated with the IPA

232 PART FOUR:  Managing Insurance Needs

33609_ch09_ptg01.indd   232 20/12/18   9:26 PM



medical care from individual physicians practicing 
from their own offices and from community hospitals 
that are affiliated with the IPA. As a member of an 
IPA, you have some choice of which doctors and hos-
pitals to use.

Preferred Provider Organizations A preferred pro-
vider organization (PPO) is a managed care plan that has 
the characteristics of both an IPA and an indemnity plan. 
An insurance company or provider group contracts with 
a network of physicians and hospitals that agree to ac-
cept a negotiated fee for medical services provided to 
the PPO members. Unlike the HMO, however, a PPO 
also provides insurance coverage for medical services not 
provided by the PPO network, so you can choose to go to 
other doctors or hospitals. However, you will pay a higher  
price for medical services provided by out-of-network 
doctors and hospitals.

Other Managed Care Plans You may encounter 
two other forms of managed care plans. An exclusive 
provider organization (EPO) contracts with medi-
cal providers to offer services to members at reduced 
costs, but it reimburses members only when affiliated 
providers are used. Plan members who use a nonaffili-
ated provider must bear the entire cost. The point-of- 
service (POS) plan is a hybrid form of HMO that allows 
members to go outside of the HMO network for care. 
Payment for nonaffiliated physician services is similar 
to indemnity plan payments: The plan pays a specified 
percentage of the cost after your medical costs reach an 
annual deductible.

Blue Cross/Blue Shield Plans In a technical sense, 
Blue Cross/Blue Shield plans are not insurance policies 
but rather prepaid hospital and medical expense plans. 
Today, there are about 36 independent local Blue Cross/
Blue Shield organizations, all of them for-profit corpora-
tions, which cover more than 106 million people.

Blue Cross contracts with hospitals that agree to 
provide specified hospital services to members of sub-
scriber groups in exchange for a specified fee or pay-
ment. Blue Cross also contracts for surgical and medical 
services. Blue Cross serves as the intermediary between 
the groups that want these services and the physicians 
who contractually agree to provide them. 

Many Blue Cross and Blue Shield plans have com-
bined to form one provider, and they compete for busi-
ness with other private insurance companies. Blue 
Cross/Blue Shield payments for health care services are 
seldom made to the subscriber but rather directly to the 
participating hospital or physician.

9-2b Government Health 
Insurance Plans
In addition to health insurance coverage provided by  
private sources, federal and state agencies provide health 
care coverage to eligible individuals. About 36 percent 
of the U.S. population is covered by some form of  
government health insurance program. For example, 
prior to the implemen-
tation of the ACA, the 
government offered the 
Pre-Existing Condition 
Insurance Plan (PCIP), 
which provided health 
coverage to U.S. citizens 
or others residing in the 
United States legally who 
have been denied health 
insurance because of a 
pre-existing condition, 
as long as the person 
had been uninsured for 
at least six months. The 
program was adminis-
tered by states and the 
federal government. In 
addition, some states 
provide health insur-
ance for children who do 
not qualify for Medicaid 
(discussed below), but 
whose family still has 
very low income.
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preferred provider 
organization (PPO) a health 
provider that combines the 
characteristics of the IPA form of 
HMO with an indemnity plan to 
provide comprehensive health  
care services to its subscribers 
within a network of physicians  
and hospitals

exclusive provider 
organization (EPO) a managed 
care plan that is similar to a PPO but 
reimburses members only when 
affiliated providers are used

point-of-service (POS) 
plan a hybrid form of HMO that 
allows members to go outside 
the HMO network for care and 
reimburses them at a specified 
percentage of the cost

Blue Cross/Blue Shield plans  
prepaid hospital and medical 
expense plans under which health 
care services are provided to plan 
participants by member hospitals 
and physicians
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co-insurance amounts are revised annually to reflect 
changing medical costs. Importantly, Medicare does 
not pay for long-term care.

 ▶ Supplementary medical insurance. The supple-
mentary medical insurance (SMI) program (com-
monly called Part B) covers the services of physicians 

and surgeons in addition to the costs of medical 
and health services such as imag-

ing, laboratory tests, prosthet-
ic devices, rental of medical 
equipment, and ambulance 
transportation. It also 
covers some home health 

services (such as in-home 
visits by a registered nurse) 

and limited psychiatric care. Unlike 
Medicare’s basic hospital insurance, SMI is a volun-
tary program for which participants pay premiums, 
which are then matched with government funds. 
Anyone age 65 or over can enroll in SMI.

 ▶  Medicare Advantage plans. Medicare  Advantage 
plans (commonly called Plan C ) provide Medicare 
benefits to eligible people, but they differ in that they 
are administered by private providers rather than by 
the government. Common supplemental benefits 
include vision, hearing, dental, general checkups, and 
health and wellness programs. These supplemental 
benefits are a major reason for interest in these plans. 
Medicare pays the private health plan a fixed amount 
every month for each member. The members may pay 
a monthly premium in addition to the Medicare Part B 
premium. However, many of the private providers 
don’t charge a premium beyond the Medicare Part B 
premium, which the member pays directly to Medi-
care. Members usually pay a fixed amount (e.g., a co-
payment of $30), every time they visit a doctor, rather 
than pay a deductible and buy co-insurance (typically 
20 percent) under original Medicare. 

  Private plans may use some of the excess pay-
ments that they receive from the government to 
offer supplemental benefits. Most plans also include 
Medicare prescription drug coverage, discussed 
next. The federal government currently subsidizes a 
portion of Medicare Advantage premiums.

 ▶ Prescription drug coverage. The prescription drug 
coverage program (commonly called Part D) is insur-
ance covering both brand-name and generic prescrip-
tion drugs at participating pharmacies. It’s intended 
to provide protection for people who have very high 
drug costs. All Medicare recipients are eligible for this 
coverage, regardless of their income and resources, 
health status, or existing prescription expenses. There 

Medicare Medicare is a health insur-
ance program administered by the 
Social Security Administration. It’s 
primarily designed to help persons 
65 and over meet their health care 
costs, but it also covers many 
people under 65 who receive 
monthly Social Security disabil-
ity benefits. Funds for Medi-
care benefits come from So-
cial Security taxes paid by 
covered workers and their 
employers. Medicare pro-
vides basic hospital insur-
ance, supplementary medical 
insurance, and prescription drug coverage:

 ▶ Basic hospital insurance. This coverage (commonly 
called Part A) provides inpatient hospital services 
such as room, board, and other customary inpatient 
service for the first 90 days of illness. A deductible  
is applied during the first 60 days of illness.  

Co-insurance provisions, 
applicable to days 61–90 
of the hospital stay, can 
further reduce benefits. 
Medicare also covers all 
or part of the cost of up to 
100 days in post-hospital 
 extended-care facilities 
that provide skilled care, 
such as nursing homes. 
Skilled and rehabilitative 
care are covered when a 
patient’s health is improv-
ing so that one can return 
to living independently at 
home. However, main-
tenance care (activity of 
daily living) is not covered 
by Medicare. 

 Medicare doesn’t cover 
the most common types 
of nursing home care—
intermediate and custo-
dial care. Medicare basic 
hospital insurance also 
covers some posthospital 
medical services such as 
intermittent nursing care, 
therapy, rehabilitation, 
and home health care. 
Medicare deductibles and 
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Medicare a health insurance 
plan administered by the federal 
government to help persons age 65 
and over, and others receiving monthly 
Social Security disability benefits, to 
meet their health care costs

supplementary medical  
insurance (SMI) a voluntary 
program under Medicare (commonly 
called Part B) that provides payments 
for services not covered under basic 
hospital insurance (Part A)

Medicare Advantage  
plans commonly called Plan C, 
these plans provide Medicare 
benefits to eligible people, but they 
differ in that they are administered 
by private providers rather than 
by the government. Common 
supplemental benefits include 
vision, hearing, dental, general 
checkups, and health and wellness 
programs

prescription drug coverage a 
voluntary program under Medicare 
(commonly called Part D), insurance 
that covers both brand-name 
and generic prescription drugs at 
participating pharmacies. Participants 
pay a monthly fee and a yearly 
deductible and must also pay part of 
the cost of prescriptions, including a 
co-payment or co-insurance
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are several ways to obtain this coverage. Participants 
in this voluntary program pay a monthly fee and a 
yearly deductible, which vary by provider. In 2018, 
the average monthly premium was about $34 and 
the maximum deductible a plan could charge was 
$405. They also pay part of the cost of prescriptions, 
including a co-payment or co-insurance. The plan 
provides extra help—paying almost all prescription 
drug costs—for the one in three Medicare recipients 
who have limited income and resources.

Although Medicare pays for many health care expenses 
for the disabled and those over 65, there are still gaps in 
its coverage. Many Medicare enrollees buy private insur-
ance policies to fill in these gaps.

Medicaid Medicaid is a state-run, public assistance 
program providing health insurance benefits only to 
those who are unable to pay for health care. Each state 
has its own Medicaid regulations, eligibility require-
ments, and covered medical services. Although Medic-
aid is primarily funded by each state, the federal govern-
ment also contributes funds. Almost 68 million people 
were covered by Medicaid in 2018.

Workers’ Compensation Insurance Workers’ com-
pensation insurance is designed to compensate work-
ers who are injured on the job or become  ill through 
work-related causes. Although mandated by the federal 
government, each state is responsible for workers’ com-
pensation legislation and regulation. Specifics vary from 
state to state, but typical workers’ compensation benefits 
include medical and rehabilitation expenses, disability 
income, and scheduled lump-sum amounts for death 
and certain injuries, such as dismemberment. Employ-
ers bear nearly the entire cost of workers’ compensation 
insurance in most states. Premiums are based on defined 
job description classes, total payroll for the job classes, 
and claim filing history. Employers who file the most 
claims pay the highest rates.

Affordable Health Care Act of 2010 The Pa-
tient Protection and Affordable Care Act and the 
 Reconciliation Act of 2010 (usually just called the 
Affordable Health Care Act, or ACA) is extensive and 
remains controversial. Its legality was contested, and 
the U.S. Supreme Court affirmed its constitutionality in 
2012. In making health care insurance decisions, it’s im-
portant to understand the broad strokes of the law.

The ACA has two key goals: 

 ▶ Reduce the number of uninsured citizens in the country

 ▶ Reduce the increases in health care costs by provid-
ing a government-based health insurance exchange 

in each state and by creating a competitive market-
place involving various insurance providers

The ACA was designed to reach these goals by requiring 
the purchase of health insurance and by assuring that health 
insurance provides “essential health benefits.” All individu-
als who were not covered by Medicaid or Medicare were 
required to purchase health insurance or pay a penalty 
amounting to the greater of $695 per adult (and $347.50 
per child) or 2.5 percent of the family income until 2019, at 
which time the requirement is to be removed. Businesses 
employing more than 50 full-time employees must provide 
health insurance for their employees, or else pay a penalty 
of $2,000 per employee in excess of 30 employees.

The essential health benefits required by the ACA 
include the following:

 ▶ Ambulatory patient services

 ▶ Emergency services

 ▶ Hospitalization

 ▶ Maternity and newborn care

 ▶ Mental health and substance use disorder services, 
including behavioral health treatment

 ▶ Prescription drugs

 ▶ Rehabilitative and habilitative services and devices

 ▶ Laboratory services

 ▶ Preventive and wellness services and chronic disease 
management

 ▶ Pediatric services, including oral and vision care

In addition, the ACA requires that health insurance 
plans provide the following features: 

 ▶ Cover pre-existing conditions

 ▶ Parents must have the option to carry their children 
on their plan until age 26

 ▶ Lifetime dollar limits on total insurance coverage are 
prohibited

 ▶ Plans must cover preventive care and medical  
screenings

 ▶ Insurers must spend 
at least 80 percent of 
premiums on claims

While the ACA gave 
states the option of run-
ning their own exchanges,  
in 2018 only 11 states 
and Washington, DC had 
state-run exchanges. The 
exchanges are competi-
tive marketplaces where 

Medicaid a state-run, public 
assistance program that provides 
health insurance benefits only to 
those who are unable to pay for 
health care

workers’ compensation 
insurance health insurance 
required by state and federal 
governments and paid nearly in 
full by employers in most states; it 
compensates workers for job-related 
illness or injury
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health insurance may be purchased by individuals and 
small firms. All insurance plans listed on the insurance 
exchanges must provide the essential health benefits 
described above. Similarly, all plans offered by employ-
ers must provide the indicated essential health benefits. 
The ACA provides four levels of benefits, each of which 
is identified by a “metal label.”

Metal Label Percent of Benefit Costs

Bronze 60%

Silver 70%

Gold 80%

Platinum 90%

The areas where insurance companies can com-
pete are quite limited. The rates that companies charge 
vary largely depending upon the geographical area and 
whether or not the insured uses tobacco products. The 
hope is that, by increasing competition among insurers, 
the cost of insurance will decrease. 

The ACA’s expenditures are to be financed by sev-
eral sources of revenue. These include higher Medicare 
taxes, fees on insurers, and an excise tax levied on the 
insurance companies providing “Cadillac” policies. It is 
hoped that changes in the Medicare program will pro-
vide some offsetting cost savings. The long-term net  
effect of the ACA on the federal budget deficit remains 
a hotly debated topic. However, the above key provisions 
of the law will influence the coverage and cost of your 
health insurance. Therefore, it’s important to understand 
how health insurance policies are currently structured so 
that you’ll be in a good position to appreciate the signifi-
cance of the changes as the law continues to be debated 
and potentially changed.

Consider an example of changes afoot in health 
insurance. In 2018, the Trump administration issued 
a rule allowing the sale of health insurance policies 
that do not comply with the ACA and are not required 
to cover prescription drugs, maternity care, or peo-
ple with pre-existing conditions. These “short-term,  
limited-duration insurance” policies are designed to 
provide health care with fewer benefits at significantly 
lower prices than those sold in insurance exchanges 
under the ACA. The policies are limited to 364 days 
but can be extended by insurers up to a maximum of 
36 months. The new policies are subject to state reg-
ulation, which means states can restrict their sale or 
require specific benefits. While there is much con-
troversy about the public policy implications of these 
cheaper, short-term policies, it’s important to be aware 
of them so you can make the most informed health in-
surance purchasing decisions.

YOU CAN DO IT NOW: Compare Policies on 
an ACA Health insurance Exchange  It’s worth tak-
ing the time to survey the policies and premiums avail-
able to you on an ACA health insurance marketplace. 
Just go to https://www.healthcare.gov/see-plans. All 
you have to do is put in your zip code and some basic 
information about yourself. If you’re shopping, it pro-
vides useful information. And if you already have a plan 
through your job, it’ll be interesting to see how it com-
pares. It’s easy—and you can do it now.

 9-3 hEALth INsURANcE DEcIsIONs
LO3 How can you systematically plan your health insur-
ance purchases? As with other insurance decisions, you’ll 
need to consider potential areas of loss, types of coverage 
and other resources available to you and your family, and 
any gaps in protection. Then you can choose a health 
insurance plan that’s best for you.

9-3a Evaluate Your Health 
Care Cost Risk
Most people need protection against two costs resulting 
from illness or accidents: (1) expenses for medical care 
and rehabilitation and (2) loss of income or household 
services. The cost of medical care can’t be estimated 
easily; but in cases of long-term, serious illness, medi-
cal bills and related expenses can easily run into hun-
dreds of thousands of dollars. An adequate amount of 
protection against these costs for most people would 
be at least $300,000 and, with a protracted illness or 
disability, as much as $1 million. In contrast, lost in-
come is typically calculated as a percentage of your 
(or your spouse’s) current monthly earnings, generally  
60 to 75 percent.

A good health insurance plan embodies more than 
financing medical expenses, lost income, and replace-
ment services. It should incorporate other means of risk 
reduction such as risk avoidance, loss prevention and 
control, and risk assumption:

 ▶ Risk avoidance. Look for ways to avoid exposure to 
health care loss before it occurs. For example, people 
who don’t take illegal drugs never have to worry 
about disability from overdose, people who refuse 
to ride on motorcycles avoid the high risk of injury, 
and people who don’t smoke in bed are a lot less 
likely to doze off and start a fire in their house.
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 ▶ Loss prevention and control. Accept responsibility 
for your own well-being and live a healthier lifestyle 
to prevent illness and reduce high medical costs. 
Smoking, alcohol and drug dependency, improper 
diet, inadequate sleep, and lack of regular exercise 
contribute to more than 60 percent of all diagnosed 
illnesses. Eliminating some or all of these factors 
from your lifestyle can reduce your chances of be-
coming ill. Similarly, following highway safety laws, 
not driving while intoxicated, and wearing a seat 
belt help prevent injury from car accidents.

 ▶ Risk assumption. Consider the health risks that 
you’re willing to retain. Some risks pose relatively 
small loss potential, and you can budget for them 
rather than insure against them. For example, choos-
ing insurance plans with deductibles and waiting pe-
riods is a form of risk assumption because it’s more 
economical to pay small amounts from savings than 
to consistently pay higher premiums to cover them.

9-3b Determine Available 
Coverage and Resources
Some employers providing health insurance as an em-
ployee benefit offer only one plan and pay 
either all or part of the premiums. If you 
work for an employer who provides health 
insurance this way, you should evaluate 
the plan’s benefits and costs to deter-
mine if additional coverage—either 
for yourself or your dependents— 
is necessary. 

Some employers offer a 
flexible-benefit (“cafeteria”) plan 
that allows them to choose fringe 
benefits. Typically, the menu of 
benefits includes more than one 
health insurance option, as well as 
life insurance, disability income 
insurance, and other benefits. 
The employer specifies a set dol-
lar amount that it will provide, 
and employees choose a combina-
tion of benefits. If the employee 
wants or needs additional insur-
ance benefits, most employers will 
set up a salary reduction agreement 
with the employee. The employee 
agrees to reduce his or her salary by 
the amount of the additional cost of 
the desired benefit.

Some employers offer consumer-directed health 
plans that go one step beyond a flexible-benefit plan. 
These plans combine a high-deductible health insurance 
policy with a tax-free health reimbursement account 
(HRA), a plan funded by employers for each participat-
ing employee. When the account balance is used up, you 
must pay the remaining deductible of the health insur-
ance policy before insurance begins to pay. You can “roll 
over” the amount of unused money annually.

Another similar type of account is the health savings 
account (HSA). The HSA is also a tax-free account, but the 
money is contributed by employees or employers (or both) 
for use in paying routine medical costs. An HSA is also 
combined with a high-deductible insurance policy to pay 
for catastrophic care in case of major accident or illness, 
and—as with an HRA—any unused money can be rolled 
over each year. If you change jobs, the money in your HSA 
belongs only to you and is yours to keep. In addition to the 
HSA and HRA, there are many other consumer-directed 
health plans.

If you’re married and your spouse is employed, you 
should evaluate his or her benefit package before mak-
ing any decisions. You may, for example, already be cov-
ered under your spouse’s group health insurance plan 
or be able to purchase coverage for yourself and family 

members at a cheaper rate than through your 
own employer’s plan. 

If you’re laid off from or leave a job 
where you’ve had health benefits, then you 

are legally eligible to continue your cov-
erage for a period of 18 months under 

federal  COBRA regulations (discussed 
later in this chapter). You’ll be re-
sponsible for paying 102 percent 
of the group insurance rate if you 
decide to continue your coverage 
during this time, but you’ll still pay 
group insurance rates that are often 
less expensive than buying individ-
ual insurance. However, you must 

Tom Saga/Shutterstock.com

health reimbursement account 
(HRA) an account into which 
employers place contributions that 
employees can use to pay for medical 
expenses. Usually combined with a 
high-deductible health insurance policy

health savings account (HSA) a 
tax-free savings account—funded by 
employees, employer, or both—to 
spend on routine medical costs. Usually 
combined with a high-deductible policy 
to pay for catastrophic care
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arrange to continue your coverage before leaving your for-
mer employer. Importantly, under the ACA, losing your job 
triggers a “qualifying life event” allowing you to obtain health 
insurance under COBRA or you can buy a policy in the pri-
vate health insurance market. But there are critical enroll-
ment windows and policy coverage details to compare. You’ll 
need to do the math to determine the best option for you.

Another important aspect of group coverage to consider  
is retiree benefits. Some companies provide health insur-
ance to retirees, but most don’t, so you probably shouldn’t 
count on receiving employer-paid benefits once you retire. 
Know what your options are to ensure continued cover-
age for both you and your family after you retire. Medicare 
will cover basic medical expenses, but you’ll probably need 
to supplement this coverage with one of the 12 standard  
Medigap plans, which are termed plans “A” through “L.”

There are several other possible sources of health care 
coverage. Homeowner’s and automobile insurance policies 
often contain limited amounts of medical expense protec-
tion. For example, your automobile policy may cover some 
of your medical expenses if you’re involved in an auto ac-
cident regardless of whether you’re in a car, on foot, or on 
a bicycle when the accident occurs. Often these limits are 
between $1,000 and $10,000. In addition to Social Secu-
rity’s Medicare program, various other government pro-
grams help pay medical expenses. For instance, medical 
care is provided for people who’ve served in the armed 
services and were honorably discharged. Public health 
programs exist to treat communicable diseases, children 
with disabilities, and mental health disorders.

If you need or want to purchase additional medical 
insurance coverage on an individual basis, you can pur-
chase a variety of policies from a private insurance com-
pany such as Aetna, CIGNA, or United Healthcare. You 
should buy health care plans from an insurance agent who 
will listen to your needs and provide well-thought-out re-
sponses to your questions. You should also research carri-
ers and choose one that is rated highly by at least two of 
the major ratings agencies and that has a reputation for 
settling claims fairly and promptly. The National Com-
mittee for Quality Assurance (NCQA) is a nonprofit, un-
biased organization that issues annual “report cards” that 
rate the service quality of various health plans.

9-3c Choose a Health 
Insurance Plan
After familiarizing yourself with the different health insur-
ance plans and providers and reviewing your needs, you 
must choose one or more plans to provide coverage. If 
you’re employed, first review the various health insurance 
plans that your company offers. If you can’t get coverage 

from an employer, get plan descriptions and policy costs 
from several providers—including a group plan from a 
professional or trade organization, if available—for both in-
demnity and managed care plans. You should also check the 
state or federal insurance exchange available to you. Then 
take your time and carefully read the plan materials to un-
derstand exactly what is covered and at what cost. Next, 
review your past medical costs, estimate your future costs, 
and use them to compare your costs under various plans.

You’ll have to ask yourself some important questions 
when choosing your particular plan:

 ▶  How important is cost compared with having freedom 
of choice? You may have to pay more to stay with your 
current doctor if he or she is not part of a managed 
care plan that you’re considering. Also, you have to 
decide if you can tolerate the managed care plan’s 
approach to health care.

    Go to Smart Sites
What grade did your health plan get on its quality “report 
card” this year? The National Committee for Quality 
Assurance (NCQA) can tell you.

chOOsING A hEALth INsURANcE PLAN

Ask the following questions when choosing among 
health care insurance plans:

 ● Can I choose to use any doctor, hospital, clinic, or 
pharmacy?

 ● What coverage, if any, is provided for seeing  
specialists like eye doctors and dentists?

 ● Does the plan cover special conditions or treatments 
like psychiatric care, pregnancy, and physical therapy?

 ● Does the plan cover home care or nursing home care?

 ● What kind of limitations are there on the coverage 
of prescribed medications?

 ● What are the deductible and any co-payment 
amounts?

 ● What is the maximum I would have to pay out of 
health care expenses, either in a calendar year or 
during my lifetime?

 ● How are billing or service disputes handled under 
the plan?

Source: Adapted from “Finding Health Insurance,” https://www 
.usa.gov/finding-health-insurance, accessed November 2018.
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Some states have experimented in recent years with 
the community rating approach to health  insurance 
premium pricing, which prohibits insurance compa-
nies from varying rates based on health status or claims 
history. The community is defined as the area in which 
the insurance is offered. In the “pure” approach, all 
policyholders in an area pay the same premium without 
regard to their personal health, age, gender, or other 
factors. Under the adjusted (modified) community rat-
ing approach, insurers can adjust premiums based only 
on your family size, where you live, whether you use 
tobacco, and your age. The ACA requires insurance 
companies to adhere to the adjusted community rating 
approach for individuals and small businesses.

 ▶ Will you be reimbursed if you choose a managed 
care plan and want to see an out-of-network 

provider? For most people, the managed care route 
is cheaper—even if you visit a doctor only once 
a year—because of indemnity plans’ “reasonable 
charge” provisions.

 ▶ What types of coverage do you need? Everyone 
has different needs; one person may want a plan 
with good maternity and pediatric care, whereas 
another may want outpatient mental health  
benefits. It’s 
important to 
consider that the 
ACA mandates 
minimum es-
sential coverage 
standard require-
ments, which 

Research in behavioral economics indicates that indi-
viduals have difficulty making decisions involving un-
certainty, trade-offs between current and future ben-
efits and costs, or significant complexity. This analysis 
requires estimating the probabilities, financial costs, and 
quality of life and happiness associated with possible fu-
ture health events such as having cancer or a heart at-
tack. This is hard to do.

Individuals tend to make systematic mistakes in esti-
mating health-related probabilities. For example, they are 
inclined to overestimate the likelihood of low- probability 
events, such as dying in a plane crash. And it’s almost im-
possible for most people to estimate the financial costs as-
sociated with various health conditions. This is because, for 
the most part, there is no place to look up health service 
prices. And people tend to overestimate how much their 
quality of life and happiness will decline if they become sick.

Health care choices often require bearing costs today 
in the hope of future benefits. This is as much the case 
for preventive care as it is for more costly and invasive 
procedures designed to reduce the probability of cancer 
among high-risk patients. Yet research shows that peo-
ple tend to invest too little in preventive care because 
they put too much weight on current costs and too little 
weight on future benefits.

Health care insurance decisions can be quite com-
plex. Insurance policies include many facets such as 
deductibles, co-payments, and different levels of cov-
erage for different providers. The many trade-offs are 
hard to work through. For example, employees may 
not fully appreciate that they are sacrificing some wag-
es in return for employer health care insurance premi-
um subsidies.

What are the implications of the above biases?

 ● It’s important to understand common behavioral bi-
ases when making health insurance decisions. For ex-
ample, most people don’t pay sufficient attention to 
the importance of preventive health care measures.

 ● Most of us would be better off if our health insur-
ance plans were mediated by some entity that would 
screen and restrict health insurance choices down 
to a manageable number. Research suggests that 
employers would perform this role better than the 
government or private insurance agents, which is a 
provocative finding in light of the ACA.

Source: “Lessons for Health Care from Behavioral Economics,” www 
.nber.org/bah/2008no4/w14330.html (see referenced study by Jeffrey 
Liebman and Richard Zeckhauser, “Simple Humans, Complex Insurance, 
Subtle Subsidies,” Working Paper 14330, 2008, http://www.nber.org 
/papers/w14330, accessed November 2018.

Behavioral Biases in Making Health  
Insurance Decisions

bEhAvIOR mAttERs

community rating  
approach to health  
insurance premium pricing  
policyholders in a community (area) 
pay the same premium without regard 
to their personal health, age, gender, or 
other factors
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could limit your ability to get the exact coverage  
you prefer.

 ▶ How good is the managed care network?  Research 
participating doctors and hospitals to see how many 
of your providers are part of the plan. Check out the 
credentials of participating providers; a good sign is 
accreditation from the NCQA. Are the providers’ loca-
tions convenient for you? What preventive medical 
programs does it provide? Has membership grown? 
Talk to friends and associates to see what their expe-
riences have been with the plan.

 ▶ How old are you, and how is your health? Many  
financial advisors recommend buy-
ing the lowest-cost plan—which 
may be an indemnity plan with a 
high deductible—if you’re young 
and healthy.

After considering all of the policy 
coverages and resources available to you, 
identify any gaps in your health insur-
ance coverage and determine how best 
to fill them. Doing this requires an un-
derstanding of the features, policy provisions, and cover-
age provided by various insurance carriers and policies. 
We’ll discuss these in detail in the next section.

 9-4  mEDIcAL ExPENsE cOvERAGE 
AND POLIcY PROvIsIONs

LO4 To evaluate different health insurance plan op-
tions, you should compare and contrast what they cover 
and how each plan’s policy provisions may affect you and 
your family. By doing so, you can decide which health 
plan offers the best protection at the most reasonable 
cost. Worksheet 9.1 provides a convenient checklist for 
comparing the costs and benefits of competing health 
insurance plans.

9-4a Types of Medical Expense 
Coverage
The medical services covered vary among health plans. 
You can purchase narrowly defined plans that cover only 
what you consider to be the most important medical 
services or, if you want the comfort of broader coverage 
and can afford it, you can purchase insurance that covers 
most or all of your health care needs. Here, we describe 
the medical expenses most commonly covered by health 
insurance.

Hospitalization A hospitalization insurance policy 
reimburses you for the cost of your hospital stay. Hos-
pitalization policies usually pay for a portion of (1) 
the hospital’s daily semiprivate room rate, which typi-
cally includes meals, nursing care, and other routine 
services, and (2) the cost of ancillary services such as 
laboratory tests, imaging, and medications you receive 
while hospitalized. Many hospitalization plans also  
cover some outpatient and out-of-hospital services 
once you’re discharged, such as in-home rehabilitation, 
diagnostic treatment, and preadmission testing. Some 
hospitalization plans merely pay a flat, daily amount for 

each day the insured is in the hospital, 
regardless of actual charges. Most poli-
cies limit the number of days of hospi-
talization and place a maximum dollar 
amount on ancillary services that they 
will pay for.

Surgical Expenses Surgical expense 
insurance covers the cost of surgery in 
or out of the hospital. Usually, surgical 
expense coverage is provided as part of 

a hospitalization insurance policy or as a rider to such 
a policy. Most plans reimburse you for reasonable and 
customary surgical expenses based on a survey of surgi-
cal costs during the previous year. They may also cover  
anesthesia, nonemergency treatment using imaging, 
and a limited allowance for diagnostic tests.

Some plans still pay according to a schedule of 
benefits, reimbursing up to a fixed maximum for a 
particular surgical procedure. For example, the poli-
cy might state that you would receive no more than 
$1,500 for an appendectomy or $1,200 for diagnostic 
arthroscopic surgery on a knee. Scheduled benefits are 
often inadequate when compared with typical surgical 
costs. Most elective cosmetic surgeries, such as a “nose 
job” or other cosmetic surgeries, are typically excluded 
from reimbursement unless they are deemed medi-
cally necessary.

Physician Expenses Physician expenses insurance, 
also called regular medical expense insurance, covers the 
cost of visits to a doctor’s office or for a doctor’s hospital 
visits, including consultation with a specialist. Also cov-
ered are imaging and laboratory tests performed outside 
of a hospital. Plans are offered on either a reasonable 
and customary or scheduled benefit basis. Sometimes, 
the first few visits with the physician for any single cause 
are excluded. This exclusion serves the same purpose 
as the deductible and waiting period features found in  
other types of insurance. Often, these plans specify a 

Identify any gaps in 
your health insurance 
coverage and 
determine how best to 
fill them.
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Here is a convenient checklist for comparing the costs and benefits of  competing health 
care plans.

Check those services listed in the first column that are most important to you, deter-
mine how these services are handled in each policy, and then write in the co-insurance 
or  co-payment rate and any limits on service under each of the different policy columns. 
The most important covered service is hospitalization.

wORkshEEt 9.1  HealtH Insurance cHecklIst

Service Policy #1 Policy #2 Policy #3

Hospital care

Surgery (inpatient and outpatient)

Office visits to your doctor

Maternity/well-baby care

Pediatric care

Immunizations

Mammograms

Medical tests, X-rays

Mental health care

Dental care, braces, and cleaning

Vision care, eyeglasses, and exams

Prescription drugs

Home health care

Nursing home care

Services you need that are excluded 

Choice of doctors

Location of doctors and hospitals

Ease of getting an appointment

Minimal paperwork

Waiting period for coverage

maximum payment per visit, as well as a maximum num-
ber of visits per injury or illness.

Major Medical Insurance Major medical plans pro-
vide broad coverage for nearly all types of medical ex-
penses resulting from either illnesses or accidents. In the 
past, it was common to have lifetime limits of $500,000 
or $1,000,000. However, the ACA eliminates lifetime 
limits on total health care insurance payments by insur-
ers. Because hospitalization, surgical, and physicians ex-
pense coverage meets the smaller medical costs, major 
medical is used to finance more catastrophic medical 
costs. Many people buy major medical with a high de-
ductible to protect against a catastrophic illness.

Comprehensive Major Medical Insurance A com-
prehensive major medical insurance plan combines 
basic hospitalization, 
surgical, and physi-
cian expenses cover-
age with major medi-
cal protection into a 
single policy, usually 
with a low deductible. 
Comprehensive major 
medical insurance is 
often written under 
a group contract, al-
though efforts have 

major medical plan an insurance 
plan designed to supplement the basic 
coverage of hospitalization, surgical, and 
physicians expenses; used to finance 
more catastrophic medical costs

comprehensive major medical  
insurance a health insurance plan 
that combines into a single policy the 
coverage for basic hospitalization, 
surgical, and physician expense along 
with major medical protection
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been taken to make this type of coverage available to 
individuals.

Dental Services Dental insurance covers necessary 
dental care and some dental injuries sustained through 
accidents. (Expenses for accidental damage to natural 
teeth are normally covered under standard surgical ex-
pense and  major medical policies.) Covered services may 
include examinations, X-rays, dental cleanings, fillings, 
extractions, dentures, root canal therapy, orthodontics, 
and oral surgery. The maximum coverage under most  
dental policies is often low—$1,000 to $2,500 per  
patient—so these plans don’t fully protect against high 
dental work costs.

Limited Protection Policies The types of health plans 
discussed so far are sufficient to meet the protection 
needs of most individuals and families. But insurance 
companies offer other options that provide limited pro-
tection against certain types of perils:

 ▶ Accident policies that pay a specified sum to an in-
sured injured in a certain type of accident

 ▶ Sickness policies, sometimes called dread disease 
 policies, that pay a specified sum for a named dis-
ease, such as cancer

 ▶ Hospital income policies that guarantee a specific 
daily, weekly, or monthly amount as long as the 
insured is hospitalized

Sound insurance planning seldom dictates the pur-
chase of limited protection policies. The cost of pur-
chasing these insurance options typically outweighs the 
limited coverage they provide. The problem with buying 
policies that cover only a certain type of accident, illness, 
or financial need is that major gaps in coverage will often 
occur. The financial loss can be just as great if the insured 
falls down a flight of stairs or if contracts cancer, lung dis-
ease, or heart disease. Most limited-peril policies should 
be used only to supplement a comprehensive insurance 

program if the coverage 
is not overlapping.

9-4b Policy 
Provisions 
of Medical 
Expense Plans
To compare the health in-
surance plans offered by 
different insurers, evalu-
ate whether they con-
tain liberal or restrictive 

provisions. Generally, policy provisions can be divided into 
two groups: terms of payment and terms of coverage.

Terms of Payment Four provisions govern how much 
your health insurance plan will pay: (1)  deductibles,  
(2) participation (co-insurance), (3) internal limits, and  
(4) coordination of  benefits.

Deductibles Because major medical insurance plans 
are designed to supplement basic hospitalization, 
surgical, and physicians expense plans, those offered  
under an indemnity (fee-for-service) plan often have a 
relatively large deductible, typically $1,000 to $10,000.  
The deductible must be paid by the insured before the 
insurer pays anything on the policy. Comprehensive 
major medical plans tend to offer lower deductibles, 
sometimes $100 or less. Plans may offer a calendar-
year, all-inclusive deductible, which allows the insured 
to accumulate the deductible from more than one 
incident of use. Some plans also include a carryover 
provision, whereby any part of the deductible that oc-
curs during the final three months of the year can be 
applied to the current year’s deductible and can also 
be applied to the following calendar year’s deductible. 
In a few plans, the deductible is on a per-illness or per-
accident basis.

EXAMPLE: Effect of Per-Illness or Per-Accident 
Deductible  You’re covered by a health insurance 
policy that has a $1,000 per-illness or per-accident  
deductible. How much would the policy pay if you  
suffered three separate accidents in one year, each 
requiring $1,000 of medical expenses? None! Unfortu-
nately, you wouldn’t be eligible to collect any benefits 
from the major medical plan.

Participation (Co-insurance) A participation, or  
co-insurance, clause stipulates that the company will pay 
some portion—60 to 90 percent under the ACA—of the 
amount of the covered loss in excess of the deductible  
rather than the entire amount. Co-insurance helps reduce 
the incentive for policyholders to fake illness and discour-
ages them from incurring unnecessary medical expenses. 
Many major medical plans also have a stop-loss provision 
that specifies the maximum out-of-pocket amount the in-
sured will pay before the insurer pays 100 percent of the 
medical care expenses for that calendar year. Without a 
stop-loss provision, a $1 million medical bill could leave 
the insured responsible for, say, $200,000 of costs. Often 
such provisions limit the insured’s participation to less than 
$10,000 and sometimes to as little as $2,000.

deductible the initial amount 
not covered by an insurance policy 
and thus the insured’s responsibility; 
usually determined on a calendar-
year basis or on a per-illness or 
per-accident basis

participation (co-insurance) 
clause a provision in many health 
insurance policies stipulating that 
the insurer will pay some portion—
say, 80 or 90 percent—of the 
amount of the covered loss in excess 
of the deductible
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Internal Limits Most major medical policies are writ-
ten with internal limits that control the amounts paid 
for certain specified expenses—even if the claim doesn’t 
exceed overall policy limits. For example, physical thera-
pist or chiropractic care may be limited to $2,000 per 
event. Other charges commonly subject to internal limits 
are hospital room and board, surgical fees, mental con-
ditions, and nursing services. If  an insured chooses an 
expensive physician or medical facility, then he or she 
is responsible for paying the portion of the charges that 
are above a “reasonable and customary” level or beyond 
a specified maximum amount. The following example 
shows how deductibles, co-insurance, and internal limits 
constrain the amount a company is obligated to pay un-
der a major medical plan.

Major Medical Policy: An Example Assume that Ben 
Acosta, a graduate student, has coverage under a major 
medical insurance policy that specifies a $1,000 deduct-
ible, an 80 percent co-insurance clause, internal limits 
of $350 per day on hospital room and board, and $6,000 
as the maximum payable surgical fee. When Ben was 
hospitalized for three days to remove a small tumor, he 
incurred these costs:

Hospitalization: 3 days at $500 a day $ 1,500

Surgical expense   5,800

Other covered medical expenses   3,800

Total medical expenses $11,100

By the terms of the policy’s co-insurance clause, the 
maximum the company must pay is 80 percent of the 
covered loss in excess of the deductible. Without internal  
limits, the company would pay $8,080 (0.80 3 [$11,100 2  
$1,000]). The internal limits further restrict the payment. 
Even though 80 percent of the $500-per-day hospitaliza-
tion charge is $400, the most the company would have 
to pay is $350 per day. Thus, Ben, the insured, becomes 
liable for $50 per day for three days, or $150. The sur-
gical expense is below the $6,000 internal limit, so the 
80   percent co-insurance clause applies, and the insurer 
will pay $4,640 (0.80 3 $5,800). The company’s total ob-
ligation is reduced to $7,930 ($8,080 2 $150), and Ben 
must pay a total of $3,170 ($1,000 deductible 1 0.20 3 
[$11,100 2 $1,000] co-insurance 1 $150 excess hospital 
room and board charges). This example shows that, even 
though major medical insurance can offer large amounts 
of reimbursement, the insured may still be responsible for 
substantial payments.

Coordination of Benefits Health insurance poli-
cies are not contracts of indemnity. This means that 

the insured party can collect multiple payments for 
the same illness or accident unless health insurance 
policies include a  coordination of benefits provision. 
This clause prevents you from collecting more than  
100 percent of covered charges by collecting benefits 
from more than one policy. For example, many private 
health insurance policies coordinate benefit provisions 
with medical benefits paid under workers’ compensa-
tion. Others widely advertise that their policies will 
pay claims regardless of the policyholder’s other cov-
erage and, of course, often charge more per dollar of 
protection. Using policies with coordination of benefits  
clauses can help you prevent coverage overlaps and,  
ideally, reduce your premiums.

Considering the complexity of medical expense con-
tracts, the various clauses limiting payments, and coordi-
nation of benefits with other policies, one might expect 
that insurers often pay only partial claims and sometimes 
completely deny claims. However, if you make a claim 
and don’t receive satisfactory payment, don’t give up. 

Terms of Coverage Several contract provisions affect 
a health insurance plan’s value to you. Some important 
provisions address (1) the persons and places covered, 
(2) cancellation, (3) pre-existing conditions, (4) preg-
nancy and abortion, (5) mental illness, (6) rehabilitation 
coverage, and (7) continuation of group coverage.

Persons and Places Covered Some health insurance 
policies cover only the named insured; others offer pro-
tection to all family members. Historically, of those that 
offer family coverage, some have terminated benefits 
payable on behalf of children at age 18 and others contin-
ued them to age 26 as long as the child remains in school 
or is single. The health reform bill allows young adults 
to remain on their parents’ insurance until they turn  
26 years old. Some policies protect you only while you’re 
in the United States or Canada. Others offer worldwide 
coverage but exclude specified countries.

Cancellation  The 
ACA forbids policy 
cancellation. However,  
the insurer has the 
right to change the 
premiums over the life 
of a policy. The only 
time a policy is can-
celed is at the request 
of the insured or if a 
premium is not paid 
by the insured.

internal limits a feature commonly 
found in health insurance policies that 
limits the amounts that will be paid for 
certain specified expenses, even if the 
claim does not exceed overall policy limits

coordination of benefits 
provision a provision often included 
in health insurance policies to prevent the 
insured from collecting more than  
100 percent of covered charges; it requires 
that benefit payments be coordinated  
if the insured is eligible for benefits under 
more than one policy
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Pre-existing  Conditions In the  
past, most health insurance 
policies sold to individuals (as 
opposed to group/employer-
sponsored plans) contained a 
pre-existing condition clause. 
This means the policy might 
exclude cov erage for physical 
or mental problems you had 
at the time you bought it. In 
some policies, the exclusion 
was permanent; in others, it  
lasted only for the first year 
or two that the coverage 
was in force. Some group 
insurance plans have also 
historically had pre-existing 
condition clauses, but they 
tended to be less restrictive 
than those in individually written 
policies. The ACA has changed this. The new legislation 
prohibits insurers from denying coverage due to the pres-
ence of pre-existing conditions.

Employees who have recently left a job or retired 
are covered by the Health Insurance Portability and 
 Accountability Act (HIPAA). This federal law, imple-
mented in 1996, is designed to protect people’s ability to 
obtain continued health insurance after they leave a job or 
retire, even if they have a serious health problem. Under 
HIPAA, if you’ve already been covered by a health plan 
without a break in coverage of more than 63 days and you 
apply for new insurance, insurers cannot turn you down, 
charge you higher premiums, or enforce an exclusionary 

period because of your 
health status. HIPAA 
doesn’t guarantee you 
group coverage, but it 
does protect your ability 
to buy individual health 
insurance. HIPAA now 
applies only to “grandfa-
thered” plans that existed 
when the ACA went into 
effect in 2010. The ACA 
deals with some of the is-
sues previously addressed 
by HIPAA.

Pregnancy and Abor-
tion Many individual and 
group health insurance 
plans include special cla-
uses for medical expenses  

incurred through pregnancy or 
abortion. Some liberal policies 

pay for all related expenses, 
including sick-leave pay 
during the final months of 
pregnancy, whereas oth-

ers pay for medical expenses 
that result from pregnancy or 

abortion complications, but 
not for routine  procedure ex-

penses. In the most restrictive cases, 
policies offer no coverage for any costs 
of pregnancy or abortion.

Mental Illness Many health insur-
ance plans omit or offer only reduced 
benefits for treatment of mental dis-
orders. For example, a health insur-
ance policy may offer hospitalization 
benefits that continue to pay so long 

as you remain hospitalized—except for mental ill-
ness. It may restrict payment for mental illness to one-
half the normally provided payment amounts and for 
a period not to exceed 30 days. Unfortunately, mental 
illness is the number one sickness requiring long-term 
hospital care. Because coverage for mental illness is an 
important insurance protection, check your policies to 
learn how  liberal—or how restrictive—they are regard-
ing this feature.

Rehabilitation Coverage Health insurance plans 
focus primarily on meeting reasonable and necessary 
medical expenses. But many policies also include reha-
bilitation coverage for counseling, occupational thera-
py, and even some educational or job training programs 
for insureds who are partially or  totally disabled be-
cause of an illness or accident. This is a good feature to 
look for in major medical and disability  income policies.

Continuation of Group Coverage Under the Con-
solidated Omnibus Budget Reconciliation Act 
 (COBRA), passed by Congress in 1986, an employee 
who leaves the insured group voluntarily or involun-
tarily (except in the case of “gross misconduct”) may 
elect to continue coverage for up to 18 months by pay-
ing premiums to his or her former employer on time 
(up to 102 percent of the company cost). The employee 
retains all benefits previously available, except for dis-
ability income coverage.

Similar continuation coverage is available for retir-
ees and their families for up to 18 months or until they 
become eligible for Medicare, whichever occurs first. 
An employee’s dependents may be covered for up to  
36 months under COBRA under special circumstances, 

Nednapa/Shutterstock.com

pre-existing condition 
clause a clause included in 
most individual health insurance 
policies permitting permanent or 
temporary exclusion of coverage 
for any physical or mental problems 
the insured had at the time the 
policy was purchased. The Patient 
Protection and Affordable Care Act 
of 2010 prohibits such exclusions

Consolidated Omnibus 
Budget Reconciliation Act 
(COBRA) federal law that allows 
an employee who leaves the insured 
group to continue coverage for up to 
18 months by paying premiums to 
his or her former employer on time; 
the employee retains all benefits 
previously available, except for 
disability income coverage

244 PART FOUR:  Managing Insurance Needs

33609_ch09_ptg01.indd   244 20/12/18   9:26 PM



such as divorce or death of the employee. After COBRA 
coverage expires, most states provide for conversion of 
the group coverage to an individual policy regardless 
of the insured’s current health and without evidence 
of insurability. As noted earlier, under the ACA, losing 
your job triggers a “qualifying life event” that allows 
you to obtain health insurance under COBRA. Or, you 
can buy a policy in the private health insurance market.

9-4c Cost Containment Provisions 
for Medical Expense Plans
In response to the ongoing inflation in medical costs, in-
surers and employers that sponsor medical expense plans 
try to control their costs. Cost containment provisions are 
included in almost all medical expense plans and include 
the following:

 ▶ Preadmission certification. This requires you to 
receive approval from your insurer before entering 
the hospital for a scheduled stay. Such approval is 
not normally required for emergency stays.

 ▶ Continued stay review. To receive normal reim-
bursement, the insured must secure approval from 
the insurer for any stay that exceeds the originally 
approved limits.

 ▶ Second surgical opinions. Many plans require 
second opinions on specific nonemergency proce-
dures and, in their absence, may reduce the surgical 
benefits paid. Most surgical expense plans now fully 
reimburse the cost of second opinions.

 ▶ Waiver of co-insurance. Because insurers can save 
money on hospital room-and-board charges by 
encouraging outpatient surgery, many now agree to 
waive the co-insurance clause and pay 100 percent 
of surgical costs for outpatient procedures. A similar 
waiver is sometimes applied to generic pharmaceu-
ticals. For example, the patient may choose between 

an 80 percent payment for a brand-name pharma-
ceutical costing $35 or 100 percent reimbursement 
for its $15 generic equivalent.

 ▶ Limitation of insurer’s responsibility. Many policies 
also have provisions limiting the insurer’s financial 
responsibility to reimbursing only for costs that are 
considered “reasonable and customary.” This provi-
sion can sometimes place limitations on the type and 
place of medical care for which the insurer will pay.

 9-5 LONG-tERm-cARE INsURANcE
LO5 Long-term care involves the delivery of medical and 
personal care, other than hospitalization, to persons with 
chronic medical conditions in a nursing home, in an as-
sisted living community, or in the patient’s home. Long-
term care is expensive. For example, the median cost of a 
year’s stay in a private room in a nursing home is $97,455 
according to a 2017 cost-of-care survey by Genworth  
Financial, which is almost 50 percent higher than in 
2004. About 47 percent of men and 58 percent of wom-
en over 65 years of age are expected to need long-term 
care at some time in their lives. And yet, only about 
10 to 12 percent of senior adults have purchased long- 
term-care insurance. This is of concern because the  
average long-term stay is two years.

Consumers directly pay about 20 percent of long-term 
care costs, and government programs such as Medicare 
and Medicaid cover less than half of the total cost for those 
meeting their strict eligibility requirements. Major medi-
cal insurance plans also exclude most of the costs related 
to long-term care. Fortunately, long-term-care insurance 
policies are available that are indemnity policies paying a 
fixed dollar amount for each day you receive specified care 
either in a nursing home or at home. The decision to buy 
long-term-care insurance is an important part of health in-
surance and retirement financial planning.

The ACA has provisions that relate to long-term care. 
It includes the Community Living Assistance Services and 
Support Program (CLASS), which is a voluntary, consum-
er-financed insurance plan designed to cover long-term 
care expenses. This is similar to long-term-care programs 
currently available in the private market. However, it 
differs in that the program will be administered by the  
government. Further, 
any working adult 
who is 18 or older 
will be able to enroll, 
regardless of any pre-
existing medical condi-
tion. And the benefits  
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long-term care the delivery of 
medical and personal care, other than 
hospital care, to persons with chronic 
medical conditions resulting from either 
illness or frailty
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will be good for as long as someone needs long-term care. 
However, the fate of the long-term-care parts of the ACA 
remain unclear. The U.S. Department of Health and  
Human Services has questioned the financial viability of 
implementing the long-term-care program presented  
in the ACA.

Most individual long-term-care products are pur-
chased either through organizations like the American As-
sociation of Retired Persons (AARP) or directly from the 
more than 100 insurance companies that offer them. Em-
ployer-sponsored long-term-care insurance is also growing 
in popularity. Usually, however, employees pay the full cost 
of premiums, although employer-sponsored plans can often 
cost less than purchasing long-term care on an individual 
basis. Whether you purchase long-term-care insurance as 
an individual or through an employer-
sponsored plan, however, it’s important to 
evaluate policy provisions and costs.

9-5a Do You Need Long-
Term-Care Insurance?
The odds of needing more than a year of 
nursing home care before you reach age 
65 are 1 in 33, and the expense of a pro-
longed nursing home stay can cause se-
vere financial hardship. Answer the following questions to 
decide if you need long-term-care insurance:

 ▶ Do you have many assets to preserve for your depen-
dents? Because you must deplete most of your assets 
before Medicaid will pay for nursing home care, some fi-
nancial advisors recommend that people over 65 whose 
net worth is more than $100,000 and income exceeds 
$50,000 a year consider long-term-care insurance—if 
they can afford the premiums. The very wealthy, how-
ever, may prefer to self-insure. It’s also worth considering 
the purchase of a policy under the Long-Term Care Part-
nership Program. Such a policy allows individuals who 
purchase a qualified long-term care policy to protect a 
portion of their assets that they would typically need to 
spend prior to qualifying for Medicaid coverage.

 ▶ Can you afford the premiums? Premiums of  
many good-quality policies can be 5 to 7 percent of 
annual income or even more. Such high premiums 
may cause more financial hardship than the cost of 
a potential nursing home stay. You may be better off 
investing the amount you’d spend in premiums; it 
would then be available for any future need, includ-
ing long-term health care.

 ▶ Is there a family history of disabling disease? This 
factor increases your odds of needing long-term 

care. If there’s a history of Alzheimer’s, neurological 
disorders, or other potentially debilitating diseases, 
the need for long-term-care insurance may increase.

 ▶ What is your gender? Women tend to live longer 
than men and are more likely to require long-term 
care. They’re also the primary caregivers for other 
family members, which may mean that when they 
need care, help won’t be available.

 ▶ Do you have family who can care for you? The 
availability of relatives or home health services to 
provide care can reduce the cost of long-term care.

9-5b Long-Term-Care Insurance 
Provisions and Costs

When purchasing long-term-care insur-
ance, it is important to evaluate and com-
pare policy provisions, which are impor-
tant factors in determining the premium 
for each policy. Exhibit 9.3 summarizes 
the typical provisions of policies offered 
by leading insurers. Let’s take a closer 
look at the most important policy provi-
sions to consider when purchasing long-
term-care insurance:

 ▶ Type of care. Some long-term-care policies offer ben-
efits only for nursing home care, whereas others pay 
only for services in the insured’s home, such as skilled 
or unskilled nursing care, physical therapy, homemak-
ers, and home health aides. Because it’s hard to pre-
dict whether a person might need to be in a nursing 
home, most financial planners recommend policies 
covering both. Many of these policies focus on nurs-
ing home care, and any expenses for health care in 
the insured’s home are covered in a rider to the basic 
policy. Many policies also cover assisted living, adult 
day care and other community care programs, alter-
native care, and respite care for the caregiver.

 ▶ Eligibility requirements. Some important gate-
keeper provisions determine whether the insured will 
receive payment for claims. The most liberal policies 
state that the insured will qualify for benefits as long 
as his or her physician orders the care. A popular 
and much more restrictive provision pays only for 
long-term care that’s medically necessary because of 
sickness or injury. One common gatekeeper provi-
sion requires the insured’s inability to perform two 
of six activities of daily living (ADLs) such as bathing, 
dressing, or eating. Most policies also provide care 
for cognitive impairment or when medically neces-
sary and prescribed by the patient’s physician. In the 

The odds of needing 
more than a year of 
nursing home care 
before you reach age 
65 are 1 in 33.

246 PART FOUR:  Managing Insurance Needs

33609_ch09_ptg01.indd   246 20/12/18   9:26 PM



case of an Alzheimer’s patient who remains physically 
healthy, inclusion of cognitive abilities as ADLs would 
be extremely important.

 ▶ Services covered. Most policies today cover several 
levels of service in state-licensed nursing homes: skilled, 
intermediate, and custodial care. Skilled care is needed 
when a patient requires constant attention from a 
medical professional, such as a physician or registered 
nurse. Intermediate care is provided when the patient 
needs medical attention or supervision but not the con-
stant attention of a medical professional. Custodial care 
provides assistance in the normal activities of daily liv-
ing but no medical attention or supervision; a physician 
or nurse may be on call, however. Most long-term-care 
policies also cover home care services, such as skilled or 
unskilled nursing care, physical therapy, homemakers, 
and home health aides provided by state-licensed or 
Medicare-certified home health agencies.

 ▶ Daily benefits. Long-term-care policies reimburse 
the insured for the cost of services incurred up to 
a daily maximum. For nursing home care policies, 
the daily maximums generally range from $100 to 
$500, depending on the amount of premium that the 
insured is willing to pay.

 ▶ Benefit duration. The maximum duration of benefits 
ranges from one year to the insured’s lifetime. Life-
time coverage is expensive, however. Most financial 
planners recommend the purchase of a policy with 
a duration of three to six years to give the insured 
protection for a longer-than-average period of care.

 ▶ Waiting period. Even if the policy’s eligibility require-
ments are met, the insured must pay long-term-care 
expenses during the waiting, or elimination, period. 
Typical waiting period options are 30, 60, 90, 180, and 
even 365 days. Although premiums are much lower 
for policies with longer waiting periods, the insured 
must have liquid assets to cover his or her expenses 
during that period. An insured who still requires care 
after the waiting period expires will begin to receive 
benefits for the duration of the policy, as long as its 
eligibility requirements continue to be met.

 ▶ Renewability. Most long-term-care insurance policies 
now include a guaranteed renewability provision to 
ensure continued coverage for your lifetime as long as 
you continue to pay the premiums. This clause does 
not ensure a level premium over time, however. Nearly 
all policies allow 
the insurer to raise 
premiums if the 
claims experi-
ence for your peer 
group of policy-
holders is unfavor-
able. Watch out for 
policies with an 
optional renew-
ability clause 
because they are 
renewable only at 
the insurer’s option.

Exhibit 9.3

Typical Provisions in Long-Term-Care Insurance Policies
Long-term-care insurers offer a wide range of provisions in their policies. A typical policy includes the following.

Services covered Skilled, intermediate, and custodial care; home health care; adult day care (often)

Benefit eligibility Physician certification and/or medically necessary

Daily benefit $100–$500/day, nursing home; $50–$250/day, home health care

Benefit period 3–4 years

Maximum benefit period 5 years; unlimited

Waiting period 0–100 days

Renewability Guaranteed

Pre-existing conditions Conditions existing 6–12 months prior to policy coverage

Inflation protection Yes, for an additional premium

Deductibility periods 0, 20, 30, 90, 100 days

Alzheimer’s disease coverage Yes

Age limits for purchasing 40–84

waiting period (elimination  
period) the period, after an 
insured meets the policy’s eligibility 
requirements, during which he or she 
must pay expenses out-of-pocket; when 
the waiting period expires, the insured 
begins to receive benefits

guaranteed renewability policy 
provision ensuring continued insurance 
coverage for the insured’s lifetime as long 
as the premiums continue to be paid

optional renewability contractual 
clause allowing the insured to continue 
insurance only at the insurer’s option
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 ▶ Pre-existing conditions. Some policies once includ-
ed a pre-existing conditions clause, similar to those 
described previously. If someone has already been 
diagnosed with Parkinson’s or Alzheimer’s disease, 
takes memory drugs, needs any type of assistance 
in walking, has had a stroke, or has osteoporosis, an 
 insurance company may not be willing to sell that 
person a long-term insurance policy.

 ▶ Inflation protection. Many policies offer inflation 
protection riders that, for an additional premium,  
let you increase benefits by a flat amount, often  
5 percent, per year. Others offer benefits linked to the 
rise in the consumer price index (CPI). Inflation protec-
tion riders can add between 25 and 40 percent to the 
basic premium for a long-term-care insurance policy.

 ▶ Premium levels. Long-term-care insurance is rather 
expensive, and premiums vary widely among insurance 
companies. For example, an average healthy 55-year-old 
couple may pay about $4,000 per year for a policy that 
pays for three years’ care at $150 per day for nursing 
home care with a 90-day waiting period and a 3 percent 
inflation rider. The cost of the same coverage drops sub-
stantially with the ages of the insured. Given the signifi-
cant rise in premium with age, some financial planners 
recommend buying long-term-care insurance when 
you are fairly young. But keep in mind that, although 
the annual premiums are lower, you’ll be paying for a lot 
longer time before you would likely need the benefits.

9-5c How to Buy Long-Term-Care 
Insurance
When buying long-term-care insurance, make sure the 
insurer is a financially sound company (based on ratings 
from the major ratings agencies) with a proven track re-
cord in this market segment. Here are some additional 
guidelines to help you choose the right policy:

 ▶ Buy the policy when you’re healthy. Once you have 
a disease, such as Alzheimer’s or multiple sclerosis, or 
have a stroke, you become uninsurable. So the best 
time to buy is when you’re in your mid-50s or 60s.

 ▶ Buy the right types of coverage—but don’t buy 
more coverage than you need. Your policy should 
cover skilled, intermediate, and custodial care as well 

as adult day care centers 
and assisted living facili-
ties. If you have access to 
family caregivers or home 
health services, opt for 
only nursing home cover-
age; if not, select a policy 

with generous home health care benefits. To reduce 
costs, increase the waiting period before benefits 
begin; the longer you can cover the costs yourself, the 
lower your premiums. You may also choose a shorter 
benefit payment period; three years is a popular 
choice, but the average nursing home stay is about 
one year. Lifetime coverage increases the premium for 
a 65-year-old by as much as 40 percent.

 ▶ Understand what the policy covers and when it 
pays benefits. The amounts paid, benefit periods, 
and services covered vary among insurers. One rule of 
thumb is to buy a policy covering 80 to 100 percent of 
current nursing home costs in your area. Some policies 
pay only for licensed health care providers, whereas 
others include assistance with household chores. Know 
how the policy defines benefit eligibility.

 9-6 DIsAbILItY INcOmE INsURANcE
LO6 When a family member becomes sick for an ex-
tended period, the effect on the family goes beyond 
medical bills. About one-third of people between the 
ages of 35 and 65 will be disabled for 90 days or lon-
ger before age 65, and about one in seven people 
between the ages of 35 and 65 will become disabled 
for five years or more. During the working years, 
becoming disabled is more likely than death. For a 
35-year-old male, the odds are nearly two to one, and 
for a 35-year-old female, the odds are nearly three to 
one. Although most Americans have life insurance, 
few have taken steps to protect their family should a 
serious illness or accident prevent them from work-
ing for an extended period.

The best way to protect against the potentially devas-
tating financial consequences of a health-related disabil-
ity is with disability income insurance. Disability income 
insurance provides families with weekly or monthly pay-
ments to replace income when the insured is unable to 
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disability income insurance  
insurance that provides families with 
weekly or monthly payments to replace 
income when the insured is unable 
to work because of a covered illness, 
injury, or disease
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work because of a covered illness, injury, or disease. Some 
companies also offer disability income protection for a 
spousal homemaker; such coverage helps pay for the ser-
vices that the spouse would normally provide.

Almost all employers offer disability income insur-
ance at attractive rates, but it is often voluntary, and you 
may have to pay the entire premium yourself. Group 
coverage is usually a good buy because the premiums 
average $300 to $500 a year depending on age and  
income—about one-third less than the cost of compara-
ble private coverage. Of course, if you change jobs then 
you may lose the coverage. The benefits received from a 
group plan for which you pay the premiums are tax free 
(unless paid through a flexible spending account).

Social Security offers disability income benefits, but 
you must be unable to do any job whatsoever to receive 
benefits. Benefits are payable only if your disability is ex-
pected to last at least one year (or to be fatal), and they don’t 
begin until you’ve been disabled for at least five months. 
The actual amount paid is a percentage of your previous 
monthly earnings, with some statistical adjustments. The 
percentage is higher for people with low earnings. The 
average benefit amount in 2018 was $1,197 month, with a 
maximum monthly payment of $2,788 per month. 

There is a significant need for disability income cov-
erage. Although most workers receive some disability in-
surance benefits from their employer, in many cases the 
group plan falls short and pays only about 60 to 70 per-
cent of after-tax salary for a limited period. The first step 

in considering disability income insurance is to determine 
the dollar amount that your family would need (typically 
monthly) if an earner becomes disabled. Then you can buy 
the coverage that you need or supplement existing cover-
age if necessary. Disability insurance premiums are typi-
cally paid with after-tax dollars.

9-6a Estimating Your Disability 
Insurance Needs
The main purpose of disability income insurance is to re-
place all (or most) of the net income that would be lost if 
you became disabled and physically unable to hold a job. 
In essence, it should enable you to maintain a standard of 
living at or near your present level. To help decide how 
much disability income insurance is right for you, use 
Worksheet 9.2 to estimate your monthly disability benefit 
needs. Here is all you have to do:

1. Calculate take-home pay. Disability benefits are 
generally tax-free, so you typically need to replace 
only your take-home (after-tax) pay. Benefits from 
employer-paid policies are fully or partially taxable. 
To estimate take-home pay, subtract income and 
Social Security taxes paid from your gross earned 
income (salary only). Divide this total by 12 to get 
your monthly take-home pay.

2. Estimate the monthly amounts of disability  
benefits from government or employer programs.

a. Social Security disability benefits. Obtain an estimate 
of your benefits by using the online calculators 
provided by the Social Security Administration at 
www.ssa.gov/planners/benefitcalculators.htm. 

b. Other government program disability benefits for 
which you qualify (armed services, Veterans Ad-
ministration, civil service, the Federal Employees 
Compensation Act, state workers’ compensation 
systems). There are also special programs for 
railroad  workers, longshoremen, and people with 
 black-lung disease.

c. Company disability benefits. Ask your company 
benefits supervisor to help you calculate company-
provided benefits, including sick pay or wage 
continuation plans (these are essentially short-term 
disability income insurance) and plans formally des-
ignated as disability insurance. For each benefit that 
your employer offers, check on its tax treatment.

d. Group disability policy benefits. A private insurer 
provides the coverage and you pay for it, often 
through payroll deduction.

3. Add up your existing monthly disability benefits.A
LP

A 
PR

OD
/S

hu
tt

er
st

oc
k.

co
m

249CHAPTER 9: Insuring Your Health

33609_ch09_ptg01.indd   249 20/12/18   9:26 PM



4. Subtract your existing monthly disability benefits 
from your current monthly take-home pay. The 
result shows the estimated monthly disability benefits 
that you’ll need in order to maintain your present 
after-tax income. Note that investment income and 
spousal income (if the spouse is presently employed) 
are ignored because it’s assumed that this income will 
continue and is necessary to maintain your current stan-
dard of living. If your spouse is now unemployed but 
would enter the workforce if you ever became disabled, 
then his or her estimated monthly income (take-home 
pay) could be subtracted from Item 4 of Worksheet 9.2 
to determine your net monthly disability benefit needs.

9-6b Disability Income Insurance 
Provisions and Costs
The scope and cost of your disability income coverage 
depend on its contractual provisions. Although disability 
income insurance policies can be complex, certain fea-
tures are important: (1) definition of disability, (2) benefit 
amount and duration, (3) probationary period, (4) waiting 
period, (5) renewability, and (6) other provisions.

Definition of Disability Disability policies vary in the 
standards that you must meet to receive benefits. Some 
pay benefits if you’re unable to perform the duties of your 
customary occupation—the own occupation (or “Own 
Occ”) definition—whereas others pay only if you can 
engage in no gainful employment at all—the any occu-
pation (or “Any Occ”) definition. Under the “Own Occ” 
definition, a professor who lost his voice—yet could still 

be paid to write or do research—would receive full ben-
efits because he couldn’t lecture, a primary function of his 
occupation. With a residual benefit option, you would be 
paid partial benefits if you can work only part-time or at 
a lower salary. The “Any Occ” definition is considerably 
less expensive because it gives the insurer more leeway in 
determining whether the insured should receive benefits.

Benefit Amount and Duration Most individual dis-
ability income policies pay a flat monthly benefit, which is 
stated in the policy, whereas group plans pay a fixed per-
centage of gross income. In either case, insurers normally 
won’t agree to amounts of more than 60 to 70 percent of 
the insured’s gross income. Insurers won’t issue policies 
for the full amount of gross income because this would 
give some people an incentive to fake a  disability (e.g., 
“bad back”) and collect more in insurance benefits than 
they normally would receive as take-home pay.

Monthly benefits can be paid for a few months or a 
lifetime. If you’re assured a substantial defined-benefit 
pension, Social Security, or other benefits at retirement, 
then a policy that pays benefits until age 65 is adequate. 
Many people, however, will need to continue working for 
many more years and should consider a policy offering 
lifetime benefits. Some policies offer benefits for periods 
as short as two or five years.  Although these policies may 
be better than nothing, they don’t protect against the ma-
jor financial losses associated with  long-term  disabilities.

Probationary Period Both group and individual disability 
income policies are likely to include a probationary period, 
usually 7 to 30 days, which is a time delay from the date the 

Using this worksheet makes the job of estimating disability benefit insurance needs a 
lot easier.

DISABILITY BENEFIT NEEDS

Name(s)

1.
2.

3.
4.

Estimate current monthly take-home pay
Estimate existing monthly benefits
   Social Security benefits
   Other government program benefits
   Company disability benefits
   Group disability policy benefits

Total existing monthly disability benefits (2a 1 2b 1 2c 1 2d)
Estimated monthly disability benefits needed ([1] – [3])

a.
b.
c.
d.

$

$

$

Date

wORkshEEt 9.2  estImatInG DIsabIlItY IncOme Insurance neeDs
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policy is issued until benefit privileges are available. Any dis-
ability stemming from an illness, injury, or disease that oc-
curs during the probationary period is not covered—even if it 
continues beyond this period. This feature keeps costs down.

Waiting Period The waiting period (elimination 
period) provisions in a disability income policy are 
 similar to those discussed for long-term-care insurance. 
 Typical waiting periods range from 30 days to a year. If 
you have an adequate emergency fund to provide fam-
ily income during the early months of disability, you can 
choose a longer waiting period and substantially reduce 
your premiums, as shown in  Exhibit 9.4.

With most insurers, you can trade an increase in 
the waiting period—say, from 60 days to 90 days—for 
an increase in the duration of benefits from five years to 
age 65 or later. In fact, as Exhibit 9.4 shows, the premium 
charged by this insurer for a policy covering a 35-year-old 
male with a 30-day waiting period and one-year benefit 
period ($389) is comparable to one charged for a five-year 
benefit period with a three-month waiting period ($343). 
Accepting this type of trade-off usually makes sense because 

the primary purpose of insurance is to protect the insured 
from a catastrophic loss, not from smaller losses that are bet-
ter handled through proper budgeting and saving.

Renewability Most individual disability income insur-
ance is either guaranteed renewable or noncancelable. As 
with long-term-care policies, guaranteed renewability en-
sures that you can renew the policy until you reach the age 
stated in the clause, usually between 65 and 67.  Premiums 
can be raised over time if justified by the loss experience 
of all those in the same class (usually based on age, sex, 
and occupational category). Noncancelable policies offer 
guaranteed renewability, but they also guarantee that fu-
ture premiums will remain the same as those stated in the 
policy at issuance. Because of this stable premium guaran-
tee, noncancelable policies generally are more expensive 
than those with only a guaranteed renewability provision.

Other Provisions The purchasing power of income 
from a long-term disability policy that pays, say, $2,000 per  
month could be severely affected by inflation. In fact, 
a 3 percent inflation rate would reduce the purchasing  

BuyIng DISABIlIty InComE InSurAnCE 

Consider the following tips in evaluating disability 
income insurance policies:

 ● Know what the government can do for you. So-
cial Security disability benefits are available only to 
those with a condition that makes them unable to 
work for at least a year or that is terminal. The aver-
age benefit payout is only about 40 percent of pre-
disability income. Qualified applicants should expect 
to wait between three and five months to get Social 
Security disability benefits. Only a few states provide 
additional benefits, although it’s worth checking that. 
If you buy a private disability income insurance policy, 
be aware that most require you to apply for Social 
Security benefits, which will be subtracted from the 
benefit that you receive from the insurer.

 ● Buying a policy at work is usually cheapest. Many 
employers provide disability income insurance and pay 
part of the premiums. If you go this route, make sure that 
you have both short- and long-term coverage. Short-
term coverage usually lasts for a few months and long-
term coverage often starts paying after 90 to 180 days. 
Make sure that you’re not  exposed to a significant gap 

between the two. If you buy a policy through your em-
ployer, you may be able to pay the premiums directly 
out of your paycheck on a pretax basis. However, this 
means that your benefits would be taxable.

 ● Determine if a policy purchased through your 
employer is portable. It’s good to know if you can 
keep the policy if you leave your current company.

 ● Understand the circumstances in which the dis-
ability insurance benefit will be paid. The best trig-
ger is when you cannot do your current job. However, 
some policies pay only if you cannot do any compara-
ble job, which is a much more complicated constraint.

 ● Read the fine print. It’s important to know what 
 percentage of pre-disability income is paid out by 
the policy. And does it include just base salary or 
additional compensation like commissions or bo-
nuses? Are there limits on benefit payouts for certain 
conditions like mental illness? You’ll want to know 
the ins and outs of each policy that you consider.

Source: Anna Wilde Matthews, “Just in Case: The Skinny on Buying 
Disability Insurance,” http://online.wsj.com/news/articles/SB1000142
4052748704561004575013073100310794, accessed November 2018.

Financial Planning Tips
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power of this $2,000 benefit to less than $1,500 in 10 years. 
To counteract such a reduction, many insurers offer a 
cost-of-living adjustment (COLA). With a COLA provi-
sion, the monthly benefit is adjusted upward each year, 
often in line with the CPI, although these annual adjust-
ments are often capped at a given rate (say, 8 percent).  
Although some financial advisors suggest buying COLA 

Exhibit 9.4

Representative Disability Income Insurance Premium Costs
The cost of disability income insurance varies with the terms of payment, as well as the length of the waiting period. Women pay 
substantially higher rates than men do. This table shows premiums for basic disability income coverage for a 35-year-old that pays 
$2,000 per month in benefits and has guaranteed premiums to age 67. The quotes assume the best occupation class, which is profes-
sional office. The policy also includes a 3 percent inflation rider.

Benefit Period: 1 Years 5 Years To Age 67

Waiting Period Male Female Male Female Male Female

30 Days $389 $566 $596 $907 $901 $1,532

60 Days   266   403 415 621 673 1,167

90 Days Not available Not available 343 490 590 963

180 Days Not available Not available 283 437 521 846

365 Days Not available Not available na na 490 781

Planning Over  
a lifetime

Insuring Your Health

Here are some key ideas concerning how  insuring 
your health changes over the stages in the life 
cycle.

InDepenDent lIfestYle (20s)

 Assess your health and take steps to stay healthy: exer-
cise, eat well, and avoid smoking and drinking too much 
alcohol.

 While in school or unemployed, take advantage of your 
opportunity to stay on your parents’ health insurance until 
the age of 26.

 When employed, take out health care insurance cover-
age with your employer and/or check out policies avail-
able on the ACA insurance exchange.

 Evaluate the appropriateness of disability income insurance.

 Consider pre-tax accounts like flexibility spending to 
save money.

famIlY anD career DevelOpment (30s–40s)

 Consider HMOs and PPOs to lower deductibles and to 
maximize flexibility of choices.

 Re-evaluate the need for disability income insurance.

 Re-evaluate your health insurance policy and its premiums.

mature lIfestYle (50s–60s)

 Evaluate the need for long-term-care insurance.

 Re-evaluate the need for long-term-care insurance.

 Familiarize yourself with Medicare benefits.

retIrement (65+)

 Consider the best way to get prescription benefits in 
light of Medicare options.

 Re-evaluate the need for long-term-care insurance.

riders, others believe that the 10 to 25 percent additional 
premium is too much to pay for this protection.

Although the COLA provision applies only once the 
insured is disabled, the guaranteed insurability option 
(GIO) can allow you to purchase additional disability 
income insurance in line with inflation increases while 
you’re still healthy. Under the GIO, the price of this  
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additional insurance is fixed at the contract’s inception, 
and you don’t have to prove insurability.

A waiver of premium is standard in disability income 
policies. If you’re disabled for a minimum period, nor-
mally 60 or 90 days, the insurer will waive any future 
premiums that come due while you remain disabled. In 

essence, the waiver of premium gives you additional dis-
ability income insurance in the amount of your regular 
premium payment.

Remember that disability income insurance is just one 
part of your overall personal financial plan. You’ll need to 
find your own balance between cost and coverage.

fINANcIAL ImPAct Of PERsONAL chOIcEs

Henry Expands His Health Insurance Coverage
Henry Morgan is 28 years old. He works for a company with 
a good health insurance plan. Indeed, Henry has heard 
it’s priced better than most plans and has consequently 
taken out the optional expanded dental and vision plans. 
While he doesn’t currently wear glasses or contact lenses, 
he does go for an annual eye exam and wants the extra 
vision plan in case he ends up needing corrective lens 
or has any eye problems. His plan has a $40 co-payment 
for an annual eye exam and pays $100 toward eyeglass 
frames, plus 20 percent of the rest of the cost. Contacts 
lenses have similar coverage. Henry pays just an addition-
al $15 monthly premium for the vision plan. He feels more 
comfortable having expanded health insurance coverage.

While Henry feels better having expanded health 
insurance coverage in general and vision coverage in 
particular, it isn’t currently a cost-effective decision. He 
makes a $40 co-payment for an annual eye exam, which 
is probably cheaper than the full cost of an eye exam. But 
Henry doesn’t wear glasses or contacts. His $15 monthly 
premium costs him $180 per year. It’s extremely unlikely 
that he saves anywhere near that much on the cost of 
his exam under the vision plan. And if Henry has a sig-
nificant medical problem with his eyes, his major medi-
cal insurance plan should cover the costs well. It could 
make sense for him to have expanded vision coverage in 

the future, if corrective lenses are needed, but for now it 
appears that Henry’s comfort in having expanded vision 
coverage is costly.
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LO1, 2, 3, 4 1.  Evaluating current health insurance. 
Assess your current health insurance 
situation. What does your policy cover? 
What is excluded? Are there any gaps that 
you think need to be filled? Are there any 
risks in your current lifestyle or situation 
that might make additional coverage 
necessary? If you were to purchase health 
insurance for yourself in the near future, 
what type of plan would you select, and 
why? What steps can you take to keep your 
health costs down?

LO2, 3, 4 2.   Comparing health insurance policies. 
Use Worksheet 9.1. Lexi Thomas, a recent 
college graduate, has decided to accept 
a job offer from a nonprofit organization. 
She’ll earn $44,000 a year but will receive no 
employee health benefits. Lexi estimates 
that her monthly living expenses will be 
about $2,000 a month, including rent, 
food, transportation, and clothing. She has 
no health problems and expects to remain 
in good health in the near future. 

        Using the Internet or other resources, 
gather information about three health 
insurance policies that Lexi could purchase 
on her own. Include at least one HMO. Use 
Worksheet 9.1 to compare the policies’ 
features. Should Lexi  buy health insurance? 
Why or why not? Assuming that she does 
decide to purchase health insurance, 
which of the three policies would you 
recommend and why?

LO2, 3, 4 3.  Choosing a health insurance plan. 
Harriet and Jake Sanders have two children, 
a six-year-old and a five-month old. Their 
younger child, Alex, was born with a 
congenital heart defect that will require 
several major surgeries in the next few 
years to correct fully. Jake is employed as a 
salesperson for a major pharmaceutical firm, 
and Harriet is not currently working outside 
of the home. Jake’s employer offers a choice 
between two health benefit plans:

 ● An indemnity plan that allows the 
Sanders family to choose health 
services from a wide range of 
doctors and hospitals. The plan pays 
80 percent of all medical costs, and 
the Sanders family is responsible 

for the other 20 percent. There’s a 
deductible of $500 per person. Jake’s 
employer will pay 100 percent of 
the cost of this plan for Jake, but the 
Sanderses will be responsible for 
paying $380 a month to cover Harriet 
and the children under this plan.

 ● A group HMO. If the Sanders family 
chooses this plan, the company still 
pays 100 percent of the plan’s cost 
for Jake, but insurance for Harriet and 
the children will cost $295 a month. 
They’ll also have to make a $20 co-
payment for any doctor’s office visits 
and prescription drugs. They will be 
restricted to using the HMO’s doctors 
and hospital for medical services.

Which plan do you recommend the Sanders 
family choose? Why? What other health 
coverage options should they consider?

LO2, 3, 4 4.  Out-of-pocket health care insurance 
costs. Samuel Nguyen was seriously 
injured in a skiing accident that broke both 
his legs and an arm. His medical expenses 
included five days of hospitalization at 
$900 a day, $6,200 in surgical fees, $4,300 
in physician’s fees (including time in the 
hospital and follow-up office visits), $520 
in prescription medications, and $2,100 
for physical therapy treatments. All of 
these charges fall within customary and 
reasonable payment amounts.

a. If Samuel had a health insurance plan 
that pays 80 percent of his charges 
with a $500 deductible and a $5,000 
stop-loss provision, how much would 
he have to pay out of pocket?

b. What would Samuel’s out-of-pocket 
expenses be if he belonged to an 
HMO with a $20 co-pay for office 
visits?

c. Monthly premiums are $155 for 
the standard plan and $250 for the 
HMO. If he had no other medical 
expenses this year, which plan would 
have provided more cost-effective 
coverage for Samuel? What other 
factors should be considered when 
deciding between the two plans?

Financial Planning Exercises
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LO2, 3, 4, 5, 6 5.  Evaluating health care coverage. 
Edward Allen was a self-employed window 
washer earning approximately $700 per 
week. One day, while cleaning windows 
on the eighth floor of the Second National 
Bank Building, he tripped and fell from 
the scaffolding to the pavement below. 
He sustained multiple severe injuries 
but miraculously survived the accident. 
He was immediately rushed to the local 
hospital for surgery. Edward remained there  
for 60 days of treatment, after which he was 
allowed to go home for further recuperation. 

       During his hospital stay, he incurred the 
following expenses: surgeon, $7,500; 
physician, $2,000; hospital bill for room 
and board, $250 per day; nursing services, 
$1,200; anesthetics, $600; wheelchair 
rental, $100; ambulance, $150; and drugs, 
$350. Edward has a major medical policy 
that has a $3,000 deductible clause, an 80 
percent co-insurance clause, internal limits 
of $180 per day on hospital room and board, 
and $1,500 as a maximum surgical fee. 
The policy provides no disability income 
benefits.

a.  Explain the policy provisions as they 
relate to deductibles, co-insurance, 
and internal limits.

b.  How much should Edward expect to 
receive from the insurance company? 
How much must he pay out of his 
own pocket?

c.  Would any other policies have offered 
Edward additional protection? What 
about his inability to work while 
recovering from his injury?

d.  Based on the information presented, 
how would you assess Edward’s 
health care insurance coverage? 
Explain.

LO5  6.  Pros and cons of long-term care in-
surance. Discuss the pros and cons of 
long-term-care insurance. Does it make 
sense for anyone in your family right now? 
Why or why not? What factors might change 
this assessment in the future?

LO6  7.  Calculating need for disability in come 
insurance. Use Worksheet 9.2. Lorenzo 
Ricci, a 38-year-old computer programmer, 
earns $96,000 a year. His monthly take-
home pay is $4,800. His wife, Siena, works 
part-time at their children’s elementary 
school but receives no benefits. Under state 
law, Lorenzo’s employer contributes to a 
workers’ compensation insurance fund that 
would provide $2,250 per month for six 
months if he were disabled and unable to 
work.

a. Use Worksheet 9.2 to calculate 
Lorenzo’s disability insurance needs 
assuming that he won’t qualify for 
Medicare under his Social Security 
benefits.

b. Based on your answer in part a, what 
would you advise Lorenzo about his 
need for additional disability income 
insurance? Discuss the type and 
size of disability income insurance 
coverage that he should consider, 
including possible provisions that he 
might want to include. What other 
factors should he take into account if 
he decides to purchase a policy?

LO6  8.  Calculating need for disability income 
insurance. Use Worksheet 9.2. Do you need 
disability income insurance? Calculate your need 
using Worksheet 9.2. Discuss how you’d go 
about purchasing this coverage.

Financial Planning Exercises
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LEARNING ObjEctIvEs
After studying this chapter, you will be able to…

 10-1 Discuss the importance and basic principles of property insurance, including types of exposure, 
indemnity, and co-insurance.

 10-2 Identify the types of coverage provided by homeowner’s insurance.

 10-3 Select the right homeowner’s insurance policy for your needs.

 10-4 Analyze the coverage in a personal automobile policy (PAP) and choose the most  
cost-effective policy.

 10-5 Describe other types of property and liability insurance.

 10-6 Choose a property and liability insurance agent and company, and settle claims.

After finishing  
this chapter go 

to PAGE 278 for 
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 10-1  bAsIc PRINcIPLEs Of 
PROPERtY INsURANcE

LO1 Suppose that a severe storm destroyed your home. 
Could you afford to replace it? Most people couldn’t. 
To protect yourself from this and other 
similar types of property loss, you need 
property insurance. What’s more, ev-
ery day you face some type of risk of 
negligence. For example, you might 
be distraught over a personal problem 
and unintentionally run a red traffic 
light, seriously injuring a pedestrian. 
Could you pay for the medical and 
other costs? Because consequences 
like this and other potentially negligent acts could cause 
financial ruin, having appropriate liability insurance is 
essential.

Property and liability insurance should be as 
much a part of your personal financial plan as life 
and health insurance. Such coverage protects the as-
sets that you’ve already acquired and safeguards your 
progress toward financial goals. Property insurance 
guards against catastrophic losses of real and personal 
property caused by such perils as fire, theft, vandalism, 
windstorms, and other calamities.  Liability insurance 
offers protection against the financial consequences 
that may arise from the insured’s responsibility for 
property loss or personal injuries to others.

Inefficient or inadequate insurance protection is at 
odds with the  objectives of personal financial planning. 
It is consequently important to become familiar with the 
principles of property and liability insurance. We begin 
this chapter with a discussion of the basic principles of 
property and liability insurance.

10-1a Types of Exposure
Most individuals face two basic types of 
exposure: physical loss of property and loss 
through liability.

Exposure to Property Loss Most prop-
erty insurance contracts define the property  
covered and name the perils—the causes 

of loss—for which the insured will be compensated in 
case of a claim against 
their policy. As a rule, 
most property insurance 
contracts impose two ob-
ligations on the property 
owner: (1) developing a 
complete inventory of the 
property being insured 
and (2) identifying the 
perils against which pro-
tection is desired. Some 
property contracts limit 
coverage by excluding 

HOw wILL tHIs AffEct ME?

The chapter explains the key property insurance concepts of indemnity, 

subrogation, and co-insurance. It then describes the common sources of 

property and liability risk exposures and the insurance coverage available to 

address them. The main characteristics of homeowner’s and auto insu rance 

are covered, as well as how to choose the version of each policy type that’s best 

for you. Supplemental insurance to protect against floods and earthquakes and 

personal liability umbrella policies are also described. Especially practical tips 

can be found in the discussions of how to choose an insurance agent and how 

to settle property and liability insurance claims. When you finish this chapter 

you should understand the best and most cost-effective ways to use insurance 

to protect your property and associated liability exposures.

Inefficient or inadequate 
insurance protection 
is at odds with the 
objectives of personal 
financial planning.

property insurance insurance 
coverage that protects real and personal 
property from catastrophic losses 
caused by a variety of perils such as 
fire, theft, vandalism, and windstorms

liability insurance insurance 
that protects against the financial 
consequences that may arise from 
the insured’s responsibility for 
property loss or injuries to others

peril a cause of loss
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certain types of property and perils, while  others offer 
more comprehensive protection.

Property Inventory Inventorying property is part of 
the financial planning process. It is especially important 
in the case of a total loss—if your home is destroyed  
by fire, for example. Because all property insurance 
companies require you to show proof of loss when  
making a claim, your personal property inventory, along 
with corresponding values, can provide this informa-
tion. A comprehensive property inventory not only helps  
you settle a claim when a loss occurs but also serves  
as a useful guide for selecting the most appropriate  
coverage for your  particular needs.

Most families have a home, household furnish-
ings, clothing and personal belongings, lawn and garden 
equipment, and motor vehicles, all of which need to be 
insured. Fortunately, most homeowner’s and automobile  
insurance policies provide coverage for these types of  
belongings. But many families also own such items as  
motorboats and trailers, various types of off-road vehicles,  
business property and inventories, jewelry, stamp or  
coin collections, guns, musical instruments, antiques, 
paintings, bonds, securities, and other items of special 
value, such as cameras, golf clubs, electronic equipment, 
and personal computers. Coverage for these belongings 
(and those that accompany you when you travel) often 
require special types of insurance.

Many insurance com  panies have easy-to-complete 
personal property inventory forms available to help policy-
holders prepare inventories. Part of one such form is shown 
in Exhibit 10.1. These inventory forms can be supplemented  
with photographs or  videos of household contents and 

belongings. Every effort 
should be made to keep 
these documents in a safe 
place, where they can’t 
be destroyed—such as 
a bank safe-deposit box. 
You might also consider 
keeping a duplicate copy 
with a parent or trusted 
relative. Remember that 
you may need invento-
ries and photographs to 
authenticate any property 
losses that may occur.

Identifying Perils Many  
people feel a false sense 
of security after buying  

insurance because they believe they’re safeguarded 
against all contingencies. The fact is, however, certain 
perils cannot be reasonably insured. For example, most 
homeowner’s or automobile insurance policies limit or 
exclude damage or loss caused by flood (such as that 
caused by Hurricane Katrina in New Orleans in 2005), 
earthquake, backing up of sewers and drains, mudslides, 
mysterious disappearance, war, nuclear radiation, and 
ordinary wear and tear. In addition, property insurance 
contracts routinely limit coverage based on the loca-
tion of the property, time of loss, persons involved, and  
types of hazards to which the property is exposed. See 
Exhibit 10.2 for a list of perils that are typically covered.

Liability Exposures We all encounter a variety of lia-
bility exposures daily. Driving a car, entertaining guests 
at home, volunteer activities, or being careless in per-
forming professional duties are some common  liability 
risks. Loss exposures result from negligence, which is 
failing to act in a reasonable manner or take necessary 
steps to protect others from harm. Even if you’re never 
negligent and always prudent, someone might believe 
that you are the cause of a loss and bring a costly law-
suit against you. Losing the judgment could cost you 
thousands—or even millions—of dollars, and it could 
result in bankruptcy or financial ruin.

Fortunately, liability insurance protects you against 
losses resulting from these risks, including the high  
legal fees required to defend yourself against lawsuits. It’s 
important to obtain adequate liability insurance through 
your homeowner’s and automobile policies or through a 
separate umbrella policy.

10-1b Principle of Indemnity
The principle of indemnity states that the insured may 
not be compensated by the insurance company in an 
amount exceeding the insured’s economic loss. The 
purposes of this principle are to prevent the insured 
from profiting from a loss and to reduce moral hazard, 
which is when dishonest policyholders purposely cause 
losses in order to collect the insurance payments. Most 
property and liability insurance contracts are based  
on this principle—although this principle does not  
apply to life and replacement cost insurance. Several 
important concepts relate to the principle of indemnity.

Actual Cash Value versus Replacement Cost The 
principle of indemnity limits the amount that an insured 
may collect to the actual cash value of the property: the 

negligence failing to act in 
a reasonable manner or to take 
 necessary steps to protect others 
from harm

principle of indemnity an 
insurance principle stating that an 
insured may not be compensated 
by the insurance company in an 
amount exceeding the insured’s 
economic loss

moral hazard when dishonest 
policyholders purposely cause losses in 
order to collect the insurance payments

actual cash value a value 
assigned to an insured property that 
is determined by subtracting the 
amount of physical depreciation from 
its replacement cost
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replacement cost minus the value of physical deprecia-
tion. Some insurers pay replacement cost without taking 
depreciation into account—for example, most home-
owner’s policies cover building losses on a replacement 
cost basis if the proper type and amount of insurance is 

purchased. If an insured property is damaged and there 
is no replacement cost provision, then the insurer is  
obligated to pay no more than the property would cost 
new today (its replacement cost) less the amount of  
depreciation from wear and tear.

Exhibit 10.1

A Personal Property Inventory Form
Using a form like this will help you keep track of your personal property, including its date of purchase, original purchase price, 
and r eplacement cost.

Brand

Model

Serial #         Date purchased

Purchase price $ Replacement cost $

Replacement cost $

Replacement cost $

Replacement cost $

Replacement cost $

Stereo System

Brand

Model

Serial #         Date purchased

Purchase price $ 

Large-Screen TV

Computer

Home Theater System

DVD Player

Brand

Model

Serial #         Date purchased

Purchase price $ 

Brand

Model

Serial #         Date purchased

Purchase price $ 

Brand

Model

Serial #         Date purchased

Purchase price $ 

Air conditioners
(window)
Blinds/shades
Bookcases
Books
Cabinets
Carpets/rugs
Chairs
Chests
Clocks
Couches/sofas
Curtains/draperies
Fireplace fixtures
Lamps/lighting fixtures
Mirrors
Pictures/paintings
Audio recordings
Planters
Stereo equipment
Tables
Television sets
Other
Other

Article Qty.
Date

Purchased
Purchase

Price
Replacement

Cost

Living Room Living Room
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Subrogation After an insurance company pays a 
claim, its right of subrogation allows it to request re-
imbursement from either the person who caused the 
loss or that person’s insurance company. For example, 
if you’re in an automobile accident in which the other 
party damages your car, you may collect the amount of 
the loss from your insurer, or from the at-fault party’s 
insurer, but not from both. This is because collecting the 
full amount of the loss from both parties would violate 
the principle of indemnity by leaving you better off after 

the loss than before it. So 
if your insurer pays you 
and the other party is 
at fault, your insurance 
company can go after  
the responsible party to 
recover the amount it 
paid out to you.

Other Insurance Nearly  
all property and liability 
 insurance contracts have 
an other-insurance clause, 

which normally states that if a person has more than one 
insu rance policy on a property, each company is liable for 
only a prorated amount of the loss based on its proportion 
of the total insurance covering the  property. Without this 
provision, insured persons could use duplicate property  
insurance policies to collect from multiple companies 
and actually profit from their losses.

10-1c Co-insurance
Co-insurance, a provision commonly found in property 
insurance contracts, requires policyholders to buy insur-
ance in an amount equal to a specified percentage of  
the replacement value of their property. The provision 
stipulates that if a property isn’t properly covered, the 
pro perty owner will become the “co-insurer” and bear 
part of the loss. If the policyholder has the stipulated 
amount of coverage (usually 80 percent of the value of  
the property), then the insurance company will reimburse 
for covered losses, dollar-for-dollar, up to the amount of 
the policy limits. Obviously,  you should  evaluate closely 
the co-insurance clause of any property insurance  policy 
so you won’t have an unexpected additional burden in 
the case of a loss.
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EXAMPLE: Recovery of Replacement Cost A fire  
has destroyed furniture that was 6 years old with an 
estimated useful life of 10 years. The replacement cost 
is $5,000. At the time of loss, the furniture was subject 
to an assumed physical depreciation of 60 percent  
(6 years 4 10 years)—in this case, $3,000. Because 
the actual cash value is estimated at $2,000 ($5,000 
replacement cost minus $3,000 of depreciation), the 
maximum that the insurer would have to pay is $2,000. 
Importantly, the original cost of the property has no 
bearing on the settlement.

right of subrogation the 
right of an insurer, who has paid 
an insured’s claim, to request 
reimbursement from either the 
person who caused the loss or that 
person’s insurer

co-insurance in property 
insurance, a provision requiring 
a policyholder to buy insurance 
in an amount equal to a specified 
percentage of the replacement value 
of their property

EXAMPLE: Effect of Co-insurance  Megan and 
Daniel have a fire insurance policy on their $300,000 
home with an 80 percent co-insurance clause. The 
policy limits must equal or exceed 80 percent of the 
replacement value of their home. They ran short of 
money and decided to save by buying a $180,000 
policy instead of $240,000 (80 percent of $300,000), as 
required by the co-insurance clause. If a loss occurs, the 
company would be obligated to pay only 75 percent 
(180,000/240,000) of the loss, up to the amount of the 
policy limit. Thus, on damages of $40,000, the insurer 
would pay only $30,000 (75 percent of $40,000).

    Go to Smart Sites
For basic coverage questions, check out “About 
Coverage” choices under the Auto and Home/Renter tabs 
at insurance.com’s Internet site.
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 10-2 HOMEOwNER’s INsURANcE
LO2, LO3 Homeowners can choose from five different 
forms (HO-1, HO-2, HO-3, HO-5, and HO-8). Two 
other forms (HO-4 and HO-6) meet the needs of renters 
and owners of condominiums (see Exhibit 10.2). An 
HO-4 renter’s policy offers essentially the same broad 
protection as an HO-2 homeowner’s policy, but the 

coverage doesn’t apply to the rented dwelling unit 
because the tenant usually doesn’t own it.

All HO forms are divided into two sections. Section I  
applies to the dwelling, accompanying structures, and 
personal property of the insured. Section II deals with 
comprehensive coverage for personal liability and for 
medical payments to others. The scope of coverage  
under Section I is least with an HO-1 policy and greatest 

Exhibit 10.2

A Guide to Homeowner’s Policies
The amount of insurance coverage you receive depends on the type of homeowner’s (HO) policy you buy. You can also obtain  
coverage if you’re a renter or a condominium owner.

Form Coverages* Covered Perils

Basic Form 
(HO-1)

A—$15,000 minimum;  
B—10% of A;  
C—50% of A;  
D—10% of A;  
E—$100,000;  
F—$1,000 per person

Fire, smoke, lightning, windstorm, hail, volcanic eruption, 
explosion, glass breakage, aircraft, vehicles, riot or civil 
commotion, theft, vandalism, or malicious mischief

Broad Form 
(HO-2)

Minimum varies; other coverages in 
same percentages or amounts except 
D—20% of A

Covers all basic-form risks plus weight of ice, snow, sleet; 
freezing; accidental discharge of water or steam; falling 
objects; accidental tearing, cracking, or burning of heating/
cooling/sprinkler system or appliance; damage from 
electrical current

Special Form 
(HO-3)

Minimum varies; other coverages in 
same percentages or amounts except 
D—20% of A

Dwelling and other structures covered against risks of 
direct physical loss to property except losses specifically 
excluded; personal property covered by same perils as 
HO-2 plus damage by glass or safety glazing material that 
is part of a building, storm door, or storm window

Renter’s Form 
(HO-4)

Coverages A and B—Not applicable 
C—Minimum varies by company 
D—20% of C 
E—$100,000 
F—$1,000 per person

Covers same perils covered by HO-2 for personal property

Comprehensive  
Form (HO-5)

Coverages A and B—Not applicable 
C—Minimum varies by company 
D—20% of C 
E—$100,000 
F—$1,000 per person

Covers same perils as HO-4 but covered perils are dwelling, 
other structures, and personal property covered against 
risks of direct physical loss, except losses as specifically 
excluded

Condominium  
Form (HO-6)

Coverage A—Minimum $1,000 
B—Not applicable 
C—Minimum varies by company 
D—40% of C 
E—$100,000 
F—$1,000 per person

Covers same perils covered by HO-2 for personal property

Modified  
Coverage Form 
(HO-8)

Same as HO-1, except losses are paid 
based on the amount required to repair 
or replace the property using common 
construction materials and methods

Same perils as HO-1, except theft coverage applies only 
to losses on the residence premises up to a maximum of 
$1,000; certain other coverage restrictions also apply

* Coverages: 
A. Dwelling
B. Other structures
C. Personal property

D. Loss of use
E. Personal liability
F. Medical payments to others
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with an HO-5 policy. HO-8 is a modified coverage policy  
for older homes, which is used to insure houses that  
have market values well below their cost to rebuild.  
The coverage in Section II is the same for all forms.

In the following paragraphs, we’ll explain the 
important features of homeowner’s forms HO-3 and 
HO-5, the most common policies. (As Exhibit 10.2 
shows, HO-1 is a basic, seldom-used policy with relatively  
narrow cove rage.) The key difference in coverage  
under the HO-3 and HO-5 forms is the number of 
perils against which protection applies to the personal 
property coverage.

10-2a Perils Covered
Some property and liability insurance agreements, called 
comprehensive policies, cover all perils except those 
specifically excluded, whereas named peril policies 
name particular, individual perils covered.

Section I Perils The perils against which the home  
and its contents are insured are shown in Exhibit 10.2. 

Coverage on the dwelling 
is the same for the HO-3 
and HO-5 forms, but 
coverage on the house it-
self and other structures 
(e.g., a detached garage) 
is comprehensive under 
HO-3 and HO-5 but is a 

named peril in HO-2. An HO-5 provides comprehensive  
coverage on the personal property where the HO-3  
provides only named perils. Whether homeowners 
should buy an HO-5 or an HO-3 form depends primarily  
on how much they’re willing to spend to secure the  
additional protection. The size of premiums for HO-5 
and HO-3 policies can differ substantially among  
insurance companies and states. Buying an HO-1 or 
HO-2 policy is not recommended because of its more 
limited coverage.

Note in Exhibit 10.2 that the types of Section I  
perils covered include just about every situation, from 
fire and explosions to lightning and wind damage to 
theft and vandalism. Some perils are specifically excluded 
from most homeowner’s contracts—in particular, most 
policies (even HO-5 and HO-3 forms) exclude earthquakes 
and floods, even if you live in an area where the risk of 
an earthquake or a flood is relatively high and the cata-
strophic nature of such events causes widespread and 
costly damage. Of course, you can obtain coverage for 
earthquakes and floods under a separate policy or a rider.

Section II Perils The coverage under Section II of the 
homeowner’s contract is called comprehensive personal  
liability coverage because it offers protection against 
personal liability (major exclusions are noted later) result-
ing from negligence. It does not insure against other losses 
for which one may become liable, such as libel, slander, 
defamation of character, and contractual or intentional 
wrongdoing. For example, coverage would apply if you  
unintentionally knocked someone down your stairs. If you 
intentionally struck and injured another person, however,  
or deliberately harmed someone’s reputation either 
orally or in writing, then homeowner’s liability coverage 
would not protect you. Surprisingly, this coverage is often  
applied to innocent injuries that just happened to occur  
at someone’s home. Think of this coverage as keeping  
your friends and neighbors as friends and neighbors.

Section II also provides a limited amount of medical  
coverage, irrespective of negligence or fault, for persons  
other than the homeowner’s family in certain types  
of minor accidents on or off the insured’s premises.  
This coverage helps homeowners to meet their moral 
obligations and helps deter possible lawsuits.

10-2b Factors Affecting Home 
Insurance Costs
Several influences affect premiums for home and property 
insurance:

 ▶ Type of structure. The construction materials used as 
well as the style and age of your home affect the cost 
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comprehensive policy  
property and liability insurance 
policy covering all perils unless they 
are specifically excluded

named peril policy property 
and liability insurance policy that 
individually names the perils covered
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of insuring it. For example, a home built from brick 
costs less to insure than a similar home made of wood, 
yet the reverse is true when it comes to earthquake 
insurance—brick homes are more expensive to insure.

 ▶ Location of home. Local crime rates, weather, and 
proximity to a fire hydrant, and proximity to the  
servicing fire department all affect your home’s  
insurance premium costs. If many claims are filed 
from your area, insurance premiums for all the  
homeowners there will be higher.

 ▶ Credit score. Research shows that people with lower 
credit scores tend to file more insurance claims. Credit 
scores affect premiums more than any other factor. 
If you have a poor credit score, you may pay two or 
three times more than an otherwise  comparable 
person with an excellent credit score.

 ▶ Other factors. If you have a swimming pool, t rampoline, 
aggressive dog, or other potentially  hazardous risk 
factors on your property, your  homeowner’s premiums 
will be higher. Deductibles and the type and amount of 
coverage also affect the cost.

10-2c Property Covered
The homeowner’s policy offers property protection under 
Section I for the dwelling unit, accompanying structures, 
and personal property of homeowners and their families. 

Coverage for certain types of loss also applies to lawns, 
trees, plants, and shrubs. However, the policy excludes 
structures on the premises used for business purposes (ex-
cept incidentally), animals (pets or  otherwise), and motor-
ized vehicles not used in  maintaining the  premi ses (such as 
autos, motorcycles, golf carts, or snowmobiles). Business 
inventory (e.g., goods held by an insured who is a traveling 
salesperson, or other goods held for sale) is not covered. 
Although the policy doesn’t cover business inventory, it 
does cover business property (such as books, computers, 
copiers, office furniture, and supplies), typically up to a 
maximum of $2,500, while it is on the insured premises.

10-2d Personal Property Floater
Because your homeowner’s policy may not protect your 
expensive personal property adequately, you can either 

Behavioral Biases in Buying Property Insurance

What are the best property insurance policies for you? 
The answer to that question depends on your various 
risk  exposures, your attitude toward risk, and the costs 
of competing insurance policies. There are some well-
known behavioral biases that could lead you to make  
decisions that aren’t in your best interest. It’s a good idea 
to keep the following in mind when buying property  
insurance:

d Don’t just automatically renew your property in-
surance. Anchoring is the behavioral bias in which 
people tend to rely unduly on past prices or estimates 
without considering new information. Just because 
your property insurance premiums were competitive  
in the past does not mean that they’re still that  
way when your policy comes up for renewal. Be 

sure to shop around—don’t just renew your current  
policy. And also consider that having a long-term  
relationship with an insurer reduces the chance of 
policy cancellation and can earn you a “forgiving loss.”

d Be careful to weigh recent evidence properly be-
fore buying insurance. The representativeness bias is 
the tendency to place too much weight on recent ex-
perience when making financial decisions. Guess what 
happens the day after an area is hit by an earthquake? 
Despite the relative rarity of the event almost every-
where, many people run out to get it, and the price  
of earthquake insurance goes up! So be careful about 
buying insurance right after an adverse event occurs. 
Weigh the evidence carefully, assess your true risk  
exposures, and buy insu rance accordingly.

bEHAvIOR MAttERs

YOU CAN DO IT NOW: Check Out the Best 
Homeowner’s Insurance Companies  When you’re 
considering buying new homeowners insurance, it’s 
good to know how the various insurance companies are 
rated. A good Internet site is http://www.consumeraffairs 
.com/insurance/home.html#buyers-guide, which sum-
marizes industry ratings by A. M. Best, Standard & Poors, 
and J. D. Power & Associates. You can do it now.
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add the personal property floater (PPF) as an endorse-
ment to your homeowner’s policy or take out a separate 
floater policy. The PPF typically provides scheduled 
coverage of items that are not covered adequately in 
a standard homeowner’s policy. An unscheduled PPF 
provides the maximum protection available for virtu-
ally all the insured’s personal property. Scheduled PPFs 
list the items to be covered and provide supplemental 
coverage under a homeowner’s contract. Each individ-
ual piece of property needing this coverage is line-item 
scheduled with a description, any present serial number, 
make, model, and current value. This coverage is espe-
cially useful for expensive property, such as jewelry, fine  
art, guns, and collections, that is valued at more than 
coverage C limits (discussed later), and it includes loss, 
damage, and theft. For example, you should cover a  
diamond ring valued at $7,500 with a PPF because  
it’s worth more than the standard $1,000 coverage C  
allowance for all jewelry stolen.

10-2e Renter’s Insurance:  
Don’t Move In Without It
If you live in an apartment (or some other  
type of rental unit), be aware that although 
the building you live in is likely to be  
fully insured, your furnishings and other 
personal belongings are not. As a renter 
(or even the owner of a condominium 
unit), you need a special type of HO  
policy to obtain insurance coverage on 
your personal possessions.

Consider, for example, Isla Parker’s predicament. 
She never got around to insuring her personal posses-
sions in the apartment she rented in Philadelphia. One 
wintry night, a water pipe ruptured and the escaping 
water damaged her furniture, rugs, and other belong-
ings. When the building owner refused to pay for the 
loss, Isla hauled him into court—and lost. Why did she 
lose her case? Simple: Unless a landlord can be proven  
negligent—and this one wasn’t—he or she isn’t responsible  
for a tenant’s property. The moral of this story is clear: 
Once you’ve accumulated valuable personal belongings 
(from clothing and home furnishings to stereo speakers, 

TVs, and computers), 
make sure that they’re 
covered adequately by 
insurance, even if you’re 
only renting a place to 
live! Otherwise, you could 
risk losing everything  
you own.

Renter’s insurance, Form HO-4, is a scaled-down 
version of homeowner’s insurance that is available at rea-
sonable rates. It covers the contents of a house, apart-
ment, or cooperative unit, but not the structure itself, 
against the same perils as Form HO-2. Owners of condo-
minium units need Form HO-6; it’s similar but includes a 

minimum of $1,000 in protection for any 
building alterations, additions, and deco-
rations paid for by the policyholder. HO-4 
and HO-6 policies include liability cover-
age and protect you at home and away. 
For example, if somebody is injured, sues 
you, and you are found at fault, the policy 
would pay for damages up to a speci-
fied limit—generally $100,000, although 
some insurers go as high as $500,000. Ad-

ditionally, the policy typically pays the legal defense costs. 
See the related discussion of Section II coverage below.

A standard renter’s insurance  policy  covers furniture, 
carpets, appliances,  clothing, and most other personal 
items for their cash value at the time of loss. Expect to pay 
around $150 to $250 a year for about $30,000 in personal 
coverage and $100,000 in liability coverage, depending 
on where you live. For maximum protection, you can pay 
about 10 percent more and buy replacement-cost insur-
ance, which pays the actual cost of replacing articles with 
comparable ones. The standard renter’s policy provides 
limited coverage of such valuables as jewelry, furs, and 
silverware, although some insurers pay up to $1,000 for 
the loss of watches, gems, and furs and up to $2,500 for 
silverware.

10-2f Coverage: What Type, 
Who, and Where?
Homeowners’ policies define the types of losses they 
cover and the people and locations covered.

personal property floater 
(PPF) an insurance endorsement 
or policy providing either blanket 
or scheduled coverage of expensive 
personal property not adequately 
covered in a standard homeowner’s 
policy
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Renter’s insurance is a 
scaled-down version of 
homeowner’s insurance 
that is available at 
reasonable rates.
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Types of Losses Covered There are three types of 
property-related losses when misfortune occurs:

1. Direct loss of property

2. Indirect loss occurring due to loss of damaged  
property

3. Additional expenses resulting from direct and 
 indirect losses

Homeowner’s insurance contracts offer compensation 
for each type of loss.

Section I Coverage. When a house is damaged by an 
insured peril, the insurance company will pay reaso nable 
living expenses, such as the cost of renting alternative 
accommodations, while the insured’s home is being  
repaired or rebuilt. The insurer will also pay for dam-
ages caused by perils other than those mentioned in  
the policy if a named peril is determined to be the un-
derlying cause of the loss. For example, if lightning  
(a covered peril) strikes a house while a family is away 
and knocks out the power, causing $400 worth of food  
in the freezer and refrigerator to spoil, then the loss may 
be paid even though temperature change (the direct  
cause) is not mentioned in the policy. However, if the 
homeowner’s total loss did not exceed the policy’s  
deductible, the food loss may or may not be covered.  
It depends on the specific policy’s language.

Section II Coverage. In addition to paying successfully 
pursued liability claims against an insured, a homeown-
er’s policy covers (1) the cost of defending the insured, 
(2) reasonable expenses incurred by an insured in helping 
the insurance company’s defense, and (3) the payment of 
court costs. This coverage applies even when the liability 
suit is found to be without merit.

Persons Covered A homeowner’s policy covers the 
persons named in the policy and members of their fami-
lies who are residents of the household. A person, such 
as a college student, can be a resident of the household 
even while temporarily living away from home. The par-
ents’ homeowner’s policy may cover the college student’s 
belongings at school—including such items as stereo 
equipment, TVs, personal computers, and microwave 
ovens—but there could be limits and exceptions to the 
coverage. The standard homeowner’s contract also ex-
tends limited coverage to guests of the insured.

Locations Covered Most homeowner’s policies offer 
coverage worldwide when off premises temporarily. For 
example, an insured’s personal property is fully covered 
when lent to the next-door neighbor or kept in a hotel 
room in Paris. The only exception is property left at a 

second home where coverage is reduced unless the loss 
occurs while the insured is residing there.

Homeowners and their families have liability pro-
tection for their negligent acts wherever they occur. 
Excluded are negligent acts involving certain types of 
motorized vehicles (such as large boats and aircraft) and 
those occurring in the course of employment or profes-
sional practice.

10-2g Limitations on Payment
Other factors that influence the amount an insurance 
company will pay for a loss include replacement-cost 
provisions, policy limits, and deductibles.

Replacement Cost The amount necessary to repair, 
rebuild, or replace an asset at today’s prices is the 
 replacement cost. When replacement-cost coverage is 
in effect, a homeowner’s reimbursement for damage to 
a house or accompanying structures is based on the cost 
of repairing or replacing those structures, without taking 
any deductions for depreciation. Exhibit 10.3 illustrates 
a replacement-cost calculation for a 2,400-square-foot 
home with a two-car garage.

Homeowners are eligible for reimbursement on a 
full replacement-cost basis only if they keep their homes 
insured for at least 80 percent of the amount that it 
would cost to build them today, not including the val-
ue of the land. Because inflation could cause coverage 
to fall below the 80 percent requirement, homeowners  
can purchase an inflation protection rider that automati-
cally adjusts the amount of coverage based on prevailing  
inflation rates. Without the rider, maximum compensation  
for losses would be based on a specified percentage of loss.

Even if a home is in an excellent state of repair, its 
market value may be reduced by functional obsolescence 
within the structure—as, for example, when a house that 
doesn’t have enough electrical power to run a dishwasher, 
microwave, and hair dryer at the same time. The HO-8 
homeowner’s form (for older homes) was adopted as a  
partial response to this problem. A 2,200-square-foot 
home in an older neighborhood might have a market  
value (excluding land) of $195,000, yet the replacement 
cost might be $260,000. The HO-8 policy solves this prob-
lem by covering property in full up to the amount of the  
loss or up to the property’s market value, whichever is less.

Policy Limits In Section I  
of the homeowner’s policy,  
the amount of cover-
age on the dwelling unit 
(coverage A) establishes 

replacement cost the amount 
necessary to repair, rebuild, or 
replace an asset at today’s prices
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HOW TO LOWER YOuR HOmEOWnER’S InSuRAnCE PREmIumS

Having the right amount of homeowner’s insurance 
is important. But there’s no need to overpay. Here are 
some ways to reduce your insurance premiums:

 ● Increase your deductible. A primary goal of insur-
ance is to protect your family’s financial resources 
from cataclysmic losses, not to totally insulate you 
from having to pay out much of anything under 
any circumstances. Think of your insurance as 
risk sharing, not risk elimination. Increasing your  
deductible from $500 to $1,000 could reduce your 
insurance premiums by 25 percent! And if you  
file a claim, many insurers will increase your  
premiums so much that it’s often not worth filing 
the claim.

 ● Bundle your homeowner’s and auto insurance. 
Buying your homeowner’s and auto insurance from 
the same insurer can provide a discount of 5 to  
15 percent. First, get quotes from separate compa-
nies for each policy and then compare them with 
bundled quotes.

 ● Check on the discounts that you may get from in-
surers. Some relatively minor improvements to your 
home can earn you discounts. Examples include dis-
count for smoke detectors, deadbolt locks, security 
and fire alarms, and fire extinguishers. Often, seniors 
also can get an additional 10 percent discount.

 ● Ask your insurance agent what you can do to 
reduce the risk of your home from the insurer’s 
perspective. For example, updating an old heating 
system or replacing old wiring can reduce your in-
surance premiums.

 ● Avoid risks that insurers don’t like to insure. Own-
ing dogs that are more frequently involved in claims 
(such as pit bulls) can limit or void your policy. Simi-
larly, having a swimming pool or a trampoline can 
increase your insurance premium. You may have to 
buy additional coverage to protect yourself against 
certain risk exposures.

 ● Manage your credit score. Allowing your credit 
score  to get too low can increase your insurance  
premium.

 ● Shop carefully for homeowner’s insurance. While 
it’s worthwhile to shop around from time to time, 
keep in mind that you may be getting a long evity 
discount if you’ve been with your insurer for a few 
years. It’s common to get a 5 percent discount if 
you’ve been with your company for three to five 
years, and to get a 10 percent discount if you’ve 
been with the company for at least six years.

Source: Adapted from Angela Colley, “10 Ways to Cut the Cost of  
Homeowners Insurance,’’ https://www.moneytalksnews.com/7-ways 
-to-slash-the-cost-of-homeowners-insurance/, accessed November 2018.

Financial Planning Tips

Exhibit 10.3

Calculating Replacement Cost
Here’s a typical example of how an insurance company calculates replacement cost. It would take $374,400 to fully replace 
this home today.

Dwelling cost: 2,400 sq ft at $125 per sq ft $300,000

Extra features: built-in appliances, mahogany cabinets, 3 ceiling fans 15,000

Porches, patios: screened and trellised patio 3,700

Two-car garage: 900 sq ft at $55 per sq ft 49,500

Other site improvements: driveway, storage, landscaping 6,200

 Total replacement cost $374,400
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the amounts applicable to the accompanying struc-
tures (coverage B), the unscheduled personal property  
(coverage C), and the temporary living expenses  
(coverage D). Often, the limits under coverage B, C, and 
D are 10 percent, 75 to 100 percent, and 10 to 40 percent, 
respectively, of the amount of coverage under A. However, 
coverage D is often unlimited for as long as the home-
owner who experiences the loss is working to repair  
or replace their primary home that suffered the loss. 
However, an insurance company is unlikely to pay for a 
stay at a five star hotel or for gourmet dining. State law 
may also establish a time limit. 

difference between a $100,000 personal liability limit  
and a $300,000 limit is likely to be only $20 to $30.  
You can also increase personal liability coverage by  
purchasing a personal liability umbrella policy.

Deductibles Each of the preceding limits on recovery 
constrains the maximum amount an insurance company 
must pay under the policy. Deductibles, which limit what 
a company must pay for small losses, help reduce insur-
ance premiums by doing away with the frequent, small-
loss claims that are proportionately more expensive to  
administer. The standard deductible in most states is  
$250 on the physical damage protection covered in  
Section I. However, choosing higher deductible amounts 
of $500 or $1,000 results in considerable premium  
savings—as much as 10 to 20 percent in some states. 
Deductibles don’t apply to liability and medical pay-
ments coverage because insurers want to be notified of 
all claims in order to investigate properly and prepare 
adequate defenses for resulting lawsuits.

Insurance companies increasingly offer a percent-
age deductible rather than a flat dollar deductible on 
homeowner’s insurance. For example, consider a home 
on which Coverage A is a replacement cost of $375,000. 
One deductible option the insured might choose is a  
1/2 percent deductible on the policy. That would be  
1/2 percent of the $375,000 Coverage A amount or 
$1,875. The chosen deductible would affect the pre-
mium and the risk absorbed by the insured. For most 
people with average valued homes, it does not matter 
much which type of deductible is chosen. 

Named peril specific deductibles are also used by 
insurance companies. For example, the homeowner’s 
insurance policy on a home located within two miles of 
a coast could have a separate named wind deductible 
that would apply when a named peril, a hurricane, hit 
the area. Such deductibles are typically between 5 and  
15 percent of the Coverage A amount. Named peril  
specific deductibles allow insurance companies to mitigate  
the severity of their losses from catastrophic events in 
high potential loss areas. This allows them to insure 
some higher risk areas they could not otherwise handle.

10-2h Homeowner’s Insurance 
Premiums
As you might expect, insurance premiums vary widely 
depending on the insurance provider (company) and 
the location of the property (neighborhood/city/state). 
It pays to shop around! When you’re shopping, be sure 
to state clearly the type of insurance you’re looking for 
and to obtain and compare the cost, net of any discounts, 

Remember that homeowner’s policies usually spe-
cify limits for certain types of personal property included 
under the coverage C category. These coverage limits are 
within the total dollar amount of coverage C and in no way 
act to increase that total. For example, a common dollar 
limit for losses of money, bank notes, bullion, and related 
items is $200; securities, accounts, deeds, evidences of 
debt, manuscripts, passports, tickets, and stamps have a 
$1,000 limit. Loss from jewelry theft is limited to $1,000, 
and payment for theft of silverware, goldware, and pew-
terware has a $2,500 limit. Some policies also offer $5,000 
coverage for home computer equipment. You can increase 
these limits by increasing coverage C.

In Section II, the personal liability coverage (coverage E)  
often starts out at $100,000, and the medical  payments  
portion (coverage F) normally has a limit of $1,000 per  
person. Additional coverage included in Section II consists 
of claim expenses, such as court costs and attorney fees; first 
aid and medical expenses,  including ambulance costs; and 
damage to others’  property of up to $500 per occurrence.

Although these are the most common limits, most 
homeowners need additional protection, especially li-
ability coverage. In these days of high damage awards 
by juries, a $100,000 liability limit may not be adequate. 
The cost to increase the liability limit with most com-
panies is small. For example, the annual premium  

EXAMPLE: Homeowner’s Policy Coverage Limits  
If a house is insured for $300,000, then representative  
respective limits for coverage B, C, and D could be 
$30,000, $225,000, and $60,000 (based on 10 percent 
of $300,000, 75 percent of $300,000, and 20 percent of 
$300,000). Each of these limits can be increased if it’s 
considered insufficient to cover the exposure. Also, for 
a small reduction in premium, some companies will per-
mit a homeowner to reduce coverage on unscheduled 
personal property up to 40 percent of the amount on 
the dwelling unit.
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offered by a number of agents or insur-
ance companies. Remember that each 
type of property damage coverage is 
subject to a deductible of $250 or more.

Most people need to modify the 
basic package of coverage by adding an 
inflation rider and increasing the cov-
erage on their homes to 100 percent 
of the replacement cost. Changing the 
contents protection from actual cash 
value to replacement cost and schedul-
ing some items of expensive personal 
property may be desirable. Most insur-
ance professionals also advise homeown-
ers to increase their liability and medical 
payments limits. Each of these changes 
results in an additional premium charge.

And to reduce your total premium, you can increase 
the amount of your deductibles. Because it’s better to 
budget for small losses than to insure against them, larger  
deductibles are a popular strategy. You usually need to 
have deadbolt locks and smoke alarms for a home to 
be insurable. You may qualify for discounts for actively 
monitored security systems and sprinkler systems.

 10-3 AUtOMObILE INsURANcE
LO4 Automobiles involve risk because damage to 
them or negligence in their use can result in significant 
loss. Fortunately, insurance can protect individuals 
against a big part of these costs. Automobile insurance 
includes several types of coverage packaged together. 
We begin by describing the major features of  
a private passenger automobile policy. Then we briefly 
explain no-fault laws, followed by discussions of auto 
insurance premiums and financial responsibility laws.

10-3a Types of Auto Insurance 
Coverage
The personal automobile policy (PAP) is a compre-
hensive automobile insurance policy designed to 
be easily understood by the “typical” insurance pur-
chaser. Made up of six parts, the policy’s first four parts 

identify the coverage 
provided:

 ▶ Part C: Uninsured motorists coverage

 ▶ Part D: Coverage for damage to your vehicle

Part E pertains to your duties and responsibilities if 
you’re involved in an accident, and Part F defines basic 
provisions of the policy, including the policy coverage 
period and the right of termination.

You’re almost sure to purchase liability, medical  
payments, and uninsured motorists protection. However,  
you may decide not to buy protection against damage  
to your automobile if it’s an older vehicle of relatively 
little value. On the other hand, if your vehicle is leased 
or you have a loan against it, then you’ll probably be  
required to have a specified amount of physical damage 
coverage—part D.

Exhibit 10.4 illustrates how the four basic parts of 
a PAP might be displayed in a typical automobile in-
surance policy and shows the premium for a six-month 
period. Here we will take a closer look at the coverage 
provided by parts A through D.

Part A: Liability Coverage Most states require you 
to buy at least a minimum amount of liability insurance. 
Under the typical PAP, the insurer agrees to:

 ▶ Pay damages for bodily injury and/or property 
 damage for which you are legally responsible as a 
result of an automobile accident

 ▶ Settle or defend any claim or suit asking for such 
damages

The provision for legal defense is important and could 
save thousands of dollars, even if you’re not at fault in an 
automobile accident. The policy does not cover defense 
of criminal charges against the insured due to an acci-
dent (such as a drunk driver who’s involved in an  
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personal automobile policy 
(PAP) a comprehensive automobile 
insurance policy designed to be easily 
understood by the “typical” insurance 
purchaser

 ▶ Part A: Liability  
coverage

 ▶ Part B: Medical  
payments  coverage
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accident). Part A also provides for certain supplemental 
payments (not restricted by the applicable policy limits) 
for expenses incurred in settling the claim, reimburse-
ment of premiums for appeal bonds, bonds to release 
attachments of the insured’s property, and bail bonds  
required as a result of an  accident.

Policy Limits. Although the insurance company pro-
vides both bodily injury and property damage liability 

insurance under part A, it typically sets a dollar lim-
it up to which it will pay for damages from any one  
accident. Typical limits are $50,000, $100,000, $300,000, 
and $500,000. You’d be well advised to consider no  
less than $300,000 coverage in today’s legal liability  
environment. Damage awards are increasing, and the 
insurer’s duty to defend you ends when the coverage 
limit has been exhausted. It’s easy to “exhaust” $50,000 
or $100,000, leaving you to pay any additional costs 

Exhibit 10.4

The Four Parts of a Personal Automobile Policy (PAP)
This automobile insurance statement for six months of coverage shows how the four major parts of a PAP might be incorpo-
rated. Notice that the premium for collision/comprehensive damage is relatively low because of the age and type of car (a 2016 
Honda CRV); these drivers also enjoyed a premium reduction of more than $130 for the six months due to having other insurance 
with the same provider, a car alarm system, and a good driving record.

ANYSTATE INSURANCE COMPANIES AUTO RENEWAL

Anystate Automobile Insurance Company
1665 West Anywhere Drive
Yourtown, CO 80209 2016 Honda CRV

POLICY NUMBER PERIOD COVERED DATE DUE PLEASE PAY THIS AMOUNT
ABC-123-XYZ-456 MAY 26, 2020 to NOV 26, 2020 MAY 26, 2020 $424.56

1 H -1582 A

Flores, Matias T. & Lucia J.
1643 Thunder Rd. #32
Yourtown, CO 80209

Your premium is based on the following …
If not correct, contact your agent.

2016 Honda CRV
Serial number: 4 ABCD12M3NP456789

Drivers of vehicle in your household …
There are no male or unmarried female
drivers under age 25.
Younger drivers included if rated on another
car insured with us.

Ordinary use of vehicle …
To and from work or school, more than
100 miles weekly.
Driven more than 7,500 miles annually.
(National average is 10,000 miles  
annually.)

Coverages and Limits Premiums
Part A A Liability

Bodily Injury 250,000/500,000
Property Damage 100,000

Part B M Medical 5,000 31.95
Part C U Uninsured Motor Vehicle

Bodily Injury 250,000/500,000 39.92
Part D G 500 Deductible Collision 122.28

D-WG 500 Deductible Comprehensive 33.46
R Rental Reimbursement $16
H Emergency Road Service 2.55

Amount Due

$178.40}

$424.56

Source: Adapted from a major automobile insurance company quote.
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above the policy limit. So be sure to purchase adequate 
coverage—regardless of the minimum requirements in 
your state. Otherwise, you place your personal assets 
and future earnings at risk. As Exhibit 10.4 shows, the 
Flores family obtained fairly high coverage limits.

Some insurers make so-called split limits of li-
ability coverage available, with the first amount in each 
combination the per-individual limit, and the second 
the per-accident limit. Some policy limit combi-
nations for protecting individuals against claims made 
for bodily injury liability losses are $25,000/$50,000, 
$50,000/$100,000, $100,000/$300,000, $250,000/$500,000, 
and $500,000/$1,000,000. Because the Flores family pur-
chased the $250,000/$500,000 policy limits, the maximum 
amount that any one person negligently injured in an  
accident could receive from the insurance company 
would be $250,000. Further, the total amount that the 
insurer would pay to all injured victims in one accident 
would not exceed $500,000. If a jury awarded a claimant 
$80,000, the defendant whose insurance policy limits were 
$50,000/$100,000 could be required to pay $30,000 out  
of his or her pocket ($80,000 award minus $50,000 paid 
by insurance). For the defendant, this could mean loss of 
home, cars, bank accounts, and other assets. In many states, 
if the value of these assets is too little to satisfy a claim, the 
defendant’s wages may be garnished (taken by the court 
and used to satisfy the outstanding debt).

The policy limits available to cover property  damage 
liability losses are typically $10,000, $25,000, $50,000, 
and $100,000. In contrast to bodily injury liability limits, 
property damage limits are stated as a per-accident limit,  
without specifying limits applicable on a per-item or  
per-person basis.

Persons Insured. Two basic definitions in the PAP  
determine who is covered under part A: insured person 
and covered auto. Essentially, an insured person includes 
you (the named insured) and any family member, any 
person using a covered auto, and any person or organiza-
tion that may be held responsible for your actions. The 
named insured is the person named in the declarations 
page of the policy. The spouse of the person named is 
considered a named insured if he or she resides in the 

same household. Fam-
ily members are persons  
related by blood, marriage,  
or adoption and residing 
in the same household. 
An unmarried college 
student living away from 
home usually is consid-
ered a family member. 
Covered autos are the 

vehicles shown in the declarations page of your PAP, autos 
acquired during the policy period, any trailer owned, and 
any auto or trailer used as a temporary substitute while 
your auto or trailer is being repaired or serviced. An  
automobile that you lease for an extended time can be 
included as a covered automobile.

Part A coverage may be viewed as “following” the 
vehicle first. Any liability claim will default back to the 
owner of the auto policy, no matter who was driving,  
as long as the driver is authorized (e.g., owner, family 
member, or resident of the household) or has implied 
permission to drive the vehicle.

Part B: Medical Payments Coverage Medical pay-
ments coverage insures a covered individual for reason-
able and necessary medical expenses incurred within 
three years of an automobile accident in an amount not 
to exceed the policy limits. It provides for reimburse-
ment even if other sources of recovery, such as health  
or accident insurance, also make payments. What’s 
more, in most states, the insurer reimburses the insured 
for medical payments even if the insured proves that  
another person was negligent in the accident and  
receives compensation from that party’s liability insurer.

A person need not be occupying an automobile when 
the accidental injury occurs to be eligible for benefits. 
Injuries sustained as a pedestrian, or on a bicycle in a 
traffic accident, are also covered. (Motorcycle accidents 
are normally not covered.) Part B insurance also pays on 
an excess basis. For instance, if you’re a passenger in a 
friend’s automobile during an  accident and suffer $8,000 
in medical expenses, you can collect under his medical  
payments insurance up to his policy limits. Further,  
you can collect (up to the amount of your policy limits) 
from your insurer the amount exceeding what the other 
medical payments provide.

In some states these medical payments may be sub-
ject to subrogation, which means the insurer is entitled 
to recover any duplicative payments made to the insured. 
For example, if a health insurer pays for medical expenses 
and the auto medical payment coverage pays for the same 
medical expenses, some states allow the health insurer  
to seek subrogation for those duplicated benefits received 
by the injured insured party.

Policy Limits. Medical payments insurance usually has 
per-person limits of $1,000, $2,000, $3,000, $5,000, or 
$10,000. Thus, an insurer could conceivably pay $60,000 
or more in medical payments benefits for one accident 
involving a named insured and five passengers. Most 
families are advised to buy the $5,000 or $10,000 limit  
because, even though they may have other health insurance  

bodily injury liability 
losses a PAP provision that 
protects the insured against claims 
made for bodily injury

property damage liability  
losses a PAP provision that 
 protects the insured against claims 
made for damage to property
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available, they can’t be sure that their passengers are as 
well protected.

Persons Insured. Coverage under an automobile 
medical payments insurance policy applies to the named 
insured and to family members who are injured while 
occupying an automobile (whether owned by the named 
insured or not) or when struck by an automobile or trailer  
of any type. Part B also applies to any other person  
occupying a covered automobile.

Part C: Uninsured Motorists Coverage Uninsured 
 motorists coverage is available to meet the needs of “inno-
cent” victims of accidents who are negligently injured by un-
insured, underinsured, or hit-and-run motorists. Nearly all 
states require uninsured motorists insurance to be included 
in each liability insurance policy issued, but the coverage 
can be rejected in most of these states. Rejecting uninsured 
motorists coverage is not a good idea. Under uninsured mo-
torists coverage, an insured is legally entitled to collect an 
amount equal to the sum that could have been collected 
from the negligent motorist’s liability insurance, had such 
coverage been available, up to a maximum amount equal to 
the policy’s stated uninsured motorists limit.

Three points must be proven to receive payment 
through uninsured motorists insurance:  (1) another  
motorist must be at fault, (2) the motorist has no avail-
able insurance or is underinsured, and (3) damages  
were incurred. With uninsured motorists coverage,  
you generally can collect only for losses arising from 
bodily injury.

Policy Limits. Because uninsured motorists insurance 
is fairly low in cost (usually no more than $150 per year), 
drivers should purchase at least its minimum available 
limits. The Floreses purchased $250,000/$500,000 cov-
erage for just $39.92 per six months. This means that 
the maximum payout per person is $250,000 and the 
maximum payout for all people injured in one accident 
is $500,000. 

Persons Insured. Uninsured motorists protection cov-
ers the named insured, family members, and any other 
person occupying a covered auto.

Underinsured Motorists Coverage. In addition to 
uninsured motorists, in some states, for a small premi-
um, you can obtain underinsured motorists coverage,  
which protects against damages caused by being in  
an accident with an underinsured motorist who is found 
liable. Underinsured motorists insurance has become  
increasingly popular and can be purchased for both 
bodily injury and property damage. If an at-fault driver 
causes more damage to you than the limit of her liability,  
your insurance company makes up the difference  

(up to the limits of your coverage) and then goes after 
the negligent driver for the deficiency. If it’s available  
in your state, you should consider purchasing this  
optional coverage.
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EXAMPLE: Underinsured Motorists Coverage  If 
you have underinsured motorists coverage of $50,000 
for bodily injury and incur medical expenses of $40,000 
because of an accident caused by an at-fault insured 
driver with the minimum compulsory bodily injury 
limit of $25,000, your insurer will cover the $15,000 gap 
($40,000 medical expenses minus $25,000 liability limit 
of at-fault driver).

Part D: Coverage for Physical Damage to a Vehicle  
This part of the PAP provides coverage for damage to 
your auto. The two basic 
types of coverage are col-
lision and comprehensive 
(or “other than collision”).

Collision Insurance. 
Col lision insurance is au-
tomobile insurance that 
pays for collision damage 
to an insured automobile 
regardless of who is at 
fault. The amount of in-
surance payable is the ac-
tual cash value of the loss 
in excess of your deduct-
ible. Remember that ac-
tual cash value is defined 
as replacement cost minus 

uninsured motorists coverage  
automobile insurance designed to 
meet the needs of “innocent” victims 
of accidents who are negligently 
injured by uninsured, underinsured, 
or hit-and-run motorists

underinsured motorists  
coverage optional automobile 
insurance coverage, available in 
some states, that protects the 
insured against damages caused 
by being in an accident with an 
underinsured motorist who is 
found liable

collision insurance automobile 
insurance that pays for collision 
damage to an insured automobile 
regardless of who is at fault
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depreciation. So, if a car is demolished, the insured is 
paid an amount equal to the car’s depreciated value mi-
nus any deductible. Deductibles typically range between 
$50 and $1,000, and selecting a higher deductible, as did 
the Floreses, will reduce your premium.

Lenders and lessors typically require collision 
insurance on cars they finance. In some cases, 
especially when the auto dealer is handling the 
financing, it will try to sell you this insurance. Avoid 
buying automobile insurance from car dealers or 
finance companies. It is best to buy such insurance 
from your regular insurance agent and include 
collision insurance as part of your full auto insurance 
policy (i.e., the PAP). A full-time insurance agent is 
better able to assess and meet your insurance needs. 
The collision provision of your insurance policy often 
fully protects you in a rental car, so be sure to check 
before purchasing supplemental collision insurance 
when  renting a car.

caused the accident. In return, legal remedies and pay-
ments for pain and suffering are restricted. Under the con-
cept of pure no-fault insurance, the driver, passengers, 
and injured pedestrians are reimbursed by the insurer of 
the car for economic losses stemming from bodily injury. 
The insurer doesn’t have to cover claims for losses to other 
motorists who are covered by their own policies.

Advocates of no-fault automobile insurance appar-
ently forget that the sole purpose of liability insurance is to 
protect the assets of the insured—not to pay losses, per se. 
State laws governing no-fault insurance vary widely, but 
most states provide from $2,000 to $10,000 in personal  
injury protection and restrict legal recovery for pain and 
suffering to cases where medical or economic losses  
exceed some threshold level, such as $500 or $1,000.  
In all states, recovery based on negligence is permitted  
for economic loss exceeding the amount payable by no-
fault insurance.

10-3c Automobile Insurance 
Premiums
The cost of auto insurance depends on many factors,  
including your age, where you live, the vehicle you  
drive, your driving record, the coverage you have, and 
the amount of your deductible. Consequently, auto  
insurance premiums—even for the same coverage—vary 
all over the map.

Factors Affecting Premiums Factors that influence 
how auto insurance premiums are set include (1) rating  
territory, (2) amount of use the automobile receives,  
(3) personal characteristics of the driver, (4) type of  
automobile, (5) insured’s driving record, and (6) personal 
credit history.

 ▶ Rating territory. Rates are higher in geographic areas 
where accident rates, number of claims filed, and 
average cost of claims paid are higher. Rates reflect auto 
repair costs, hospital and medical expenses, jury awards, 
and theft and vandalism in the area. Even someone with 
a perfect driving record will be charged the going rate for 
the area where the automobile is garaged. Exhibit 10.5  
gives some helpful tips for protecting your vehicle 
wherever you live. Some jurisdictions prohibit the use of 
rating territories, age, and gender factors because they 
believe these factors unfairly discriminate against the 
urban, the young, and the male.

 ▶ Use of the automobile. Rates are also lower if the in-
sured automobile isn’t usually driven to work or is driven 
less than 3 miles one way. Premiums rise slightly if you 
drive more than 3 but fewer than 15 miles to work and 
increase if your commute exceeds 15 miles each way.

    Go to Smart Sites
Is there ever a time to drop comprehensive coverage? 
eHow’s site helps you decide.

Comprehensive Automobile Insurance. Compre-
hensive automobile insurance protects against loss to 
an insured automobile caused by any peril (with a few 
exceptions) other than collision. The maximum com-
pensation provided under this coverage is the actual 
cash value of the automobile. Coverage includes, but 
is not limited to, damage caused by fire, theft, glass 
breakage, falling objects, malicious mischief, vandal-
ism, riot, and earthquake. The automobile insurance 
policy normally does not cover the theft of personal 
property left in the insured vehicle. However, this may 
be covered by the off-premises coverage of the home-
owner’s policy if the auto was locked when the theft 
occurred.

10-3b No-Fault 
Automobile 
Insurance
No-fault automobile in-
surance is a system un-
der which each insured 
party is compensated by 
his or her own company, 
regardless of which party  

comprehensive automobile 
insurance coverage that 
protects against loss to an insured 
automobile caused by any peril (with 
a few exceptions) other than collision

no-fault automobile insurance  
automobile insurance that reimburses 
the parties involved in an accident 
without regard to negligence
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 ▶ Drivers’ personal characteristics. The insured’s age, sex, 
and marital status can also affect automobile insurance 
premiums. Insurance companies base their premium 
differentials on the number of accidents involving certain 
age groups. For example, drivers aged 25 and under 
make up only about 15 percent of the total driving 
population, but they are involved in nearly 30 percent 
of auto accidents and in 26 percent of all fatal accidents. 
Male drivers are involved in a larger percentage of fatal 
crashes, so unmarried males under age 30 (and married 
males under age 25) pay higher premiums than do older 
individuals. Females over age 24, as well as married  
females of any age, are exempt from the youthful  
operator classification and pay lower premiums.

 ▶ Type of automobile. Insurance companies charge 
higher rates for automobiles classified as intermediate-
performance, high-performance, and sports vehicles 
and also for rear-engine models. Some states even 
rate four-door cars differently from two-door models.

 ▶ Driving record. The driving records—traffic violations 
and accidents—of those insured and the people who 
live with them affect premium levels. More severe traf-
fic convictions—driving under the influence of alcohol 
or drugs, leaving the scene of an accident, homicide or 
assault arising from the operation of a motor vehicle, 
and driving with a revoked or suspended driver’s 
license—result in higher insurance premiums. Any 
conviction for a moving traffic violation that results in 
the accumulation of points under a state point system 
also may incur a premium surcharge. In most states, 
accidents determined to be the insured’s fault also incur 
points and a premium surcharge.

 ▶ Personal credit history. Those with poor credit 
have proven to be a higher risk for filing claims 
and paying insurance premiums late, which impose 
higher costs on insurance companies. Insurance 
companies consequently use an insurance credit 
score to evaluate potential policyholders. This 
score is based on and is similar to borrowing 
money credit scores. The score considers factors 
that include the length of the credit history, the 
number of open accounts in good standing, the 
number of late payments or past due accounts, 
and the frequency of reliance on available credit 
sources. Lower insurance credit scores bring higher 
insurance premiums. 

Driving Down the Cost of Auto Insurance One of the 
best ways to reduce the cost of auto insurance is to take  
advantage of the insurer’s discounts, which can knock  
from 5 to 50 percent off your annual premium. Some  

YOU CAN DO IT NOW: Evaluate the Best 
Auto Insurance Companies When you’re consid-
ering buying new car insurance, it’s helpful to know 
which insurance companies are considered the best.  
A good Internet site is http://www.consumeraffairs 
.com/insurance/car.html. The site discusses the key 
elements of auto insurance policies, which include  
liability, comprehensive coverage, uninsured motorist  
protection, collusion coverage, and personal injury 
protection. You can do it now. 

Exhibit 10.5

Preventing Your Car from Being Stolen
You can help prevent your car from being stolen by taking the following precautions:

 ● Never leave your keys in an unattended car.  
 ● Never leave your car running and unattended.
 ● Avoid leaving valuables visible inside your car.
 ● Keep your car doors locked, even while driving. Close all windows.
 ● Do not leave your vehicle title or proof of insurance in the car. 
 ● Avoid high-crime areas even if the alternate route takes more time.
 ● Install antitheft devices like a burglar alarm or a steering-wheel lock. 
 ● Have your car’s vehicle identification number (VIN) etched on more than one of the windows. 
 ● When parking on an incline, turn the wheels turned toward the curb and set the emergency brake. 
 ● Do not resist a carjacker. You can’t be replaced; your car can.

Source: Adapted from “How to Prevent Your Car from Being Stolen,” www.geico.com/information/safety/auto/preventing-auto-theft/, accessed November 2018.

273CHAPTER 10: Protecting Your Property

33609_ch10_ptg01.indd   273 20/12/18   9:27 PM



give overall safe-driving  (accident-free) 
discounts, and most give youthful opera-
tors lower rates if they’ve had driver’s 
training. High school and college stu-
dents may also receive good-student 
discounts for maintaining a B average  
or making the dean’s list at their school.

Nearly all insurance companies give 
discounts to families with two or more  
automobiles insured by the same company  
(the multicar discount). Most insurers 
also offer discounts to owners who install 
antitheft devices in their cars. Likewise, 
some insurers offer nonsmoker and non-
drinker discounts as well as discounts for low-mileage 
vehicles that are driven less than 7,500 miles per year. 
Some insurers accept only persons who are educators or 
executives; others accept only government employees. 
Through more selective underwriting, these companies 
are able to reduce losses and operating expenses, which 
results in lower premiums.

It’s to your advantage to look for and use as many 
of these discounts as you can. Take another look at the 
auto insurance statement in Exhibit 10.4, which has a 
total six-month premium of $424.56. While not shown, 
if more than one car was insured with the company the 
premium could be reduced to $360.83. And if multiple 
cars are insured and homeowners and liability umbrella 
insurance policies were also held, the auto insurance 
premium could be reduced even further to $286.39. 
Life and health insurance policies may also bring an 
auto policy discount in some situations.

Another effective way to drive down the cost of  
car insurance is to raise your deductibles (as discussed 
earlier in this chapter). For example, the premium dif-
ference between a $100 deductible and a $500 deduct-
ible may be as much as 25 percent on collision coverage  
and 30 percent on comprehensive coverage; and a 
$1,000 deductible may save you as much as 50 percent 
on both collision and comprehensive coverage.

10-3d Financial Responsibility Laws
Most states have financial responsibility laws, whereby 
motorists must buy a specified minimum amount of auto-

mobile liability insurance 
or provide other proof 
of comparable financial 
responsibility. The re-
quired limits are low in 
most states—well below 
what you should carry. 

Financial responsibility laws fall into two 
categories. Compulsory auto insurance 
laws require motorists to show evidence 
of insurance coverage before receiving 
their license plates. Penalties for not 
having liability insurance include fines 
and suspension of your driver’s license. 
The second category requires motor-
ists to show evidence of their insurance  
coverage only after being involved in  
an accident. If they then fail to dem-
onstrate compliance with the law, their 
registrations and driver’s licenses are 
suspended.

 10-4  OtHER PROPERtY AND 
LIAbILItY INsURANcE

LO5 Homeowner’s and automobile insurance policies 
 provide the basic protection needed by most families, but 
some need other, more specialized types of insurance. 
Popular forms of other insurance include supplemental 
property insurance—earthquake, flood, and other forms 
of transportation—as well as the personal liability 
umbrella policy.

One of the best ways 
to reduce the cost of 
auto insurance is to 
take advantage of the 
insurer’s discounts, 
which can knock from 
5 to 50 percent off your 
annual premium.

financial responsibility 
laws laws requiring motorists to 
buy a specified minimum amount of 
automobile liability insurance, or to 
provide other proof of comparable 
financial responsibility
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10-4a Supplemental Property 
Insurance Coverage
Because homeowner’s policies exclude certain types of 
damage, you may want to consider some of the following 
types of supplemental coverage:

 ▶ Earthquake insurance. In addition to California,  
areas in other states are also subject to this type 
of loss. Very few homeowners buy this coverage 
because these policies typically carry a 15 percent 
deductible on the replacement cost of a home 
damaged or destroyed by earthquake.

 ▶  Flood insurance. The federal government has 
established a subsidized flood insurance program 
in cooperation with private insurance agents, who 
can sell this low-cost coverage to homeowners and 
tenants living in designated communities. The flood 
insurance  program also encourages communities to  
initiate land-use controls to reduce future flood losses.

 ▶ Other forms of transportation insurance. In 
 addition to automobiles, you can buy policies to 
insure other types of vehicles such as mobile homes, 
recreational vehicles, or boats.

10-4b Personal Liability 
Umbrella Policy
Persons with moderate to high levels of income and net 
worth may want to purchase a personal liability umbrella 
policy, which provides added liability coverage for home-
owner’s and automobile insurance. Umbrella policies  
often include limits of $1 million or more. Some also  
provide added amounts of coverage for a family’s major 
medical insurance. The premiums are usually quite reason-
able for the broad coverage offered—$150 to $300 a year 
for as much as $1 million in coverage. The insured party 
must already have relatively high liability limits ($100,000 
to $300,000) on their homeowner’s and auto coverage in 
order to purchase a personal liability umbrella policy.

 10-5  bUYING INsURANcE 
AND sEttLING cLAIMs

LO6 The first step when buying property and liability 
insurance is to develop an inventory of exposures to loss 
and then arrange them from highest to lowest priority. 
Losses that lend themselves to insurance protection are 
those that seldom occur but are potentially substantial—
for example, damage to a home and its contents, or  
liability arising from a negligence claim. Somewhat less 

important, but still desirable, is insurance to cover losses 
that could disrupt a family’s financial plans, even if the 
losses might not result in insolvency. Such risks include 
physical damage to automobiles, boats, and other personal 
property of moderate value. Lowest-priority exposures 
can be covered by savings or from current income.

10-5a Property and Liability 
Insurance Agents
A good property insurance agent can make the purchase 
process much easier. Most property insurance agents 
fall into either the captive or independent category. A 
captive agent represents only one insurance company. 
Allstate, Nationwide, and State Farm are major insur-
ance companies that market their products through  
captive agents. Some captive agents do, however, sell 
a limited number of policies offered by other firms. In 
contrast, independent agents typically represent from 
2 to 10 different insurance companies. These agents 
may place your coverage with any of the companies 
with whom they have an agency relationship. Some 
well-known companies that operate through indepen-
dent agents  include The Hartford, Kemper, Chubb, 
and Travelers. Either type of agent can serve your needs 
well and should take the time to do the following:

 ▶ Review your total property and liability insurance 
exposures

 ▶ Inventory property and identify exposures

 ▶ Determine appropriate covered perils, limits,  
deductibles, and floater policies

Because of large variations in premiums and services, it pays 
to comparison shop.

Property insurance agents who meet various expe-
riential and educational requirements, including passing 
a series of written exami-
nations, qualify for the 
Chartered Property and 
Casualty Underwriter 
(CPCU) or Certified In-
surance Counselor (CIC) 
designation. Another al-
ternative to consider is 
companies that sell di-
rectly to the consumer 
through an 800 number 
or online. Generally, their 
premiums are lower. Ex-
amples of direct sellers 
are Amica, Erie, GEICO, 
and USAA.

personal liability umbrella  
policy an insurance policy 
providing excess liability coverage 
for homeowner’s and automobile 
insurance as well as additional 
coverage not provided by either policy

captive agent an insurance agent 
who represents only one insurance 
company and who is, in effect, an 
employee of that company

independent agent an insurance 
agent who may place coverage with 
any company with which he or she 
has an agency relationship, as long 
as the insured meets that company’s 
underwriting standards
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10-5b Property and Liability 
Insurance Companies
When selecting an agent, you should ask questions about 
the company, including its financial soundness, its claims-
settlement practices, and the geographic range of its  
operations (this could be important if you’re involved  
in an accident 1,000 miles from home). As with any form 
of insurance, you should check the company’s ratings  
(see Chapter 8) and stick with those rated in the top  
categories. Friends and acquaintances often can provide 
insight into its claims settlement policy. Many  insurance 
companies now have elaborate home pages on the In-
ternet containing information about the provider and 
its products, directions to local agents, or calculators  
to crunch the numbers and generate sample premiums.

10-5c Settling Property 
and Liability Claims
Insurance companies typically settle claims promptly and 
fairly—especially life and health care claims. But in set-

tling property and liabil-
ity claims, there is often 
some claimant–insurer 
disagreement. Here we 
review the claims settle-
ment process, beginning 

with what you should do immediately following an 
accident.

First Steps Following an Accident After an accident, 
record the names, addresses, and phone numbers of all 
witnesses, drivers, occupants, and injured parties, along 
with the license numbers of the automobiles involved. 
Never leave the scene of an accident, even if the other par-
ty says it’s all right or if no one is injured. Immediately 
notify law enforcement officers and your insurance agent 
of the accident. Never discuss liability at the scene of an 
accident, or with anyone other than the police and your 
insurer. The police are responsible only for assessing the 
probability of a law violation and maintaining order at the 
scene of an accident—not for making liability judgments.

Steps in Claims Settlement If you’re involved in an 
accident, one of the first things to decide is whether you 
want to file a claim. Most experts agree that unless it’s a 
very minor or insignificant accident, the best course of 
action is to file a claim. Be aware, though, that if you’ve 
made several claims then your insurance company may 
decide to drop you after settling the most recent one. The 
claims settlement process typically involves these steps:

1. Notice to your insurance company. You must notify 
your insurance company that a loss (or potential for 
loss) has occurred. Timely notice is extremely important.

HOW TO HAnDLE A DEnIED InSuRAnCE CLAIm

If your homeowner’s or automobile insurance company 
refuses to pay all or part of your claim, that can be a 
frustrating experience. Here are some key steps to take 
if you decide to contest a denied claim:

 ● Review the claim and the insurer’s stated reason 
for denying it. Determine whether there is a dis-
crepancy between the terms stated in your policy 
and the rationale provided in the denial. Make sure 
that you know your policy maximums. You can’t 
fight the denial effectively if you can’t point out the 
discrepancy to your insurance company.

 ● Document every step. Obtain written copies of po-
lice or fire department reports and outside apprai sals, 
and take photos.

 ● Request a review of the claim denial. Ask your 
insurance company to review your case. Do this as 

soon as possible, because some companies require 
you to file an appeal within one year of the date of 
the first decision.

 ● If the insurance company does not honor your 
claim or takes weeks to respond, then go to your 
state’s insurance regulatory department. In most 
states, insurers have about six weeks to resolve a  
dispute.

 ● Weigh the costs and the benefits carefully before 
you file a lawsuit. The legal fees and hassle might 
be worth it if you have a homeowner’s claim for 
$25,000 or $50,000. But a denied auto claim for a few 
thousand dollars may not be worth pursuing in light 
of the legal costs.

Source: Based, in part, on Kalen Smith, “What to Do If Your Homeowners 
Insurance Claim Is Denied,” www.moneycrashers.com/homeowners 
-insurance-claim-denied/, accessed November 2018.

Financial Planning Tips

claims adjustor an insurance 
specialist who works for the insu-
rance company, as an independent 
adjustor, or for an adjustment 
bureau to investigate claims
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2. Investigation. Insurance company personnel may 
talk to witnesses or law enforcement officers and 
gather physical evidence to determine whether the 
claimed loss is covered by the policy. And they’ll 
check to make sure that the date of the loss falls 
within the policy period. If you delay filing your 
claim, you hinder the insurer’s ability to check the 
facts. All policies specify the period within which 
you must give notice. Failure to report an accident 
can result in losing your right to collect on it.

3. Proof of loss. This proof requires you to give a sworn 
statement. You may have to show medical bills, submit 
an inventory, and certify the value of lost property 
(e.g., a written inventory, photographs, and purchase 
receipts). You may also have to submit an employer 
statement of lost wages and, if possible, physical 
evidence of damage (e.g., X-rays if you claim a back 
injury; a broken window or pried door if you claim a 
break-in and theft at your home). After reviewing your 
proof of loss, the insurer may (1) pay you the amount 
you asked for, (2) offer you a lesser amount, or (3) deny 
that the company has any legal responsibility under 
the terms of your policy.

If the amount is disputed, most policies provide for 
some form of claims arbitration. You hire a third party, 
the company hires a third party, and these two arbitra-
tors jointly select one more person. When any two of the 
three arbitrators reach agreement, their decision binds 
you and the company to their solution. When a company 
denies responsibility, you do not get the right of arbitra-
tion. In such cases, the company is saying the loss does 
not fall under the policy coverage. You must then either 
forget the claim or bring in an attorney or, perhaps, a 
public adjustor (discussed next).

Claims Adjustment Usually the first person to call when 
you need to file a claim is your insurance agent. If your loss 
is relatively minor, the agent can process it quickly and, in 
fact, often gives you a check right on the spot. If your loss is 
more complex, your company probably will assign a claims 
adjustor to the case. A claims adjustor is an insurance spe-
cialist who works for the insurance company either as an 
employee, as an independent adjustor, or for an adjust-
ment bureau. The adjustor investigates claims, looking out 
for the company’s interests—which might very well be to 
keep you, its customer, satisfied. However, many claimants 
are out to collect all they can from insurance companies, 
which they think have “deep pockets.” Thus, adjustors walk 
a fine line: They must diligently question and investigate 
while at the same time offering service to minimize settle-
ment delays and financial hardship. To promote your own 
interest in the claim, cooperate with your adjustor and  

Planning Over 
a lifetime

Protecting Your Property

Here are some suggested ways to insure your  
property and protect against liability exposures  
over the different stages of your life.

IndePendent LIfestYLe (20s)

 Evaluate renter’s insurance to protect your personal  
property and to limit liability exposure.

 Make sure to get adequate auto insurance. Don’t try  
to save by buying too little liability coverage.

famILY and Career deveLoPment (30s–40s)

 Buy homeowner’s insurance with appropriate  
property and liability coverage.

 Document your personal items with photos and  
purchase receipts.

 Re-evaluate auto insurance coverage.

mature LIfestYLe (50s–60s)

 Review homeowner’s insurance coverage. Keep in  
mind the possible need for riders on expensive,  
otherwise insufficiently uncovered personal items.

 Consider bundling your homeowner’s, auto, and  
umbrella insurance policies with the same insurer  
for a discount.

 Consider getting policy discounts by buying antitheft  
systems for your home and/or car.

retIrement (651)

 Revise homeowner’s and liability coverage in light  
of retirement situation.

 Revise auto insurance in light of your retirement situation.

 Consider taking a certified defensive driving course in order 
to get a possible auto insurance discount.

 Explore whether retiring reduces annual car mileage  
below 7,500 miles, which could provide an auto  
insurance discount.

answer inquiries honestly—keeping in mind that the  
insurance company signs the adjustor’s paycheck.
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Oscar Saves on His Car Insurance

Oscar Powell is a frugal and careful finan-
cial planner. One of his money-saving 
decisions is to continue driving his 
nine-year-old car, which is now worth 
about $7,500. In order to save money 
on his car insurance, Oscar increased his 
deductible from $500 to $1,000, which  
reduced his annual premium by $200. He 
has just decided that he no longer needs the  
collision coverage on his policy, which pays for 

the repair or replacement of his car if dam-
aged. Oscar has consequently decided 

that he should take the risk that he would 
have to pay for the repair or replace-
ment of his low-value car rather than to 
continue taking the certain loss of the 
higher-priced insurance coverage. This 
decision will save him several hundred 
dollars a year.
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LO1 1. Co-insurance clauses. Maya Ward had a 
homeowner’s insurance policy with $175,000 of 
coverage on the dwelling. Would a 90  percent 
co-insurance clause be better than an 80 percent 
clause in such a policy? Give reasons to support 
your answer.

LO2 2.  Evaluating homeowner’s policy coverage. 
Last year, Thea and Rory Brown bought a home 
with a dwelling replacement value of $350,000 
and insured it (via an HO-5 policy) for $310,000. 
The policy reimburses for actual cash value 
and has a $500 deductible, standard limits for 
coverage C items, and no scheduled property. 
Recently, burglars broke into the house and 
stole a two-year-old television set with a current 
replacement value of $600 and an estimated 
useful life of eight years. They also took jewelry 
valued at $1,850 and silver flatware valued at 
$3,000.

a. If the Browns’ policy has an 80 percent 
co-insurance clause, do they have enough 
insurance?

b. Assuming a 50 percent coverage C limit, 
calculate how much the Brown family 
would receive if they filed a claim for the 
stolen items.

c. What advice would you give the Brown 
family about their homeowner’s coverage?

LO3 3. Need for renter’s insurance. Charles and 
Layla Moore, both graduate students, moved 
into an apartment near the university. Layla 
wants to buy renter’s insurance, but Charles 
thinks they don’t need it because their furniture 
isn’t worth much. Layla points out that, among 
other things, they have some expensive 
computer and stereo equipment. To help the 
Moores resolve their dilemma, suggest a plan 
for deciding how much insurance to buy, and 
give them some ideas for finding a policy.

LO4 4. Collecting on a homeowner’s insurance 
claim. Isabelle Howard’s home in Seattle was 
recently gutted in a fire. Her living and dining 
rooms were completely destroyed, and the 
damaged personal property had a replacement 
value of $25,000. The average age of the 
damaged personal property was 5 years, and its 
useful life was estimated to be 15 years. What is 
the maximum amount the insurance company 
would pay Isabelle assuming that it reimburses 
losses on an actual cash-value basis?

LO4 5. Evaluating personal automobile policy 
features. Riley Bell of Atlanta, Georgia is a 
single, 40-year-old loan officer at a large regional 
bank; he has a 16-year-old son. He has decided 
to use his annual bonus as a down payment 
on a new car. One Saturday afternoon in late 
September, Riley visits Carlisle Motors and buys 
a new car for $32,000. To obtain insurance on the 
car, he calls his agent, Erin White, who represents 
Kane’s Insurance Agency, and explains his auto 
insurance needs. Erin says that she’ll investigate 
the various options for him. 

   Three days later, Riley and Erin get together to 
review his coverage options. Erin offers several 
proposals, including various combinations of 
the following coverages: (i) basic automobile 
liability insurance, (ii) uninsured motorists 
coverage, (iii) automobile medical payments 
insurance, (iv) automobile collision insurance, 
and (v) comprehensive automobile insurance.

a. Describe the key features of these 
insurance coverages.

b. Are there any limitations on these 
coverages? Explain.

c. Indicate the persons who would be 
protected under each type of coverage.

d. What kind of insurance coverages would 
you recommend that Riley purchase? 
Explain your recommendation.

LO5 6. Personal automobile policy coverage. Zach-
ary Lee has a personal automobile policy (PAP) 
with coverage of $25,000/$50,000 for bod ily 
injury liability, $25,000 for property dam-
age liability, $5,000 for medical payments, 
and a $500 deductible for collision insurance. 
How much will his insurance cover in each 
of the following situations? Will he have any 
out-of-pocket costs?

a. Zachary loses control and skids on ice, 
running into a parked car and causing 
$3,785 damage to the unoccupied vehicle 
and $2,350 damage to his own car.

b. Zachary runs a stop sign and causes a 
serious auto accident, badly injuring two 
people. The injured parties win lawsuits 
against him for $30,000 each.

c. Zachary’s 18-year-old son borrows his car. 
He backs into a telephone pole and causes 
$450 damage to the car.

Financial Planning Exercises
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LO5 7. Supplemental property insurance. Eva and 
Blake Lewis are a high-net-worth couple. They  
have appropriate auto and homeowner’s insur-
ance, but are concerned that they could be sued 
by someone visiting or working at their home. 
What type of supplemental insurance might be 
appropriate for the Lewis family in light of their 
expressed concern? Explain your answer.

LO6 8. Auto insurance claims. Martin and Luna 
Perez recently went out for dinner on a 
rainy night. When the traffic unexpectedly 
slowed down, they were rear-ended by an 
inexperienced driver. Describe what steps 
the Perez family should have taken after the 
accident to assure that their auto insurance 
claim would be settled properly.

Financial Planning Exercises (Continued)
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LEARNING ObjEctIvEs
After studying this chapter, you will be able to…

 11-1 Discuss the role that investing plays in the personal financial planning process and identify 
several different investment objectives.

 11-2 Distinguish between primary and secondary markets as well as between broker  
and dealer markets.

 11-3 Explain the process of buying and selling securities and recognize the different types of orders.

 11-4 Develop an appreciation of how various forms of investment information can lead to better 
investing skills and returns.

 11-5 Gain a basic understanding of the impact of the Internet on the field of investments.

 11-6 Describe an investment portfolio and how you’d go about developing, monitoring,  
and managing a portfolio of securities.

After finishing  
this chapter go 

to PAGE 311 for 

stUDY tOOLs
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 11-1  thE ObjEctIvEs AND REwARDs 
Of INvEstING

LO1 People invest their money for all 
sorts of reasons. Some do it to accumu-
late the down payment on a new home, 
while others do it as a way to supple-
ment their income. Still others invest  
to build up a nest egg for retirement. 
Actually, the term investment means  
different things to different people. That 
is, while millions of people invest regu-
larly in securities like stocks, bonds, and 
mutual funds, others speculate in com-
modities or options. Investing is the long-term process 
of purchasing securities wherein stability of value and 
level of return are somewhat predictable. Speculating, 
on the other hand, is the short-term buying and selling 
of securities in which future value and expected return 
are highly uncertain. Think of an investor as someone 
who wears both a belt and suspenders, and a speculator 
as one who wears neither.

If you’re like most investors, at first you’ll probably 
keep your funds in some type of savings vehicle (as de-
scribed in Chapter 4). Once you have sufficient savings—
for emergencies and other purposes—you can start build-
ing up a pool of investable capital. This often means 
making sacrifices and doing what you can to live within 
your budget. Granted, it’s far easier to spend money than 
to save it, but if you’re really serious about investing, you’ll 
have to accumulate the necessary capital. 

In addition to a savings and capital accumulation 
program, it’s also important to have adequate insurance 
coverage to provide protection against the unexpected. 

In this chapter, we assume you’re  
adequately insured and that the cost  
of insurance coverage is built into your 
family’s monthly cash budget. Ample 
insurance and liquidity (cash and  
savings) with which to meet life’s emer-
gencies are two investment prerequisites 
that are absolutely essential to develop-
ing a successful investment program. 
Once these conditions are met, you’re 
ready to start investing.

hOw wILL thIs AffEct ME?

Investing is how many important financial goals in life are achieved. This 

chapter discusses how to determine the amount of investment capital needed 

to reach common financial goals and explains how to invest for retirement, to 

fund major expenditures, to earn needed income, and to establish tax shelters. 

The market context in which investing occurs is described, and how to buy and 

sell investments is explained. A framework for evaluating investments is also 

presented, which includes how to describe, monitor, and manage a portfolio. 

Sources of investment information are discussed, as well as some of the useful 

investing tools available online. After reading this chapter, you should be able to 

plan your investments to better meet your financial goals.

Think of an investor 
as someone who 
wears both a belt and 
suspenders, and a 
speculator as one who 
wears neither.

    Go to Smart Sites
Investopedia has a series of videos that will help you 
navigate the Byzantine world of investing.

11-1a How Do I 
Get Started?
Contrary to what you 
may believe, there’s really 
nothing magical about  
investing. The terminology 

investing the process of placing 
money in a medium such as stocks 
or bonds in the expectation of 
receiving a future benefit

speculating a form of investing 
in which future value and expected 
returns are highly uncertain
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may seem baffling at times, and some of the procedures 
and techniques may seem quite complicated. But don’t 
let that mislead you into thinking there’s no room for the 
small, individual investor. Nothing could be farther from 
the truth! As we’ll see in this and the next two chapters, 
individual investors can choose from a wide array of se-
curities and investment vehicles.

How, then, do you get started? First, you need 
some money—not a lot; $500 to $1,000 will do. And re-
member, this is investment capital we’re talking about 
here—money you’ve accumulated above and beyond 
basic emergency savings. Besides the money, you need 
knowledge and know-how. Never invest in something 
you don’t understand—that’s a quick way to lose money. 
Instead, learn as much as you can about the market, dif-
ferent types of securities, and various trading strategies. 
Also try to stay current with major developments as they 
occur in the market. Start following the stock market, 
interest rates, and developments in the bond market.

We strongly suggest you start by setting up a port-
folio of securities on paper and make paper trades in 
and out of your portfolio, for six months to a year, to get 
a feel for what it’s like to make (and lose) money in the 
market. Start out with an imaginary sum of, say, $50,000 
(if you’re going to dream, you might as well dream big). 
Then keep track of the stocks, bonds, and mutual funds 
you hold, record the number of shares bought and sold, 
dividends received, and so on. Throughout this exercise, 
be sure to use actual prices (as obtained from  
The Wall Street Journal, CNN.com, or your 
local newspaper) and keep it as realistic 
as possible. You might even want to use a 
portfolio tracking program like the one at 
personalcapital.com. Eventually, you’ll 
become familiar with the market and 
be comfortable with how things are done 
there. When that happens, you’ll be 
ready to take the plunge.

As a beginning investor with 
limited funds, it’s best to confine 
your investment activity to the 
basics. Stick to stocks, bonds, and 
mutual funds. Further, be patient! 
Don’t expect the price of the stock 
to double overnight, and don’t 
panic when things don’t work out 
as expected in the short run (after 
all, security prices do occasionally go 
down). Finally, remember that you don’t 
need spectacular returns in order to make 
a significant amount in the market. Instead, 
be consistent and let compound interest work  

for you. While the type of security you invest in is a highly 
personal decision, you might want to seriously consider  
a mutual fund or an exchange-traded fund as your 
first investment (see Chapter 13). These funds pro-
vide professional management and diversification that  
individual investors—especially those with limited  
resources—can rarely obtain on their own.

11-1b The Role of Investing 
in Personal Financial Planning
Buy a car, build a house, enjoy a comfortable retirement—
these are goals we’d all like to attain some day, and in many 
cases, they’re the centerpieces of well-developed financial 
plans. As a rule, a financial goal such as building a house is 
not something we pay for out of our cash reserves. Instead, 
we must accumulate the funds over time, which is where 
investment planning and the act of investing enters into 
the personal financial planning process.

It all starts with an objective: a particular financial goal 
you’d like to achieve within a certain period of time. Take 
the case of the Watsons. Shortly after the birth of their  
first child, they decided to start a college education fund. 
Current college costs, expected tuition  increases, and  
expected inflation were all considered. After doing 
some rough calculations, they concluded they’d need to  

accumulate about $330,000 over the next 18 years to 
have enough money for their daughter’s educa-

tion. Simply by setting that objective, the 
Watsons created a well-defined, specific 
financial goal. The purpose is to meet 
their child’s educational needs, and the 
amount of money involved is $330,000 to 

be earned over 18 years.

Coming Up with the Capital So far, 
the Watsons know how much money 

they want to accumulate ($330,000) 
and how long they have to ac-
cumulate it (18 years). The only 
other thing they need to deter-
mine at this point is the expected 
rate of return they can reasonably 
earn on their money. The Watsons 
know that the amount of money 
they’ll need to put into their in-

vestment program largely depends 
on how much they can earn from 

their investments: the higher their 
rate of return, the less they’ll have to  

put up. Let’s say they feel comfortable  
using a 6 percent rate of return. That’s a fairly Stargazer/Shutterstock.com
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conservative number—one that won’t require them to 
put all or most of their money into high-risk investments. 
It’s important to use some care in coming up with a  
projected rate of return. Don’t saddle yourself with an 
unreasonably high rate because that will only reduce  
the chance of reaching your targeted financial goal.

There are two ways of coming up with the capital  
needed to reach a targeted sum of money: (1) you can 
make a lump-sum investment right up front and let that 
amount grow over time; or (2) you can set up a sys-
tematic savings plan and put away a certain amount of 
money each year. Worksheet 11.1 indicates the amount 
of investment capital needed to reach a given financial 
goal. It employs the compound value concept discussed 
in Chapter 2 and is based on a given financial target  
(of $330,000, line 1) and a projected average rate of  
return on your investments (of 6 percent, line 2). By way 
of brief review of the Chapter 2 framework, the yearly 
savings required to fund the target goal is computed as:

Yearly  
savings 5 

Future amount of money desired
Future value annuity factor

You can use this worksheet to find either a required 
lump-sum investment (Part A of the worksheet) or an 
amount that will have to be put away each year in a sav-
ings plan (Part B). We’ll assume that the Watsons have 
$10,000 to start with (this comes mostly from gifts their 
daughter received from her grandparents). Because 
they know they’ll need a lot more than that to reach 
their target, the Watsons decide to use Part B of the 
worksheet to find out how much they’ll have to save 
annually.

The first thing to do is find the future value of the 
$10,000 initial investment. The specific question here 
is: How much will that initial, lump-sum investment 
grow to over an 18-year period? Using the compound 
value concept and the appropriate “future value fac-
tor’’ (from Appendix A), we see in line 7 that this de-
posit will grow to about $28,540. But that’s only about  
9 percent of the target amount of $330,000. Indeed, by 
subtracting the terminal value of the initial investment 
(line 7, $28,540) from our target (line 1, $330,000), we 
find the amount that must be generated from some sort of 
annual savings plan—see line 8. Again, using the appro-
priate future value factor (this time from Appendix B),  
we find that the Watsons will have to put away about 
$9,754 a year in order to reach their target of $330,000 in 
18 years. That is, the $9,754 a year will grow to $301,460, 
and this amount plus $28,540 (the amount to which the 
initial $10,000 will grow) equals the Watsons’ targeted fi-
nancial goal of $330,000. 

As you might have 
suspected, the last few 
steps in the worksheet 
can just as easily be 
done on a financial  
calculator. That is, af-
ter determining the 
size of the nest egg 
(as in Step 8), you can 
use a financial calcula-
tor to find the amount 
of money that must be 
put away each year to 
fund the nest egg.

An Investment Plan Provides Direction Now that 
the Watsons know how much they have to save each year, 
their next step is deciding how they’ll save it. It’s best to 
follow a systematic savings plan—for example, build 
a set amount of savings each month or quarter into the 
household budget and then stick with it. But whatever pro-
cedure is followed, keep in mind that all we’re doing here 

Calculator
Inputs Functions

18 N
6 I/Y
–301,460 FV

CPT
PMT

Solution

9754.20

See Appendix E for details.

CalCulator 
KeystroKes
You can use a financial calculator to find the annual 
payments necessary to fund a target amount by first 
putting the calculator in the annual compounding 
mode. Then, to determine the amount of money that 
must be put away each year (at a 6 percent rate of 
return) to accumulate $301,460 in 18 years, use the 
keystrokes shown here, where:

N 5 number of years in investment horizon

I/Y 5  expected average annual rate of return on 
investments

FV 5  the targeted amount of money you want to 
accumulate, entered as a negative number

The calculator should then display a value of $9,754.20 
(net of the $ sign on most calculators), which is the 
amount of money that must be put away each year to 
reach the targeted amount of $301,460 in 18 years. 
(Note: The calculator keystrokes take you from Steps 8 
to 10 in Worksheet 11.1. You can also do Steps 5 to 7  
on the calculator by letting N 5 18, I/Y 5 6.0, and  
PV 5 210,000; then solve for (CPT)FV. Try it—you 
should come up with a number fairly close to the 
amount shown on line 7 of Worksheet 11.1.)
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is accumulating the required initial investment capital.  
That money still has to be put to work in an investment 
program, and that’s where an investment plan enters the 
picture. An investment plan is a  preferably written state-
ment explaining how the accumulated investment capi-
tal will be invested in order to reach the targeted goal.  
In the Watsons’ case, their capital accumulation plan  
calls for a 6 percent rate of return as a target they  
feel they can achieve. Now they need to find a way to 
obtain that 6  percent return on their money— meaning 
that they must specify, in general terms at least, the kinds  
of investment vehicles that they intend to use. When  
completed, an investment plan is a way of translating  
an investment target (in this case, a 6 percent return)  
into a specific investment program.

11-1c What Are Your Investment 
Objectives?
Some people buy securities largely for the protec-
tion they provide from taxes. Others put money aside 
for that proverbial rainy day or, perhaps, to build up 
a nice retirement nest egg. Your goals set the tone for 
your investment program, and they play a major role in  
determining how conservative (or aggressive) you’re 
likely to be in making investment decisions. These goals 
define the purpose for your investments. The most fre-
quent investment objectives are to (1) enhance current 
income, (2) save for a major purchase, (3) accumulate 
funds for retirement, and (4) seek shelter from taxes.

Current Income The current income objective is pur-
sued by putting your money into investments that will 
supplement your income. In other words, it’s for people 
who want to live off their investment income. A secure 
source of high current income, from dividends or inter-
est, is the primary concern of such investors. Retired 
people, for example, often choose investments offering 
higher current income at lower risk.

Major Expenditures People often put money aside, 
sometimes for years, to save up enough to make just one 
major expenditure. Here are the most common ones:

 ▶ Down payment on a home

 ▶ Money for a child’s college education

 ▶ Capital for going into business

 ▶  Expensive (perhaps once-in-a-lifetime) vacation

 ▶ Purchase of a special, expensive item

 ▶  Funds for retirement

Whatever your goal, the idea is to set your sights on 
something and then go about building your capital with 

that objective in mind. Once you know about how much 
money you’ll need to attain one of these goals (following 
a procedure like the one illustrated in Worksheet 11.1), 
you can specify the types of investment vehicles that you 
intend to use. For example, you might follow a lower-risk 
approach by making a single, lump-sum investment in a 
high-grade bond that matures the same year you’ll need 
the funds; or you could follow a riskier investment plan 
that calls for investing a set amount of money over time 
in something like a growth-oriented mutual fund. Of 
course, for some purposes—such as the down payment 
on a home, or a child’s education—you’ll probably want 
to take a lot less risk than for others, because attaining 
these goals should not be jeopardized by the types of  
investments you choose to employ.

Retirement Accumulating funds for retirement is 
the single most important reason for investing. Too of-
ten, though, retirement planning occupies only a small 
amount of our time because we tend to rely too heav-
ily on employers and Social Security for our retirement 
needs. As many people learn too late in life, that can be 
a serious mistake. A much better approach is to review 
the amounts of income that you can realistically expect 
to receive from Social Security and any employee pen-
sion plan, and then to decide, based on your retirement 
goals, whether they’ll be adequate to meet your needs. 
You’ll probably find that you’ll have to supplement 
them through personal investing. (Retirement plans are 
discussed in Chapter 14.)

Shelter from Taxes As explained in Chapter 3, federal 
income taxes do not treat all sources of income equally. 
For example, if you own and rent out real estate, then 
you may be able to take depreciation deductions against 
some sources of income, thereby reducing the amount 
of your final taxable income. This tax write-off feature 
can make real estate an attractive investment for some 
investors, even though its pre-tax rate of return may 
not appear very high. The goal of sheltering income 
from taxes is a legitimate one that, for some investors, 
often goes hand in hand with the goals of saving for a 
major outlay or for retirement. If you can avoid paying  
taxes on the income from an investment, then all other 
things considered, you will have more funds available  
for reinvestment during the period.

11-1d Different Ways to Invest
After establishing your investment objectives, you can 
use a variety of investment vehicles to fulfill those goals. 
In this section, we’ll briefly describe the key types of 
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You can use a worksheet like this one to find out how much money you must come 
up with to reach a given financial goal. This worksheet is based on the same future 
value concepts introduced in Chapter 2.

wORkshEEt 11.1   DeTermInInG The AmounT of InveSTmenT CAPITAl

DETERMINING AMOUNT OF INVESTMENT CAPITAL

Financial goal: Accumulate $330,000 in 18 years for the purpose of meeting
the cost of daughter’s college education.

$

$ 0

$ 10,000

2.854

$ 28,540

$ 301,460

30.906

18
6%

18
6%

9,754

1. Targeted Financial Goal (see Note 1)

2. Projected Average Return on Investments

A. Finding a Lump-Sum Investment:

3. Future Value Factor, from Appendix A

based on ___________ years to target date and a projected

average return on investment of __________   

4. Required Lump-Sum Investment

line 1  line 3

B. Making a Series of Investments over Time:

5. Amount of Initial Investment, if any (see Note 2)

6. Future Value Factor, from Appendix A

based on ______ years of target date and a projected average

return on investment of ______  

7. Terminal Value of Initial Investment

line 5  line 6   

8. Balance to Come from Savings Plan

line 1  line 7  

9. Future Value Annuity Factor, from Appendix B

based on ______ years to target date and a projected average

return on investment of ______

10. Series of Annual Investments Required over Time

line 8  line 9

Note 1: The “targeted financial goal” is the amount of money you want to
              accumulate by some target date in the future.

Note 2: If you’re starting from scratch—i.e., there is no initial investment—enter
             zero on line 5, skip lines 6 and 7, and then use the total targeted financial
             goal (from line 1) as the amount to be funded from a savings plan; now
             proceed with the rest of the worksheet.

330,000

6%

0,000%

$
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investments that are popular with (and widely used by) 
individual investors.

Common Stock Common stocks are a form of equity— 
each share of stock represents a fractional ownership 
position in a corporation. A share of stock typically  
entitles the holder to equal participation in the cor-
poration’s earnings and dividends as well as an equal  
vote to elect the management of the corporation. From 
the investor’s perspective, the return to stockholders  
comes from dividends and/or appreciation in share  
price. Common stock has no maturity date and, as a  
result, remains outstanding indefinitely (common stocks 
are discussed in Chapter 12).

Bonds In contrast to stocks, bonds are liabilities—
they’re IOUs of the issuer. Governments and corpora-
tions issue bonds that pay a stated return, called interest. 
An individual who invests in a bond receives a stipulated 
interest income, typically paid every six months, plus the 
return of the principal (face) value of the bond at maturity.  
For example, if you purchased a $1,000 bond that paid 
10 percent interest in semiannual installments, you could 
expect to receive $50 every six months (10 percent 3  
0.5 years 3 $1,000) and at maturity recover the $1,000 
face value of the bond. Of course, a bond can be  
bought or sold prior to maturity at a price that may  
differ from its face value because bond prices, like  
common stock prices, fluctuate in the marketplace  
(see Chapter 12).

Preferreds and Convertibles These are hybrid secu-
rities in that each has the characteristics of both stocks 
and bonds. Preferred securities are issued as stock and, 
as such, represent an equity position in a corporation. 
But unlike common stock, preferreds have a stated 
(fixed) dividend rate that is paid before the dividends 
to holders of common stock are paid. Like bonds, pre-
ferred stocks are usually purchased for the current  
income (dividends) that they pay. 

A convertible security, in contrast, is usually a fixed-
income obligation (typically a bond but sometimes a pre-
ferred stock) that carries a conversion feature permitting 
the investor to convert it into a specified number of shares 
of common stock. Thus, convertible securities provide the 
fixed-income benefits (interest) of a bond while offering 
the price appreciation (capital gains) potential of common 
stock. (Convertibles are discussed in Chapter 12.)

Mutual Funds, Exchange Traded Funds, and  
Exchange Traded Notes An organization that invests  

in and professionally manages a diversified portfolio 
of securities is called a mutual fund. A mutual fund 
sells shares to investors, who then become part owners  
of the fund’s securities portfolio. Most mutual funds 
issue and repurchase shares at a price that reflects  
the underlying value of the portfolio at the time 
the transaction is made. Mutual funds have become  
popular with individual investors because they offer 
a wide variety of investment opportunities and a full 
array of services that many investors find particularly 
appealing. 

Exchange traded funds (ETFs) are similar to mutual 
funds in that they, too, represent portfolios of securities. 
They are usually set up to track a basket or index of se-
curities (e.g., the S&P 500) or a particular sector such 
as telecommunications or utility stocks. They also can 
include other types of investments, including bonds and 
real estate. Although mutual funds can only be bought 
or sold at the end of the day, investors can trade ETFs 
throughout the trading day, just like individual shares of 
stock. Further, ETFs provide more favorable tax treat-
ment than mutual funds.

Exchange traded notes (ETNs) are more similar to 
ETFs than to mutual funds. They are senior, unsecured, 
unsubordinated debt securities issued by an underwrit-
ing bank. As such, ETNs are debt securities that have a 
maturity date and are backed only by the credit of the 
issuer. Like ETFs, most ETNs are designed to reproduce 
the returns on a market benchmark, net of investment 
management fees. Thus, the underwriting bank promises 
to pay an amount based on the value of the index, net of 
fees, upon maturity.

It’s important to realize that an ETN bears a dif-
ferent risk than an ETF. If the bank underwriting the 
ETN goes bankrupt, the ETN might lose value just 
as a senior debt security would. Consequently, ETFs 
only face the risk of market fluctuations, while ETNs 
face both market risk and the risk that the issuing bank 
will default. Unfortunately, this credit risk is hard for 
investors to evaluate. Like ETFs, ETNs are traded on 
an exchange. Also like ETFs, ETNs can provide tax 
advantages over mutual funds. (More information on 
these advantages and disadvantages will be discussed 
in Chapter 13.)

Real Estate Investments in real estate can take many 
forms, ranging from speculating in raw land to limited-
partnership shares in commercial property; there are 
even mutual funds that specialize in real estate. The re-
turns on real estate come from rents, capital gains, and 
certain tax benefits. (Various types of real estate invest-
ments are discussed in Chapter 13.)
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 11-2 sEcURItIEs MARkEts
LO2 The term securities markets generally  
describes the arena where stocks, bonds, and 
other financial instruments are traded. Such 
markets can be physical places, but they can 
just as easily be electronic networks that allow 
buyers and sellers to come together to execute 
trades. Securities markets can be broken into 
two parts: capital markets and money markets. 
The capital market is where long-term securities  
like stocks and bonds are traded. The money  
market is the marketplace for short-term, low-risk 
credit instruments with maturities of one year 
or less. These include U.S. Treasury bills, com-
mercial paper, and so on. Each market provides 
a mechanism for bringing the buyers and sellers 
of securities together. Some of the more popular 
money market securities were discussed in Chapter 4. 
In this chapter, we’ll concentrate on the capital markets.

11-2a Primary and Secondary 
Markets
In the primary market, new securities are sold to the 
public, and one party to the transaction is always the issu-
er. In contrast, previously issued (outstanding) securities 
are bought and sold in the secondary market, where the 
securities are “traded” between investors. A security is 
sold in the primary market just once, when it’s originally  
issued by a corporation or a governmental body (e.g., a 
state or municipality). Subsequent transactions, in which 
securities are sold by one investor to another, take place 
in the secondary market.

Primary Markets When a corporation sells a new issue 
to the public, several financial institutions will partici-
pate in the transaction. To begin with, the corporation 
will probably use an investment banking firm, which 
specializes in underwriting (selling) new security issues. 
The investment banker will give the corporation advice 
on pricing and other aspects of the issue and will either 
sell the new security itself or arrange for a selling group 
to do so. The selling group is normally made up of sever-
al brokerage firms, each responsible for selling a certain 
portion of the new issue. On large issues, the originating 
investment banker will bring in other underwriting firms 
and form an underwriting syndicate in order to spread 
the risks associated with underwriting and selling the 
new securities. A potential investor in a new issue must 
be given a prospectus, which is a document describ-
ing the firm and the issue. Certain federal agencies are  

responsible for ensuring that all the information includ-
ed in a prospectus accurately represents the facts.

Secondary Markets The secondary markets permit 
investors to execute transactions among themselves; it’s 
the marketplace where an investor can easily sell his 
or her holdings to someone else. Unlike primary mar-
ket transactions, the secondary market does not gener-
ate cash for the underlying company (issuer). Included 
among the secondary markets are the various securities 
exchanges, in which the buyers and sellers of securi-
ties are brought together for the purpose of executing 
trades. Another major segment of the market is made 
up of those securities that are listed and traded on the 
National Association of Securities Dealers Automated 
Quotation System (NASDAQ) market, which employs an 
all-electronic trading platform to execute trades. Finally,  
the over-the-counter (OTC) market deals in smaller,  
unlisted securities.

11-2b Broker Markets  
and Dealer Markets
By far, the vast majority of trades made by small indi-
vidual investors take place in the secondary market, 
so we’ll focus on that for the rest of this chapter. When 
you look at the second-
ary market on the basis of 
how securities are traded,  
you’ll find that you can es-
sentially divide the market  
into two segments: broker 
markets and dealer mar-
kets. Exhibit 11.1 shows 
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securities markets the 
marketplace in which stocks, bonds, and 
other financial instruments are traded

prospectus a document made 
available to prospective security 
buyers that describes the firm and a 
new security issue
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the structure of the U.S. secondary market in terms of 
broker or dealer markets. As you can see, the broker mar-
ket consists of national and regional “securities exchang-
es,” while the dealer market is made up of both the NAS-
DAQ market and the OTC market.

Probably the biggest difference in these two markets 
is how the trades are executed. When a trade occurs in 
a broker market (on one of the securities exchanges), 
then the two sides to the transaction—the buyer and the 
seller—are brought together and the trade takes place  
at that point: Party  A sells his securities directly to  
the buyer, Party B. In a sense, with the help of a broker, 
the securities change hands right there on the floor of the 
exchange. In contrast, when trades are made in one of  
the dealer markets, the buyer and seller are never brought 
together directly; instead, their buy/sell orders are  
executed separately through securities dealers, who act as  
market makers. Essentially, two separate trades are  
made: Party A sells his securities (in, say, the XYZ Corp.) 

to one dealer, and Party B buys her securities (in the  
same XYZ Corp.) from the same or another dealer.  
Thus, there is always a dealer (market maker) on one  
side of the transaction.

Broker Markets When you think of the stock market, if 
you’re like most individual investors then the first name 
to come to mind is the New York Stock Exchange. In 
2007, the NYSE merged with Euronext, a combination 
of stock exchanges in Amsterdam, Brussels, Lisbon, and 
Paris. In late 2013, NYSE Euronext was acquired by  
the Intercontinental Exchange (ICE). ICE operates  
12 regulated exchanges and 7 central clearing houses.  
In mid-2018, its listings included NYSE companies 
with an aggregate market value of about $24 trillion. It  
includes about 90 percent of the firms in the Dow Jones 
Industrial Average (DJIA) and about 80  percent of  
the firms in the S&P 500 index. ICE also owns the 
American Stock Exchange (AMEX), which was formerly 

Exhibit 11.1

U.S. Broker and Dealer Markets
On a typical trading day, the secondary market is a beehive of activity where literally billions of shares change hands daily.  
This market consists of two parts, the broker market and the dealer market. As can be seen, each of these markets is made up  
of various exchanges and trading venues.

Secondary 
Markets

Broker
Markets

National 
Exchanges

NASDAQ Global 
Select Market

NASDAQ Global 
Market

NASDAQ Capital 
Market

OTC Bulletin
Board (OTCBB)

Pink Sheets

NASDAQ-
OMX OTC

Dealer
Markets

Boston (BSE/BSX, 
owned by
NASDAQ-OMX)

Chicago (CHX)

CBOE (CBSX)

National (NSX, Chicago
and Jersey City)

Pacific (PSE, owned by the NYSE)
Philadelphia (PHLX, owned by NASDAQ-OMX)

Regional
Exchanges

NYSE/MKT
(formerly the
American Stock
Exchange, AMEX)

BATS Global Market
(owned by CBOE
Global Markets)

Intercontinental 
Exchange (ICE), 
which owns the
numerous exchanges
worldwide, including
the NYSE and NYSE/
MKT noted below 

New York Stock
Exchange (NYSE)
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the second-largest U.S. exchange. The AMEX has less 
restrictive listing requirements than the NYSE, so the 
acquisition allowed the NYSE to broaden the types  
of companies falling under its umbrella. The organization  
is also referred to as NYSE MKT. In mid-2014, ICE  
spun off Euronext as a standalone European company. 
The ICE entity is a part of the broker market—indeed,  
it’s their biggest player. BATS Global Markets was  
acquired by Cboe Global Markets in 2017. This created  
one of the largest stock exchange operators in the  
United States.

Besides ICE, a handful of regional exchanges are 
also part of the broker market. The number of securi-
ties listed on each of these exchanges typically ranges 
from about 100 to 500 companies. The best-known of 
these are the Boston, National, Pacific, and Philadelphia 
exchanges. These exchanges deal primarily in securities 
with local and regional appeal. To enhance their trading 
activity, regional exchanges often list securities that are 
also listed on the NYSE.

Dealer Markets A key feature of the dealer market  
is that, unlike the NYSE, it doesn’t have centralized trad-
ing floors. Instead, it’s made up of many market makers 

who are linked via a mass telecommunications network. 
Each market maker is actually a securities dealer who 
makes a market in one or more securities by offering  
to either buy or sell them at stated bid/ask prices.  
The bid price and ask price represent, respectively,  
the highest price offered to purchase a given security  
and the lowest price at which the security is offered  
for sale. In effect, an investor pays the ask price when 
buying securities and receives the bid price when  
selling them.

The biggest dealer market, hands down, is made up 
of a select list of stocks that are listed and traded on 
NASDAQ. Founded in 1971, NASDAQ had its origins  
in the OTC market but today it is considered a totally 
separate entity that’s no longer a part of the OTC market.  
In fact, in 2006, the Securities and Exchange Commis-
sion (SEC) formally recognized NASDAQ as a “listed 
exchange,” giving it much the same stature and prestige 
as the NYSE. To be traded on NASDAQ, all stocks  
must have at least two market makers—although the  
bigger, more actively traded stocks (such as Apple) will 
have many more than that. These dealers electronically 
post all their bid/ask prices so that, when investors  
place (market) orders, they’re immediately filled at  
the best available price. In 2008, NASDAQ combined  
its business with OMX AB, which owned and operated 
the largest securities market in northern Europe. It  
also acquired the Philadelphia and Boston stock  
exchanges. Across its markets, NASDAQ lists about 
3,300 companies with an aggregate market value of  
more than $12.2 trillion from all over the world.

NASDAQ sets various listing requirements in three-
sub-markets: the NASDAQ Global Market, the NASDAQ 
Global Select Market, and the NASDAQ Capital Market.  
These securities are widely quoted, and the trades, all 
executed electronically, are just as efficient as they are 
on the floor of the NYSE. Indeed, just as the NYSE has 
its list of big-name players (e.g., ExxonMobil, Wal-Mart, 
Pfizer, IBM, Coca-Cola, Home Depot, and UPS), so too  
does NASDAQ—including names like Apple, Microsoft, 
Facebook, Intel, Cisco Systems, eBay, and Google.

The other part of the dealer market is made up  
of securities that trade in the over-the-counter (OTC) 
market. This market is separate from NASDAQ and  
includes mostly small companies that either can’t or don’t  
wish to comply with NASDAQ listing requirements. They 
trade on either the OTC 
Bulletin Board (OTCBB) 
or in the so-called Pink 
Sheets. The OTCBB is an 
electronic quotation sys-
tem that links the market iS
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can sell a security

ask price the price at which one 
can purchase a security
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makers who trade the shares of small companies. The 
OTCBB is regulated by the SEC, which requires (among 
other things) that all companies traded on this market 
file audited financial statements and comply with federal 
securities law. In sharp contrast, the OTC Pink Sheets 
represent the unregulated segment of the market, where 
companies aren’t even required to file with the SEC.

11-2c Foreign Securities Markets
In addition to those in the United States, more than 
100  other countries worldwide have organized securi-
ties exchanges. Indeed, actively traded markets can be 
found not only in such major industrialized nations as 
Japan, Great Britain, Germany, and Canada, but also 
in emerging economies. In terms of market capitaliza-
tion (total market value of all shares traded), the NYSE 
is the biggest stock market in the world, followed by  

the NASDAQ market and 
then the Tokyo stock mar-
ket. Other major exchang-
es are located in London, 
Sydney, Zurich, Hong 
Kong, Singapore, Rome, 
and Amsterdam. Besides 
these markets, you’ll find  

developing markets all over the globe—from Argentina 
and Armenia to Egypt and Fiji; from Iceland, Israel, and 
Malaysia to New Zealand, Russia, and Zimbabwe.

11-2d Regulating the Securities 
Markets
Several laws have been enacted to regulate the  activities 
of various participants in the securities markets and to 
provide for adequate and accurate disclosure of infor-
mation to potential and existing investors. State laws, 
regulating the sale of securities within state borders, 
typically establish procedures that apply to the sellers 
of securities doing business within the state. However, 
the most important and far-reaching securities laws are 
those enacted by the federal  government.

 ▶ Securities Act of 1933. This act was passed by 
Congress to ensure full disclosure of information with 
respect to new security issues and to prevent a stock 
market collapse similar to the one that occurred during 
1929–1932. The Act requires the issuer of a new security 
to file a registration statement containing information 
about the new issue with the Securities and Exchange 
C ommission (SEC), an agency of the U.S. government 
established to enforce federal securities laws.

Securities and Exchange 
Commission (SEC) an agency of 
the federal government that regulates 
the disclosure of information about 
securities and generally oversees the 
operation of the securities exchanges 
and markets

Is It tImE to GEt a Robo InvEstmEnt aDvIsER?

Robo investment advisers are Internet-based plat-
forms that typically use algorithms to recommend 
portfolios of low-cost, exchange-traded funds across 
multiple asset classes based on online question-
naires completed by investors. In the last few years, 
more than 200 companies have entered the market 
to help investors plan their portfolios online. These 
include fund giants Fidelity Investments and Van-
guard Group, and brokerage firms such as Charles 
Schwab. While currently only a market of about 
$300 billion, global assets under management by 
robo-advisers are predicted to reach between $5 and  
$7 trillion by 2025.

The average robo-adviser customer is millennial, 
self-directed, and comfortable with technology. Robo 
-advisers charge annual management fees usually 
ranging between 0.25 and 0.75 percent of assets plus 
fund expenses. In contrast, traditional advisers tend to 
charge an average of 1 percent. The primary rationale 

for robo-advisers is that investors are best served by 
low fees and broadly diversified portfolios.

Should you be tempted to use a robo-adviser? 
Low expenses and simplified investment manage-
ment are positives. However, surveys indicate that 
investors with the same investment objectives can 
receive markedly different advice from the broad  
array of robo-advisers. Keep in mind that you can get a 
bit of hand-holding from companies like Vanguard’s Per-
sonal Advisor Services (https://investor.vanguard.com/
advice/personal-advisor) and Personal Capital (www 
.personalcapital.com/). It makes sense to sample a num-
ber of robo-advisers’ platforms and read their reviews  
carefully. And it’s wise to do your homework before put-
ting your investment portfolio on (semi-) automatic pilot.

Source: Adapted, in part, from Liz Moyer, “Putting Robo Advisers to the 
Test,” The Wall Street Journal, www.wsj.com/articles/putting-robo-advisers 
-to-thetest-1429887456, and Marguerita Cheng, “Fintech: Revolutionizing 
Wealth Management,” https://blogs.cfainstitute.org/investor/2017/12/01 
/fintech-revolutionizing-wealth-management/, accessed November 2018.
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 ▶ Securities Exchange Act of 1934. This act expanded 
the scope of federal regulation and formally established 
the SEC as the agency in charge of the administration 
of federal securities laws. The act gives the SEC power 
to regulate organized securities exchanges and the 
OTC market by extending disclosure requirements to 
outstanding securities.

 ▶ Investment Company Act of 1940. This act pro-
tects those purchasing investment company (mutual 
fund) shares. It established rules and regulations for 
 investment companies and formally authorized the SEC 
to regulate the companies’ practices and procedures. It 
also prohibits investment companies from paying exces-
sive fees to their advisors and from charging excessive 
commissions to purchasers of company shares.

 ▶ The Sarbanes-Oxley Act of 2002. The purpose of this 
act (known as “SOX” ) is to eliminate corporate fraud 
as related to accounting practices and other informa-
tion released to investors. Among other things, SOX 
requires an annual evaluation of internal controls and 
procedures for financial reporting; it also requires 
the top executives of the corporation, as well as its 
 auditors, to certify the accuracy of its financial state-
ments and disclosures.

 ▶ The Dodd–Frank Wall Street Reform and Consumer 
Protection Act of 2010. Prompted by the financial 
crisis of 2008–2009, this legislation is designed primarily 
to improve accountability and transparency in the U.S. 
financial system, to discontinue the “too big to fail” regu-
latory approach, to protect American taxpayers from 
costly government bailouts, and to protect consumers 
from exploitative financial services practices. The Act 
is the most significant change in financial regulation 
since the Great Depression. The legislation contains the 
so-called Volcker Rule, which prohibits depository banks 
from proprietary trading. Finally, the Act created new 
federal agencies, which include the Financial Stabil-
ity Oversight Council, the Office of Financial Research, 
and the Bureau of Consumer Financial Protection. Key 
sections of the legislation remain controversial and are 
under review for possible changes.

 ▶ Other significant federal legislation. The Maloney 
Act of 1938 provided for the establishment of trade 
associations for the purpose of self-regulation within 
the securities industry. This act led to the creation 
of the National  Association of Securities Dealers 
(NASD), which is made up of all brokers and dealers 
who participate in the OTC market. The NASD is a 
self-regulatory organization that polices the activities 
of brokers and dealers to ensure that its standards are 
upheld. The Securities Investor Protection Act of 1970 

created the Securities Investor Protection Corporation 
(SIPC), an organization that protects investors against 
the financial failure of brokerage firms—much as the 
Federal Deposit Insurance Corporation (FDIC) protects 
depositors against bank failures (we’ll examine the SIPC 
later in this chapter).

11-2e Bull Market or Bear?
The general condition of the market is termed as either 
 bullish or bearish, depending on whether secu rities prices 
are rising or falling over extended periods. Chang ing 
market conditions generally stem from changing inves-
tor attitudes, changes in economic activity, and certain  
governmental actions aimed at stimulating or slowing 
down the economy. Prices go up in bull markets; these 
favorable markets are normally associated with investor 
optimism, economic recovery, and growth. In contrast, 
prices go down in bear markets, which are normally  
associated with investor pessimism and economic  
slowdowns. These terms are used to describe conditions 
in the bond and other securities markets as well as 
the stock market. As a rule, investors can earn attrac-
tive rates of return during bull markets and only low 
(or negative) returns during bear markets. Exhibit 11.2 
shows historical U.S. stock market performance going 
back to 1825.

Look closely at the exhibit and you’ll notice that, 
over the past 50 years or so, stock market behavior  
has been generally bullish, reflecting the growth and 
prosperity of the economy (the market was up in three-
quarters of the last 50 years). Since World War II, the 
longest bull market lasted 125 months—from November 
1990 through March 2000. This bull market is probably 
as well known for how it ended as it is for the returns 
it generated. That record-breaking bull market ended 
abruptly in the spring of 
2000, when a nasty bear 
market took over.

After recovering in 
October 2002, the mar-
ket generally advanced 
until about October 2007, 
when the full effects of 
the financial crisis started 
to become apparent. The 
losses continued through 
2008, as the S&P 500 lost 
about 37 percent, but 
rose by about 40 percent 
between March and May 
of 2009. The S&P 500 has 

National Association of 
Securities Dealers (NASD) an 
agency made up of brokers and 
dealers in over-the-counter 
securities that regulates OTC market 
operations

bull market a market condition 
normally associated with investor 
optimism, economic recovery, 
and expansion; characterized by 
generally rising securities prices

bear market a condition of the 
market typically associated with 
investor pessimism and economic 
slowdown; characterized by 
generally falling securities prices
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Exhibit 11.2

Historical Performance of U.S. Stocks as Measured  
by NYSE Returns
This graphical portrayal of U.S. stock market performance since 1825 shows the variability in returns.
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varied significantly since, producing a low return of only 
about 2 percent in 2011, but a return in excess of 32 per-
cent in 2013 and almost 22 percent in 2017.

 11-3  MAkING tRANsActIONs 
IN thE sEcURItIEs MARkEts

LO3 In many respects, dealing in the securities markets  
almost seems like operating in another world, one with 
all kinds of unusual orders and strange-sounding trans-
actions. Actually, making securities transactions is rela-
tively simple once you understand the basics. In fact, 
you’ll probably find that it’s no harder than using a 
checking account.

11-3a Stockbrokers
Stockbrokers (or account executives, as they’re also 
called) buy and sell securities for their customers.  
Although deeply ingrained in our language, the term 
stockbroker is really a bit of a misnomer because they 
help investors buy and sell not only stocks but also 
bonds, convertibles, mutual funds, options, and many 
other types of securities. Brokers must be licensed by 
the exchanges and must abide by the ethical guidelines 
of the exchanges and SEC regulations. They work for 
brokerage firms and in essence are there to execute  
the orders placed. As discussed earlier, procedures for 
executing orders in broker markets differ a bit from 
those in dealer markets. However, as an investor you 
would never know the difference because you’d place 
your order in exactly the same way.

Selecting a Broker If you decide to start investing 
with a full-service broker, it’s important to select some-
one who understands your investment objectives and 
can effectively help you pursue them. If you choose 
a broker whose own approach to investing is similar  
to yours, then you should be able to avoid conflict  
and establish a solid working relationship. A good 
place to start the search is to ask friends, relatives, 
or business associates to recommend a broker. It’s not 
important to know your stockbroker socially because 
most, if not all, of your transactions/orders will proba-
bly be placed by phone or online. But a broker should 
be far more than just a salesperson; a good broker is 
someone who’s more interested in your investments 
than in his or her own commissions. Should you find 
that you’re dealing with someone who’s always trying  
to get you to trade your stocks or who’s pushing  
new investments on you, then by all means dump that 
broker and find a new one.

Full-Service, Discount, and Online Brokers Just 
a few years ago, there were three distinct types 
of  brokers—full-service, discount, and online—and each 
 occupied a well-defined market niche. Today, the lines 
between these three types of brokers are blurred.  Most 
brokerage firms, even the more traditional ones, now 
offer online services to compete with the increasingly 
popular online firms. And many discount brokers now 
offer services such as research reports for clients that 
once were available only from a full-service broker.

The traditional full-service broker offers investors 
a wide array of brokerage services, including investment 
advice and information, trade executions,  holding se-
curities for safekeeping, online brokerage services, and 
 margin loans. Such ser-
vices are fine for investors 
who want such help—and 
are willing to pay for it. 
In contrast,  investors who 
simply want to execute 
trades and aren’t interest-
ed in obtaining all those 
brokerage services should 
consider either a discount 
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stockbroker (account  
executive) a person who buys 
and sells securities on behalf of clients 
and gives them investment advice and 
information

full-service broker a broker 
who, in addition to executing clients’ 
transactions, offers a full array of 
brokerage services
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broker or an online broker.  Discount brokers tend to 
have low-overhead operations and offer fewer customer 
services than do full-service brokers. Transactions are ini-
tiated by calling a toll-free number—or visiting the bro-
ker’s Internet site—and placing the desired buy or sell 
order. The brokerage firm then executes the order at the  
best possible price and confirms the transaction details 
by phone, e-mail, or regular mail. Depending on the 
transaction size, discount brokers can save investors 
from 30 to 80 percent of the commissions charged by full-
service brokers.

With the technology that’s available to almost every-
one today, it’s not surprising that investors can just as eas-
ily trade securities online as on the phone. All you need 
is an online broker (also called an Internet or electronic 
broker) and you can execute trades electronically. The 
investor merely accesses the online broker’s Internet site 
to open an account, review the commission schedule, 
or see a demonstration of available transaction services 
and procedures. Confirmation of electronic trades can 
take as little as a few seconds, and most occur within  
a minute. Online investing is increasingly popular,  
particularly among young investors who enjoy surfing 
the Internet—so popular, in fact, that it has prompted 
virtually every traditional full-service broker (and many 
discount brokers) to offer online trading to their clients. 
Indeed, the distinction between discount and online 
brokers has blurred given the competitive pressures on 
fees. Some of the major full-service and discount/online 
brokers are listed here:

Type of Broker

Full-Service Discount/Online

Raymond James Ally Invest

Edward Jones Charles Schwab

Morgan Stanley Interactive Brokers

Merrill Lynch TD Ameritrade

Wells Fargo Advisors Vanguard Brokerage Services

UBS Fidelity Brokerage Services

Brokerage Fees Brokerage firms receive commissions 
for executing buy and sell orders for their clients. These 
commissions are said to be negotiated, meaning they’re 
not fixed. In practice, however, most firms have estab-
lished fee schedules that they use with small transac-
tions. Fees definitely do differ from one brokerage firm 
to another, and so it pays to shop around. If you’re an 
“active trader” who generates a couple thousand dollars 
(or more) in annual commissions, then by all means try 
to negotiate a reduced commission schedule with your 
broker. Chances are, they’ll probably agree to a deal  
with you: Brokers much prefer active traders to buy- 
and-hold investors because traders generate higher  
commissions. Generally speaking, brokerage fees on  
an order involving 100 shares of common stock will 
amount to roughly 1 percent of the transaction value.

Because there are so many discount brokers today, 
there is significant variation in the fees charged and 
services offered. The way commissions are calculated  
also varies; some firms base them on the dollar value 
of the transaction, some on the number of shares,  
and some use both. Exhibit 11.3 ranks the best online 
brokers using comprehensive criteria.

Security transactions can be made in either odd or 
round lots. An odd lot consists of fewer than 100 shares 
of stock, while a round lot represents a 100-share unit  
or multiples thereof. The sale of 400 shares of stock 
would be considered a round-lot transaction, but the 
purchase of 75 shares would be an odd-lot transaction; 
trading 250  shares of stock would involve two round  
lots and an odd lot. Because the purchase or sale  
of odd lots requires additional processing, an added 
fee—known as an odd-lot differential—is often tacked 
on to the normal commission charge, driving up the 
costs of these small trades. Indeed, the relatively high 
cost of an odd-lot trade is why it’s best to deal in round 
lots whenever  possible.

Investor Protection As a client, you’re protected 
against the loss of securities or cash held by your bro-
ker by  the Securities Investor Protection Corporation 
(SIPC), a nonprofit corporation authorized by the Securi-
ties Investor Protection Act of 1970 to protect customer 
accounts against the financial failure of a brokerage firm. 

discount broker a broker with low overhead who charges low 
commissions and offers few or no services to investors

online broker typically a discount broker through which investors 
can execute trades electronically/online through a commercial service or 
on the Internet; also called Internet broker or electronic broker

odd lot a quantity of fewer than 100 shares of a stock

round lot a quantity of 100 shares of stock or multiples thereof

Securities Investor Protection Corporation (SIPC) a 
nonprofit corporation, created by Congress and subject to SEC and 
congressional oversight, that insures customer accounts against the 
financial failure of a brokerage firm

    Go to Smart Sites
Confused about which broker is right for you? Use The 
Motley Fool’s checklist, “10 Ways to Size Up a Broker,” 
at the Fool’s Broker Center.
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 Although subject to SEC and congressional oversight, the 
SIPC is not an agency of the U.S.  government.

SIPC insurance covers each account for up to 
$500,000 (of which up to $250,000 may be in cash 
balances held by the firm). Note, however, that SIPC 
insurance does not guarantee that the dollar value of 
the securities will be recovered. It ensures only that 
the securities themselves will be returned. So what 
happens if your broker gives you bad advice and you 
lose a lot of money on an investment? The SPIC 
won’t help you because it’s not intended to insure you 
against bad investment advice, stock market risk, or 
broker fraud. 

If you have a dispute with your broker, first discuss 
the situation with the managing officer at the branch 
where you do your business. If that doesn’t help, then 
write or talk to the firm’s compliance officer and contact 
the securities office in your home state. If you still aren’t 
satisfied, you may have to take the case to  arbitration, 
a process whereby you 
and your broker present 
the two sides of the argu-
ment before an arbitration  
panel, which then de-
cides how the case will be  
resolved. If it’s binding 

Exhibit 11.3

Barron’s 2018 Best Online Brokers Ranking
It’s important to find the online broker that best meets your specific needs. Barron’s ratings (on a scale of five stars) are based on 
the following criteria for the effectiveness of an online broker’s Internet site: (1) workflow for placing orders and order-routing 
technology; (2) usability of the site; (3) availability and quality of mobile trading; (4) range of investment offerings; (5) quality and 
accessibility of research, quotes, and charting; (6) timely and effectively organized portfolio analysis and reports; (7) customer 
service and education features like live-chat capability, user guides, and frequently asked questions; and (8) costs, which include 
trading commissions and margin (borrowing) costs.

Source: Theresa W. Carey, “Interactive Brokers Takes Top Spot in Online Broker Ranking,” https://www.barrons.com/articles/interactive-brokers-takes-top-spot-in-online-broker-ranking-1521854071?tesla=y&mod=article 
_inline, accessed November 2018.
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arbitration a procedure used to 
settle disputes between a brokerage 
firm and its clients; both sides 
present their positions to a board of 
arbitration, which makes a final and 
usually binding decision on the matter
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arbitration, and it usually is, then you have no choice  
but to accept the decision—you cannot go to court to  
appeal your case.

11-3b Executing Trades
For most individual investors, a securities trans-
action involves placing a buy or sell order, usu-
ally by phone or on the Internet, and later receiving  
confirmation that the order has been completed. These 
investors have no idea what happens to their orders. In 
fact, a lot goes on—and very quickly—once the order 
is placed. It has to, because on a typical day, the NYSE 
alone executes over a 3 billion trades, and many more  
occur on the NASDAQ and the rest of the market. In 
most cases, if the investor places a market order (which 
we will explain later), then it should take less than two 
minutes to place, execute, and confirm a trade.

The process starts with a phone call to the broker or 
online order. The order is then transmitted to the stock 
exchange floor, the NASDAQ market, or the OTCBB, 
where it’s promptly executed. Confirmation that the or-

der has been executed is 
transmitted to the origi-
nating broker and then to 
the customer. The time 
for the whole process, 
including a confirmation 
that’s sent back to your 
computer, is usually less 
than a minute. Once the 
trade takes place, the in-
vestor typically has three 
(business) days to “settle” 

his or her account with the broker—that is, to 
pay for the securities. 

11-3c Types of Orders
Investors may choose from several different 
kinds of orders when buying or selling securi-
ties. The type of order chosen normally de-
pends on the investor’s goals and expectations 
regarding the given transaction. The three basic 
types of orders are the market order, limit or-
der, and stop-loss order.

Market Order An order to buy or sell a security 
at the best price available at the time it’s placed 
is a  market  order. It’s usually the quickest way to 
have orders filled because market orders are ex-
ecuted as soon as they reach the trading floor. In 
fact, on small trades of less than a few thousand 

shares, it takes less than 10 seconds to fill a market order 
once it hits the trading floor. These orders are executed 
through a process that attempts to allow buy orders to 
be filled at the lowest price and sell orders at the highest, 
thereby providing the best possible deal to both the buyers 
and sellers of a security.

Limit Order An order to buy at a specified price (or 
lower) or to sell at a specified price (or higher) is known 
as a limit order. The broker transmits a limit order to a 
specialist dealing in the given security on the floor of the 
exchange. The order is executed as soon as the speci-
fied market price is reached and all other such orders 
with precedence have been filled. Although a limit order 
can be quite effective, it can also cost you money. If, for 
instance, you want to buy at $20 or less and the stock 
price moves from its current $20.50 to $32 while you’re 
waiting, your limit order will have caused you to forgo an  
opportunity to make a profit of $11.50 per share ($32.00 2  

$20.50). Had you placed a market order, this profit would 
have been yours.
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market order an order to buy 
or sell a security at the best price 
available at the time it is placed

limit order an order to either 
buy a security at a specified or lower 
price or to sell a security at or above a 
specified price

stop-loss (stop order) an 
order to sell a stock when the market 
price reaches or drops below a 
specified level

EXAMPLE: Limit Orders  You’ve placed a limit or-
der to buy 100 shares of a stock at a price of $20, even 
though the stock is currently selling at $20.50. Once  
the stock hits $20, and all similar orders received  
before yours have been cleared, then your order will be 
executed.

Stop-Loss Order An order to sell a stock when the 
market price reaches or drops below a specified level  
is called a stop-loss, or stop order. Used to protect the 
investor against rapid declines in stock prices, the stop 
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order is placed on the specialist’s book and activated 
when the stop price is reached. At that point, the stop  
order becomes a market order to sell. This means that 
the stock is offered for sale at the prevailing market 
price, which could be less than the price at which the 
order was initiated by the stop. 

investment so you can decide whether to keep it there or 
move it elsewhere.

The rate of return on an investment depends on the 
increase or decrease in the price of an investment, as 
well as any income received over the investment period, 
both stated as a percentage of the initial investment. The 
rate of return is consequently the amount earned on an 
investment per dollar invested. It is calculated as:

Rate of return 5 

Ending value 2 Beginning value 1 Income
Beginning value

Thus, the rate of return on a stock is the change in the 
price of the stock plus any dividends received over the in-
vestment period, both divided by the original price paid for 
the stock. 

EXAMPLE: Stop-Loss Orders  Imagine that you 
own 100 shares of DEF, which is currently selling  
for $35. Because of the high price volatility of the stock, 
you decide to place a stop order to sell at $31. If the 
stock price drops to $31, your stop order is activated,  
and all of your DEF stock will be sold at the best 
price available, which may be below $31 a share.  
Of course, if the market price increases, or stays  
at or about $35 a share, nothing will have been lost 
by placing the  stop-loss order.

11-3d Calculating Investment 
Returns
The reason you invest is to earn an expected rate of  
return that compensates you for the risk you take on. 
Indeed, the only way to earn a higher expected rate of 
return is to face higher risk, which also involves a higher 
chance that you won’t get the return you’d hoped for. 
It’s also important to know how to determine the rate of 
return you earned over a given period of time after the 
fact. For example, perhaps you took your uncle’s advice 
and invested $500 in a mutual fund two years ago. You 
should know how to calculate the rate of return on the 

tYPEs Of LIMIt ORDERs

With a limit order, you set not only the price you want, 
but also the time period that you want the order to 
remain outstanding. Here are some choices:

 ● Fill-or-kill order. An order that is executed  
immediately (at the specified price or better), or  
else is cancelled.

 ● Day order. An order that expires at the end of the 
day, even if it hasn’t been executed.

 ● Good-till-canceled (GTC) order. An order that will 
remain open indefinitely until it’s either executed 
or canceled.

 ● All-or-none order. An order to buy or sell a specified 
quantity of stocks (at a given price, or better), which 
remains open until executed or canceled.

EXAMPLE: Calculating the Rate of Return on a 
Stock Investment  You bought 100 shares of The Walt 
Disney Company (DIS) at $101.60 a share. The stock is 
currently selling at $112.02. Over the one year you held 
the stock, Disney paid dividends of $1.68 per share. 
What rate of return did you earn? 

Rate of return 5 
Ending value 2 Beginning value 1 Income

Beginning value

5  
(100 3 $112.02) 2 (100 3 $101.60) 1 (100 3 $1.68)

(100 3 $101.60)

5 11.91 percent

After you’ve calculated the return over the invest-
ment’s time horizon, you can compare it with other 
investments of similar risk that you could have made. 
You can also use this calculation to project future rates 
of return for competing investment alternatives.

 11-4  bEcOMING AN INfORMED 
INvEstOR 

LO4 Face it: Some people know more about investing 
than others. As a result, they may use certain investments 
or tactics that aren’t even in another investor’s vocabulary. 
Investor know-how helps 
determine how well you’ll 
meet your investment  
objectives. While being an  
informed investor can’t 
guarantee you success, it 

rate of return on a stock is the 
change in price plus any dividends 
received over the investment period, 
both dividend by the original price 
paid for the stock
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can help you avoid unnecessary losses—
as happens all too often when people 
put their money into investments they 
don’t fully understand. Thus, before 
making any major investment decision, 
thoroughly investigate the security and 
its merits. Formulate some basic ex-
pectations about its future performance 
and gain an understanding of the sources 
of risk and return. This can usually be done by reading 
the popular financial press and referring to other print or 
Internet sources of investment information.

11-4a Annual Stockholders’ 
Reports
Every publicly traded corporation is required to provide 
its stockholders and other interested parties with annual 
stockholders’ reports. These documents contain a wealth 
of information about the companies, including balance 
sheets, income statements, and other financial reports. 
They usually describe the firm’s business activities, recent 
developments, and future plans and outlook. Financial  
ratios describing past performance are also included, along 
with other relevant statistics. In fact, annual reports offer a 
great deal of insight into the company’s past, present, and 
future operations. You can obtain them for free directly 
from the companies, through a brokerage firm, or at most 
large libraries. And most companies also post their annual 
reports on the Internet, so you can obtain them online.

Here are some suggestions to help you get the most  
information when reading an annual report:

 ▶ Start with the highlights or selected financial data 
sections. These provide a quick overview of perfor-
mance by summarizing key information such as the 
past two years’ revenues, net income, assets, earnings 
per share (EPS), and dividends.

 ▶ Read the chief executive’s letter. But read it with a 
careful eye, looking for euphemisms like “a slowing  
of growth” to describe a drop in earnings.

 ▶ Move on to the discussion operations in  
management’s discussion and analysis. This  
section provides information on sales, earnings, 
debt, ongoing litigation, and so on.

 ▶ Read the auditor’s report. Look for 
phrases like “except for” or “subject to,” 
as they mean just one thing: There may 
be problems that you need to understand.
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omannual stockholders’ report  
a report made available to stockholders 
and other interested parties that 
includes a variety of financial and 
descriptive information about a firm’s 
operations in the recent past

 ▶ Review the finan-
cial statements, 
including the notes. 
These will tell you 
about the company’s 
financial condition 
and performance.

11-4b The Financial Press
The most common sources of finan-
cial news are the Internet and the local  

newspaper. Other common sources of financial news  
include The Wall Street Journal, Barron’s, and the “Money” 
section of USA Today. These are all national publications 
that include articles on the behavior of the economy, the  
market, various industries, and individual companies.  
The most comprehensive and up-to-date coverage of  
financial news is provided Monday through Saturday  
by The Wall Street Journal. Other excellent sources  
of investment information include magazines such as 
Money, Forbes, Fortune, Bloomberg Businessweek, 
and Kiplinger’s Personal Finance. These publications 
are available online and as printed publications.

Market Data Usually presented in the form of averages,  
or indexes, market data describe the general behavior  
of the securities markets. The averages and indexes  
are based on the price movements of a select group 
of securities over an extended period. They’re used to  
capture the overall performance of the market as a 
whole. You would want to follow one or more of these 
measures to get a feel for how the market is doing  
over time and, perhaps, an indication of what lies ahead.

The absolute level of the index at a specific time (or 
on a given day) is far less important than what’s been 
happening to that index over a given period. The most 
commonly cited market measures are those calculated  
by Dow Jones, Standard & Poor’s, the NYSE, and  
NASDAQ. These measures are all intended to track  

Investor know-how 
helps determine how 
well you’ll meet your 
investment objectives.
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the behavior of the stock market, particularly NYSE 
stocks (the Dow, S&P, and NYSE averages all follow 
stocks on the “big board,” which is the NYSE).

Dow Jones Industrial Averages The granddaddy  
of them all, and probably the most widely followed  
measure of stock market performance, is the Dow Jones 
 Industrial Average (DJIA). Actually, the Dow Jones  
averages, which began in 1896, are made up of  
four parts: (1) an industrial average, the DJIA, which is 
based on 30  stocks; (2)  a transportation average based  
on 20 stocks; (3) a utility average based on 15 stocks;  
and (4) a composite average based on all 65 industrial, 
transportation, and utility stocks. Most of the stocks  
in the DJIA are picked from the NYSE; but a few  
NASDAQ stocks, such as Intel and Microsoft, are included 
as well. Although these stocks are intended to represent a 
cross section of companies, there’s a strong bias toward 
blue chips, which is a major criticism of the DJIA.

Standard & Poor’s Indexes The Standard & Poor’s 
(S&P) indexes are similar to the Dow Jones averages in 
that both are used to capture the overall performance of 
the market. However, some important differences exist  
between the two measures. For one thing, the S&P has 
many more stocks. The popular S&P 500 composite  
index is based on 500 different stocks, whereas the  
DJIA uses only 30. What’s more, the S&P index is made 
up of all large NYSE stocks in addition to some major 
AMEX and NASDAQ stocks, so there are not only more 
issues in the S&P sample, but also a greater breadth  
of representation. Finally, there are some technical  
differences in the procedures used to compute the  
two measures; the Dow Jones is a price-weighted average, 
whereas the S&P is a market value-weighted index. 

Despite the technical differences, movements in  
the DJIA and the S&P 500 indices are highly correlated.  
Even so, the S&P has a much lower value than the  
DJIA—for example in September 2018 the Dow stood 
at about 25,850 whereas the S&P index of 500 stocks 
was  around 2,888. This doesn’t mean that the S&P  
consists of less valuable stocks; rather, the disparity is  
due solely to the different methods used to compute the 
measures. In addition to the S&P 500, two other widely  
followed S&P indices are the MidCap 400 (made up  
of 400 medium-sized companies with an average market  
value of about $4.9 billion) and the SmallCap 600 
(consisting of  companies with an average market cap  
of about $1.6 billion).

The NYSE, NASDAQ, and Other Market Indexes The  
most widely followed exchange-based indexes are those 
of the New York Stock Exchange (NYSE) and NASDAQ. 

The NYSE  index includes all the stocks listed on the “big 
board” and provides a measure of performance in that 
market. Behavior in the NASDAQ market is measured 
by several indexes, the most com prehensive of which is 
the NASDAQ Composite index, which is calculated using 
virtually all the stocks traded on NASDAQ. In addition, 
there’s the NASDAQ 100 index, which tracks the price 
behavior of the biggest 100 (nonfinancial) firms traded 
on NASDAQ—companies like Apple, Microsoft, Intel, 
Amazon, Cisco, and Marriott. The NASDAQ Composite  
is often used as a benchmark in assessing the price  
behavior of high-tech stocks.

Besides these major indexes, there are a couple of 
other measures of market performance, one of which is 
the Dow Jones Wilshire 5000 index. It’s estimated that the 
Wilshire index reflects the total market value of 98 to 99 
percent of all publicly traded stocks in the United States. 
In essence, it shows what’s happening in the stock market 
as a whole—the dollar amount of market value added or 
lost as the market moves up and down. Another widely 
followed measure is the Russell 2000, which tracks the 
performance of 2,000 relatively small companies and is 
widely considered to be a fairly accurate measure of the 
small-cap segment of the market.

Industry Data Local newspapers, The Wall Street 
Journal, Barron’s, and various financial publications 
regularly contain articles and data about different indus-
tries. For example, Standard & Poor’s Industry Surveys 
provides detailed descriptions and statistics for all the 
major industries; on a smaller scale, Business Week and 
other magazines regularly include indexes of industry 
performance and price levels.

Stock Quotes Stock 
price quotes appear daily 
on many sites, which in-
clude Yahoo! Finance 
http://finance.yahoo 
.com, the Wall Street 
Journal http://wsj.com, 
and CNN (www.cnn 
.com). Most online quota-
tions provide not only cur-
rent prices but a great deal 
of additional information 
as well.

Consider representa-
tive information available 
on numerous Internet 
sites. Exhibit 11.4 shows 
that Apple’s stock price 
was at $228.55 in the  

Dow Jones Industrial 
Average (DJIA) the most widely 
followed measure of stock market 
performance; consists of 30 blue-
chip stocks listed mostly on the NYSE

Standard & Poor’s (S&P) 
indexes indexes compiled by 
Standard & Poor’s that are similar 
to the DJIA but employ different 
computational methods and 
consist of far more stocks

NYSE index an index of the 
performance of all stocks listed on 
the New York Stock Exchange

Dow Jones Wilshire 5000 
index an index of the total 
market value of the approximately 
6,000–7,000 or so most actively 
traded stocks in the United States
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afternoon of September 4, 2018, which  was an increase  
of $0.89 from the prior trading day’s closing price. The 
shares are shown as listed on the NASDAQ market. 
We see that Apple’s trading symbol is AAPL. Its annual 
cash dividend yield is 1.15 percent, which is the annual  
dividend divided by the indicated market price. The  
firm’s recent P/E ratio is also shown, which is the current  
market price divided by the per-share earnings for the 

most recent 12-month period; as can be seen, Apple is 
trading at a P/E of 20.70 times earnings, which is below 
that of the overall market. The average analyst’s target 
forecast for Apple’s stock price in one year is $218.90.  
And the exhibit shows that Apple’s overall market  
capitalization (stock price times the  number of shares) 
is $1.1 trillion, which made it the largest company in  
the world at this time!

Exhibit 11.4

Listed Stock Quote for Apple
This exhibit provides information on the trading activity and the price quote for Apple, which is traded on NASDAQ.  
Note that, in addition to the latest stock prices, a typical stock quote conveys an array of other information.

Beta 1.14

Volume 20,918,742

Average volume (3 months) 424,967,596

Market cap $1.1T

Dividend yield 1.15%

P/E ratio (trailing) 20.70

Price/Sales (ttm) 4.32

Price/Book (mrq) 9.63

Previous close $227.66

Today’s open 228.41

Quarterly Earnings Growth (yoy) 32.10%

Quarterly Revenue Growth (yoy) 17.30%

Today’s Trading Growth & Valuation

Total cash (9/30/2017) $31.97B

Diluted EPS (ttm) $11.038

$229.23BRevenue (9/30/2017)

Profit margin (ttm) 21.98%

Financials

Mean target $218.90

High target $275.00

Low target $175.00

Number of analysts in forecast 35

Analysts’ One-Year Price Forecast

Apple Inc (AAPL)

228.55   10.89 (10.39%) As of 2:34PM EDT Market open

10:00AM 12:00PM 2:00PM 4:00PM

228.50

226.00

277.333

230.00

227.63

Source: From https://finance.yahoo.com/quote/AAPL?p=AAPL, quotes from September 4, 2018; yoy 5 year over year; ttm 5 trailing 12 months.
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11-4c Advisory Services
Subscription advisory services provide information and 
recommendations on various industries and specific  
securities. The services normally cost from 50 to several 
hundred dollars a year, although you can usually review 
such material (for free) at your broker’s office, at university 
and public libraries, or online. Probably the best-known 
investment advisory services are those provided by Value 
Line, Standard & Poor’s, and Moody’s Investors Service. 
An example of one of these reports is given in Exhibit 11.5. 
This report, prepared by Value Line, presents a concise 
summary of a company’s financial history, current finances,  
and future prospects. Similar stock reports are also  
available from Standard & Poors and Morningstar.

 11-5 ONLINE INvEstING
LO5 The Internet is a major force in the investing environ-
ment. It has opened the world of investing to individual inves-
tors, leveling the playing field and providing access to tools 
and market information formerly restricted to professionals. 
Not only can you trade all types of securities online, you can 
also find a wealth of information, from real-time stock quotes 
to securities analysts’ research reports. However, online in-
vesting also carries risks. The Internet requires investors 
to exercise the same—and possibly more—caution as they 
would if they were getting information from and placing or-
ders with a human broker. You don’t have the safety net of a 
live broker suggesting that you rethink your trade. Online or 
off, the basic rules for smart investing are still the same: Know 
what you’re buying, from whom, and at what level of risk.

11-5a Online Investor Services
The Internet offers a full array of online investor services, 
from up-to-the-minute stock quotes and research reports 

to charting services and portfolio tracking. When it comes 
to investing, you name it and you can probably find it on-
line. Unfortunately, although many of these are truly high-
quality sites offering valuable information, many others 
are pure garbage, so be careful when entering the world 
of online investing. Let’s now review the kinds of investor 
services you can find online, starting with investor educa-
tion sites.

Investor Education The Internet offers a wide array of 
tutorials, online classes, and articles to educate the novice in-
vestor. Even experienced investors will find sites that expand 
their investing knowledge. Although most good investment-
oriented Web sites include many educational resources, here 
are a few good sites featuring investment fundamentals:

 ▶ The Motley Fool (www.fool.com) Fool’s School has sec-
tions on fundamentals of investing, mutual fund in-
vesting, choosing a broker, investment  strategies and 
styles, lively discussion boards, and more.

 ▶ Morningstar (www.morningstar.com) provides  
comprehensive information on stocks mutual funds, 
ETFs, and more.

 ▶ Zacks Investment Research (www.zacks.com) is an 
excellent starting place to learn what the Internet can 
offer investors.

 ▶ NASDAQ (www.nasdaq.com) has investing and 
personal finance sections with financial planning and 
choosing a broker.

Investment Tools Once you’re familiar with the basics 
of investing, you can use the Internet to develop finan-
cial plans and set investment goals, find securities that 
meet your investment objectives, analyze potential in-
vestments, and organize your portfolio. Many of these 
tools, once used only by professional money managers, 
are free to anyone who wants to go online.

Investment Planning Online calculators and work-
sheets can help you find answers to your financial  
planning and investing questions. With them, you 
can figure out how much to save each month for a 
particular goal, such as the down payment for your 
first home, a college education for your children, or 
to be able to retire by the time you reach 55. For 
example, Fidelity (www.fidelity.com) and Vanguard 
(www.vanguard.com) have a wide selection of plan-
ning tools that deal with such topics as investment 
growth, college planning, and retirement planning. 
One of the best sites for financial calculators is Kip-
linger (www.kiplinger.com). Go to their personal 
finance page, click on “Tools” in the menu and you’ll 
find calculators dealing with everything from stocks, 

de
nn

iz
n/

Sh
ut

te
rs

to
ck

.c
om

303CHAPTER 11: Investment Planning

33609_ch11_ptg01.indd   303 20/12/18   9:32 PM



Exhibit 11.5

A Value Line Investment Survey Report
A Value Line report like this one provides a wealth of information about the operating results and financial condition of the  
company and is an invaluable source of information to investors.

Source: Copyright © 2018 Value Line Publishing LLC. All Rights Reserved Worldwide. “Value Line” is a registered trademark of Value Line Inc.
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bonds, and mutual funds to retirement planning, 
home buying, and taxes.

Investment Research and Screening One of the 
best investor services offered online is the ability to 
conduct high-quality, in-depth research on stocks, 
bonds, mutual funds, and other types of investment  
vehicles. Go to a site like www.kiplinger.com, click  
on “Investing,” and you can obtain literally dozens 
of pages of financial and market information about a  
specific stock or mutual fund. Many of these sites have 
links back to the company itself, so with a few mouse 
clicks, you can obtain the company’s annual report,  
detailed financial statements, and historical summaries 
of a full array of financial and market ratios. In addition, 
you’ll also find various online screening tools that can 
be used to identify attractive and potentially rewarding 
investment vehicles. 

These tools, available at sites like Quicken, Morning-
star, or MSN Money, enable you to sort quickly through 
huge databases of stocks and mutual funds to find those 
that meet specific characteristics, such as stocks with 
low or high P/E multiples, small market capitalizations, 
high dividend yields, specific revenue growth, and low 
debt-to-equity ratios. You answer a series of questions  
to specify the type of stock or fund you’re looking for, 
performance criteria you desire, cost parameters, and so 
on. The screen then provides a list of stocks (or funds) 
that meet the standards that you’ve set.

Portfolio Tracking Almost every investment-oriented 
Internet site includes portfolio tracking tools. Simply 
enter the number of shares held, the purchase price, 

and the symbol for the stocks or mutual funds that you 
want to follow. The tracker then automatically updates 
the value of your portfolio in real time. What’s more,  
you can usually click on one of the provided links and  
quickly obtain detailed information about each stock or 
mutual fund in your portfolio. MSN Money (https://www 
.msn.com/en-us/money), Personal Capital (https://www 
.personalcapital.com), and E*Trade (www.etrade.com) 
all have portfolio trackers that are easy to set up and use.

staRtInG onlInE InvEstInG 

 ● Set aside some money to get started and choose a 
broker. You don’t need much—your initial deposit can 
be as little as $50. Choose an online broker with no min-
imum deposit. Consider the results of the online broker 
rankings provided in Exhibit 11.3 earlier in this chapter.

 ● Learn the key investing jargon. Some useful sources 
are Investopedia (www.investopedia.com) and Inves-
torWords (www.investorwords.com).

 ● Practice with a paper account before investing 
real money. Try out different investment strategies  
using investment tracking programs like Icarra (www 
.icarra.com).

 ● Gradually add more money to your account. Add 
amounts regularly that are consistent with your  
investment goals.

 ● Monitor your portfolio’s performance. Data can be 
obtained easily using Yahoo! Finance (finance.yahoo 
.com/) or Google Finance (www.google.com/finance).

 ● Keep up with financial news. In addition, read as 
much as you can on how to invest.

Source: Adapted from Matt Krantz, “How to Get Started Investing  
Online,” www.dummies.com/how-to/content/investing-online-for 
-dummies-cheat-sheet.html, accessed November 2018.

Financial Planning Tips

    Go to Smart Sites
Tune your investment portfolio for retirement with 
E*TRADE’s Easy Retirement Calculator.

 11-6  MANAGING YOUR 
INvEstMENt hOLDINGs

LO6 Buying and selling securities is not difficult. The 
hard part is finding securities that will provide the  
kind of return you’re looking for. Like most individual 
investors, you too will be buying, selling, and trading  
securities with ease in time. Eventually, your investment 
holdings will increase to the point where you’re managing  
a whole portfolio of securities. In essence, a portfolio 
is a collection of invest-
ments assembled to meet 
a common investment 
goal. But a portfolio is far 
more than a collection of 

portfolio a collection of securities 
assembled for the purpose of meeting 
common investment goals
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investments. It breathes life into your invest-
ment program, as it combines your personal 
and financial traits with your investment  
objectives to give some structure to your  
investments.

Seasoned investors often devote lots of 
attention to constructing diversified portfolios 
of securities. Such portfolios consist of stocks 
and bonds selected not only for their returns, 
but also for their combined risk–return be-
havior. The idea behind diversification is 
that by combining securities with dissimilar 
risk–return characteristics, you can produce 
a portfolio of reduced risk and more predict-
able levels of return. 

Investment research shows you can 
achieve a noticeable reduction in risk sim-
ply by diversifying your investment holdings. For the 
small investor with a moderate amount of money to 
invest, this means that investing in several securities 
rather than a single one should be beneficial. The pay-
off from diversification comes in the form of reduced 
risk without a significant impact on return.

11-6a Building a Portfolio 
of Securities
In developing a portfolio of investment 
holdings, it’s assumed that diversifica-
tion is a desirable investment attribute 
that leads to improved returns and/or 
reduced risk. Again, as emphasized pre-
viously, holding a variety of investments 
is far more desirable than concentrating 
all your investments in a single security  
or industry. To get an idea of the kind of portfolio  
diversification employed by investors, look at the fol-
lowing numbers, which shows the types of investments 
held by average individual investors:

Type of Investment  
Product

Percentage of Portfolio 
October 2018

Stocks and stock funds 69.47%

Bonds and bond funds 13.30

Cash and short-term investments (CDs, 
money market deposit accounts, etc.) 17.23

 Total 100.00%

This portfolio reflects the results of monthly asset alloca-
tion surveys conducted by the American Association of 
Individual Investors. Whether this is what your portfolio 
should look like depends on a number of factors, includ-
ing your own needs and objectives.

Investor Characteristics To formulate an effective 
portfolio strategy, begin with an honest evaluation  
of your own financial condition and family situation. 
Pay particular attention to variables like these:
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diversification the process of choosing securities with dissimilar 
risk–return characteristics in order to create a portfolio that provides an 
acceptable level of return and an acceptable exposure to risk

 ▶ Level and stability of income

 ▶ Family factors

 ▶ Investment horizon

 ▶ Net worth

 ▶ Investment experience and age

 ▶ Disposition toward risk

These variables set the tone for your investments. 
They determine the kinds of investments you should 
consider and how long you can tie up your money. For 
your portfolio to work, it must be tailored to meet your 
personal financial needs. For example, the size and 
predictability of an investor’s employment income has 
a significant bearing on portfolio strategy. An investor 
with a secure job is more likely to embark on a more 
aggressive investment program than is an investor with 
a less secure position. Income taxes also bear on the in-
vestment decision. The higher an investor’s income, the 
more important the tax ramifications of an investment 
program become.

In addition, an individual’s investment experi-
ence will influence the type of investment strategy 
employed. It’s best to “get your feet wet” in the in-
vestment market by slipping into it slowly, rather 

For your portfolio to 
work, it must be tailored 
to meet your personal 
financial needs.
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than leaping in head first. Investors who make risky 
initial investments often suffer heavy losses, damag-
ing the long-run potential of their entire investment 
program. A cautiously developed investment program 
will likely provide far more favorable long-run results 
than an impulsive, risky one. Finally, investors should 
consider risk carefully. High-risk investments have 
not only high return potential but also high risk of 
loss. A good rule to remember is that an investor’s 
exposure to risk should never exceed the capacity to 
bear that risk.

Investor Objectives After developing a personal fi-
nancial profile, the investor’s next question is: “What 
do I want from my portfolio?” This seems like an easy 
question to answer. Ideally, we would all like to double 
our money every year by making low-risk investments. 
However, the realities of the highly competitive invest-
ment environment make this outcome unlikely, so the 
question must be answered more realistically. There’s 
generally a trade-off between earning a high current 
income from an investment and obtaining significant 
capital appreciation from it. An investor must choose 
one or the other; it’s hard to obtain both from a single 
investment. Of course, it’s possible to have a balance of 
both income and growth (capital gains) in a portfolio; 
but most often, that involves “tilting” the portfolio in 
one direction (e.g., toward income) or the other (to-
ward growth).

An investor’s needs should determine which ap-
proach to pursue. For instance, a retired investor 
whose income depends partly on her portfolio will 
probably choose a lower-risk, current-income-oriented 
approach for financial survival. In contrast, a high- 
income, financially secure investor may be much more 
willing to make risky investments in hopes of improving 
her net worth. Likewise, a young investor with a secure 
job may be less concerned about current income and 
more able to bear risk. This type of investor will likely 
be more capital gains–oriented and may choose riskier 
investments.

11-6b Asset Allocation and Portfolio 
Management
A portfolio should be built around an individual’s 
needs, which in turn depend on income, family re-
sponsibilities, financial resources, age, retirement 
plans, and capacity to bear risk. These needs shape 
one’s financial goals. But to create a portfolio geared to  

those goals, you need to develop an  asset  allocation 
strategy. Asset allocation focuses on the question of 
how to divide your portfolio among different types  
of securities. For example, what portion of your  
portfolio will be devoted to short-term securities, to 
long-term bonds and bond funds, and to individual 
common stocks and equity funds? The idea is to  
position your assets in such a way that you can protect  
your portfolio from negative developments in the 
market while still taking advantage of potential positive 
developments. 

There’s substantial evidence that over the long 
run, the total return on a portfolio is influenced far 
more by its asset allocation than by specific security 
selections. Asset allocation deals in broad categories 
and does not tell you which individual securities to 
buy or sell. It might look something like this:

Type of Investment Asset Mix

Short-term securities  5%

Longer bonds (7- to 10-year maturities) 20

Equity funds 75

 Total portfolio 100%

As you can see, all you’re really doing here is 
 deciding how to cut up the pie. You still have to de-
cide which particular securities to invest in. Once 
you’ve decided that you want to put, say, 20 percent 
of your money into intermediate-term (7- to 10-year)  
bonds, your next step is to select those specific  
securities.

After establishing your asset allocation strategy, you 
should check it regularly to make sure that your portfo-
lio is still in line with your desired asset mix and to see  
if that mix is still appropriate for your investment  
objectives. Here are some reasons to reevaluate your  
asset allocations:

 ▶ A major change in personal circumstances—marriage, 
birth of a child, loss of job, or family illness—that 
changes your investment goals.

 ▶ The proportion of an asset category rises or falls 
 considerably and thereby deviates from your tar-
get allocation for that class by more than, say,  
5 percent.

 ▶  You’re close to reach-
ing a certain goal 
(such as saving for 
your child’s college 
education).

asset allocation a plan for 
dividing a portfolio among different 
classes of securities in order to preserve 
capital by protecting the portfolio 
against negative market developments
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Periodically, you may find it necessary to rebalance 
your portfolio—that is, to reallocate the assets in your 
portfolio. For example, suppose that your asset alloca-
tion plan calls for 75 percent in equities but then  the 
stock market falls, so stocks represent only 65 percent  
of your total portfolio value. If you’re still bullish 
on the (long-term) market and if stocks are still ap-
propriate for your portfolio, then you may view this 
as a good time to buy stocks and, in so doing, bring 
your portfolio back up to 75 percent in equities.  
But don’t be too quick to rebalance every time your 
portfolio gets a little out of whack. You should allow  
for some variation in the actual allocations because  
market fluctuations will make it impossible to maintain  
exact percentages constantly. And don’t forget to  
consider tax implications and the costs from trading 
commissions.

Portfolio management involves the buying, sell-
ing, and holding of various securities in order to meet 
a set of predetermined investment needs and objec-
tives. To give you an idea of portfolio management 
in action, Exhibit 11.6 provides examples of four 
portfolios, each developed with a particular financial 

situation in mind. Notice that in each case, the asset 
allocation strategies and portfolio structures change 
with the different financial objectives. The first one 
is the newlywed couple; in their late 20s, they earn 
$65,000 a year and spend just about every cent. Next 
is the two-income couple; in their early 40s, they 
earn $115,000 a year and are concerned about col-
lege costs for their children, ages 17 and 12. Then 
there is the single parent; she is 34, has custody of her  
children, ages 7 and 4, and receives $50,000 a year in  
salary and child support. Finally, we have the couple in  
their mid-50s, who are planning for retirement in 
10  years, when the husband will retire from his 
$95,000-a-year job.

Exhibit 11.6

Four Model Portfolios
The type of portfolio you put together will depend on your financial and family situation as well as on your investment objec-
tives. Clearly, what is right for one family may be totally inappropriate for another.

Family Situation Portfolio

Newlywed couple in late 20s 80 to 90 percent in common stocks, with three-quarters of that in mutual funds  
aiming for maximum capital gains and the rest in growth-and-income or   
equity-income funds

10 to 20 percent in a money market fund or other short-term money market securities

Two-income couple in early 40s 60 to 70 percent in common stocks, with three-quarters of that in blue chips or growth  
mutual funds and the rest in more aggressive issues or mutual funds aiming for 
maximum capital gains

25 to 30 percent in discount Treasury notes whose maturities correspond with the bills for  
college tuition

5 to 10 percent in money market funds or other short-term money market securities

Single parent in early 30s 50 to 60 percent in growth and income mutual funds

40 to 50 percent in money market funds or other short-term money market securities

Couple in mid-50s 60 to 70 percent in blue-chip common stocks, growth funds, or value funds

25 to 30 percent in municipal bonds or short-and intermediate-term discount bonds 
that will mature as the couple starts needing the money to live on

5 to 10 percent in CDs and money market funds

YOU CAN DO IT NOW: Track Your Portfolio 
for Free You can track your portfolio for free. And you  
can integrate your investment portfolio with your  
overall financial goals. Go to https://www.personalcapital 
.com—you can do it now. 
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11-6c Keeping Track 
of Your Investments
Just as you need investment objectives to provide di-
rection for your portfolio, so too do you need to moni-
tor it by keeping track of what your investment hold-
ings consist of, how they’ve performed over time, and 
whether they’ve lived up to your expectations. Some-
times investments don’t perform the way that you 
thought they would. Their return may be well below 
what you’d like, or you may even have suffered a loss. 
In either case, it may be time to sell the investments 
and put the money elsewhere. A monitoring system 
should allow you to identify such securities in your 
portfolio. It should also enable you to stay on top of 
the holdings that are performing to your satisfaction. 
Knowing when to sell and when to hold can signifi-
cantly affect the amount of return you’re able to gen-
erate from your investments.

You can use a tool like Worksheet 11.2 to keep 
an inventory of your investment holdings. All types 

of investments can be included on this worksheet—
from stocks, bonds, and mutual funds to real estate 
and savings accounts. To see how it works, consider 
the investment portfolio that has been built up since 
2004 by Oliver and Bella Morris a two-income couple 
in their early 40s. Worksheet 11.2 shows that, as of  
September 4, 2018. Oliver and Bella hold common 
stock in three companies, two mutual funds, and a 
bond exchange-traded fund. Using a worksheet like 
this in conjunction with an online portfolio tracker 
would give an investor plenty of information about  
the performance of his or her portfolio—the work-
sheet providing long-term information from the  
date of purchase of an asset, and the online portfo-
lio tracker providing year-to-date or annual returns. 
Note that the Morrises’ holdings have grown from 
$71,173.40 to $158,092.50. They have also received 
total dividends and coupon payments of $50,451.30. 
Thus, the latest market value of their portfolio  
including the dividends and coupons received is 
$208,543.80. The cumulative return on the Morrises’ 

A worksheet like this one enables you to keep track of your investment holdings and 
to identify investments that aren’t performing up to expectations.

wORkshEEt 11.2   KeePInG TABS on Your InveSTmenT holDInGS

AN INVENTORY OF INVESTMENT HOLDINGS

Name(s): Oliver and Bella Morris Date:  September 4, 2018

Type of 
Investment Description of Investment 

Date 
Purchased Amount of Investment 

Common stock 250 shares - McDonalds 12/7/2005 $8,815.00  

Common stock 300 shares - Disney 10/19/2007 $10,143.00  

Common stock 150 shares - Intel 8/11/2010 $2,914.50  

Exchange-traded
fund 

400 shares - Vanguard Total
International Bond ETF 

8/12/2014 20,444.00
 

Mutual fund      - Car200 shares Vanguard Health e 6/16/2004 $25,142.00

Cumulative
Return

+457.80%

+257.82%

+185.88%

+14.54%

+208.72%

+269.14%

+193.01%

Mutual fund 725 shares - Fidelity Contrafund 6/16/2004 $3,714.90

Latest Market
Value 

$40,430.00

$33,255.00

$7,194.00

$21,876.00

$45,144.00

$10,193.50

 Market Value of Investments $158,092.50

Total Dividends and coupons Received $50,451.30

$71,173.40Portfolio Totals $208,543.80*

*Portfolio total value includes total dividends and coupon payments received conservatively assuming no reinvestment.
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overall portfolio, which includes price appreciation 
and dividends and coupons received, is an impressive-
looking 193.01 percent! The Morris family benefited 
greatly from the bull market prevailing after the finan-
cial crisis of 2007–2008. However, more insight into 
the risk of their investments would be needed before 

we could decide just how impressive the investment 
performance has been. A report like this should be 
prepared at least once a year; when completed, it  
provides a quick overview of your investment holdings 
and lets you know where you stand at a given point 
in time.

Planning over  
a lifetime

Investing

Here are some key considerations for investment 
planning in each stage of the life cycle.

Pre-fAmIlY InDePenDenCe: 20s

 Describe specific, tangible investments goals concerning 
retirement, major purchases, ways to enhance current 
income, and tax shelters.

 Align your investment goals with an amount regularly  
set aside from your income.

 Establish an emergency fund equal to six months  
of income.

 Make paying off college loans a priority. They limit your 
financial flexibility.

fAmIlY formATIon/CAreer DeveloPmenT: 30–45

 Revise investment plan to focus more on retirement and 
funding children’s education, if applicable.

 Consider rebalancing investment portfolio consistent  
with long-term strategy.

 Gradually increase the amount set aside for investments 
and savings.

Pre-reTIremenT: 45–65

 Revise investment plan in light of recent  
developments..

 Monitor portfolio performance and consider  
rebalancing asset exposures.

 Continue to gradually increase the amount you  
invest and save.

reTIremenT: 65 AnD BeYonD

 Revise investment plan to include more conservative  
assets.

 Monitor portfolio performance and match current  
income to expenditures.

 Integrate investment strategy with estate planning.
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Nancy and Elliot Get Serious About  
Their Retirement Asset Allocation

Nancy and Elliot Kelly are married and are both 32 years 
old. While they want to save for their children’s fu-
ture college educations, they also want to be 
plan carefully for their retirement. They know 
it’s important to be adequately diversified 
and to be properly positioned in the various 
asset categories in their 401(k) retire-
ment plans and IRAs. So one 
recent Saturday afternoon 
they found a free online 
asset allocation calculator 
(http://money.cnn.com 
/to ols/assetal lo c wizard 
/assetallocwizard.html) and 
got some initial guidance on 
their proper asset allocation.

The online survey asked 
them about their investment 
time horizon, how much risk they 
were comfortable with, the flexibility 
of their retirement dates, and whether they’re tempt-
ed to sell stocks during a downturn or buy more.  
They indicated a 20+ year investment time horizon, 

medium risk tolerance, flexible retire-
ment dates, and an inclination to 

leave their investments alone 
during a downturn. The recom-

mended asset allocation was:

 ● 10 percent bonds
 ● 50 percent large stocks
 ● 20 percent small stocks
 ● 20 percent foreign stocks

Given that this recommends 
they invest 90 percent of their money  

in stocks, Nancy and Elliot have decided 
to get some more recommendations 

for a broader perspective on their asset  
allocation decision. This recommendation strikes 

them as a bit too risky for their tastes. However, this 
recommendation confirms their interest in having  

a significant amount invested in stocks with decent  
international diversification for the long haul. Nancy 
and Elliot are well on their way to managing their  
retirement investments effectively.

fINANcIAL IMPAct Of PERsONAL chOIcEs

val lawless/Shutterstock.com

loCATeD AT BACK of The TexTBooK
 ◻ Chapter Review Card   

loCATeD In mInDTAP
 ◻ Review Key Term flashcards and create your own cards.

 ◻ Increase your comprehension with online homework. 
 ◻ Watch ConceptClip videos.
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LO1 1. Calculate amount to invest to meet objec-
tives. Use Worksheet 11.1. Phoebe Jones is 
now employed as the managing editor of a 
well-known business journal. Although she 
thoroughly enjoys her job and the people she 
works with, what she would really like to do is 
open a bookstore of her own. She would like to 
open her store in about eight years and figures 
she’ll need about $50,000 in capital to do so. 
Given that Phoebe thinks she can make about 
10 percent on her money, use Worksheet 11.1 
to answer the following questions.

a. How much would Phoebe have to invest 
today, in one lump sum, to end up with 
$50,000 in eight years?

b. If she’s starting from scratch, how much 
would she have to put away annually to 
accumulate the needed capital in eight 
years?

c. If she already has $10,000 socked away, 
how much would she have to put away 
annually to accumulate the required 
capital in eight years?

d. Given that Phoebe has an idea of how 
much she needs to save, explain how 
she could use an investment plan to help 
reach her objective.

LO2 2. Rationale for stock exchange listings. Why 
do you suppose that well-known companies 
such as Apple, Starbucks, and Facebook prefer to 
have their shares traded on the NASDAQ rather 
than on one of the major listed exchanges, 
such as the NYSE (for which they’d easily meet 
all listing requirements)? What’s in it for them? 
What would they gain by switching over to  
the NYSE?

LO2 3. Types of financial markets. What is the differ-
ence between primary and secondary markets 
and between broker and dealer markets?

LO3 4. Market and limit orders. Thomas Smith places  
an order to buy 100 shares of Google. Explain 
how the order will be  processed if it’s a  
market order. Would it make any difference  
if it had been a limit order? Explain.

LO4 5. Finding and applying market index quotes. 
Using resources like The Wall Street Journal  
or Barron’s (either in print or online), find the  
latest values for each of the following market  
averages and indexes, and indicate how each 
has performed over the past six months:

a. DJIA

b. S&P 500

c. NASDAQ Composite

d. S&P MidCap 400

e. Dow Jones Wilshire 5000

f. Russell 2000

 LO4 6. Obtaining stock market quotes. Using the 
Internet site for Yahoo! Finance (http://finance 
.yahoo.com), find the 52-week high and low 
for Coca-Cola’s common stock (symbol KO). 
What is the stock’s latest dividend yield? What 
was Coca-Cola’s most recent closing price, and 
at what P/E ratio was the stock trading?

 LO4 7. Interpreting stock report information. 
Using the Value Line Investment Survey report in 
Exhibit 11.5, find the following information for 
Apple. 

a. What was the amount of revenues (i.e., 
sales) generated by the company in 2017?

b. What were the latest annual dividends per 
share and dividend yield?

c. What is the earnings per share (EPS) 
projection for 2019?

d. How many shares of common stock were 
outstanding?

e. What were the book value per share and 
EPS in 2017?

f. How much long-term debt did the 
company have in the third quarter of 2018?

 LO5  8. Choosing an online broker. Based on 
Exhibit 11.3, which online broker do you 
believe would be best for you? Explain your 
rationale.

Financial Planning Exercises
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 LO6 9. Tracking portfolio performance. Use Work­
sheet 11.2 to help Max and Heidi Wood, a married 
couple in their early 30s, evaluate their securities 
portfolio, which includes these holdings.

a. IBM. (NYSE; symbol IBM): 100 shares 
bought in 2011 for $170.40 per share.

b. Procter & Gamble (NYSE; symbol PG): 150 
shares purchased in 2010 at $61.85 per 
share.

c. Google (NASDAQ; symbol, GOOG): 200 
shares purchased in 2014 at $519.98 per 
share.

d. The Woods also have $8,000 in a one-year 
CD they bought one year ago, which pays 
1.25 percent annual interest.

1.   Based on the latest quotes obtained 
from the Internet, complete 
Worksheet 11.2.

2.   What’s the total amount the Woods 
have invested in these securities, 
the annual income they now 
receive, and the latest market 
value of their investments?

Financial Planning Exercises 
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12 Investing in 
Stocks and Bonds
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LEARNING ObjEctIvEs
After studying this chapter, you will be able to…

 12-1 Describe the various types of risks to which investors are exposed, as well as the sources of return.

 12-2 Know how to search for an acceptable investment on the basis of risk, total return, and yield.

 12-3 Discuss the merits of investing in common stock and be able to distinguish among the  
different types of stocks.

 12-4 Become familiar with the various measures of performance and how to use them in placing a 
value on stocks.

 12-5 Describe the basic issue characteristics of bonds as well as how these securities are used as 
investment vehicles.

 12-6 Distinguish between the different types of bonds, gain an understanding of how bond prices 
behave, and know how to compute different measures of yield.

After finishing  
this chapter go 

to PAGE 342 for 

stUDY tOOLs
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 12-1  thE RIsks AND REwARDs 
Of INvEstING

LO1, LO2 Most rational investors are motivated to 
buy or sell a security based on its expected (or antici-
pated) return: buy if the return looks good, sell if it 
doesn’t. But a security’s return is just part of the story. 
You shouldn’t consider the return on an investment 
without also looking at its risk—the chance that the 
actual return from an investment may differ from (i.e., 
fall short—you wouldn’t mind if it exceeded expecta-
tions, after all) what was expected. You typically expect 
riskier investments to provide higher returns. Other-
wise, what incentive is there for an investor to risk 
his or her capital? These two concepts 
(risk and return) are of vital concern 
to investors. So, before  exploring the  
issue of investing in stocks and bonds, 
let’s look more closely at the risks of 
investing and the various components 
of return. Equally important, we’ll see 
how these two components can be used 
together to find potentially attractive 
investments.

12-1a The Risks of Investing
Just about any type of investment is subject to risk—some 
more so than others. The basic types of investment risk 
are business risk, financial risk, market risk, purchasing 
power risk, interest rate risk, liquidity risk, and event 
risk. Other things being equal, you’d like to reduce your  
exposure to these risks as much as possible.

Business Risk When investing in a company, you may 
have to accept the possibility that the firm will fail to 

maintain sales and profits or even to stay in  business. 
Such failure is due either to  economic or industry fac-
tors or, as is more often the case, to poor management 
decisions.  Business risk is the variability surrounding 
the firm’s cash flows and its ability to meet operating 
expenses in a timely fashion.

Financial Risk Financial risk concerns 
the amount of debt used to finance the  
firm, as well as the possibility that  
the firm will not have sufficient cash 
flows to meet these obligations on time. 
Look to the company’s balance sheet  
in order to get a handle on a firm’s  
financial risk.

Companies that have little or no long-term debt are 
often fairly low in financial risk. This is the case par-
ticularly if the company 
also has a healthy earn-
ings picture. The prob-
lem with debt financing 
is that it creates princi-
pal and interest obliga-
tions that must be met 
regardless of how much 
profit the company is 
generating.

hOw wILL thIs AffEct ME?

Once you’ve figured out how much you need to invest to meet your financial goals, 

it’s time to decide which specific investments to buy. This chapter describes the 

basic characteristics of stocks and bonds, explains their potential returns and 

risks, and provides a framework for choosing among stocks and bonds to meet 

your financial objectives. Care is taken to explore how stock and bond prices 

behave and how to evaluate their performance over time. After reading this 

chapter, you should be able to choose the most appropriate stocks and bonds for 

your portfolio in light of your goals and constraints.

Just about any type of 
investment is subject 
to risk—some more  
so than others.

business risk the variability 
associated with a firm’s cash flows 
and its subsequent ability to meet its 
operating expenses

financial risk a type of risk 
associated with the mix of debt and 
equity financing used by the issuing 
firm, and its ability to meet its 
financial obligations

    Go to Smart Sites
What’s your investment risk tolerance? Take a quiz at the 
Smarter About Money site, and find out more about your risk 
profile and investing style. MindTap includes “Smart Sites,” a 
list of resources and sites that offer additional information on 
topics in the PFIN text.
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Market Risk Market risk results from the 
behavior of investors in the securities mar-
kets that can lead to swings in security prices. 
These price changes can be due to underlying 
intrinsic factors, as well as to changes in po-
litical and economic conditions or in investor 
tastes and preferences. Market risk is reflected 
in the price volatility of a security: the more 
volatile the price of a security relative to the 
overall market, the greater its market risk.

Purchasing Power Risk Changes in the 
general level of prices within an economy  
produce purchasing power risk. In periods 
of rising prices (inflation), the purchasing 
power of the dollar declines. This means 
that a smaller quantity of goods and services 
can be purchased with a given number of 
dollars. In general, investments (like stocks 
or real estate) whose values tend to move 
with general price levels are most profitable  
during periods of rising prices, whereas investments 
(such as bonds) that pay fixed cash flows are preferred 
during periods of low or declining price levels.

Interest Rate Risk Fixed-income securities—which 
include notes, bonds, and preferred stocks—pay inves-
tors fixed periodic cash flows and, as such, are most af-
fected by interest rate risk. As interest rates change, the 
prices of these securities fluctuate, decreasing with rising 

interest rates and increas-
ing with falling rates. 
Changes in interest rates 
are due to fluctuations 
in the supply of or de-
mand for money, which  
is heavily influenced by 
the monetary policy of the  
Federal Reserve in the 
United States.

Liquidity Risk The risk 
of not being able to liqui-
date (i.e., sell) an invest-
ment conveniently and 
at a  reasonable price is 
called l iquidity risk . 
In  general, investment  
vehicles traded in thin 
markets, where supply 
and demand are small, 
tend to be less liquid 
than those traded in 

broad markets. However, to be  liquid, an invest-
ment not only must be easy to sell, but also must 
be so at a reasonable price. Investments such 
as mutual funds, common stocks, and U.S. Trea-
sury securities are generally highly liquid; oth-
ers, such as raw land, are not.

Event Risk Event risk occurs when some-
thing substantial happens to a company and 
that event, in itself, has a sudden impact on the 
company’s financial condition. It involves an un-
expected event that has a significant and usually 
immediate effect on the underlying value of an 
investment. A good example of event risk was  
the  action by the Food and Drug Administration 
(FDA) years ago to halt the use of silicone breast 
implants. The stock price of Dow Corning—the 

dominant producer of this   product—
quickly fell due to this single event! 
Another example is the tragedy of the 

terrorist attack in New York on September 11, 2001. Air 
travel declined substantially in the following months, 
with a related decline in airline stock prices. Fortunately,  
event risk is often confined to specific companies,  
securities, or market segments.

12-1b Returns from Investing
Any investment—whether it’s a share of stock, a bond, 
real estate, or a mutual fund—has two basic sources of 
return: current income and capital gains. While some 
investments offer only one source of return (e.g., non– 
dividend-paying stocks provide only capital gains), 
many others offer both income and capital gains, which 
together make up what’s known as the total return 
from an investment. When both elements of return are  
present, the relative importance of each will vary among 
investments. For example, while current income is  
more important with bonds, capital gains are usually  
a larger portion of the total return from common stocks.

Current Income Current income is generally received 
with some degree of regularity over the course of the year. 
It may take the form of dividends on stock, interest from 
bonds, or rents from real estate. People who invest to obtain 
income look for investments that will provide regular and 
predictable patterns of cash flows. Preferred stocks and 
bonds, which are expected to pay established amounts 
at specified times (e.g., quarterly or semiannually), are 
usually viewed as good income investments.

Capital Gains The other type of return available from 
investments is capital appreciation (or growth), which 
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market risk a type of risk associated 
with the price volatility of a security

purchasing power risk a 
type of risk, resulting from possible 
changes in price levels, that can 
significantly affect investment returns

fixed-income securities  
securities such as bonds, notes, 
and preferred stocks that offer 
purchasers fixed periodic income

interest rate risk a type of risk, 
resulting from changing market 
interest rates, that mainly affects 
fixed-income securities

liquidity risk a type of risk 
associated with the inability to 
liquidate an investment conveniently 
and at a reasonable price

event risk the risk that some major, 
unexpected event will occur that leads 
to a sudden and substantial change in 
the value of an investment
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is reflected as an increase in the market value of an  
investment vehicle. Capital gains occur when you’re 
able to sell a security for more than you paid for it. 
Investments that provide greater growth potential 
through capital appreciation normally have lower levels 
of current income because the firm achieves its growth 
by reinvesting its earnings instead of paying dividends 
to the owners. Many common stocks, for example, are 
bought for their capital gains potential.

Earning Interest on Interest: Another Source of 
Return When does a 4 percent investment end up 
yielding only 3 percent? Probably more often than  
you think! Obviously, it can happen when investment  
performance fails to live up to expectations. But it can  
also happen even when everything goes right. That is, 
as long as at least part of the return from an investment 
involves the periodic receipt of current income (such as 

dividends or interest payments), that income must be  
reinvested at a given rate of return in order to achieve  
the yield you thought you had going into the investment. 
Consider an investor who buys a 4 percent U.S. Treasury 
bond and holds it to maturity, a period of 20 years. Each  
year the bondholder receives $40 in interest, and at  
maturity, the $1,000 in principal is repaid. There’s no  
loss in capital, no default; everything is paid right on 
time. Yet this sure-fire investment ends up yielding  
only 3 percent. Why? Because the investor failed to  
reinvest the semiannual interest payments received at 
the original interest rate of 4 percent. By not plowing 
back all the investment earnings, the bondholder failed  
to earn any interest on interest.

Exhibit 12.1 shows the three elements of return for 
a 4 percent, 20-year bond: (1) the recovery of principal;  
(2) periodic interest income; and (3) the interest on  
interest earned from reinvesting the semiannual interest  

Here are some key concepts that will help you manage 
your portfolio successfully:

 ● Asset allocation. This is the decision on how to  
divide your investments among the different major  
asset classes, which include stocks, bonds, and cash. 
The best mix depends on your tolerance for risk 
and on your time horizon. Longer-term investors, 
like someone in her 20s saving for retirement, are  
often more comfortable investing in riskier assets 
like stocks. In contrast, shorter-term investors, like 
someone saving for a house down payment or a 
child’s education, often will be comfortable with 
less risk. Many such people invest less in stocks 
and more in bonds. Most investors change their  
asset allocation as their time horizon changes—for 
instance, as they approach retirement. Thus, most 
investors tend to invest less in stocks and more in 
bonds and cash as they get older. 

 ● Diversification. This is the strategy of spreading 
your money among different investments so that 
losses on some investments will be offset, at least 
somewhat, by gains on other investments in your 
portfolio. Your portfolio should be diversified both 
among and within asset classes. This means that 
your asset allocation strategy should spread out 

your money among stocks, bonds, and cash and that  
your money should be spread out among different 
securities within each asset class. For example, within 
the equity asset class it’s important to identify stocks 
that perform differently over various equity market 
conditions. This often involves investing in stocks in 
different sectors and industries.

 ● Rebalancing. Over time, changes in market values 
could make your portfolio inconsistent with your  
financial goals. For example, what if you have  
decided that your portfolio should consist of  
70 percent stocks, but a market turndown has re-
duced the value of your stock holdings to only 
60 percent of your portfolio? In order to rebalance 
your holdings, you’ll need to buy more equities or 
sell some bonds and/or use some cash to fund the  
additional exposure to stocks. But before you rebal-
ance, you should  consider carefully the transaction 
costs and any possible tax consequences. Many  
financial advisors suggest that you consider rebal-
ancing your portfolio every 6 to 12 months, and 
whenever the asset allocation gets out of kilter by a 
significant percentage, like 5 or 10 percent.

Source: “Beginners’ Guide to Asset Allocation, Diversification, and 
Rebalancing,” www.sec.gov/investor/pubs/assetallocation.htm,  
accessed November 2018.

Financial Planning Tips
KEY INVESTING CONCEPTS: ASSET ALLOCATION, DIVERSIFICATION,  
AND REBALANCING 
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payments. Note that because the bond was originally 
bought at par ($1,000), you start off with a 4 percent  
investment. Where you end up depends, in large part,  
on what you do with the interest earnings from this  
investment. If you don’t reinvest the interest income at 
the original 4 percent, then you’ll end up on the 3 percent 
line—or even lower.

You have to earn interest on interest from your invest-
ments in order to move to the 4 percent line. Specifically, 
because you started out with a 4 percent investment, that’s 
the rate of return that you need to earn when reinvesting 
your income. And keep in mind that even though we used 
a bond in our illustration, this same concept applies to any 
type of long-term investment as long as current income 
is part of an investment’s return. This notion of earning 
interest on interest is what the market refers to as a fully 
compounded rate of return. The amount of interest on  
interest embedded in a security’s return depends in large 
part on the length of your investment horizon. That is, 

long-term investments (e.g., 20-year bonds) are subject to a 
lot more interest on interest earnings than are short-term 
investments (e.g., six-month T-bills or dividend-paying 
stocks that you hold for only two or three years).

12-1c The Risk–Return Trade-Off
The amount of risk associated with a given investment 
is directly related to its expected return. This universal 
rule of investing means that if you want a higher level 
of return, you should expect greater risk exposure. 
While higher risk generally is associated with higher 
levels of return, this relationship doesn’t necessarily 
work in the opposite direction. That is, you can’t invest 
in a high-risk security and expect to earn a high rate 
of return automatically. Unfortunately, it doesn’t work 
that way—risk isn’t, by definition, that predictable!

Exhibit 12.2 portrays the risk–return trade-off for  
some popular investments. Note that it’s possible to receive 

Exhibit 12.1

Three Elements of Return for a 4 Percent, 20-Year Bond
As seen here, the long-term return from an investment (in this case, a bond) is made up of three parts: recovery of capital, current income, 
and interest on interest; of the three components, interest on interest is particularly important, especially for long-term investments.
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Recovery of principal (1) = $1,000.

Interest income (2) = $800.

$2,208 total accumulated value of
investment at maturity if reinvest
at 4%. Interest on interest = $408 (3). 

$2,085 total accumulated value of
investment at maturity if reinvest
at 3%. Interest on interest = $285 (3).
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a positive return for zero risk, such as at point A. This is  
referred to as the risk-free rate of return, which is often  
measured by the return on a short-term government  
security, such as a 90-day Treasury bill (T-bill).

12-1d What Makes a Good 
Investment?
In keeping with the preceding risk–return discussion, it 
follows that the value of any investment depends on the 
amount and timing of benefits it’s expected to provide 
relative to the amount of perceived risk. And this applies 
to all types of investments, including stocks, bonds, or 
real estate and commodities. In this respect, they should 
all be treated the same.

Future Return In investments, it’s the expected future  
return on a security that matters. Aside from the  
help they can provide in getting a perspective on po-
tential future returns, past returns are of little direct 
value to investors. After all, it’s not what the security  
did last year that matters but rather what it’s expected 
to do next year. To get an idea of the future return on 
an investment, we must formulate expectations of its  
future income and future capital appreciation. As an  

illustration, assume you’re thinking of buying some  
stock in Decision Analytics (DA) at the beginning  
of 2020. After reviewing several financial reports, you’ve 
estimated the future dividends and price behavior of  
DA as follows:

Expected average annual dividends, 
2020–2022 $2.15/share

Expected market price of the  
stock, 2022 $95.00/share

Because the stock is now selling for $60 a share, the dif-
ference between its current and expected future market 
price ($95 2 $60) represents the amount of capital gains 
you expect to receive over the next three years—in this 
case, $35 a share. The projected future price, along with 
expected average annual dividends, gives you an estimate 
of the stock’s future income stream; what you need now is a 
way to measure the expected return.

Approximate Expected  
Yield Finding the exact 
expected rate of return 
on an investment involves 
an iterative mathematical   

Exhibit 12.2

The Risk–Return Relationship
For investments, there’s generally a direct relationship between risk and return: The more risk you face, the greater the return 
you should expect from the investment.
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Short-term (up to 1-year) U.S. Treasury bills
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Long-term (10- to 20-year) bonds

Common
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risk-free rate of return the 
rate of return on government 
securities, such as Treasury bills, that 
is considered free from default risk
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procedure—one that’s hard to solve without using a 
handheld financial calculator (which we’ll demonstrate 
shortly). There is, however, a fairly easy way to obtain a 
reasonably close estimation of expected return, and that 
is to compute an investment’s approximate expected yield. 
This approximation is useful when dealing with forecasted 
numbers (that are subject to some degree of uncertainty 
anyway). Note that we ignore taxes to focus on the basic 
approach to calculating yields. The measure considers not 
only current income and capital gains but interest on in-
terest as well. Hence, approximate expected yield pro-
vides a measure of the fully compounded rate of return 
from an investment.

Finding the approximate yield on an investment is 
shown in the nearby equation. If you briefly study the for-
mula, you will see it’s really not as formidable as it may  
appear. All it does is relate average current income and av-
erage capital gains to the average amount of the investment.

Whether you 
should consider DA 
a viable investment 
candidate depends 
on how this expected 
return stacks up to 
the amount of risk 
you must assume. 
Suppose that you’ve 
decided the stock is 
moderately risky. To 
determine whether 
the expected rate 
of return on this in-
vestment will be 
satisfactory, you can 
compare it to some 
benchmark. One of the best is the rate of return you 
can expect from a risk-free security such as a U.S. 
 T-bill or a U.S.  T-bond. The idea is that the return on 
a risky security should be greater than that available 
on a risk-free security. If, for example, U.S. T-bonds 
are yielding 4 or 5 percent, then you’d want to receive 
considerably more—perhaps 10 to 12  percent—to 
 justify your investment in a moderately risky security  
like DA. In essence, the 10 to 12 percent is your 

Approximate 
expected yield

Average 
annual
current 
income

Future 
price of 

investment

Current 
price of 

investment
Number of years in 
investment period

Current price
of investment

Future price
of investment

2

�

�

�

�

CalCulator 
KeystroKes
You can easily find the exact expected return on this 
investment by using a financial calculator. First, put the 
calculator in the annual compounding mode. Then—to 
find the expected return on a stock that you buy at $60 a 
share, hold for three years (during which time you receive 
average annual dividends of $2.15 a share), and then sell 
at $95—use the keystrokes shown above, where:

N = number of years that you hold the stock

PV =  the price that you pay for the stock (entered as 
a negative value)

PMT =  average amount of dividends received each year

FV =  the price that you expect to receive when you 
sell the stock (in three years)

You’ll notice there is a difference in the computed yield 
measures (17.83 percent with the approximate procedure  
versus 19.66 percent here). That’s to be expected 
because the former is only an approximate measure  
of performance, whereas this is an exact measure.

EXAMPLE: Calculating the Approximate Expected 
Yield on a Stock  To illustrate, let’s use the DA example 
again. Given the average current income from annual 
dividends of $2.15, current stock price of $60, future  
stock price of $95, and an investment period of three 
years (you expect to hold the stock from the beginning of 
2020 through the end of 2022), you can use this equation  
to find the expected approximate yield on DA as follows:

$2.15
$35
3

$155
2

$2.15  $11.67 $13.82
$77.50 $77.50

17.83 percent

Approximate
expected yield

$2.15
$95  $60

3

�

�

�

�

�

�

$60  $95
2

�

�

�

�

If your forecasts of annual dividends and capital 
gains hold up, an investment in DA should provide a 
return of around 17.83 percent per year.

Calculator

Inputs Functions

3 N
260 PV
2.15 PMT
95.00 FV

CPT
I/Y

Solution

19.66

See Appendix E for details.
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 required rate of return: the mini-
mum rate of return you believe you 
should receive in compensation for the 
amount of risk that you must assume. 
An investment is acceptable only if it’s 
expected to generate a rate of return 
that meets (or exceeds) your required 
rate of return. In the case of DA the stock 
should be considered a viable investment 
candidate because it provides more than 
the minimum or required rate of return.

 12-2 INvEstING IN cOMMON stOck
LO3, LO4 Common stocks appeal to investors for a 
 variety of reasons. To some, investing in stocks is a way 
to hit it big if the issue shoots up in price. To others, 
it’s the level of current income they offer. A share of 
common stock enables the investor to participate in the 
profits of the firm. Every shareholder is, in effect, a part 
owner of the firm and, as such, is entitled to a portion of 
its profit. Common stockholders are really the residual 
owners of the company, meaning that they’re entitled 
to dividend income and a  prorated share of the company’s 
earnings, but only after all the firm’s other obligations 
have been met.

12-2a Common Stocks as a Form 
of Investing
Given the nature of common stocks, if the market is 
strong, then investors can generally expect to benefit 
from steady price appreciation. A good example is the 
performance in 2013, when the market, as measured 
by the Standard & Poor’s 500 index (S&P 500), went up 
more than 32 percent. Unfortunately, when markets fal-
ter, so do investor returns. Look at what happened over 
the three-year period from early 2000 through late 2002, 
when the market (again, as measured by the S&P 500) 
fell over 40 percent. Excluding dividends, a $100,000 
 investment would have declined in value to about 
$60,000. And in 2008, the S&P 500 fell yet again, this 
time by almost 37 percent, while the Dow Jones Indus-
trial Average fell by about 34 percent.

Make no mistake: The market does have its bad 
days, and sometimes those bad days seem to go on for 
months. It may not always appear that way, but those 
bad days really are the exception, not the rule. That was  
certainly the case over the period from 1929 through 
mid-2017, when the S&P 500 went down (for the year) 
just 24 times. That’s only about 27 percent of the time; 
the other 73 percent, the market was up— anywhere 

from around 2 percent on the year to 
nearly 40 percent! True, there’s some 
risk and price volatility (even in good 
markets), but that’s the price that you 
pay for all the upside  potential. 

Take a look at Exhibit 12.3, which 
tracks the behavior of the DJIA and 
the NASDAQ Composite from Janu-
ary 2008 to September 2018, and you’ll 
quickly get a feel for just how vola-
tile these markets were! As the exhibit 
shows, despite all those market gyra-

tions, both the Dow and the NASDAQ—which track 
two totally different segments of the market—ended up 
with relatively decent returns of 9.38 percent and 12.12 
percent, respectively). Specifically, a $10,000 investment 
in the DJIA in January 2008 would have grown to about 
$26,115 by mid-September 2018, while $10,000 invested 
in the NASDAQ would have grown to about $34,013.

Issuers of Common Stock Shares of common stock 
can be issued by any corporation in any line of business. 
All corporations have stockholders, but not all of them 
have publicly traded shares. The stocks of interest to us 
in this book are the so-called publicly traded issues—the 
shares that are readily available to the general public and 
that are bought and sold in the open market. Aside from 
the initial distribution of common stock when the corpo-
ration is formed, subsequent sales of additional shares 
may be made through a procedure known as a public 
offering. In a public offering, the corporation, working 
with its underwriter, simply offers the investing public 
a certain number of shares of its stock at a certain price.

Voting Rights The holders of common stock normally 
receive voting rights, which means that for each share of 
stock held, they receive one vote. In some cases, com-
mon stock may be designated as nonvoting at the time 
of issue, but this is the exception rather than the rule. 
Although different voting systems exist, small stockhold-
ers need not concern themselves with them because, re-
gardless of the system used, their chances of affecting 
corporate control with their votes are quite slim.

Corporations have an-
nual stockholders’ meet-
ings, at which time new 
directors are elected and 
special issues are voted 
on. Because most small 
stockholders can’t attend 
these meetings, they can 
use a proxy to assign their 
votes to another person, 

An investment is 
acceptable only if it’s 
expected to generate 
a rate of return that 
meets (or exceeds) your 
required rate of return.

required rate of return the 
minimum rate of return an  investor feels 
should be earned in compensation for 
the amount of risk assumed

residual owners shareholders 
of the company; they are entitled to 
dividend income and a share of the 
company’s profits only after all of the 
firm’s other obligations have been met
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Exhibit 12.3

Performance of Dow Jones Industrial Average and NASDAQ 
Composite, 2008 through 2018
The market entered one of the worst bear markets in history during 2008, as the markets experienced the impact of the global financial 
crisis. Fortunately, the market recovered from 2009 to 2018. This graph shows how the value of a $10,000 investment changed between 
2008 and September 2018

Source: Morningstar 2018.
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BEWARE OF COmmON INVESTING mYThS 

Here are some myths you should be aware of when  
investing:

 ● During volatile markets it makes sense to sell 
your stocks and wait for calmer conditions. While 
it sounds so reasonable, investors who remain in the 
market outperform those who move in and out to 
manage their market exposure. When trading in and 
out, you pay more commissions and, more important, 
you tend to miss the upturns in the market that can 
make you whole—or even more than whole—again.

 ● Gold is a good addition to any portfolio. It’s true 
that gold can be a good asset to add because its re-
turns tend to move opposite those of stocks, which is 
good for diversification. However, few advisors would 

recommend allocating more than 5  or 10 percent  
of a portfolio to gold in most cases. There have been 
long periods when gold has had poor returns. 

 ● The S&P 500 is the best place for long-term stock 
investors. The large stocks in the S&P 500 do not  
always pay the best returns. Small-capitalization and 
value stocks tend to outperform the S&P 500 over 
the long haul.

 ● Far less should be invested in stocks during  
retirement. While it may make sense to reduce  
equity exposure as retirement approaches, there is 
evidence that gradually increasing equity exposure 
during retirement may best manage the risk of running 
out of money.

Financial Planning Tips

who will vote for them. A proxy is a written statement 
assigning voting rights to another party.

Basic Tax Considerations Common stocks provide 
income in the form of dividends, usually paid quarterly,  

and/or capital gains, which occur when the price of  
the stock goes up over time. In 2018, qualified dividends 
and capital gains were taxed at a rate between 0 and  
20  percent based on the investor’s income. There’s a  
key difference between the taxes due on dividends and 
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those due on capital gains: namely, there is no tax liability  
on any capital gains until the stock is actually sold  
(paper gains—i.e., any price appreciation occur-
ring on stock that you still own—accumulate tax free).  
Bottom line: Taxes are due on any dividends and capital 
gains in the year in which the dividends are received  
or the stock is sold.

Here’s how it works. Assume you just sold 100 shares 
of common stock for $50 per share. Also assume the stock 
was originally purchased two years ago for $20 per share 
and that, during each of the past two years, you received 
$1.25 per share in cash dividends. Thus, for tax purposes, 
you would have received cash dividends of $125 (i.e., 
$1.25/share 3 100 shares) both this year and last, plus you 
would have generated a capital gain, which is taxable this 
year, of $3,000 ([$50/share 2 $20/share] 3 100 shares).

Suppose that you are in the 24  percent tax bracket. 
Even though you’re in a middle tax bracket, both the 
dividends and capital gains earned on this investment 
qualify for the lower 15 percent tax rate. Therefore, 
on the dividends, you’ll pay taxes of $125 3 0.15 5  
$18.75 (for each of the past two years), and on the 
capital gains, you’ll owe $3,000 3 0.15 5 $450 (for 
the current year only). Therefore, last year, your tax 
liability would have been $18.75 (for the dividends), 
and this year, it will be $468.75 (for the dividends and 
capital gains). Bottom line: out of the $3,250 that you 
earned on this investment over the past two years, you 
keep $2,762.50 after taxes.

12-2b Dividends
Corporations pay dividends to their common stockhold-
ers in the form of cash and/or additional stock. Cash   
dividends are most prevalent. Cash dividends are nor-
mally distributed quarterly in an amount determined by 
the firm’s board of directors. For example, if the direc-
tors declared a quarterly cash dividend of 50 cents a share, 
and if you owned 200 shares of stock, then you’d receive 
a check for $100.

A popular way of measuring the amount of divi-
dends received is with the stock’s dividend yield. Dividend 
yield is a measure of common stock dividends on a relative 
(percentage) basis—that is, the dollar amount of dividends 
received is compared to the market price of the stock. 
Dividend yield measures the rate of current income being 
earned on the investment. It’s computed as follows:

Dividend yield 5 
Annual dividend received per share
Market price per share of stock

For example, a company that pays $2 per share in annual  
dividends and has stock trading at $50 a share will have 

a dividend yield of 4 percent ($2/$50 5 0.04). Dividend 
yield is widely used by income-oriented investors look-
ing for (reasonably priced) stocks with a long, sustained 
record of regularly paying higher-than-average divi-
dends.

Occasionally, the directors may declare a stock divi-
dend as a supplement to or in place of cash dividends. 
Stock dividends are paid in the form of additional shares 
of stock. That is, rather than receiving cash, sharehold-
ers receive additional shares of the company’s stock—
say, 1/10 of a share of new stock for each share owned 
(as in a 10 percent stock dividend). For example, if you 
owned 100 shares of stock in a company that declared a 
10  percent stock dividend, you’d receive 10 new shares 
of stock. Unfortunately, you’ll be no better off after the 
stock dividend than you were before. That’s because the 
total market value of the shares owned would be roughly 
the same after the stock dividend as before.

12-2c Some Key Measures 
of Performance
Seasoned investors use a variety of financial ratios and 
measures when making common stock investment de-
cisions. Fortunately, most of the widely followed ratios 
can be found in published reports—like those produced 
by Value Line or Standard & Poor’s (see Exhibit 11.5  
in Chapter 11 for an example of a Value Line stock  
report)—so you don’t have to compute them yourself. 
Even so, if you’re thinking about buying a stock or al-
ready have some stocks, there are a few measures of 
performance that you’ll want to keep track of, such as 
dividend yield (mentioned earlier), book value (or book 
value per share), net profit margin, return on equity, 
earnings per share, price/earnings ratio, and beta.

Book Value The amount  
of stockholders’ equity 
in a firm is measured by 
book value. This account-
ing measure is found by 
subtracting the firm’s li-
abilities and preferred 
stocks from the value of 
its assets. Book value in-
dicates the amount of 
stockholder funds used 
to finance the firm. For 
instance, assume our ex-
ample company (DA) 
had assets of $8 million, 
liabilities of $2 million, 

proxy a written statement used to 
assign a stockholder’s voting rights 
to another person, typically one of 
the directors

dividend yield the percentage 
return provided by the dividends 
paid on common stock

stock dividends new shares 
of stock distributed to existing 
stockholders as a supplement to or 
substitute for cash dividends

book value the amount of 
stockholders’ equity in a firm; 
determined by subtracting the 
company’s liabilities and preferred 
stock from its assets
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and preferred stock issued at $1 million. The book 
value of the firm’s common stock would be $5 million  
($8 million 2 $2 million 2 $1 million). When the book 
value is divided by the number of shares outstanding, 
the result is book value per share. So if DA had 100,000 
shares of common stock outstanding, its book value per 
share would be $50 ($5,000,000/100,000 shares). Because  
of the impact that it can have on the firm’s growth, 
you’d like to see book value per share steadily increasing  
over time. Also look for stocks whose market prices are 
comfortably above their book values.

Net Profit Margin As a yardstick of profitability, 
net profit margin is one of the most widely followed 

measures of corporate 
performance. Measured 
as a firm’s net profit di-
vided by its sales, this 
ratio indicates how well 
the company translates 
sales into profits. It also 
captures how well the 
company manages its cost 
structure. The higher the 
net profit margin, the 
more money the com-
pany earns. Look for a 
relatively stable—or even 
better, an increasing—
net profit margin.

Return on Equity An-
other important and 
widely followed mea-
sure, return on equity 
(ROE) reflects the firm’s 

overall profitability from the equityholders’ perspective. 
Measured as net income divided by shareholders’ equity, 
it captures, in a single ratio, the amount of success the 
firm is having in managing its assets, operations, and 
capital structure. ROE is important because it is signifi-
cantly related to the profits, growth, and dividends of the 
firm. So long as a firm is not borrowing too much money, 
the better the ROE, the better the company’s financial 
and competitive positions. Look for a stable or increasing 
ROE. Watch out for a falling ROE because that could 
spell trouble.

Earnings per Share With stocks, the firm’s annual 
earnings are usually measured and reported in terms 
of earnings per share (EPS). This metric translates  
total corporate profits into profits on a per-share basis  
and provides a convenient measure of the amount  
of earnings available to stockholders. EPS is found by 
using this simple formula:

EPS 5 
Net profit after taxes 2 Preferred dividends paid

Number of shares of common stock outstanding

For example, if DA reported a net profit of $600,000, 
paid $100,000 in dividends to preferred stockholders, 
and had 100,000 shares of common stock outstand-
ing, then it would have an EPS of $5.00 [($600,000 2 
$100,000)/100,000]. Note that preferred dividends 
are subtracted from profits because they must be paid 
before any monies can be made available to common 
stockholders. Stockholders follow EPS closely because 
it represents the amount the firm has earned on behalf 
of each outstanding share of common stock. Look for 
steady growth in EPS, too.

Price/Earnings Ratio When the prevailing market 
price of a share of common stock is divided by the  
annual earnings per share, the result is the price/earnings  
(P/E) ratio, a measure that’s viewed as an indication of  
investor confidence and expectations. The higher the  
P/E multiple, the more confidence investors are  
presumed to have in a given security. In the case of DA, 
whose shares are currently selling for $60, the  price/
earnings ratio is 12 ($60.00 per share/$5.00 per share). 
In other words, DA stock is selling for 12 times its  
earnings. P/E ratios are important to investors because 
they reveal how aggressively the stock is being priced 
in the market. Watch out for very high P/Es—that is,  
P/Es that are much higher than the market—because 
that could indicate the stock is overpriced. P/E ratios 
tend to move with the market. So when the market is 
soft, a stock’s P/E will be lower; when the market heats 
up, the stock’s P/E will typically rise.
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net profit margin a key measure 
of profitability that relates a firm’s 
net profits to its sales; shows the rate 
of return the company is earning on 
its sales

return on equity (ROE) a 
measure that captures the firm’s 
overall profitability; it is important 
because of its impact on the firm’s 
growth, profits, and dividends

earnings per share (EPS) the 
return earned by each share of 
common stock; calculated by dividing 
all earnings remaining after paying 
preferred dividends by the number of 
common shares outstanding

price/earnings (P/E) ratio a 
measure of investors’ confidence in a 
given security; calculated by dividing 
market price per share by earnings 
per share
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quality and have a long, stable record of earnings and divi-
dends. They’re issued by large, well-established firms that 
have impeccable financial credentials—firms like Apple, 
Walmart, IBM, Micro soft, and ExxonMobil. These com-
panies hold important if not leading positions in their in-
dustries, and they often determine the standards by which 
other firms are measured. Blue chips are particularly attrac-
tive to investors who seek high-quality investments offering 
decent dividend yields and respectable growth potential.

Growth Stocks Stocks that have experienced—and are 
expected to continue experiencing—consistently high rates 
of growth in earnings and/or price are known as growth 
stocks. A good growth stock might exhibit a  sustained rate 
of growth in earnings of 15 to 20 percent over a  period 
when common stocks are averaging only 6 to 8 percent. 
In 2018, prime examples of large capitalization stocks ex-
pected to exhibit great growth included Netflix, Starbucks, 
AbbVie, Caterpillar, and Brighthouse Financial. Growth 
stocks often reinvest a lot of their earnings. Because of 
their potential for dramatic price appreciation, they appeal 
mostly to investors who are seeking capital gains.

Tech Stocks Tech stocks represent the technology sector 
of the market and include all those companies that pro-
duce or provide technology-based products and services 
such as computers, semiconductors, computer software 
and hardware, peripherals, Internet services, and wireless 
communications. Thousands of companies fall into the 
tech stock category, including everything from very small 
firms providing some service on the Internet to huge 
multinational companies. Tech stocks may offer the po-
tential for attractive, even phenomenal returns, but they 
also involve considerable 
risk and so are probably 
most suitable for inves-
tors with high tolerance 
for such risk. Included in 
the tech stock category are 
some big names—Apple, 
Microsoft, Facebook, and 
Google—as well as many 
not-so-big names, such as 
TechTarget, ShotSpotter, 
and Turtle Beach.

Income Stocks versus 
Speculative Stocks  
Stocks whose appeal is  
based primarily on the div-
idends they pay are known 
as income stocks. They 
have a fairly stable stream 

YOU CAN DO IT NOW: What’s the Market P/E 
Ratio Telling You?  Nobel Prize-winning Professor 
Robert Shiller came up with the Shiller P/E ratio, which 
is based on average inflation-adjusted price multiples 
over 10-year intervals. Many use it to get a sense of 
whether the overall stock market is properly valued. 
You can check out the current Shiller P/E ratio vs. his-
torical averages for the U.S. and several other major 
stock markets at the interesting Research Affiliates site: 
https://www.researchaffiliates.com/AssetAllocation 
/Pages/Equities.aspx. You can do it now.

Beta A stock’s beta is an indication of its price volatility;  
it shows how responsive the stock is to changes in the  
overall stock market. Published betas are available from 
most brokerage firms and investment services. The market  
(often measured by the S&P index of 500 stocks) is used 
as a benchmark of performance and always has a beta  
of 1.0. From there,  everything is relative: low-beta 
stocks—those with betas of less than 1.0—have low price 
volatility, whereas high-beta stocks—those with betas of 
more than 1.0—are considered to be volatile. In short, 
the higher a stock’s beta, the riskier it is.

Beta is an index of relative price performance. So if 
DA has a beta of, say, 0.8, then it should rise (or fall) only 
80 percent as much as the market. In contrast, if the stock 
had a beta of 1.8, then it would go up or down 1.8 times 
as much—the price of the stock would rise higher and 
fall harder than the general market. Other things being 
equal, if you’re looking for a relatively conservative in-
vestment, then you should stick with low-beta stocks. On 
the other hand, if it’s potentially high capital gains and 
price volatility you’re after, go with high-beta  securities. beta an index of the price volatility 

for a share of common stock; a 
reflection of how the stock price 
responds to market forces

blue-chip stock a stock generally 
issued by companies expected to 
provide an uninterrupted stream 
of dividends and good, long-term 
growth prospects

growth stock a stock whose 
earnings and/or market price have 
increased over time at a rate well 
above average

tech stock a stock that represents 
the technology sector of the market

income stock a stock whose 
appeal is the dividends it pays out; 
offers dividend payments that can be 
expected to increase over time

    Go to Smart Sites
Enter a stock’s ticker symbol at Yahoo! Finance’s Stock 
Research Center and you see a complete page of stock data: 
price, news, financial blogs, charts, and fundamentals.

12-2d Types of Common Stock
Common stocks are often classified on the basis of their 
dividends or their rate of growth in EPS. Some popu-
lar types of common stock are blue-chip, growth, tech 
stocks, income, speculative, cyclical, defensive, large-
cap, mid-cap, and small-cap stocks.

Blue-Chip Stocks Blue- chip stocks are the cream of  
the common stock crop. These stocks are unsurpassed in 
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of earnings, a large portion of which is distributed in the 
form of dividends. Income shares have relatively high divi-
dend yields and thus are ideally suited for investors seek-
ing a relatively safe and high level of current income from 
their investment capital. An added (and often overlooked) 
feature of these stocks is that, unlike bonds and preferred 
stock, holders of income stock can expect the amount of 

dividends paid to increase 
over time. Examples of 
income stocks include In-
ternational Business Ma-
chines, AT&T,  Johnson 
& Johnson, Duke Energy, 
and Blackstone Group.

Rather than basing 
their investment deci-
sions on a proven record 
of earnings, investors in 
speculative stocks gam-
ble that some new in-
formation, discovery, or 
production technique 
will favorably affect the 
firm’s growth and inflate  

its stock price. The value of speculative stocks and 
their P/E ratios tend to fluctuate widely as additional  
information about the firm’s future is received. Inves-
tors in speculative stocks should be prepared to expe-
rience losses as well as gains because these are high-risk 
securities. In 2018, they included companies like Durect, 
Evolus, FuelCell Energy, Cloudera, and Dave & Buster’s 
Entertainment.

Cyclical Stocks or Defensive Stocks Stocks whose 
price movements tend to follow the business cycle are 
called cyclical stocks. This means that when the econ-
omy is in an expansionary stage, the prices of cyclical 
stocks tend to increase; during a contractionary stage 
(recession), they decline. Most cyclical stocks are found 
in the basic industries—automobiles, steel, and lumber, 
for example—which are generally sensitive to changes  
in economic activity. Walt Disney, General Motors,  
Honeywell International, Home Depot, and Johnson 
Outdoors are all  examples of cyclical stocks.

The prices and returns from defensive stocks, 
unlike those of cyclical stocks, are expected to remain 
stable during periods of contraction in business activity.  
For this reason, they’re often called countercyclical. The 
shares of consumer goods companies, certain public 
utilities, and gold mining companies are good examples 
of defensive stocks. Because they’re basically income 
stocks, their earnings and dividends tend to keep their 
market prices up during periods of economic decline. 
Coca-Cola, McDonald’s, Walmart, Procter & Gamble, 
and Merck are all examples of defensive stocks.

Large-Caps, Mid-Caps, and Small-Caps In the stock 
market, a stock’s size is based on its market value—or, 
more commonly, on what’s known as its market capi-
talization or market cap. A stock’s market cap is found 
by multiplying its market price by the number of shares 
outstanding. The market can be broken into three major 
segments, as measured by a stock’s market “cap”:

Large-cap: Market caps of more than $10 billion

Mid-cap: Market caps of $2 to $10 billion

Small-cap: Stocks with market caps of less than 
$2 billion

Of the three major categories, the large-cap stocks 
are the real biggies—the Apples, Amazons, and Microsofts 
of the world. Just because they’re big,  however, doesn’t 
mean they’re better. Indeed, both the small- and mid-cap 
segments of the market tend to hold their own with, or 
even outperform, large stocks over time.

Mid-cap stocks offer investors some attractive re-
turn opportunities as they provide much of the sizzle of 
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speculative stock stock that is 
purchased on little more than the hope 
that its price per share will increase

cyclical stock a stock whose price 
movements tend to parallel the 
various stages of the business cycle

defensive stock a stock whose 
price movements are usually contrary 
to movements in the business cycle

large-cap stock a stock with a 
total market value of more than  
$10 billion

mid-cap stock a stock whose 
total market value falls somewhere 
between $2 billion and $10 billion
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small-stock returns but without all the price volatility. At 
the same time, because these are fairly good-sized compa-
nies and many of them have been around for a long time, 
they offer some of the safety of the big, established stocks. 
Among the ranks of the mid-caps are LG Display, Akorn, 
Helen of Troy, Ciena, and Dycom Industries. These se-
curities offer a nice alternative to large stocks without all 
the drawbacks and uncertainties of small-caps, although 
they’re probably most appropriate for investors who are 
willing to tolerate a bit more risk and price volatility.

Some investors consider small companies to be in 
a class by themselves. They believe these firms hold 
especially attractive return opportunities, and in many 
cases this has turned out to be true. Known as small-
cap stocks, these companies often have annual revenues 
of less than $250 million. Because of their small size, 
spurts of growth can dramatically affect their earnings 
and stock prices. Intelsat, Sunrun, Loxo Oncology, and 
Twilio are just a few of the interesting small-cap stocks 
out there. Although some small-caps are solid companies 
with equally solid financials, that’s definitely not the case 
with most of them! Because many of these companies are 
so small, they don’t have a lot of stock outstanding and 
their shares aren’t widely traded. These stocks may hold 
the potential for high returns, but investors should also 
be aware of the high-risk exposure associated with them.

12-2e Market Globalization 
and Foreign Stocks
Besides investing in many of the different types of stocks 
already mentioned, a growing number of American inves-
tors are turning to foreign markets as a way to earn attrac-
tive returns. Ironically, as our world is becoming smaller, 
our universe of investment opportunities is growing by 
leaps and bounds! Consider, for example, that in 1970, 
the U.S. stock market accounted for fully two-thirds of 
the world market. In essence, our stock market was twice 
as big as the rest of the world’s stock markets combined. 
That’s no longer true. The U.S. share of the world equity 
market has fallen to around 43 percent.

Among the various ways of investing in foreign  
shares, two stand out: mutual funds and American  
Depositary Receipts (ADRs). Without a doubt, the best 
and easiest way to invest in foreign markets is through 
international mutual funds (we’ll discuss such funds in 
Chapter 13). An alternative to mutual funds is to buy 
ADRs, which are denominated in dollars and are traded  
directly on U.S. markets (such as the NYSE). They’re  
just like common stock, except that each ADR represents  
a stated number of shares in a specific foreign company. 
The shares of more than 1,000 companies from some  

50 foreign countries are traded on U.S. exchanges as 
ADRs. These companies include Honda Motor Co., 
Nestlé, Alibaba, Baidu, and Unilever. ADRs are a great 
way to invest in foreign stocks because their prices are 
quoted in dollars—not in British pounds, Swiss francs, 
or euros. What’s more, all dividends are paid in dollars.

12-2f Investing in Common Stock
There are three basic reasons for investing in common 
stock: (1) to use the stock as a warehouse of value, 
(2) to accumulate capital, and (3) to provide a source 
of income. Some investors are more concerned about 
storage of value than others, and consequently put 
safety of principal first in their stock selection pro-
cess. These investors are more quality conscious and 
tend to gravitate toward blue chips and other low-risk 
securities. Accumulation of capital generally is an im-
portant goal to individuals with long-term investment 
horizons. These investors use the capital gains and 
dividends that stocks provide to build up their wealth. 
Some use growth stocks for such purposes; others do 
it with income shares; still others use a little of both. 
Finally, some people use stocks as a source of income; 
to them, a dependable flow of dividends is essential. 
High-yielding, good-quality income shares are usually 
their preferred investment.

Advantages and Disadvantages of Stock Owner-
ship Ownership of common stock has both advantages 
and disadvantages. Its advantages are threefold. First, 
the potential returns, in 
the form of both dividend 
income and price appreci-
ation, can be substantial. 
Second, many stocks are 
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small-cap stock a stock with 
a total market value of less than 
$2 billion
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actively traded and so are a highly liquid form of invest-
ment. Finally, market and company information about 
literally thousands of common stocks is widely published 
and readily available.

The disadvantages of owning common stock include 
risk, the problem of timing purchases and sales, and the 
uncertainty of dividends. Although potential common 
stock returns may be high, the risk associated with the 
actual receipt of that return is also great. Even though 
the careful selection of stocks may reduce the amount of 
risk to which the investor is exposed, a significant risk-
return trade-off still exists. When it comes to common  
stock, not even dividends are guaranteed. If things 
turn bad, the company can always shut off the stream  
of dividends and suffer no legal ramifications. Finally, 
there’s the timing of purchases and sales. Human nature 
being what it is, we don’t always do it right. The goal  
is to buy low and sell high; but the problem of predicting 
price movements makes it difficult to achieve such a plan.

12-2g Making Investment Decisions
The first step in investing is to know where to put your 
money. The second is to know when to make your 
moves. This involves matching your risk and return ob-
jectives with the available investments. A stock (or any 
other investment) should be considered a viable invest-
ment candidate as long as it looks likely to generate a 
sufficiently attractive rate of return and, importantly, 
one that fully compensates you for the risks you take. 
Indeed, if you can’t get enough return from the security 
to offset the risk, then you shouldn’t invest in the stock!

Putting a Value on Stock Every investor will face one 
of the most difficult questions in the field of investments: 
How much are you willing to pay for a stock? To answer 
this question, you must place a value on the stock. As not-
ed earlier, we know that the value of a stock depends on  
its expected stream of future income, expected future  

Investors Tend to Overreact

Research shows that the average investor consistently 
earns below-average returns. For example, between 
about 1996 and 2015, the S&P 500 index earned an aver-
age return of about 9.85 percent a year, while the aver-
age equity fund investor earned a paltry return of just 
5.19 percent! One likely explanation is that the average 
equity investor is just too emotional and tends to over-
react to financial market developments.

Consider how investors tend to overreact. It’s well 
known that when the stock market advances, many 
investors chase performance by moving money into 
equity mutual funds. Similarly, they tend to take their 
money out when the stock market is declining. This 
often leads to buying high and selling low—a recipe 
for disaster. There’s a natural behavioral tendency for 
investors to overreact to both good and bad news.

What can you do to take into account the tendency 
to overreact to investment news? Consider the follow-
ing guidelines.

 ● Constructively decide to do nothing. The evidence 
is that a long-term, buy-and-hold strategy is an ef-
fective, deliberate approach to investing. Take into 
account the tendency to overreact and purposely  

decide to do nothing in response to news in most cases.  
Doing nothing is an action.

 ● Money is like soap. The Nobel Prize-winning financial 
economist at the University of Chicago, Eugene Fama, 
Jr., argues that “Your money is like soap. The more you 
handle it, the less you’ll have.” Handling your money 
too often brings high transaction costs and frequently 
results from overreacting to financial news.

 ● Resist the urge to sell stocks in a declining market. 
Patiently reevaluate your asset allocation and wait out 
the decline. Consider the analogy of putting your house 
up for sale when housing prices drop. Most people 
would not decide to put their house up for sale as soon 
as the market drops. They would be more likely to wait it 
out. Why should managing your stocks be any different?

 ● Discipline works. The evidence supports the value of 
a consistent, unemotional, and disciplined approach 
to investing. Your risk-adjusted returns are likely to be 
higher over the long term if you don’t overreact to fi-
nancial news.

Source: Adapted from Dana Anspach, “Why Average Investors Earn 
Below-Average Market Returns,” https://www.thebalance.com/why 
-average-investors-earn-below-average-market-returns-2388519, 
accessed November 2018.
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market price appreciation, and the associated risk. Once 
you have a handle on the expected stream of future cash 
flows, you can use that information to find the expected rate 
of return on the investment. If the expected return from 
the investment exceeds your required rate of return, then 
you should make the investment. If the expected return is 
less than your required rate of return, then you should not 
buy the stock because it’s currently “overpriced,” and you 
won’t be able to earn your required rate of return.

How do you go about finding a stock that’s right for 
you? The answer is by doing a little digging and crunching 
a few numbers. Here’s what you should do. First, find a 
company you like and then take a look at how it has per-
formed over the past three to five years. Find out what kind 
of growth in sales it has experienced, if it has a strong ROE 
and has been able to maintain or improve its profit margin, 
and how much it has been paying out to stockholders in the 
form of dividends. This kind of information is readily avail-
able in publications like Value Line Investment Survey and 
S&P Stock Reports or from a number of Internet sites. The 
idea is to find stocks that are financially strong, have done 
well in the past, and continue to hold prominent positions 
in a given industry or market segment. But looking at the 
past is only the beginning. What’s really important to stock 
valuation is the future!

Therefore, let’s turn our attention to the expected 
future performance of a stock. The key items are fu-
ture dividends and share price behavior. It generally 
doesn’t make much sense to go out more than two or 
three years (five at the most) because the accuracy of 

most forecasts deteriorate rapidly with time. Thus, using 
a three-year investment horizon, you’d want to forecast 
annual dividends per share for each of the next three 
years plus the future price of the stock at the end of the 
three-year holding period. You can try to generate these 
forecasts yourself or you can check such publications 
as Value Line Investment Survey to obtain projections. 
(Value Line projects dividends and share prices three 
to five years into the future. See the example provided  
in Exhibit 11.5 in the prior chapter.) After projecting 
dividends and share price, you can use the approximate 
yield equation or a calculator to determine the expected 
return from the investment.

Consider the example of Apple using projections 
in the summer of 2018. The calculations in the exam-
ple on the this page indicate that if Apple’s stock per-
formance lives up to the projections made in the Value 
Line Investment Survey, it should provide a return of 
almost 15 percent. In today’s market, that would be a 
good return that likely meets or  exceeds our risk-ad-
justed required rate of return. If that’s the case, then 
this stock should be considered a possible investment 
 candidate.

Timing Your Investments Once you find a stock that 
you think will give you the kind of return that you’re 
looking for, then you’re ready to deal with the matter of 
timing your investment. As long as the prospects for the 
market and the economy are positive, the time may be 
right to invest in stocks. Sometimes, however, investing 

EXAMPLE: Calculating the Expected Return on 
Apple’s Stock  Consider the common shares of Apple, 
Inc., which provides hardware and software that includes 
Mac computers, iPod digital media players, iPhone smart-
phones, the Apple Watch, and iPad tablets. According to 
several financial reporting services, the company has strong 
financials; its sales have been growing at about 20 percent 
per year for the past five years, its net profit margin in 2018 
was projected to be about 21.5 percent, and its ROE about 
38 percent. Thus, the company has performed well and is 
definitely a market leader in its field. Indeed, it’s currently 
the largest company in the world!

In the summer of 2018, the stock was trading at 
around $185 a share. Value Line was projecting divi-
dends to be $2.72 a share in 2018, $3.06 in 2019, and an 
 average of about $4.40 a share between 2021 and 2023. 
It was also estimating that the price of the stock could 
rise to an average of $277.50 a share over that period. 
For simplicity, we’ll look at these forecasts as applying 

to a planned holding period of about three years and 
average the data accordingly.

Because the below approximate yield equation, as 
presented on page 320, uses “average annual current in-
come” as one of the inputs, let’s use a rough average of 
the projected dividends ($3.39 a share) as a proxy for av-
erage annual dividends. Because this stock was trading 
at $185.69 a share and has a projected average future av-
erage price of $277.50 a share, we can find the expected 
return (for our three-year investment  horizon) as follows:

14.68 percent

$3.39 $30.60
$231.60

Approximate
expected yield
(Expected return)

5

5

5

$277.50 $185.69

2

1

1

$3.39
$277.50 2 $185.69

3
1
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in stocks makes no sense—in particular, don’t invest in 
stocks under the following conditions:

 ▶ You believe strongly that the market is headed down in 
the short run. If you’re confident the market’s in for a 
big fall (or will continue to fall, if it’s already doing so), 
then wait until the market drops and buy the stock 
when it’s cheaper.

 ▶ You feel uncomfortable with the general tone of the 
market—it lacks direction, or there’s way too much 
price volatility to suit you. Once again, wait for the 
market to settle down before buying stocks.

Be Sure to Reinvest Your Dividends Unless you’re 
living off the income, the basic investment objective  
with stocks is the same as it is with any other security: 
to earn an attractive, fully compounded rate of return. 
This requires regular reinvestment of dividend income. 
And there’s no better way to accomplish such reinvest-
ment than through a dividend reinvestment plan (DRP). 
In a DRP, shareholders can sign up to have their cash 
dividends automatically reinvested in additional shares 

of the company’s com-
mon stock—in essence, 
it’s like taking your cash 
dividends in the form of 
more shares of common 
stock. Such an  approach 

Exhibit 12.4

Cash or Reinvested Dividends
Participating in a dividend reinvestment plan is a simple yet highly effective way of building up capital over time. Over the long 
haul, it can prove to be a great way of earning a fully compounded rate of return on your money.
Situation: Buy 100 shares of stock at $25 a share (total investment $2,500); stock currently pays $1 a share in annual dividends. 
Price of the stock increases at 8 percent per year; dividends grow at 5 percent per year.

Investment Period
Number of  

Shares Held
Market Value of  
Stock Holdings

Total Cash  
Dividends Received

Take Dividends in Cash
5 years 100 $3,672 $552

10 years 100 $5,397 $1,258

15 years 100 $7,930 $2,158

20 years 100 $11,652 $3,307

Participate in a DRP
5 years 115.59 $4,245 $0

10 years 135.66 $7,322 $0

15 years 155.92 $12,364 $0

20 years 176.00 $20,508 $0

CalCulator 
KeystroKes
You can use a financial calculator—set in the annual 
compounding mode—to find the expected return on 
the Apple stock in our example that you purchase at 
$185.69 a share, hold for three years (during which 
time you receive average annual dividends of $3.39 a 
share), and then sell at $277.50 per share. Simply use 
the keystrokes shown below in the margin, where:

N = number of years you hold the stock

PV =  the price you pay for the stock (entered as a  
negative value)

PMT =  average amount of dividends received each year

FV =  the price you expect to receive when you sell 
the stock (in three years)

The expected return (of 15.94 percent) is a bit higher 
here, but even so, it’s still reasonably close to the 
return (of 14.68 percent) that we computed using the 
approximate yield method.

can have a tremendous impact on your investment posi-
tion over time, as seen in Exhibit 12.4.

Many companies have DRPs, and each one gives 
investors a convenient and inexpensive way to accumulate  

dividend reinvestment 
plan (DRP) a program whereby 
stockholders can choose to take 
their cash dividends in the form of 
more shares of the company’s stock
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capital. Stocks in 
most DRPs are ac-
quired free of any 
brokerage commis-
sions, and most plans 
allow partial partici-
pation. That is, rather 
than committing all 
their cash dividends 
to these plans, par-
ticipants may specify 
a portion of their 
shares for dividend 
reinvestment and re-
ceive cash dividends 

on the rest. Some plans even sell their shares in their 
DRP programs at discounts of 3 to 5 percent. Most plans 
also credit fractional shares to the investors’ accounts. 
There is a catch, however: even though these dividends 
take the form of additional shares of stock, reinvested 
dividends are taxable, in the year they’re  received, just as 
if they had been received in cash.

 12-3 INvEstING IN bONDs
LO5, LO6 In contrast to stocks, bonds are  liabilities—
they’re publicly traded IOUs where the bondholders are 
actually lending money to the issuer. Bonds are often 
referred to as fixed-income securities because the debt 
service obligations of the issuer are usually fixed—that 
is, the issuing organization agrees to pay a fixed amount 
of interest periodically and to repay a fixed amount of 
principal at or before maturity. U.S. bonds typically have 
face values of $1,000 or $5,000 and have maturities of 
10 to 30 years or more.

12-3a Why Invest in Bonds?
Bonds provide investors with two kinds of income: (1) most 
provide current income, and (2) they can often generate 
substantial capital gains. The current income, of course, 
comes from the interest payments received periodically 
over the life of the issue. Indeed, this regular and predict-
able source of income is a key factor that draws investors to 
bonds. But these securities can also produce capital gains, 
which occurs whenever market interest rates fall. A basic 
trading rule in the bond market is that interest rates and 
bond prices move in opposite directions: when interest rates 
rise, bond prices fall. Conversely, when interest rates fall, 
bond prices rise. Thus, it’s possible to buy bonds at one 
price and, if interest rate conditions are right, to sell them 
sometime later at a higher price.

Taken together, the current income and capital 
gains earned from bonds can lead to attractive investor 
returns. In addition, because of the general high quality 
of many bonds, they can also be used for the preserva-
tion and long-term accumulation of capital. In fact, some 
individuals commit all or a good deal of their investment 
funds to bonds because of this single attribute.

12-3b Bonds versus Stocks
Although bonds definitely do have their good points—
lower risk and attractive levels of current income, along 
with desirable diversification properties—they also 
have a significant downside: their comparative returns.  
The fact is, relative to stocks, there’s usually a big sacrifice 
in returns when investing in bonds—which, of course, is 
the price you pay for the even bigger reduction in risk! 
But just because there’s a deficit in long-term returns, it 
doesn’t mean that bonds are always the underachievers.  
Consider, for example, what’s happened over the past 
20 years or so. Fixed-income securities held their own 
through the mid-1990s, only to fall far behind stocks  
for the rest of the decade. But then along came a  
couple of nasty bear markets in stocks (2000–2002 and 
2007–2008), and the subsequent stock market recovery 
in 2009 and beyond. The net results of all this can be seen 
in Exhibit 12.5, which tracks the comparative returns 
of stocks (via the S&P 500 index) and bonds (using the 
Bank of America Merill Lynch U.S. Treasuries 151 year 
maturity total return index) from 1998 through 2018.

From 1998 to September 2018, the S&P 500 out-
performed long-term Treasury bonds by 0.97 percent  
(7.44 versus 6.47 percent). The net result was that a 
$10,000 investment in 1998 would have generated a ter-
minal value in 2018 of about $44,200 for stocks, compared 
with about $36,627 for bonds. Although the long-term per-
formance of stocks typically outstrips that of bonds, there 
have been times when that just wasn’t so. And the margin 
was smaller over this time period owing to the effects of 
the financial crisis.

Calculator
Inputs Functions

3 N
2189.65 PV
3.39 PMT
277.50 FV

CPT
I/Y

Solution

15.94

See Appendix E for details.
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Income tax tends to favor investing in stocks over 
bonds. This is because a major component of the return 
on bonds is interest. Interest is taxed as ordinary in-
come, which was taxed at the top tax rate of 37 percent in 

2018. In contrast, quali-
fied dividend income is 
taxed at the same rate as 
capital gains, which has 
a top rate of 20  percent 

Thus, bond interest could be taxed at almost twice the 
rate as that for dividends from stock.

12-3c Basic Issue Characteristics
A bond is a long-term debt instrument that carries  
certain obligations on the part of the issuer. Unlike the  
holders of common stock, bondholders have no owner-
ship or equity position in the issuing firm or organization. 
This is so because bonds are debt and thus the bondholders, 
in a roundabout way, are only lending money to the issuer.

U.S. bonds typically pay interest every six months. 
The amount of interest paid depends on the coupon, 
which defines the annual interest that the issuer will 
pay to the bondholder. For instance, a $1,000 bond with  
an 8 percent coupon would pay $80 in interest every  
year ($1,000 3 0.08 5 $80), generally in the form of  
two $40 semiannual payments. The principal amount  
of a bond, also known as its par value, specifies the 
amount of capital that must be repaid at maturity—
there’s $1,000 of principal in a $1,000 bond.

Debt securities regularly trade at market prices that 
differ from their principal (or par) values. This occurs 
whenever an issue’s coupon differs from the prevailing  
market rate of interest; because the price of a bond will 
change until its yield is compatible with prevailing market 
yields. For example, such behavior explains why a 7  percent 

Exhibit 12.5

Comparative Performance of Stocks and Bonds: 1998 to 2018
This graph shows what happened to $10,000 invested in bonds versus the same amount invested in stocks over the (roughly) 20-year 
period from January 1998 through September 2018. It is clear that, although stocks held a commanding lead through early 2000 and 
then again in 2003–2006, the bear stock markets of 2000–2002 and 2008 limited the relative performance of stocks. Yet the bull market 
from 2009 to 2018 left stocks performing better than bonds for the entire period.
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Source: Morningstar 2016.

YOU CAN DO IT NOW: How Do Stock and Bond 
Market Returns Compare This Year?  If you want a 
broad sense of how stock and bond returns compare 
so far this year, take a look at the returns on two broad-
based exchange traded funds (ETFs, which we discuss 
in detail in Chapter 13). Vanguard’s Total Stock Market 
ETF (ticker VTI) seeks to track the overall performance of 
U.S. stocks traded on the New York Stock Exchange and 
NASDAQ. And Vanguard’s Total Bond Market ETF (ticker 
BND) seeks to track investment-grade U.S. bonds. Take 
a look at the year-to-date (YTD) returns, which were, 
for example, 10.26 percent for VTI and 21.19 percent 
for BND on September 14, 2018. Just go to http:// 
finance.yahoo.com/ and type VTI and then BND into 
the Quote Lookup box. You can do it now.

coupon a bond feature that defines 
the annual interest income that the 
issuer will pay the bondholder
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coupon issue will carry a market price of only $825 when 
the market yield is 9 percent. The drop in price is necessary 
to raise the expected yield on this bond from 7 to 9 percent.  
Issues with market values lower than par are known as  
discount bonds and carry coupons that are less than those 
on new issues. In contrast, issues with market values above 
par are called premium bonds and have coupons greater 
than those currently being offered on new issues.

Types of Issues In addition to their coupons and ma-
turities, bonds can be differentiated from one another 
by the type of collateral behind them. In this regard, the 
issues can be viewed as having either junior or senior 
standing. Senior bonds are secured obligations because 
they’re backed by a legal claim on some specific property 
of the issuer that acts as collateral for the bonds. Such 
issues include mortgage bonds, which are secured by 
real estate, and equipment trust certificates, which are 
backed by certain types of equipment and are popular 
with railroads and airlines. Junior bonds, on the other 
hand, are backed only with a promise by the issuer to pay 
interest and principal on a timely basis. There are several 
classes of unsecured bonds, the most popular of which 
is known as a debenture. Issued as either notes (with 
maturities of 2 to 10 years) or bonds (maturities of more 
than 10 years), debentures are totally unsecured in the 
sense that there’s no collateral backing them up—other 
than the issuer’s good name.

Sinking Fund Another provision that’s important 
to investors is the sinking fund, which describes how 
a bond will be paid off over time. Not all bonds have 
these requirements. But for those that do, a sinking 
fund specifies the annual repayment schedule to be 
used in paying off the issue and indicates how much 
principal will be retired each year. 

Sinking fund requirements generally begin one to 
five years after the date of issue and continue annually 
thereafter until all or most of the issue has been paid off. 
Any amount not repaid by maturity is then retired with 
a single balloon payment.

Call Feature Every bond has a call feature, which stipu-
lates whether a bond can be called (i.e., retired) before its 
regularly scheduled maturity date and, if so, under what 
conditions. Basically, there are three types of call features:

▶  A bond can be freely callable, which means the issuer 
can retire the bond prematurely at any time.

▶  A bond can be noncallable, which means the issuer is 
prohibited from retiring the bond prior to maturity.

▶  The issue could carry a deferred call, which means the 
issue cannot be called until after a certain length of 

time has passed from the date of issue. The issue is 
not callable during the deferment period and then 
becomes freely callable thereafter.

Call features are normally used to retire a bond  
before full maturity and replace it with one that carries a 
lower coupon. In this way, the issuer benefits from being 
able to reduce its annual interest costs. In an attempt 
to at least partially compensate investors who have their 
bonds called out from under them, a call premium (usu-
ally equal to about six months to one year of interest) is 
tacked onto the par value of the bond and paid to inves-
tors, along with the issue’s par value, at the time the bond 
is called.

For example, if a company decides to call its 
7 percent bonds some 15 years before they mature, then 
it might have to pay $1,052.50 for every $1,000 bond 
outstanding (in this case, a call premium equal to nine 
months’  interest—$70 3 
0.75 5 $52.50—would 
be added to the par value 
of $1,000). Although this 
might sound like a good 
deal, it’s really not for the 
investor. The bondholder 
may indeed get a few  
extra bucks when the 
bond is called. But in 
turn, she loses a source of 
high current income. For 
example, the investor may 
have a 7 percent bond 
called away at a time 
when the best she can do 
in the market may be 4 or 
5 percent.
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mortgage bond a bond secured 
by a claim on real assets, such as a 
manufacturing plant

equipment trust certificate  
a bond secured by certain types of 
equipment, such as railroad cars  
and airplanes

debenture an unsecured bond 
issued on the general credit of 
the firm

sinking fund a bond provision 
specifying the annual repayment 
schedule to be used in paying off  
the issue

call feature a bond feature 
that allows the issuer to retire the 
security prior to maturity
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12-3d The Bond Market
One thing that really stands out about 
the bond market is its size—the U.S. 
bond market is huge and getting bigger 
almost daily. Indeed, at the end of 2017 
the dollar value of bonds outstanding was 
about $41  trillion! Given such size, it’s 
not surprising that today’s bond market 
offers securities to meet just about any 
type of investment objective and suit 
virtually any type of investor, no matter how conserva-
tive or aggressive.

Treasury Bonds Treasury bonds (sometimes called 
Treasuries or governments) are a dominant force in 
the bond market and, if not the most popular, are cer-
tainly the best known. The U.S. Treasury issues bonds, 
notes, and other types of debt securities (such as the T-
bills discussed in Chapter 4) as a means of meeting the 
federal government’s ever-increasing borrowing needs. 
All Treasury  obligations are high quality (backed by the 
full faith and credit of the U.S. government), a feature 
that—along with their liquidity—makes them extremely 
popular with individual and institutional investors both 
domestically and abroad.

Treasury notes are issued with maturities of 2, 3, 5,  
and 10 years, whereas Treasury bonds carry 20- and  
30-year maturities. The Treasury issues its securities  
at regularly scheduled auctions, and it’s through this 
process that the Treasury establishes the initial yields 
and coupons on the securities it issues. All Treasury 
notes and bonds are sold in minimum denominations 
of $1,000. Although interest income is subject to nor-

mal federal income tax, it 
is exempt from state and  
local taxes.

The newest type 
of Treasury issue is 
the Treasury inflation- 
indexed bond, or TIPS  
(which stands for “Trea-
sury inflation-protected  
securities”). These secu-
rities—which are issued 
with maturities of 5, 
10, or 20 years—give 
investors the oppor-
tunity to keep up with 
inflation by periodi-
cally adjusting their re-
turns for any inflation  

that has occurred. Unfortunately, the 
coupons on these securities are set very 
low because they’re meant to provide 
investors with real (inflation-adjusted) 
returns. So one of these bonds might 
carry a coupon of only 1.5 percent (when 
regular T-bonds are paying, say, 3.5 or 4 
percent). But there’s an upside even to 
this: The actual size of the coupon pay-
ment will increase over time as the par 
value on the bond increases.

Agency and Mortgage-Backed Bonds Agency 
bonds are an important segment of the U.S. bond mar-
ket. Although issued by political subdivisions of the 
U.S. government, these securities are not obligations  
of the U.S. Treasury. An important feature of these se-
curities is that they customarily provide yields that are 
comfortably above the market rates for Treasuries and 
thus offer investors a way to increase returns with little 
or no real difference in risk. Some actively traded and 
widely quoted agency issues include those sold by the 
Federal Farm Credit Bank, the Federal National Mort-
gage Association (or Fannie Mae), the Student Loan Mar-
keting Association, and the Federal Home Loan Mortgage 
Corporation (FHLMC, or Freddie Mac).

EXAMPLE: Inflation-Adjustment of TIPS Bonds  
Assume inflation is running at an annual rate of 3 per-
cent. At the end of the year, the par (or maturity) value 
of your bond will increase by 3 percent (actually, ad-
justments to par value are made every six months). 
Thus, the $1,000 par value will grow to $1,030 at the 
end of the first year and, if the 3 percent inflation 
rate continues for the second year, the par value will 
once again move up, this time from $1,030 to $1,061 
($1,030 3 1.03).

Although the various agencies issue traditional un-
secured notes and bonds, they are  perhaps best known 
for their mortgage-backed  securities. Two of the biggest 
issuers of such securities,  Fannie Mae and Freddie Mac, 
package and issue bonds backed by mortgages that have 
no government guarantee. The Government National 
Mortgage Association (or Ginnie Mae) is also active in 
the mortgage market. Owned by the U.S. government, 
it insures bonds that are backed by Veterans Adminis-
tration (VA) and Federal Housing Administration (FHA) 
home loans.

Treasury bond a bond issued 
by and backed by the full faith and 
credit of the U.S. government

Treasury inflation-indexed 
bond (TIPS) a bond issued by the 
U.S. government that has principal 
payments that are adjusted to provide 
protection again inflation, as measured 
by the Consumer Price Index (CPI)

agency bond an obligation of 
a political subdivision of the U.S. 
government

mortgage-backed securities  
securities that are a claim on the 
cash flows generated by mortgage 
loans; bonds backed by mortgages 
as collateral

Today’s bond market 
offers securities to meet 
just about any type of 
investment objective 
and suit virtually any 
type of investor.
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Municipal Bonds  Municipal bonds are the issues of 
states, counties, cities, and other political subdivisions 
such as school districts and water and sewer districts. 
They’re unlike other bonds in that their interest income 
is usually free from federal income tax (which is why 
they’re known as tax-free bonds). How ever, this tax-free 
status does not apply to any capital gains that may be 
earned on these securities; such gains are subject to the 
usual federal taxes. A tax-free yield is viewed by many 
as the most important feature of municipal bonds and is 
certainly a major reason why individuals invest in them.

The yields on municipal bonds are lower than 
the returns available from otherwise comparable fully 
taxable issues. So unless the tax effect is sufficient to 
raise the yield on a municipal to a level that equals 
or exceeds the yields on taxable issues, it obviously 
doesn’t make sense to buy municipal bonds. You can 
determine the return that a fully taxable bond must 
provide in  order to match the after-tax return on a 
lower-yielding tax-free bond by computing the fully 
 taxable equivalent yield:

Fully taxable equivalent yield 5 
Yield on municipal bond

1 2 Tax rate

The Bonus Exhibit, “Table of Taxable Equivalent 
Yields” shows what a taxable bond (such as a corporate 
issue) would have to yield to equal the take-home yield 
of a tax-free municipal bond. (Visit MindTap.) It demon-
strates how the yield attractiveness of municipal bonds 
varies with an investor’s income level. The higher the 
individual’s tax bracket, the more attractive municipal 
bonds become.

Municipal bonds are generally issued as serial 
obligations. This means that the issue is broken into a 
series of smaller bonds, each with its own maturity date 
and coupon rate. Thus, instead of the bond having just 
one maturity date 20 years from now, it will have a series 
of (say) 20 maturity dates over the 20-year time frame. 
Although it may not seem that municipal issuers would 
default on either interest or principal payments, it does 
occur! Investors should be especially cautious when  
investing in revenue bonds, which are municipal bonds 
serviced from the income generated by specific income-
producing projects, such as toll roads. Unlike issuers of 
 so-called general  obligation bonds—which are backed 
by the full faith and credit of the municipality—the issuer 
of a revenue bond is obligated to pay principal and interest 
only if a sufficient level of revenue is generated. General 
obligation municipal bonds, in contrast, are required to  
be serviced in a prompt and timely fashion regardless of 
the level of tax income generated by the municipality.

Corporate Bonds The major nongovernmental issu-
ers of bonds are corporations. The market for corporate 
bonds is customarily subdivided into several segments, 
which include industrials (the most diverse of the group), 
public utilities (the dominant group in terms of the vol-
ume of new issues), rail and transportation bonds, and 
financial issues (banks and finance companies). In this 
market, you’ll find the widest range of different types  
of issues, from first mortgage and convertible bonds  
(discussed next) to debentures, subordinated debentures, 
and income bonds. Interest on corporate bonds is paid 
semiannually, and sinking funds are common. The bonds 
usually come in $1,000 denominations, and maturities 
usually range from 5 to 10 years but can be up to 30 years 
or more. Many of the issues carry call provisions that  
prohibit prepayment of the issue during the first 5 to  
10 years. Corporate issues are popular with individuals 
because of their relatively 
high bond yields.

Convertible Bonds An-
other popular type of spe-
cialty issue, convertible 
bonds are found only in the 
corporate market. They 
are a hybrid security that 
possesses the features of 
both corporate bonds and 
common stocks. That is, 
although they are initially 
issued as debentures (un-
secured debt), they carry 
a provision that enables 
them to be converted into 
a certain number of shares 
of the issuing company’s 
common stock.

The key element of 
any convertible issue is 
its  conversion privilege, 
which describes the con-
ditions and specific na-
ture of the conversion 

EXAMPLE: Calculating the Fully Taxable Equiv-
alent Yield  If a municipal bond offered a yield of 6 per-
cent, an individual in the 32 percent federal tax bracket 
would have to find a fully taxable bond with a yield of 
almost 9 percent to reap the same after-tax return: 6 
percent / (1 2 0.32) 5 6 percent / 0.68 5 8.82 percent.

municipal bond a bond issued 
by state or local governments; 
interest income is usually exempt 
from federal taxes

fully taxable equivalent yield  
the return a fully taxable bond must 
provide in order to match the after-tax 
return on a lower-yielding tax-free bond

serial obligation an issue 
that is broken down into a series of 
smaller bonds, each with its own 
maturity date and coupon rate

revenue bond a municipal bond 
serviced from the income  generated 
by a specific project

general obligation bond a 
municipal bond backed by the full faith 
and credit of the issuing municipality

corporate bond a bond issued 
by a corporation

conversion privilege the 
provision in a convertible issue 
that stipulates the conditions of 
the conversion feature, such as the 
 conversion period and conversion ratio
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feature. First, it states exactly when the bond 
can be converted. Sometimes there’ll be an  
initial waiting period of six months to per-
haps two years after the date of issue, during 
which time the issue cannot be converted. The  
conversion period then begins, during which 
the issue can be converted at any time. From 
the investor’s point of view, the most important  
feature is the conversion ratio, which specifies 
the number of shares of common stock into 
which the bond can be converted. For example,  
one of these bonds might carry a conversion 
ratio of 20, meaning you can exchange one 
convertible bond for 20 shares of stock.

Given the significance of the price behavior  
of the underlying common stock to the value  
of a convertible security, another important 
measure is conversion value. Conversion value is an indi-
cation of what a convertible issue would trade for if it 
were priced to sell based on its stock value. Conversion  
value is easy to find: simply  multiply the conversion 
ratio of the issue by the current market price of the 
underlying common stock. But convertibles seldom 
trade precisely at their conversion value; instead, they 
usually trade at conversion premiums, which means 
the convertibles are priced in the market at more 
than their conversion values. For example, a convert-
ible that traded at $1,400 and had a conversion value  
of $1,200 would have a conversion premium of $200 
(i.e., $1,400 2 $1,200 5 $200). Convertible securities 
appeal to investors who want the price potential of a 
common stock along with the downside risk protection 
of a corporate bond.

12-3e Bond 
Ratings
Bond ratings are like 
grades: a letter grade is as-
signed to each bond that 
designates its investment 
quality. Ratings are wide-
ly used and are an impor-
tant part of the municipal 
and corporate bond mar-
kets. The two largest 
and best-known rating 
agencies are Moody’s 
and  Standard & Poor’s. 
Every time a large, new 
corporate or municipal  

issue comes to the market, a staff of professional bond 
analysts determine its default risk exposure and in-
vestment quality. The financial records of the issuing 
organization are thoroughly examined and its future 
prospects assessed. The result is the assignment of  
a bond rating at the time of issue that indicates the 
ability of the issuing organization to service its debt  
in a prompt and timely manner. 

Exhibit 12.6 lists the various ratings assigned to 
bonds by each of the two major agencies. Note that 
the top four ratings (Aaa through Baa; or AAA through 
BBB) designate investment-grade bonds—such rat-
ings are highly coveted by issuers because they indicate 
 financially strong, well-run companies or municipalities. 
The next two ratings (Ba/B or BB/B) are where you’ll 
find   most  junk bonds. These ratings indicate that, 
 although any required principal and interest payments 
on the bonds are still being met, the risk of default is 
 relatively high because the  issuers lack the financial 
strength found with investment-grade issues.

Once a new issue is rated, the process doesn’t stop 
there. Older, outstanding bonds are also regularly reviewed 
to ensure that their assigned ratings are still valid. Most  
issues will carry a single rating to maturity, but ratings can 
change over time as new information becomes available. 
Finally, although it may appear that the issuing firm  
or municipality is receiving the rating, it’s actually the 
individual issue that is being rated. As a result, a firm 
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conversion ratio a ratio 
specifying the number of shares 
of  common stock into which a 
convertible bond can be converted

conversion value a measure of 
what a convertible issue would trade 
for if it were priced to sell based on 
its stock value

conversion premium the 
difference between a convertible 
security’s market price and its 
conversion value

junk bonds also known as 
high-yield bonds, these are highly 
speculative securities that have 
received low ratings from Moody’s 
or Standard & Poor’s

EXAMPLE: Calculating the Conversion Value of 
a Convertible Bond  A convertible bond carrying a 
conversion ratio of 20 would have a conversion value 
of $1,200 if the firm’s stock traded at a current market 
price of $60 per share (20 3 $60 5 $1,200).

336 PART FIVE:  Managing Investments

33609_ch12_ptg01.indd   336 19/12/18   10:21 PM



(or municipality) can have different ratings assigned to 
its issues. Most investors pay careful attention to ratings 
because they affect comparative market yields. Other  
things being equal, the higher the rating, the lower  
the yield of an obligation. Thus, whereas an A-rated 
bond might offer a 5 percent yield, a comparable AAA-
rated issue would probably yield something like 4.25 or 
4.50 percent.

par value. In the bond market, 1 point 5 $10; hence a 
quote of 85 does not mean $85 but rather $850. This 
is so because market convention assumes that bonds 
carry par values of $1,000. Keep in mind that the  
price of any bond is related to the issue’s coupon  
and maturity—those two features are always a part  
of any listed price because of their effect on the  
price of a bond. (We’ll explore more about the impact 
of coupons and maturities on bond price behavior  
in the section “Bond Prices and Yields” later in this 
chapter.)

In the corporate and municipal markets, bonds 
are priced in decimals, using three places to the right 
of the decimal point. Thus a quote of 87.562, as a  
percentage of a $1,000 par bond, converts to a price  
of $875.62. Similarly, a quote of 121.683 translates into 
a price of 1.21683 3 $1,000 5 $1,216.83. In contrast, 
U.S. Treasury and agency bond quotes are stated in 32s 
of a point (where, again, 1 point 5 $10). For example, 
you might see the price of a T-bond listed at, “94:16.” 
Translated, this means that the bond is being priced 
at 9416

32, or 94.5 percent of par—in other words, it’s 
being priced at $945.00. With government bonds, the 
figures to the right of the colon (:) show the number 
of 32s embedded in the price.

Exhibit 12.6

Moody’s and Standard & Poor’s Bond Ratings
Agencies like Moody’s and Standard & Poor’s rate corporate and municipal bonds; these ratings provide an indication of the 
bonds’ investment quality (particularly regarding an issue’s default risk exposure).

Bond Ratings*

Moody’s S&P Description

Aaa AAA Prime-quality investment bonds—This is the highest rating assigned, denoting extremely strong 
capacity to pay.

Aa

A

AA

A

High-grade investment bonds—These are also considered very safe bonds, though they’re not quite 
as safe as Aaa/AAA issues; double A–rated bonds (Aa/AA) are safer (have less risk of default) than 
single A–rated issues.

Baa BBB Medium-grade investment bonds—These are the lowest of the investment-grade issues; they’re felt to 
lack certain protective elements against adverse economic conditions.

Ba

B

BB

B

Junk bonds—With little protection against default, these are viewed as highly speculative securities.

Caa

Ca

C

D

CCC

CC

C

D

Lower-quality bonds—These are either in default or very close to it; they’re often referred to as 
“zombie bonds.”

* Some ratings may be modified to show relative standing within a major rating category; for example, Moody’s uses numerical modifiers (1, 2, 3), whereas S&P uses plus (1) or minus (2) signs.

    Go to Smart Sites
If bonds are still a mystery to you, Investopedia’s “Bond 
Basics” section site has an eight-part series that covers  
all the basics.

12-3f Pricing a Bond
Unlike stocks, bonds aren’t widely quoted in the  
financial press, not even in The Wall Street Journal. 
So, rather than looking at how bonds are quoted,  
let’s look at how they’re priced in the marketplace.  
Regardless of the type, all bonds are priced as a  
percentage of par; this means that a quote of, say,  
85 translates into a price of 85 percent of the bond’s 
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Bond Prices and Accrued Interest The price of a bond 
quoted on your favorite financial Internet site is unlikely to 
be the price that you would actually pay as a buyer. This is 
because such quoted prices usually do not include the in-
terest that accrues between the coupon payment dates of 
the bond. Accrued interest is the amount of interest that’s 

been earned since the last 
coupon payment date by 
the bond holder/seller, 
but which will be received 
by the new owner/buyer 
of the bond at the next 
regularly scheduled cou-
pon payment date. When 
a bond is sold between 
coupon payment dates, 
the buyer pays the seller 
for the accrued interest, 
which is the prorated 
share of the upcoming 
coupon payment.

Consider a specific 
example of how accrued 

interest affects the price paid for a bond between coupon 
payments. Assume that you’re selling a corporate bond with 
$1,000 par value and paying a 4 percent coupon semiannu-
ally, which is $20 every six months. The bond is quoted on 
the Internet at $1,000, and it’s three months after the last 
coupon payment. Because the bond is half-way between 
coupon payments, accrued interest is $20 3 3/6 5 $10. 
Thus, the buyer’s actual price paid to the seller will be the 
$1,000 quoted price plus the accrued interest of $10, for a 
total of $1,010.

In market jargon, how accrued interest is treated 
in bond pricing is the basis for the distinction between 
clean prices and dirty (full) prices. This can be concisely 
summarized as:

Dirty (full) price 5 quoted price 1 accrued interest

Clean price 5 quoted price 2 accrued interest

So what’s the significance of the distinction between dirty 
and clean prices for bond investors? It’s important to real-
ize that the commonly cited prices in the financial press 
and on the Internet are typically net of accrued interest 
and are so-called clean bond prices. The relevant sale 
or invoice price of a bond to the buyer is the dirty price, 
which adds the accrued interest to the quoted price. In 
terms of the earlier example, the buyer of the 4 percent 
coupon bond would pay the dirty price of $1,010, not the 
clean price of $1,000. In summary, the quoted clean price 
understates the true (dirty) price that must be paid to  
actually purchase the bond in the open market.

12-3g Bond Prices and Yields
The price of a bond depends on its coupon, maturity, 
and the movement of market interest rates. When inter-
est rates go down, bond prices go up, and vice versa. The 
relationship of bond prices to market rates is captured in 
Exhibit 12.7. The graph serves to reinforce the inverse re-
lationship between bond prices and market interest rates; 
note that lower rates lead to higher bond prices. The ex-
hibit also shows the difference between premium and dis-
count bonds. A premium bond is one that sells for more 
than its par value, which occurs whenever market interest 
rates drop below the coupon rate on the bond; a discount 
bond, in contrast, sells for less than par and is the result 
of market rates being greater than the issue’s coupon rate. 
Thus the 4 percent bond in our illustration traded as a pre-
mium bond when market rates were at 2 percent but as a 
discount bond when rates stood at 6 percent.

What happens to the price of the bond over time 
is of considerable concern to investors who may wish 
to trade the bond over the course of its life. We know 

whY bUY jUNk?

Junk bonds are low-rated debt securities that carry a  
relatively high risk of default. You’d expect to find  
a bunch of no-name companies residing in this  
neighborhood, but that’s not always the case. Here’s 
a list of some companies whose bonds were rated as 
junk in 2018:

 ● Caesars Entertainment (B1)*

 ● HCA Inc. (BB1)

 ● Kraft Heinz Company (BBB)

 ● Netflix (B1)

 ● SoftBank Group Corp (BB+)

 ● Sprint Corp. (B)

 ● Tesla (B2)

These companies were slapped with low ratings 
because their operating earnings lack the quality and 
consistency of high-grade bond issuers. So why invest 
in them? For their high returns! For example, in the fall 
of 2018 the average yield on junk bonds was about two 
times higher than the yield on 10-year U.S. Treasury 
bonds. So the attraction of junk bonds is clear—but 
they’re not for everyone.
* The ratings are by Standard & Poor’s.

accrued interest the amount 
of interest that’s been earned since 
the last coupon payment date by the 
bond holder/seller, but which will be 
received by the new owner/buyer 
of the bond at the next regularly 
coupon payment date

clean price the quoted price of a 
bond minus accrued interest

dirty (full) price the quoted 
price of a bond plus accrued interest

premium bond a bond whose 
market value is higher than par

discount bond a bond whose 
market value is lower than par
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that how much bond prices move depends not only on 
the direction of interest rates changes but also on the 
magnitude of such changes; the greater the moves in in-
terest rates, the greater the swings in bond prices. Bond 
prices will also vary according to the coupon and matu-
rity of the issue. Bonds with lower coupons and/or lon-
ger maturities will respond more vigorously to changes 
in market rates and undergo greater price swings. Thus, 
if interest rates are moving up, then the investor should 
seek high coupon bonds with short maturities because 
this will cause minimal price variation and preserve as 
much capital as possible. In contrast, if rates are heading 
down, that’s the time to be in long-term bonds. If you’re 
a speculator looking for a lot of capital gains, then go 
with long-term, low coupon bonds. And if you’re trying 
to lock in a high level of coupon (interest) income, then 

stick with long-term, high coupon bonds that offer plenty 
of call protection.

Current Yield and Yield to Maturity The two most 
commonly cited bond yields are current yield and yield 
to maturity. Current yield reflects the amount of annual 
interest income the bond provides relative to its cur-
rent market price. Here’s the formula for measuring 
current yield:

Current yield 5 
Annual interest income
Market price of bond

As you can see, the 
current yield on a bond 
is comparable to the div-
idend yield on a stock. 
This measure would be 

Exhibit 12.7

Price Behavior of a Bond with a 4 Percent Coupon
A bond sells at its par value so long as the prevailing market interest rate remains the same as the bond’s coupon (e.g., when both 
coupon and market rates equal 4 percent). But if market rates drop, then bond prices rise, and vice versa; moreover, as a bond  
approaches its maturity, the issue price always moves toward its par value no matter what happens to interest rates.

5 10

DISCOUNT BOND

PREMIUM BOND

PAR VALUE

2%

3%

4%

5%

6%

Market
interest

rate

Bond
coupon

Price of a 4% bond
when it yields 6%

Price of a 4% bond
when it yields 4%

Price of a 4% bond
when it yields 2%

15 200

Years to Maturity

$1,350

$1,200

$1,000
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$850

$750

current yield the amount of 
current income a bond provides 
relative to its market price
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of interest to investors seeking current income. Other 
things being equal, the higher the current yield, the 
more attractive the bond would be.

EXAMPLE: Calculating the Current Yield on a 
Bond  A 6 percent bond with a $1,000 face value is cur-
rently selling for $910. Because annual interest income 
amounts to $60 (0.06 3 $1,000), and because the cur-
rent market price of the bond is $910, its current yield 
would be 6.59 percent ($60/$910).

The annual rate of return a bondholder would re-
ceive if she held the issue to its maturity is captured by 
the bond’s yield to maturity. This measure captures both 
the annual interest income and the recovery of principal 
at maturity. It also includes the impact of interest on in-
terest and therefore provides a fully compounded rate of 
return. If a bond is purchased at its face value, then its 
yield to maturity will equal the coupon, or stated, rate of 
interest. On the other hand, if the bond is purchased at a 
discount or premium, then its yield to maturity will vary 
according to the prevailing level of market yields.

You can find the yield to maturity on discount or 
premium bonds using the approximate expected yield 
formula introduced earlier in this chapter. Or you can 
use a handheld financial calculator (which we’ll dem-
onstrate soon) to obtain a yield to maturity that’s a bit 
more accurate and is, in fact, very close to the measure 
used in the market. The only difference is that market 
participants normally use semi-annual compounding in 
their calculations whereas we use annual compounding 
for simplicity to illustrate the basic concept.

By setting the future maturity value of the invest-
ment equal to the bond’s face value ($1,000), you can use 
the following version of the equation to find the approxi-
mate yield to maturity on a bond:

Approximate yield
to maturity �

2

Current
bond
price

 $1,000�

Annual
coupon
income

Current
bond
price

Number of years
to maturity

�

$1,000 �

EXAMPLE: Calculating the Approximate Yield 
to Maturity  Assume you’re contemplating the pur-
chase of a $1,000, 6 percent annual coupon income 
bond with 15 years remaining to maturity and that the 
bond is trading at a price of $910. The approximate 
yield to maturity on this bond will be:

Approximate 
yield to maturity

$60
$1,000  $910

15
$910  $1,000

2

$60
$90

6.91 percent
15

$1,910

2

�

� �

�

�

�

�

Because this bond was purchased at a discount, its 
yield to maturity is above both  the 6 percent stat-
ed coupon rate and the 6.59  percent current yield 
($60/$910).

yield to maturity the fully compounded rate of return that a bond 
would yield if it were held to maturity

CalCulator 
KeystroKes
You can also find the yield to maturity on a bond using 
a financial calculator. Here’s what you’d do. With the 
calculator in the annual mode, to find the yield to 
maturity on our 6 percent (annual pay), 15-year bond 
that’s currently trading at $910, use the keystrokes 
shown below, where:

N = number of years to maturity

PV =  the current market price of the bond (entered 
as a negative value)

PMT =  the size of the annual coupon payments  
(in dollars)

FV = the par value of the bond

A value of 6.99 should appear in the calculator 
display, which is the bond’s yield to maturity using 
annual compounding. Note that it’s very close to 
the approximate yield of 6.91 percent that we just 
computed.
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Measures of yield to maturity are used by investors to 
assess the attractiveness of a bond. The higher the yield to 
maturity, the more attractive the investment, other things 
being equal. If a bond provided a yield to maturity that 
equaled or exceeded an investor’s desired rate of return, 
then it would be considered a worthwhile investment can-
didate because it would promise a yield that should com-
pensate the investor adequately for the perceived amount 
of risk involved.

Calculator

Inputs Functions
15 N
–910 PV
60 PMT
1,000 FV

CPT
I/Y

Solution

6.99

See Appendix E for details.

Lucy and Ted Like  
High-Flying Stocks

Lucy and Ted Richardson are both 33 years old and 
invest 15 percent of their after-tax annual income in 
stocks. They hate missing out on great returns when 
the stock of a company doing great things starts going 
through the roof. For example, Lucy and Ted feel they 
should have invested in Activision Blizzard in 2017 when 
it earned almost an 80 percent return! So any time a 
company they know well earns more than 20 percent in 
a year, they try to invest in it. And because they believe 
in the stocks they buy, the Richardsons always hold their 
stocks until they at least break even. What do you make 
of the Richardsons’ approach to stock investing?

The Richardsons’ decision to invest 15 percent of 
their after-tax income is great. However, Lucy and Ted 
shouldn’t invest just in stocks and should adopt an asset 
allocation strategy that provides diversified exposure 
to bonds, real estate, and more. Their current exclusive  
focus on stocks is likely too risky. Further, their rule to 
buy well-known stocks that earn more than a 20 per-
cent return in a year likely leaves them insufficiently  
diversified. And their 20 percent return rule also focuses 
too much on past returns and not enough on a  careful 

forecast of future returns. The Richardsons could end 
up with overvalued stocks with their best performance 
behind them. Finally, their rule to not sell until they at 
least break even suggests the behavioral bias of unduly 
“anchoring” on purchase prices. It could be that a com-
pany has changed for the worse and it’s simply time  
to sell, even if it implies a loss. Investing 15 percent of 
their income is great, but the Richardsons could do  
even better. 

fINANcIAL IMPAct Of PERsONAL chOIcEs
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Planning over  
a lifetime

Investing in Stocks and Bonds

Here are some key considerations for investment 
planning in each stage of the life cycle.

Pre-famIly IndePendence: 20s

 Determine major investment goals and how much money 
needs to be invested each month to achieve them.

 Determine your asset allocation among stocks, bonds, 
and cash based on your time horizon and attitude to-
ward risk.

 Make sure to participate in any employer-sponsored 401(k) 
retirement plan and match your asset allocation plan.

 Consider opening traditional and/or a Roth IRAs.

famIly formatIon/career develoPment: 30–45

 Revise investment plan to focus more on retirement and 
funding children’s education, if applicable.

 Review your asset allocation and rebalance if it is  
inconsistent with your goals.

 Gradually increase the amount invested in any employer-
sponsored 401(k) retirement plan and re-evaluate how it 
relates to your asset allocation plan.

 Consider increasing your contribution to traditional  
and/or a Roth IRAs.

Pre-retIrement: 45–65

 Revise investment plan in light of recent developments.

 Review your asset allocation and rebalance if it is inconsis-
tent with your goals.

 Continue to gradually increase the amount you invest 
in any employer-sponsored 401(k) retirement plan and 
 re-evaluate how it relates to your asset allocation plan.

 Consider increasing your contribution to traditional  
and/or a Roth IRAs.

retIrement: 65 and Beyond

 Revise investment plan to lean more toward debt and cash 
instruments than to stocks.

 Review your asset allocation and rebalance if it is  
inconsistent with your goals.

 Integrate investment asset allocation strategy with 
estate planning.

 Carefully plan for mandatory withdrawals from tax shelter 
accounts and associated tax consequences.

located at Back of the textBook
 ◻ Chapter Review Card   

located In mIndtaP
 ◻ Review Key Term flashcards and create your own cards.

 ◻ Increase your comprehension with online homework. 
 ◻ Watch ConceptClip videos.

Study    
toolS 12
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LO1, 2 1. Ranking investments by expected returns. 
What makes for a good investment? Use 
the approximate yield formula or a financial 
calculator to rank the following investments 
according to their expected returns.

a. Buy a stock for $30 a share, hold it for three 
years, and then sell it for $60 a share (the 
stock pays annual dividends of $2 a share).

b. Buy a security for $40, hold it for two years, 
and then sell it for $100 (current income 
on this security is zero).

c. Buy a one-year, 5 percent note for $1,000 
(assume that the note has a $1,000 
par value and that it will be held to 
maturity).

LO3, 4 2. Calculating expected return on an invest­
ment. An investor is thinking about buying 
some shares of Health Diagnostics, Inc., at 
$75 a share. She expects the price of the stock 
to rise to $115 a share over the next three 
years. During that time, she also expects to 
receive annual dividends of $4 per share. 
Assuming that the investor’s expectations 
(about the future price of the stock and the 
dividends that it pays) hold up, what rate of 
return can the investor expect to earn on this 
investment? (Hint: Use either the approximate 
yield formula or a financial calculator to solve 
this problem.)

LO3, 4 3. Calculating expected return on a stock. The 
price of Outdoor Designs, Inc. is now $85. The 
company pays no dividends. Fred Gray expects 
the price four years from now to be $125 a share. 
Should Fred buy Outdoor Designs if he wants a 
15 percent rate of return? Explain.

LO3, 4 4. Calculating key stock performance metrics.  
The Castle Company recently reported net 
profits after taxes of $15.8 million. It has 2.5 
million shares of common stock outstanding 
and pays preferred dividends of $1 million a 
year. The company’s stock currently trades at 
$60 per share.

a. Compute the stock’s earnings per share 
(EPS).

b. What is the stock’s P/E ratio?

c. Determine what the stock’s dividend 
yield would be if it paid $1.75 per share to 
common stockholders.

LO3, 4 5. Choosing appropriate stocks. Assume that 
you’ve just inherited $500,000 and have decided 
to invest a big chunk of it ($350,000, to be exact) 
in common stocks. Your objective is to build up 
as much capital as you can over the next 15 to 
20 years, and you’re willing to tolerate a “good 
deal’’ of risk.

a. What types of stocks (blue chips, 
income stocks, and so on) do you think 
you’d be most interested in, and why? 
Select at least three types of stocks 
and briefly explain the rationale for 
selecting each.

b. Would your selections change if you 
were dealing with a smaller amount of 
money—say, only $50,000? What if you 
were a more risk-averse investor?

LO5, 6 6. Calculating and interpreting current yield 
and yield to maturity. Find the current yield 
of a 5.65 percent, 8-year bond that’s currently 
priced in the market at $853.75. Now, use a 
financial calculator to find the yield to maturity 
on this bond (use annual compounding). What’s 
the current yield and yield to maturity on this 
bond if it trades at $1,000? If it’s priced at $750? 
Comment on your findings.

LO5, 6 7. Tax treatment of bond returns. An in ves-
tor in the 22 percent tax bracket is trying to 
decide which of two bonds to select: one is a 
5.5 percent U.S. Treasury bond selling at par; the 
other is a municipal bond with a 4.25 percent 
coupon, which is also selling at par. Which of 
these two bonds should the investor select? 
Why?

LO5, 6 8. Calculating and interpreting current 
yield and yield to maturity. Describe and 
differentiate between a bond’s (a) current 
yield and (b) yield to maturity. Why are 
these yield measures important to the bond 
investor? Find the yield to maturity of a 20-
year, 9 percent, $1,000 par value bond trading 
at a price of $850. What’s the current yield on 
this bond?

Financial Planning Exercises
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LO5, 6 9. Calculating and comparing current yields. 
Which of these two bonds offers the highest 
current yield? Which one has the highest yield 
to maturity?

a. A 6.55 percent, 22-year bond quoted at 
52.000

b. A 10.25 percent, 27-year bond quoted at 
103.625

LO6 10. Clean and dirty bond prices. You have decided 
to sell a 5 percent semiannual coupon bond 

two months after the last coupon payment. The 
bond is currently selling for $951.25. Answer the 
following questions about the bond:

a. What is the clean price of the bond?

b. What is the dirty (full) price of the bond?

c. Explain how the clean and dirty prices of 
the bond are relevant to the buyer of the 
bond.

Financial Planning Exercises (Continued)
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13
Investing in Mutual 
Funds, ETFs, and 
Real Estate
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LEARNING ObjEctIvEs
After studying this chapter, you will be able to…

 13-1 Describe the basic features and operating characteristics of mutual funds and exchange 
traded funds.

 13-2 Differentiate between open- and closed-end mutual funds, as well as exchange traded funds, 
and discuss the various types of fund loads (commissions) and charges.

 13-3 Discuss the types of funds available to investors and the different kinds of investor services 
offered by mutual funds and exchange traded funds.

 13-4 Gain an understanding of the variables that should be considered when selecting funds for 
investment purposes.

 13-5 Identify the sources of return and calculate the rate of return earned on an investment in a 
mutual fund, as well as evaluate the performance of an exchange traded fund.

 13-6 Understand the role that real estate plays in a diversified investment portfolio along with the 
basics of investing in real estate, either directly or indirectly.

After finishing  
this chapter go 

to PAGE 372 for 

stUDY tOOLs
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13-1  MUtUAL FUNDs AND ExchANGE 
tRADED FUNDs: sOME bAsIcs

LO1, LO2 Sound investment planning involves finding 
investments with risk-return characteristics that are com-
patible with your financial objectives and risk tolerance. 
In this chapter, we’ll look beyond stocks and bonds and 
consider other types of investments that enjoy widespread 
use among individual investors: mutual funds, exchange 
traded funds (ETFs), and real estate. These investments 
offer risk-return opportunities you may not be able to 
obtain from stocks or bonds. For example, investors inter-
ested in receiving the benefits of professional portfolio 
management, but who don’t have the funds to purchase 
a diversified portfolio of securities, may find mutual fund 
and ETF shares attractive. Let’s now take a closer look 
at each of these investments, starting with mutual funds. 
Keep in mind that many of the issues in analyzing and 
choosing mutual funds are essentially the same for ETFs.

A mutual fund is a financial services organization that 
receives money from its shareholders and invests those 
funds on their behalf in a diversified portfolio of secu-
rities. An exchange traded fund (ETF) is an investment 
company whose shares trade on stock exchanges. Unlike 
mutual funds, ETF shares can be bought or sold (or sold 
short) throughout the day. ETFs are usually structured 
as an index fund that matches the performance of a cer-
tain market segment. Thus, when investors buy shares 
in a mutual fund, or an ETF they usually become part 
owners of a widely diversified portfolio of securities. A 
mutual fund or an ETF share can be thought of as the 

financial product that’s sold to the public by an invest-
ment company. That is, the investment company builds 
and manages a portfolio of securities and sells ownership 
interests—shares of stock—in that portfolio through an 
investment known as a mutual fund. This concept under-
lies the whole mutual fund structure and is depicted in 
Exhibit 13.1. 

For many individual investors today, mutual funds 
are the investment vehicle of choice. They’re popular 
because they offer not only a variety of interesting invest-
ment opportunities, but also a wide array of services 
that many investors find appealing. They’re an easy and 
convenient way to  invest—one that’s especially suited to 
beginning investors.

13-1a The Mutual Fund Concept
The first mutual fund in this country was started in  Boston 
in 1924, and by 1980 there were some 564 mutual funds 
in operation. But that was only the beginning, as assets 
under management in 
the United States grew 
to about $18.7 trillion by 
the end of 2017. Indeed, 
investors could choose 
from about 9,500 mutual 
funds. (Counting dupli-
cate or multiple fund 
offerings from the same 
portfolio, there were over  
30,000 funds available; 
such duplication occurs 

hOw wILL thIs AFFEct ME?

Having a financial plan and being aware that diversification is crucial is a great 

start to the task of investment planning. The next step is figuring out how to 

implement your plan by deciding what to invest in. For most people, diversification 

is best achieved using mutual funds and exchange traded funds (ETFs). This 

chapter describes the key characteristics of each type of fund, sorts through the 

various options you have, shows how to calculate rates of return and evaluate 

performance, and explains how to choose among funds. The essential elements 

of investing in real estate, and its role in diversifying your overall investment 

portfolio, are also covered. After reading this chapter, you should be in a good 

position to invest in mutual funds, ETFs, and real estate in a way that will help 

you achieve your financial objectives.

mutual fund a financial services 
organization that receives money 
from its shareholders and invests 
those funds on their behalf in a 
diversified portfolio of securities

exchange traded fund 
(ETF) an investment company 
whose shares trade on stock 
exchanges; unlike mutual funds, ETF 
shares can be bought or sold (or sold 
short) throughout the day
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because sometimes two or three ver-
sions of the same fund are offered, 
with each “fund” having a different 
type of load charge or fee structure.) 
Clearly, mutual funds appeal to many 
investors, who all share one view: 
They’ve decided, for one reason or 
another, to turn the problems of secu-
rity selection and portfolio management over to profes-
sional money managers.

invests those funds in a wide variety of 
securities. Investors receive shares of stock 
in the mutual fund and, through the fund, 
enjoy much wider investment diversifica-
tion than they could otherwise achieve. 
Indeed, a single mutual fund commonly 
holds hundreds of different securities! For 
example, in 2018, Fidelity Contrafund held 

347 different securities, while the T. Rowe Price GNMA 
bond fund had 1,241 holdings. For all but the super-rich, 
that’s far more diversification than most investors could 
ever hope to attain. Yet each investor who owns shares in 
a fund is, in effect, a part owner of that fund’s diversified 
portfolio of securities. 

Regardless of the fund size, as the securities held 
by it move up and down in price, the market value  
of the mutual fund shares moves accordingly. And when 
the fund receives dividend and interest payments, they 
too are passed on to the mutual fund shareholders and 
distributed on the basis of prorated ownership. When 
a security held by the fund is sold for a profit, the capi-
tal gain is also passed on to fund shareholders. The 
whole mutual fund idea rests on the concept of pooled 
diversification and works much like insurance, whereby 
individuals pool their resources for the collective benefit 
of all contributors.

Exhibit 13.1

Basic Mutual Fund Structure
A mutual fund brings together the funds from many individual investors and uses this pool of money to acquire a diversified 
portfolio of stocks, bonds, and other securities.

Mutual Fund’s Diversified Portfolio of Securities

Mutual Fund Shareholders

Investors
purchase shares

in the mutual fund.

Money managers
select and

purchase securities.

Mutual Fund

    Go to Smart Sites
What is your fund’s sector allocation, and past 
performance? The Street’s Internet site has detailed fund 
breakdowns. MindTap includes “Smart Sites,” a list of 
resources and sites that offer additional information on 
topics in the PFIN text.

Pooled Diversification  
A mutual fund combines 
the investment capital of 
many people with simi-
lar investment goals and 

pooled diversification a 
process whereby investors buy into a 
diversified portfolio of securities for 
the collective benefit of individual 
investors

A single mutual fund 
commonly holds 
hundreds of different 
securities!
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13-1b Why Invest in Mutual 
Funds or ETFs?
Mutual funds and ETFs can be used by individual investors 
in various ways. One investor may buy a fund because of 
the substantial capital gains opportunities that it provides; 
another may buy a totally different fund not for its capital 
gains, but instead for its current income. Whatever kind of 
income a fund provides, individuals tend to use these invest-
ment vehicles for one or more of the following reasons:

 ▶ to achieve diversification in their investment hold-
ings;

 ▶ to obtain the services of professional money man-
agers;

 ▶ to generate an attractive rate of return on their 
investment capital; and

 ▶ for the convenience that they offer.

Diversification The ability to diversify allows inves-
tors to reduce their exposure to risk sharply by indirectly 
investing in many different securities and companies 
rather than just one or two. If you have only $500 or 
$1,000 to invest, you obviously won’t achieve much 
diversification on your own. But if you invest that money 
in a mutual fund or an ETF, you’ll end up owning part of 
a well-diversified portfolio of securities.

Professional Management Another major appeal of 
a mutual fund is the professional management that it 
offers. Though management is paid a fee for its services, 
the contributions of a full-time, expert manager should 
be worth the fee. These professionals know where to 
look for return and how to avoid unnecessary risk. At 
the minimum, their decisions should result in better 
long-run returns than the average individual investor 
can achieve.

Financial Returns Although professional managers 
may be able to achieve better returns than small inves-
tors can generate, the relatively high purchase fees, 
coupled with the management and operating costs, 
tend to reduce the returns actually earned on mutual 
fund investments. But the mutual fund industry hasn’t 
attracted millions of investors by generating substandard 
returns. Quite the contrary, over the long haul, mutual 
funds have provided relatively attractive returns.

Convenience Mutual funds make it easy to invest, 
and most don’t require much capital to get started. 
They handle all the paperwork and recordkeeping, their 
prices are widely quoted, and it’s usually possible to deal 
in fractional shares. What’s more, opening a mutual fund 

account is as easy as opening a checking account. Just fill 
in a few blanks, send in the minimum amount of money, 
and you’re in business!

13-1c How Mutual Funds  
Are Organized and Run
Although it’s tempting to think of a mutual fund as a 
monolithic entity, that’s really not the case. Various 
functions—investing, recordkeeping, safekeeping, and 
 others—are split among two or more companies. Besides 
the fund itself, which is owned by the shareholders, there 
are several other major players:

 ▶ The management company runs the fund’s daily 
operations.

 ▶ The investment advisor buys and sells the stocks or 
bonds and otherwise oversees the portfolio.

 ▶ The distributor sells the fund shares, either directly 
to the public or through authorized dealers.

 ▶ The custodian (such as a bank) physically safeguards 
the securities and other assets of a fund.

 ▶ The transfer agent executes transactions, keeps track 
of shareholder trades, and maintains other records.

All this separation of duties is designed to protect 
the mutual fund investor/shareholder. Obviously, you can 
always lose money if your fund’s stock or bond holdings 
go down in value. But that’s really the only risk of loss that 
you face because the chance of ever losing money from 
fraud or a mutual fund collapse is almost nonexistent.

YOU CAN DO IT NOW: Objective Mutual Fund 
Resources  Looking for information on mutual fund 
investing from a source that isn’t trying to sell you a 
financial product? Then try the Mutual Fund Inves-
tor’s Center at http://mfea.com/. It’s sponsored by the 
Mutual Fund Education Alliance (MFEA), which is a na-
tional trade organization for mutual funds. You can do 
it now. 

13-1d Open-End versus  
Closed-End Mutual Funds
It may seem that all mutual funds are organized in roughly 
the same way, but that’s not the case. One way that funds 
differ is in how they are structured. Funds can be set up 
either as open-end companies, which can sell an unlimited 
number of ownership shares, or as closed-end companies, 
which can issue only a limited number of shares.
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Open-End Investment Companies The term mutual 
fund commonly denotes an open-end investment 
 company. Such organizations are the dominant type of 
investment company and account for well over 95 per-
cent of assets under management. In an open-end invest-
ment company, investors actually buy their shares from, 
and sell them back to, the mutual fund itself. When they 
buy shares in the fund, the fund issues new shares of 
stock and fills the purchase order with these new shares. 
There’s no limit, other than investor demand, to the 
number of shares the fund can issue. Further, all open-
end mutual funds stand behind their shares and buy 
them back when investors decide to sell. So there’s never 
any trading among individuals.

Buy and sell transactions in an open-end mutual 
fund are carried out at prices based on the current value 
of all the securities held in the fund’s portfolio. This 
is known as the fund’s net asset value (NAV), which is 
found by taking the total market value of all securities 
held by the fund, subtracting any liabilities, and divid-
ing the result by the number of shares  outstanding.

1980, by 2017 there were about 530  closed-end funds 
with total net assets of around $275  billion—although 
this is just a fraction of the $18.7 trillion invested in the 
mutual fund industry. Shares in closed-end investment 
companies are actively traded in the secondary market 
just like any other common stock. But unlike open-end 
funds, all trading is done between investors in the open 
market. The fund itself plays no role in either buy or sell 
transactions; once the shares are issued, the fund is out 
of the picture.

While open- and closed-end funds may appear to be 
much the same, major differences exist between them. 
To begin with, closed-end funds don’t have to worry 
about stock redemptions or new money coming into the 
fund. Thus, they don’t have to be concerned about keep-
ing cash on hand to meet redemptions. Equally impor-
tant, because closed-end funds don’t have new money 
flowing in all the time, they don’t have to worry about 
finding new investments for that money. Instead, they 
can concentrate on a set portfolio of securities and do the  
best job they can in managing it. But this puts added 
pressures on the money managers because their invest-
ment results are closely monitored and judged by the 
market. That is, the share prices of closed-end compa-
nies are determined not only by their NAVs, but also by 
general supply and demand conditions in the market. 
Depending on the market outlook and investor expecta-
tions, closed-end companies generally trade at a discount 
or premium to their NAVs.

13-1e ETFs
Combine some of the operating characteristics of an 
open-end fund with some of the trading characteris-
tics of a closed-end fund, and you’ll end up with some-
thing called an ETF. As defined above, an ETF is an 
investment company whose shares trade on a stock 
exchange. They have been around only since 1993, but 
ETFs are growing in popularity and offer 
a competitive alternative to com-
parable mutual funds in 

EXAMPLE: Calculating a Mutual Fund’s NAV  
On a recent day, the market value of all the securities 
held by the XYZ mutual fund equaled $10 million, 
and XYZ had 500,000 shares outstanding. Conse-
quently, the fund’s NAV per share would amount to 
$20 ($10,000,000/500,000 5 $20).

Closed-End Investment Companies The term mutual  
fund is supposed to be used only with open-end 
funds, but as a practi cal matter it’s regularly used with 
closed-end investment companies as well. Basically, 
closed-end investment companies operate with a fixed 

number of shares out-
standing and do not reg-
ularly issue new shares 
of stock. In effect, they 
are like any other cor-
poration, except that the 
corporation’s business 
happens to be investing 
in marketable securities. 
Like open-end funds, 
closed-end investment 
companies have enjoyed 
remarkable growth in 
the past decade or so. 

While only 34 of 
these funds existed in 

open-end investment  
company a firm that can issue 
an unlimited number of shares that 
it buys and sells at a price based 
on the current market value of the 
securities it owns; also called a 
mutual fund

net asset value (NAV) the 
current market value of all the 
securities the fund owns, less any 
liabilities, on a per-share basis

closed-end investment  
company an investment company 
that issues a fixed number of shares, 
which are themselves listed and traded 
like any other share of stock

Im
ag

en
tle

/S
hu

tt
er

st
oc

k.
co

m

350 PART FIVE:  Managing Investments

33609_ch13_ptg01.indd   350 19/12/18   10:22 PM



many cases. Most ETFs are structured as index funds, 
which are set up to match the performance of a cer-
tain market segment. They do this by owning all or a 
representative sample of the stocks (or bonds) in a tar-
geted market segment or index. ETFs offer the profes-
sional money management of traditional mutual funds 
and the liquidity of an exchange traded stock. By 2017, 
there were about 1,800 ETFs managing $3.4 trillion in 
assets. About 6 percent (7.8 million) of U.S. households 
owned ETFs. And about 91 percent of households that 
own mutual funds also own ETFs.

Even though ETFs are like closed-end funds 
(they’re traded on listed exchanges), they are actually 
open-end mutual funds whose number of shares out-
standing can be increased or decreased in response to 
market demand. That is, ETFs can be bought or sold 
like any other stock, and the ETF distributor can also 
create new shares or redeem old shares. This is done to 
prevent the fund from trading at (much of) a premium 
or discount to the underlying value of its holdings, 
thereby avoiding a major pitfall of closed-end funds. 

These funds cover a wide array of domestic and 
international stock indexes and submarkets, as well as just 
about any type of U.S. Treasury, corporate, or municipal 
bond index. The biggest and oldest ETFs (dating back 
to 1993) are based on the S&P 500 and are known as 
Spiders (SPDRs). In addition, there are Qubes (based on 
the NASDAQ 100), Diamonds (based on the DJIA), and 
ETFs based on  dozens of international markets (from 
Australia and Canada to Germany, Japan, and the United 
Kingdom). Just about every major U.S. index, in fact, has 
its own ETF, along with a lot of minor indexes cover-
ing specialized market segments. The NAVs of ETFs 
are set at a fraction of the underlying index value at any 
given time. For example, when the S&P 500 index was 
at 2,929.62 in September 2018, the ETF on that index 
traded at $293.43 (or about 1/10 of the index). Likewise, 
the ETF on the Dow (DIA) is set at about 1/100 of the 
DJIA (so when the Dow was at 26,653.09 at this time, 
the ETF closed at $266.93).

ETFs combine many advantages of closed-end funds 
with those of traditional (open-end) index funds. That is, 
like closed-end funds, ETFs can be bought and sold at any 
time of the day. You can place an order through your bro-
ker (and pay a standard commission just as you would with 
any other stock). In contrast, you cannot trade a traditional 
open-end fund on an intraday basis because all buy and 
sell orders for these funds are filled, at the closing prices, 
at the end of the trading day. What’s more, because most 
ETFs are passively managed, they offer all the advantages 
of most index funds: low costs, low portfolio turnover, 
and low taxes. Yet because ETFs trade as securities, their 

prices can sometimes differ by a modest amount from 
their NAVs, which can dilute the cost advantage of ETFs 
over mutual funds. And whereas ETFs are traded for a fee 
using a broker, no-load mutual funds involve no trading 
costs. ETFs’ tax liability is kept low because they rarely 
distribute any capital gains to shareholders.

Actively managed ETFs often have higher costs, 
portfolio turnover, and taxes than passively managed 
ETFs. As the name suggests, an actively managed ETF 
tries to outperform rather than to just track a given index. 
Leveraged ETFs seek to outperform a benchmark, which 
is usually achieved by using derivatives like options, 
futures, and swaps. If you’re thinking that this can be 
extremely risky, you’re right. Innovation continues in the 
ETF market to provide investors with more choices, so 
they can either moderate or enhance their risk exposure. 
Exhibit 13.2 lists some available ETF  investments.

13-1f Choosing between ETFs  
and Mutual Funds
The preceding discussion identifies the relative advan-
tages and disadvantages of mutual fund and ETF 
investing. Yet this begs the question of how you choose 
between ETFs and mutual funds. The answer depends 
on what you want to invest in and how sensitive you are 
to taxes and costs. Consider the following three criteria 
suggested by Morningstar:

 ▶ Broad or narrow focus? ETFs have been developed to 
accommodate investors pursuing narrow market  
segments. If you want to focus on a single  market 
sector, industry, or geographic region, there’s likely 
an ETF for you. Furthermore, there are far more ETFs 
that track single, foreign countries than mutual funds 
that do. The downside is that narrowly focused ETFs 
are not as well diversified as are many mutual funds. 
So consider mutual funds for broad index investing 
and ETFs for more narrow, targeted investing.

 ▶ Tax management. ETFs are set up to protect investors 
from capital gains taxes better than most mutual 
funds can. Most ETFs are index funds that trade less 
than the average actively managed mutual fund, 
which means that they should generate fewer tax-
able gains.

 ▶ Costs. ETFs have lower overhead expenses than most mu-
tual funds because they don’t have to manage customer 
accounts or staff call centers. This means that ETFs tend 
to have lower expense ratios than mutual funds. ETFs are 
often the most cost-effective choice for investors using 
discount brokers, for those investing a large, lump sum of 
money, and for those with a  long-term horizon.
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13-1g Some Important Cost 
Considerations
When you buy or sell shares in a closed-end invest-
ment company, or in an ETF for that matter, you pay 
a commission just as you would with any other type 

of listed or over-the-
counter (OTC) common 
stock transaction. This 
isn’t so with open-end 
funds, however. The 
cost of investing in an 

open-end mutual fund depends on the types of fees 
and load charges that the fund levies on its investors.

Load Funds Most open-end mutual funds are  so- 
called load funds because they charge a commission 
when the shares are purchased (such charges are often 
referred to as front-end loads). While the maximum 
permitted load under regulations is 8.5 percent,  few 
funds today charge the maximum. Instead, many funds 
charge  commissions of 2 or 3 percent—such funds are 
known as low-load mutual funds. The good news on 
front-end load funds is that there’s normally no charge 

Exhibit 13.2

Examples of Available ETFs
The ETF market remains dominated by products that seek to track various domestic and international indexes. However, actively 
managed ETFs that focus on selecting and trading a dynamic mix of securities are growing. Below are representative examples  
of available ETFs.

Type of ETF Ticker Tracking Goal

U.S. Equity Indexes

SPDR S&P 500 ETF SPY S&P 500 index.

PowerShares QQQ ETF QQQ NASDAQ-100 index.

SPDR Dow Jones Industrial Average ETF DIA Dow Jones Industrial Average index.

iShares Russell 2000 ETF IWM Russell 2000 index.

Vanguard Total Stock Market ETF VTI Overall stock market.

U.S. Equity Sector Indexes

Energy Select Sector SPDR ETF* XLE Energy Select Sector Index.

Financial Select Sector SPDR ETF XLF Financial Select Sector Index.

Technology Select Sector SPDR ETF XLK Technology Select Sector Index.

U.S. Bond Market

iShares Core U.S. Aggregate Bond ETF AGG Index of U.S. investment grade bond market.

Vanguard Short-Term Bond ETF
 

BSV
 

Market-weighted bond index with short-term, dollar-weighted average 
maturity.

iShares Core Core 10+ Year USD Bond ETF ILTB Index of U.S. dollar-denominated, investment-grade U.S. corporate and 
government bonds with maturities of at least 10 years.

International Markets

MSCI EAFE ETF EFA MSCI European, Australasian, and Far Eastern “EAFE” index.

iShares MSCI Emerging Markets ETF EEM MSCI Emerging Markets Index.

Actively Managed Funds Goal

PIMCO Enhanced Short Maturity Active ETF MINT Seeks greater income and total return than money market funds.

PowerShares Active U.S. Real Estate ETF PSR Selects securities in the FTSE NAREIT Equity REIT index.

iShares Enhanced U.S. Small-Cap ETF IESM Pursues long-term capital gains by investing in U.S. small-cap stocks.

*SPDRS are available on all of the S&P 500 sectors as well as on variously defined industries.

load fund a fund that charges a 
fee (commission) at time of purchase

low-load mutual fund a fund 
that has a low purchase fee
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or  commission to pay when you sell your shares! Occa-
sionally, however, you’ll run into funds that charge a 
commission—or a so-called  redemption fee—when 
you sell your shares. Known as back-end load mutual 
funds, they may charge as much as 7 1∕4 percent of the 
value of the shares sold, although back-end loads tend 
to decline over time and usually disappear altogether 
after five or six years.

No-Load Funds Some open-end investment compa-
nies charge you nothing at all to buy their funds. These 
are known as no-load mutual funds. Less than half of 
the funds sold today are true no-loads; all the rest charge 
some type of load or fee. Even funds that don’t have front-
end loads (and may be categorized as no-loads) can have 
back-end load charges—or something called a 12b-1 fee, 
which you’d pay as long as you hold your shares.

12b-1 Fees Also known as hidden loads, 12b-1 
fees have been allowed by the Securities and 
Exchange Commission (SEC) since 1980 and 
were originally designed to help no-
load funds cover their distribution 
and marketing expenses. Not 
surprisingly, the popularity 
of these fees spread rapidly 
among fund distributors, so 
they’re now used by most 
open-end mutual funds. The 
fees are assessed annually and can amount to as much 
as 1 percent of assets under management. In good mar-
kets and bad, they’re paid right off the top—and that can 
take its toll. Consider, for instance, $10,000 in a fund that 
charges a 1 percent 12b-1 fee. That translates into an 
annual charge of $100 a year, which is certainly a signifi-
cant amount of money.

Management Fees The management fee is the cost 
that you incur to hire the professional money managers 
to run the fund’s portfolio of investments. These fees 
are also assessed annually and usually range from less 
than 0.5 percent to as much as 3 or 4 percent of assets 
under management. All funds—whether they’re load 
or no-load, open- or closed-end—have these fees. And 
like 12b-1 fees, they bear watching because high man-
agement fees will take their toll on performance. The 
size of the management fee is usually unrelated to the 
fund’s performance. In addition to these management 
fees, some funds may charge an annual maintenance 
fee to help offset the costs of providing service to low-
balance accounts.

Keeping Track of Fund Fees and Loads Fortu-
nately, steps have been taken to bring fund fees and 

loads out into the open. For one thing, fund charges are 
more widely reported now than they were in the past. 
Most notably, today you can find detailed information 
about the types and amounts of fees and charges on just 
about any mutual fund by going to one of the dozens 
of Internet sites that report on mutual funds, including 
Quicken.com, Kiplinger.com, Morningstar.com, 
and a host of others. Or you could use the mutual fund 
quotes that appear daily in (most) major newspapers 
and in The Wall Street Journal. For example, take a look 
at the online quotations in Exhibit 13.3; right after the 
(abbreviated) name of some funds, you’ll find the let-

ters r, p, or t. If you see an r 
after a fund’s name, it means 
that the fund charges some 
type of redemption fee, or 
back-end load, when you 
sell your shares. The use of a 
p means that the fund levies a 
12b-1 fee. Finally, a t indicates 
funds that charge redemption 
fees and 12b-1 fees. The quo-
tations, of course, tell you only 
what kinds of fees are charged 
by the funds; they don’t tell 
you how much is charged. 
What’s more, these quotes 

tell you nothing about the front-end 
loads, if any, charged by the funds. You can access Inter-
net (or other) sources to find out whether a particular 
fund charges a front-end load or to obtain specifics on any 
amounts charged.

Mutual funds are required by the SEC to disclose 
fully all their fees and expenses in a standardized, 
easy-to-understand format. Every fund prospectus 
must contain, right up front, a fairly detailed fee table, 
which breaks total fund fees into three parts. The  
first specifies all share-
holder transaction costs. 
This section tells you 
what it’s going to cost to 
buy and sell shares in the 
mutual fund. The next 
section lists all annual 
operat ing expenses of 
the fund. Showing these 
expenses as a percent-
age of average net assets, 
the fund must break out 
manage ment fees, those 
elusive 12b-1 fees, and 
any other expenses. The 
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back-end load mutual 
fund a commission charged for 
redeeming fund shares

no-load mutual fund a fund 
on which no transaction fees are 
charged

12b-1 fee an annual fee that’s 
supposed to be used to offset the 
promotion and selling expenses

management fee a fee paid to 
the professional money managers 
who administer a mutual fund’s 
portfolio
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third section gives the total cost over time of buying, 
selling, and owning the fund. This part of the table 
contains both transaction and operating expenses and 
shows what the total costs would be over hypothetical 
1-, 3-, 5-, and 10-year holding periods.

13-1h Buying and Selling Funds
Buying and selling shares of closed-end investment com-
panies or ETFs is no different from buying shares of 
common stock. The transactions are executed through 
brokers or dealers who handle the orders in the usual 
way. They’re subject to the normal transaction costs and, 
because they’re treated like any other listed or OTC 
stock, their shares can even be margined or sold short, as 
discussed in Chapter 11.

The situation is considerably different, however, 
with open-end mutual funds. Such funds can be bought 
through a discount or full-service broker, or directly from 
the mutual fund company itself. Most mutual funds allow 
you to open an account online, and once your account is 
open and the company has your initial deposit, you are 
ready to buy and sell shares. Selling shares in a fund is a 
do-it-yourself affair that simply requires using an online 
account or an 800 telephone number. When selling, it 
is wise to see whether your investment company offers 
the ability to switch funds. A common feature is the abil-
ity to go online (or pick up the phone) to move money 
from one fund to another—the only constraint is that the 
funds must be managed by the same “family” of funds. 
Most companies charge little or nothing for these shifts, 
although funds that offer free exchange privileges often 
limit the number of times you can switch each year.

Exhibit 13.3

Mutual Fund Quotes
Open-end mutual funds are listed separately from other securities and have their own quotation system; an example is shown 
here in online quotes from The Wall Street Journal. Note that these securities are also quoted in dollars and cents, and that 
the quotes include not only the fund’s NAV but also year-to-date (YTD) returns. Also included in the quotes is an indication of 
whether the fund charges redemption and/or 12b-1 fees.

Family/Fund Symbol NAV Chg
YTD  

% Return
3-Year 
% Chg

American Century A
 CorePis p ACCQX 10.35 20.01 22.1 1.5

 EmgMktA t AEMMX 1 0.11 213.5 10.2

 DiscGro ADCVX 25.27 20.05 11.6 15.3

 EqMktNtrl t ALIAX 10.88 — 20.5 20.2

Fidelity Advisor A 
 FitRateA r FFRAX 9.65 — 3.1  4.3

 GroIncA p FGIRX 30.51 0.13 7.5 14.6

 IntCpApA p FCPAX 19.56 0.04 21.0 9.9

 MegaCapStock FGTAX 16.89 0.07  8.3  14.7

 RealEstA t FHEAX 22.00 20.26 1.8 6.0

 StrinA FSTAX 11.99 —  20.5 4.3

 r—Redemption charge may apply.

 p—Distribution costs apply, 12b-1.

 t—Footnotes r and p apply.

Source: The Wall Street Journal, http://www.wsj.com/mdc/public/page/2_3048-usmfunds_A-usmfunds.html, data from September 19, 2018. NAV: net asset value. Chg: change in NAV from previous trading day.  
3-Year % Change: trailing three-year annualized change.

American Century Core Plus Fund; class A shares; a 
fund with both a 12b-1 fee (0.25%) and a front-end 
load (4.5%). 

American Century Emerging Markets Fund, class A 
shares; a fund with both a 12b-1 fee (0.25%) and a 
front-end load (5.75%).

American Century Alternatives Equity Market 
Neutral Fund, class A shares; a fund with a 12b-1 fee 
(0.25%) and a front-end load fee (5.75%).

Fidelity Advisor International Capital Appreciation 
Fund; class A shares; a fund with both a 12b-1 fee 
(0.25%) and a front-end load fee (5.75%)
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13-2   tYPEs OF FUNDs AND FUND 
sERvIcEs

LO3 Categorizing mutual funds and EFTs according 
to  their investment policies and objectives is widely 
 practiced in the investment industry. This is because it 
tends to reflect similarities not only in how the funds 
manage their money but also in their risk and return 
 characteristics. Every fund has a stated  investment 

 objective, of which the most common are capital 
appreciation, income, tax-exempt income, preserving 
investment capital, or some combination thereof. Some 
popular types of mutual funds include growth, aggres-
sive growth, value, equity-income, balanced, growth-
and-income, bond, money market, index, sector, socially 
responsible, international, and asset allocation funds. 
Let’s now look at these funds to see what they are and 
what they have to offer investors. After that, we’ll look at 
the kinds of investor services these funds offer.

Behavioral Biases in Mutual Fund Investing

In theory, rational investors should pursue a simple 
investment strategy that involves well-diversified, low-
expense mutual funds, accompanied by only minimal 
portfolio rebalancing. The time-tested advice is to 
choose index mutual funds with low fees and low port-
folio turnover. In contrast, current research indicates 
that many individual investors exhibit the following 
puzzling behaviors:

 ● Investors tend to sell winners too quickly and hold 
losers too long.

 ● Investors often buy mutual funds with high fees in 
general and even pay high fees for index funds that 
passively hold the components of indexes like the 
S&P 500.

 ● Individual investors often chase funds with high past 
returns.

What does behavioral finance research have to say 
about the above biased behavior?

 ● Disposition effect. People dislike taking losses 
much more than they enjoy realizing gains. Conse-
quently, they tend to hold assets that have lost value 
too long and tend to take gains too soon. In mu-
tual fund  investing, this bias may encourage some 
 investors to overestimate their expected holding 
periods and mistakenly select high-expense (front-
end load) funds, the effect of which declines with 
the expected holding period. This often leads to too-
frequent trading.

 ● Narrow framing. It’s possible that investors buy and 
sell mutual funds without adequately considering 
the effects of costs on their total portfolio. Similarly, 
if investors tend to view mutual funds as much safer 
than buying individual stocks, they may spend less 
time than they should evaluating mutual fund per-
formance and costs.

 ● Representativeness. There is evidence that investors 
view recent performance as overly representative of 
a mutual fund’s future performance (despite those 
warning statements we’ve probably all seen if we’ve 
read a prospectus). This could cause them to buy  
mutual funds inappropriately, just because of their 
past records. This bias may be partially explained by 
Morningstar’s rating of funds based on past returns.

So what’s the remedy for the above behavioral 
biases? The answer is clear: education! Evidence indi-
cates that sophisticated investors are far less likely to 
fall into these behavioral traps. Sophisticated investors 
are better informed about key investment principles, 
understand these behavioral tendencies, are more 
experienced, and have higher incomes. They use mutual 
funds effectively, which means they hold most funds 
for a long time, avoid high expense funds, and conse-
quently enjoy relatively good performance. And based 
on what you now know, this could be you.

Source: Adapted from Warren Bailey, Alok Kumar, and David Ng, 2011, 
“Behavioral Biases of Mutual Fund Investors,”  Journal of Financial Economics, 
v. 102, pp. 1–27.

bEhAvIOR MAttERs
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CHOOSING THe BeST MUTUal FUNDS

Choosing the best mutual funds to achieve your finan-
cial objectives is mostly about doing your homework 
and focusing on a few key elements. Here are the steps 
and the main considerations:

 ● Decide how much money you want to invest in 
mutual funds. That depends on how much money 
you can afford to invest,  how much money you need 
in the future, when you need it, and where your oth-
er money is invested. For example, are you hoping 
to fund a child’s college education in 18 years, or are 
you investing for retirement?

 ● Decide on your asset allocation. This depends 
mostly on the length of time until you need the 
money and your risk tolerance. Let’s say that you’re 
investing for retirement. A reasonable starting point 
is the common rule of thumb that the percentage 
in bonds should equal your age, and the rest should 
be in stocks. So if you’re 25, it makes sense to have 
25 percent of your money in bonds and 75 percent in 
stocks. You can fine-tune the percentages based on 
how comfortable you are with the risk implications of 
this rule-of-thumb  allocation rule.

 ● Diversify your investments over different types 
of mutual funds. Research supports having some 
money invested in small-cap and value stocks as 
well as in both domestic and foreign stocks. For 
many people, the best choice in each fund category 
is a low-cost index fund, if available.

 ● Put together a list of available mutual funds. 
Compare each fund’s historical performance with 
an appropriate benchmark. (Morningstar.com is 
a convenient source for such comparisons.) Then 
compare the expense ratios of each fund in the cat-
egory you are considering, which show how much 
the fund’s returns are reduced by trading and op-
erating expenses. Obviously, you would prefer the 
fund with the lowest expense ratio; over time, the 
higher net return will affect the future amount of 
money in the fund significantly. Similarly, it’s help-
ful to compare mutual funds’ turnover ratios, which 
indicate the percentage of the assets held by the 
fund that were sold during the year. Higher turnover 
ratios usually bring both higher expenses and higher 
taxes, which depress net returns in the same way as 
higher expense ratios.

 ● Avoid “dog” funds. Many people just pick the 
fund with the best historical performance and fig-
ure that’s the star. Doesn’t that make sense—who 
wouldn’t want to reach for the stars? However, that 
strategy is usually misguided. Although it’s hard to 
identify the future stars, historical mutual fund fees 
and costs appear to be a reliable way of identifying 
future underperformance. The worst funds often 
have a record of higher expenses and costs. And that 
can be measured using their returns, expense ratios, 
and turnover. So here’s the best approach: Don’t 
search for the stars—just avoid the dogs!

Financial Planning Tips

13-2a Types of Funds
Growth Funds The objective of a growth fund is 
simple—capital appreciation. As a result, they invest 
primarily in common stocks with above-average growth 
potential. Because of the uncertainty concerning  
their future capital gains, growth funds are fairly risky. 
They’re usually viewed as long-term investments that 
are most suitable for the aggressive investor who 
wants to build capital and has little interest in current 
income.

Aggressive Growth Funds Aggressive growth funds 
are highly speculative investments that seek large profits 

from capital gains. In many ways, they’re really an exten-
sion of the growth fund concept. They often buy stocks 
of small, unseasoned companies, stocks with relatively 
high price/earnings multiples, and stocks whose prices 
are highly volatile. All this is designed, of course, to yield 
big returns. However, aggressive growth funds are per-
haps the most volatile of all the fund types.

Value Funds Value funds invest in stocks considered to 
be undervalued by the market. Consequently, the funds 
look for stocks that are fundamentally sound but have yet 
to be discovered and as such remain undervalued by the 
market. In stark contrast to growth funds, value funds 
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look for stocks with relatively low price/earnings (P/E) 
ratios, high dividend yields, and moderate amounts of 
financial leverage. They prefer undiscovered companies 
that offer the potential for growth. 

Value investing involves extensive evaluation of cor-
porate financial statements and any other documents 
that will help fund managers uncover value before the 
rest of the market does—that’s the key to getting low  
P/Es. And the approach seems to work: Even though 
value investing is generally regarded as being less risky 
than growth investing, the long-term returns to investors 
in value funds are quite competitive with those earned 
from growth or even aggressive growth funds. Thus, 
value funds are often viewed as a viable alternative for 
relatively conservative investors who are looking for the 
attractive returns that common stocks have to offer but 
want to keep share price volatility and investment risk 
in check.

Equity-Income Funds Equity-income funds empha-
size current income, which they provide by investing 
primarily in high-yielding common stocks. Preserving 
capital is also a goal of these funds—as is increasing capi-
tal gains, although it’s not their primary objective. These 
funds invest heavily in high-grade, common stocks, some 
convertible securities and preferred stocks, and occa-
sionally even junk bonds. Because of their emphasis on 
dividends and current income, these funds tend to hold 
higher-quality securities that are subject to less price vol-
atility than seen in the market as a whole. They’re gener-
ally viewed as a fairly low-risk way of investing in stocks.

Balanced Funds Balanced funds are so named 
because they tend to hold a balanced portfolio of 
both stocks and bonds, and they do so to generate a 

well-balanced return of current income 
and long-term capital gains. In many 
ways, they’re like equity-income funds, 
except that balanced funds usually put 
much more into fixed-income securi-
ties: generally they keep 30 to 40 per-
cent (and sometimes more) of their 
portfolios in bonds. The bonds are used 
primarily to provide current income, 
and stocks are selected mainly for their 
long-term growth potential. Balanced 
funds tend to confine their investing to 
high-grade securities and therefore are 
usually considered a relatively safe form 
of investing—one that can earn you a 
competitive rate of return without a lot 
of price volatility.

Life-cycle or target-date funds are balanced funds 
that automatically change the asset allocation from 
more to less equity exposure as an investor ages. Impor-
tantly, these funds should not all be considered the same 
because the rate at which the asset allocation becomes 
more conservative over time, the so-called “glide path,” 
can vary greatly among funds.

Growth-and-Income Funds Like balanced funds, 
growth-and-income funds seek a balanced return made 
up of current income and long-term capital gains, but 
they put greater emphasis on growth of capital. More-
over, unlike balanced funds, growth-and-income funds 
put most of their money into equities. They tend to 
confine their investing to high-quality issues, so you can 
expect to find a lot of growth-oriented, blue-chip stocks 
in their portfolios along with a fair number of high-qual-
ity income stocks. These funds do involve a fair amount 
of risk if for no other reason than their emphasis on 
stocks and capital gains.

Bond Funds As their name implies, bond funds invest 
in various kinds of fixed-income securities. Income is 
their primary investment objective, although they don’t 
ignore capital gains. There are three important advan-
tages to buying shares in bond funds rather than invest-
ing directly in bonds. First, bond funds generally are 
more liquid. Second, they offer a cost-effective way of 
achieving a high degree of diversification in an  otherwise 
expensive investment (most bonds carry minimum 
denominations of $1,000 to $5,000 or more in the United 
States). And third, bond funds automatically reinvest 
interest and other income, thereby allowing the investor 
to earn fully compounded rates of return. 

Bond funds are considered to be fairly conservative, 
but they’re not totally without risk because the prices 
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of the bonds held in their portfolios will fluctuate with 
changing interest rates. In 2017, U.S. bond mutual funds 
had about $4.11 trillion under management, while bond 
ETFs had about $561 billion under management. Listed 
below are some of the different types of bond funds cur-
rently available in the market:

 ▶ Government bond funds, which invest in U.S.  
Treasury and agency securities.

 ▶ Mortgage-backed bond funds, which put their 
money into various types of mortgage-backed  
securities.

 ▶ High-grade corporate bond funds, which invest 
chiefly in high-grade securities rated triple-B or better.

 ▶ High-yield corporate bond funds, which are risky 
investments that buy junk bonds for the yields that 
they offer, which can be higher than standard bonds.

 ▶  Convertible bond funds, which invest in securities 
that can be converted or exchanged into common 
stocks.

 ▶  Municipal bond funds, which invest in tax-exempt 
securities.

 ▶  Intermediate-term bond funds, which invest in 
bonds with maturities of 7 to 10 years or less.

Money Market Mutual Funds Money market mutual 
funds invest in a widely diversified portfolio of short-
term money market instruments. These funds are very 
popular with investors, and for good reason: They give 
investors with modest amounts of capital access to the 
higher-yielding end of the money market, where many 
instruments require minimum investments of $100,000 
or more. Money market mutual funds in the United 
States hold about $2.81 trillion in assets.

There are several different kinds of money  market 
mutual funds. General-purpose money funds essen-
tially invest in any and all types of money market invest-

ments, from Treasury 
bills to corporate com-
mercial paper and bank 
certificates of deposit. 
They invest their money 
wherever they can find 
attractive, short-term 
returns. Most money 
funds are of this type. 
The tax-exempt money 
fund limits its invest-
ments to tax-exempt 
municipal securities 
with very short (30- to 

90-day) maturities. Because their income is free from 
federal income tax, they appeal predominantly to inves-
tors in high tax brackets. Government securities money 
funds eliminate any risk of default by confining their 
investments to Treasury bills (T-bills) and other short-
term securities of the U.S. government or its agencies 
(such as the Government National Mortgage Association 
[GNMA]). 

Money market funds are highly liquid investments 
that are low in risk because they’re virtually immune to 
capital loss. However, the interest income that they pro-
duce will follow interest rate conditions, so the returns to 
shareholders are subject to the ups and downs of market 
interest rates.

Index Funds “If you can’t beat ’em, join ’em.” That’s 
the idea behind the index fund, a type of fund that buys 
and holds a portfolio of stocks (or bonds) equivalent to 
those in a market index such as the S&P 500. An index 
fund that’s trying to match the S&P 500, for example, 
would hold the same 500 stocks that are held in that 
index and in the same proportion. Rather than  trying 
to beat the market, index funds simply try to match 
the market—that is, to match the performance of the 
index on which the fund is based. They do this through 
low-cost investment management. In many cases, the 
whole portfolio is run almost entirely by a computer 
that matches the fund’s holdings with those of the tar-
geted index.

Besides the S&P 500, a number of other market 
indexes are used, including the S&P MidCap 400, Russell 
2000, and Wilshire 5000, as well as value stock indexes, 
growth stock indexes, international stock indexes, and 
even bond indexes. Index funds form a part of the overall 
mutual fund market, but they comprise the vast majority 
of ETFs.

The investment approach of index funds is buy and 
hold. In fact, about the only time there’s a change to the 
portfolio of an index fund is when the targeted market 
index alters its “market basket” of securities. A  pleas-
ant by-product of this buy-and-hold approach is that the 
funds have low portfolio turnover rates and therefore 
little in realized capital gains. As a result, aside from a 
modest amount of dividend income, these funds pro-
duce little taxable income from year to year, which leads 
many high-income investors to view them as a type of 
tax-sheltered investment. But these funds provide some-
thing else—they produce highly competitive returns for 
investors! It’s tough to outperform the market consis-
tently, so these don’t even try. The net result is that, on 
average, index funds tend to produce better returns than 
do most other types of stock funds.

general-purpose money 
fund a money fund that invests 
in virtually any type of short-term 
investment vehicle

tax-exempt money fund a 
money fund that limits its 
investments to short-term, tax-
exempt municipal securities

government securities  
money fund a money fund that 
limits its investments to short-term 
securities of the U.S. government 
and its agencies
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Sector Funds As the name implies, a sector fund 
restricts its investments to a particular sector of the 
 market. These funds concentrate their investment 
holdings in the one or more industries that make up 
the targeted sector. For example, a health care sec-
tor fund confines its investments to those industries 
that make up this segment of the market: drug com-
panies, hospital management firms, medical suppli-
ers, and biotech concerns. The underlying investment 
objective of most sector funds is capital gains. The 
idea behind sector funds is that the really attractive 
returns come from small segments of the market. So, 
rather than diversifying a portfolio across wide seg-
ments of the market, put your money where the action 
is. Some popular sector funds invest in real estate 
(real estate investment trusts, or  REITs), technology, 
financial services, natural resources, electronics, and 
 telecommunications.

Socially Responsible Funds For some investors, 
the security selection process doesn’t end with bot-
tom lines, P/E ratios, and growth rates. Rather, it also 
includes the active, explicit consideration of moral, 
ethical, and environmental issues. The idea is that 
social concerns should play just as big a role in the 
investment decision as profits and other financial mat-
ters. Socially responsible funds (SRFs) consider only 
what they view as socially responsible companies for 
inclusion in their portfolios. If a company doesn’t 
meet certain moral, ethical, or environmental tests, 
they simply won’t consider buying the stock, no matter 
how good the bottom line looks. These funds gener-
ally abstain from investing in companies that derive 
revenues from tobacco, alcohol, or gambling; that are 
weapons contractors; or that operate nuclear power 
plants. They also tend to favor firms that produce 
“responsible” products and services, have positive 
environmental records, and are socially responsive to 

the communities in which they operate. In the United 
States, at least $8 trillion is invested in strategies 
related to environmental, social, and corporate gover-
nance (ESG) causes.

International Funds In searching for higher returns 
and better diversification, American investors have 
shown increased interest in foreign securities. The 
mutual fund industry has responded with a wide array of 
international funds. Technically, the term international 
fund is used to describe a type of fund that invests exclu-
sively in foreign securities, often confining the fund’s 
activities to specific geographical regions (such as Mex-
ico, Australia, Europe, or the Pacific Rim). In contrast, 
another class of international funds known as global 
funds invest not only in foreign securities but also in 
U.S. companies—usually multinational firms. As a rule, 
global funds provide more diversity and, with access to 
both foreign and domestic markets, can go wherever the 
action is.

Asset Allocation Funds The most important deci-
sion an investor can make is where to allocate his or 
her investment assets. This is known as asset alloca-
tion, and it involves deciding how you’re going to 
divide your investments among different types of 
securities. 

Because many individual investors have a tough 
time making asset allocation decisions, the mutual 
fund industry has created a product to do the job for 
them. Known as asset allocation funds, these funds 
spread investors’ money across all different types of 
markets. That is, whereas most mutual funds concen-
trate on one type of investment—whether it be stocks, 
bonds, or money market securities—asset allocation 
funds put money into all these markets. They’re for 
people who want to hire fund managers not only to 
select individual securities for them, but also to make 
the strategic decision of how to allocate money among 
the various markets. 

Here’s how many asset allocation funds work. 
The money manager will establish a desired allocation 
mix, which might look something like this: 50 percent  
of the portfolio goes to 
U.S. stocks, 10 percent 
to foreign securities, 30 
percent to bonds, and 10 
percent to money mar-
ket securities. Securities 
are then purchased for 
the fund in this propor-
tion, and the overall 
portfolio maintains the 
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socially responsible fund 
(SRF) a fund that invests only in 
companies meeting certain moral, 
ethical, and/or environmental 
criteria

international fund a mutual 
fund that does all or most of its 
investing in foreign securities
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desired mix. As market conditions change over time, 
the asset allocation mix also changes. Of course, there’s 
no assurance that the money manager will make the 
right moves at the right time, but that’s the idea behind 
these funds.

13-2b Services Offered 
by Mutual Funds
Ask most investors why they buy a particular mutual 
fund, and they’ll probably tell you that the fund 
offers the kind of income and return they’re looking 
for. Now, no one would question the importance of 
return in the investment decision, but there are other 
reasons for investing in mutual funds, not the least 
of which are the valuable services that they provide. 
Some of the most sought-after mutual fund services 
are automatic investment and reinvestment plans, 
regular income programs, conversion privileges, and 
retirement programs.

Automatic Investment Plans It takes money to 
make money, and for an investor that means being able 
to accumulate the capital to put into the market. Not 
to worry—most mutual funds provide a program that 
makes savings and capital accumulation as painless as 
possible. The automatic investment plan allows fund 
shareholders to funnel fixed amounts of money from 
their paychecks or bank accounts automatically into a 
mutual fund. It’s much like a payroll deduction plan that 
treats savings a lot like insurance coverage—that is, just 
as insurance premiums are deducted automatically from 
your paycheck (or bank account), so too are investments 
to your mutual fund. 

Just about every major fund group offers some kind 
of automatic investment plan. To enroll, you simply 

fill out a form authoriz-
ing the fund to transfer 
a set amount (usually it 
has to be a minimum of 
$25 to $100 per period) 
from your bank account 
or paycheck at regular  
i n t e r v a l s — t y p i c a l l y 
monthly or quarterly. 
Once enrolled, you’ll 
be buying shares in the 
funds of your choice 
every month or quar-
ter (most funds deal in 
fractional shares). Of  
course, if it’s a load 

fund, you’ll still have to pay normal sales charges on 
your periodic investments.

Automatic Reinvestment Plans Automatic reinvest-
ment is one of the real draws of mutual funds, and it’s 
offered by just about every open-ended mu tual fund. 
While automatic investment plans deal with money 
shareholders put into a fund, automatic reinvestment 
plans deal with the dividends and other distributions 
that the funds pay to their shareholders. Much like the 
dividend reinvestment plans we looked at with stocks, 
the automatic reinvestment plans of mutual funds 
enable you to keep all your capital fully employed. 
Through this service, dividend and capital gains income 
is used to buy additional shares in the fund automati-
cally, which enables the investor to earn a fully com-
pounded rate of return. Keep in mind, however, that 
even though you reinvest your dividends and capital 
gains, the Internal Revenue Service (IRS) still treats 
them as cash receipts and taxes them in the year that 
they’re paid.

The important point is that, by plowing earnings 
(reinvested dividends and capital gains distributions) 
back into a fund, investors can put this money to work 
generating even more earnings. Indeed, the effects of 
these plans on total accumulated capital over the long 
haul can be substantial. Exhibit 13.4 shows the long-
term impact of one such plan. (These are the actual 
performance numbers for a real mutual fund—Fidelity 
Contrafund, in this case.) In the illustration, we assume 
that the investor starts with $10,000 and, except for rein-
vesting dividends and capital gains distributions, adds 
no new capital over time. Even so, the initial investment 
of $10,000 grew to $56,863 over the roughly 15-year 
period from 2002 to September 2018 (which, by the 
way, amounts to a compounded rate of return of about 
10.95 percent). Clearly, so long as care is taken in select-
ing the fund, attractive benefits can result from the sys-
tematic accumulation of capital offered by automatic 
reinvestment plans.

Regular Income Automatic reinvestment plans are 
great for the long-term investor, but how about the 
 investor who’s looking for a steady stream of income? 
Mutual funds also have a service to meet this need. It’s 
called a systematic withdrawal plan, and it’s offered by 
most open-ended funds. Once enrolled in one of these 
plans, you’ll automatically receive a predetermined 
amount of money every month or quarter. Depending 
on how well the fund is doing, the annual return gener-
ated by the fund may actually be greater than the with-
drawals, thus allowing the investor not only to receive 

automatic investment plan an 
automatic savings program that 
enables an investor to channel a set 
amount of money systematically into a 
given mutual fund

automatic reinvestment  
plan a plan that gives shareholders 
the option of electing to have 
dividends and capital gains 
distributions reinvested in additional 
fund shares

systematic withdrawal 
plan a plan offered by mutual 
funds that allows shareholders to be 
paid specified amounts of money 
each period

360 PART FIVE:  Managing Investments

33609_ch13_ptg01.indd   360 19/12/18   10:23 PM



regular income but also to enjoy an automatic accu-
mulation of additional shares in the plan. On the other 
hand, if the fund isn’t performing well the withdrawals 
could eventually deplete the original investment.

Conversion Privileges Sometimes investors find it 
necessary to switch out of one fund and into another; 
for example, their investment objectives may change or 
the investment environment itself may have changed. 
 Conversion (or exchange) privileges conveniently and 
economically meet the needs of these investors. Invest-
ment companies that offer a number of different funds 
to the investing public—known as fund families—usually 
provide conversion privileges that enable shareholders to 
move easily from one fund to another; this can be done 
either online or by phone. The only limitation is that the 
investor must confine the switches to the same family 
of funds. For example, an investor can switch from a 
 Fidelity growth fund to a Fidelity income fund, or to any 
other fund managed by Fidelity. 

Conversion privileges are attractive because they  
permit investors to manage their holdings more  ag -
gressively by allowing them to move in and out of 

funds as the investment environment changes. There’s 
one major drawback: although you never see the cash, 
the exchange of shares from one fund to another is 
regarded as a sale followed by the purchase of a new 
security. As a result, if any capital gains exist at the time 
of the exchange, the investor is liable for the taxes on 
that profit.

Retirement Plans Government legislation permits 
self-employed individuals to divert part of their income 
into self-directed retirement plans. And all working 
Americans, whether they’re self-employed or not, are 
allowed to establish individual retirement accounts—in 
the form of either a standard, tax-deductible IRA or 
the newest type of retirement account, the Roth IRA 
(all of which we’ll look at in the next chapter). Today, 
all mutual funds provide 
a special service that 
allows individuals to set 
up tax-deferred retire-
ment programs quickly 
and easily as either IRA 
or Keogh accounts—or, 

Exhibit 13.4

Effects of Reinvesting Income
Reinvesting dividends and/or capital gains can have tremendous effects on your investment position. This graph shows the 
results of a  hypothetical investor who initially invested $10,000 and reinvested all dividends and capital gains distributions in 
additional fund shares. No adjustment has been made for any fees or for income taxes payable by the shareholder, which would 
be appropriate provided that the fund was held in a tax-deferred account like an individual retirement account (IRA) or a 401(k) 
account. This example is for the Fidelity Contrafund (FCNTX).

V
al

u
e 

o
f 

in
ve

st
m

en
t 

($
1,

00
0)

Growth of $10,000 from 2002 to 2018

Year

2002 2004 2006 2008 2010 2012 2014 2016 2018
$5

$10

$15

$20

$25

$30

$35

$40

$45

$50

$55

$60

$58,863
10.95%

Annualized
Return

Source:  Data from Morningstar Direct, accessed September 2018.

conversion (or exchange) 
privilege a feature that allows 
investors to switch from one mutual 
fund to another within a family of 
funds
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through their place of employment, to participate in 
a qualified, tax-sheltered retirement plan such as a 
401(k). The funds set up the plans and handle all the 
administrative details so that the shareholders can take 
full advantage of available tax savings.

13-3   MAkING MUtUAL FUND 
AND EtF INvEstMENts

LO4, LO5 Suppose you have money to invest and are 
trying  to select the right place to put it. You obviously 
want to pick an investment that not only meets your idea 
of an acceptable risk, but also generates an attractive rate 
of return. The problem is that you have to choose from 
literally thousands of investments. Sound like a “mission 
impossible”? Well, that’s what a typical investor is up 
against when trying to select a suitable mutual fund. But 
if you approach the problem systematically, it may not be 
so formidable. For, as we’ll see, it is possible to whittle 
down the list of investment alternatives 
by matching your needs with the invest-
ment objectives of the funds.

13-3a The Selection 
Process
When it comes to mutual funds and 
ETFs, one question that every investor 
must answer is: Why invest in a mutual 
fund or an ETF to begin with? Why 
not just go it alone (i.e., buy individual 
stocks and bonds directly)? For beginning investors, or 
investors with limited  capital, the answer is simple— 
mutual funds and ETFs provide far more diversifica-
tion than most investors could ever achieve on their 
own, plus investors get the help of professional money  
managers—and at a reasonable cost to boot.

The competitive returns offered by mutual funds 
and ETFs have to be a factor with many investors, but 

so do the services they provide. Many investors will use 
part of their capital to buy and sell individual securities 
on their own, and they’ll use the rest to buy mutual funds 
or ETFs that invest in areas they don’t fully understand 
or aren’t well informed about. For example, they’ll use 
mutual funds or ETFs to get into foreign markets or as a 
way to buy mortgage-backed securities.

After deciding to use mutual funds or ETFs, the 
investor then must decide which specific funds to 
buy. The selection process obviously plays an impor-
tant role in defining the amount of success you’ll have 
with mutual funds or ETFs. Given that you have an 
asset allocation strategy in place and that you’re try-
ing to select funds compatible with your targeted mix, 
the selection process begins with an assessment of 
your own investment needs. This sets the tone for your 
investment program. Most of these same principles 
also apply when choosing mutual funds and ETFs to 
include in a 401(k) retirement plan.

Objectives and Motives for Using Funds The 
place to start is with your own investment objectives. 
In other words, why do you want to invest in a mutual 
fund or an ETF, and what are you looking for in a fund? 
Obviously, an attractive rate of return would be desir-
able, but there’s also the matter of ensuring a tolerable 
amount of risk exposure. More than likely, you’ll dis-
cover that certain types of funds are more appealing to 
you than others.

Another important factor is the intended use of the 
mutual fund or ETF. That is, do you want to invest in 
mutual funds or ETFs as a way of accumulating capital 

over an extended time, to speculate with 
your money in the hopes of generating 
high rates of return, or to conserve your 
capital by investing in low-risk securi-
ties where preservation of capital is no 
less important than return on capital? 
Finally, there’s the matter of the services 
provided. If you’re particularly inter-
ested in some services, be sure to look 
for them in the funds that you select. 
Having assessed what you’re looking for 
in a fund, now you can look at what the 
funds have to offer.

What Funds Have to Offer The ideal mutual fund or 
ETF has three characteristics: 

1. achieve maximum capital growth when security 
prices rise;

2. provide complete protection against capital loss 
when prices decline; and
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You can whittle down 
the list of investment 
alternatives by 
matching your needs 
with the investment 
objectives of the funds.
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3. achieve high levels of current income at all 
times. Unfortunately, such funds don’t exist.

Just as each individual has a set of investment 
needs, each fund has its own investment objec-
tive, its own manner or style of operation, and 
its own range of services. 

These three factors are useful in assessing 
investment alternatives. But where does the 
investor look for such information? One obvi-
ous place is the fund’s profile (or its prospectus), 
where information on investment objectives, 
portfolio composition, management, and past 
performance can be obtained. In addition, 
there’s a wealth of useful information in Morn-
ingstar’s online (http://morningstar.com) and 
software-based products, The Value Line Fund 
Advisor, and The Value Line ETF Survey (these 
reports are similar to its stock reports, but they apply to 
both mutual funds and ETFs). These sources publish a 
wealth of operating and performance statistics in a conve-
nient, easy-to-read format.

Services are also available that provide background 
information and assessments on a wide variety of funds. 
And, of course, all sorts of performance statistics are avail-
able on the  Internet.  Exhibit 13.5 provides an example of the 
extensive information made available by Morningstar on a 
popular mutual fund, Fidelity Contrafund (ticker FCNTX).

Choosing Among the Alternatives At this point, 
fund selection becomes a process of elimination as you 
weigh your investment needs against the types of funds 
available. Many funds can be eliminated from consid-
eration simply because they don’t meet your needs. 
Some may be too risky; others may be unsuitable as a 
storehouse of value. Still others may have prohibitively 
high investment management fees. So, rather than try-
ing to evaluate thousands of different funds, you can use 
a process of elimination to narrow the list down to two 
or three types of funds that best match your investment 
(and asset allocation) needs. From here, you can whittle 
the list down a bit more by introducing other constraints. 
For example, you may want to deal only in no-load or 
low-load funds, or you may be seeking certain fund ser-
vices that are important to your investment goals.

Now we’re ready to introduce the final (but certainly 
not the least important) element in the selection process: 
the fund’s investment performance. Useful information 
includes (1) how the fund has performed over the past five 
to seven years; (2) the type of return (income vs. capital 
gains) after investment management fees it has generated 
in good markets as well as bad; (3) the level of dividend 
and capital gains distributions, which is an important indi-
cation not only of how much current income the fund 
distributes annually, but also of the fund’s tax efficiency 
(funds with low dividends and low asset turnovers typi-
cally expose their shareholders to lower taxes and con-
sequently have higher tax-efficiency ratings); and (4) the 
level of investment stability that the fund has enjoyed over 
time (or, put another way, the amount of volatility/risk in 
the fund’s return). By evaluating such information, you 
can identify some of the more promising mutual funds—
those that not only offer the investment objectives and 
services you seek, but also provide the best payoffs.

Stick with No-Load or Low-Load Mutual Funds  
There’s a longstanding “debate” in the mutual fund indus-
try regarding load funds and no-load funds. The question 
is, do load funds add enough value to overcome the load 
fees? And if not, why pay the load charges? The evidence 
indicates that load fund returns generally aren’t, on a 
risk-adjusted basis, any better than the returns from no-
load funds. In fact, the funds with abnormally high loads 
and 12(b)-1 fees often produce returns that are far less 
than what you can get from no-loads after taking risk into 
account! That shouldn’t be surprising, though, because 
big load charges and/or 12b-1 fees do nothing more than 
reduce your invested capital, thus reducing the amount 
of money you have working for you. In fact, the only 
way that a load fund can overcome this limitation is to 
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    Go to Smart Sites
Before investing in ETFs, visit Morningstar to learn more 
about index funds, get price quotes, and find the right ETF 
for your portfolio. 
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produce superior returns—which is not easy to do, year 
in and year out. Granted, a handful of load funds have 
produced attractive returns over extended periods, but 
they’re the exception rather than the rule.

Obviously, it’s in your best interest to pay close atten-
tion to load charges (and other fees) whenever you’re 
considering an investment in a mutual fund. In order 
to maximize returns, you should seriously consider 
sticking to no-load funds, or low-loads (funds with total 
load charges, including 12b-1 fees, of no more than 1 
percent). At the very least, you should consider a more 
expensive load fund only if it has a much better perfor-
mance record (and offers more return potential) than a 
less expensive fund.

13-3b Getting a Handle 
on Fund Performance
If you were to believe all the sales literature, you’d think 
there was no way you could go wrong by investing in  
mutual funds or ETFs. Just put your money into 
one of these funds and let the good times roll! 
Unfortunately, the hard facts of life are that when 
it comes to investing, performance is never guar-
anteed. And that applies just as much to mutual 
funds as it does to any other form of investing— 
perhaps even more so because, with mutual funds, the 
single variable driving a fund’s market price and return 
behavior is the performance of its securities portfolio.

Measuring Fund Performance Any mutual fund 
(open- or closed-end) or any ETF has three potential 
sources of return: (1) dividend income, (2) capital gains 
distribution, and (3) change in the fund’s share price. 
Depending on the type of fund, some will derive more 
income from one source than another. For example, 
we’d normally expect income-oriented funds to gener-
ate higher dividend income than capital gains–oriented 
funds do. Mutual funds regularly publish reports that 
recap investment performance. One such report is The 
Summary of Income and Capital Changes; an example 
of which is provided in Exhibit 13.6. Of interest to us in 
this discussion is the top part of the report (from “Net 
asset value, beginning of period” through “Net asset 
value, end of period”—lines 1 to 10). This part shows 
the amount of dividend income and capital gains distrib-
uted to the shareholders, along with any change in NAV.

Dividend income (see line 7 of Exhibit 13.6) is the 
amount derived from the dividend and interest income 
earned on the security holdings of the mutual fund. 
When the fund receives dividends or interest pay-
ments, it passes these on to shareholders in the form 

of dividend payments. Because the mutual fund itself is 
tax exempt, any taxes due on dividend earnings are pay-
able by the individual investor. For funds that are not 
held in tax-deferred accounts [examples include IRAs 
and 401(k)s], the amount of taxes due on dividends will 
depend on the source of such dividends. That is, if these 
distributions are derived from dividends earned on the 
fund’s common stock holdings, then they’re subject to 
the preferential tax rate of 20 percent or less. But if 
these distributions are derived from interest earnings 
on bonds, dividends from REITs, or dividends from 
most types of preferred stocks, then such dividends do 
not qualify for preferential tax treatment and instead 
are taxed as ordinary income (see Chapter 3 for details).

EXAMPLE: Calculating the Approximate Yield on 
a Mutual Fund  A good way of evaluating  performance 
is to calculate mutual fund returns based on the three 
major sources of return noted  previously— dividends 
earned, capital gains distributions received, and change 
in share price. These payoffs can be converted to a con-
venient return  figure by using the standard approximate 
yield formula that was introduced  in Chapter 12. The 
calculations necessary for finding such a return mea-
sure can be shown using the 2019 figures  from Exhibit 
13.6. Referring to the exhibit, we can see that this hypo-
thetical, no-load fund paid $0.55 per share in dividends 
and another $1.75 in capital gains distributions; also, its 
price (NAV) at the beginning of the year (i.e., at the end of 
2019) of $24.47 rose to $29.14 by the end of the year (see 
lines 1 and 10, respectively). Putting this data into the fa-
miliar approximate yield formula, we see that the hypo-
thetical mutual fund provided an annual rate of return of 
26 percent.

Approximate
yield

Dividends and capital
gains distributions

Ending price 1 Beginning price

2

Length of  time period

Ending
price

Beginning
price

($0.55 $1.75) 

26.0 percent 
$2.30 $4.67 

$26.80

$29.14 $24.47

1

$29.14 $24.47

2
$6.97 

$26.80
5 5 5

5

5

1
2

1

1

1

1 2

Capital gains distributions (see line 8) work on the same 
principle as dividends, except that they’re derived from 
the capital gains actually earned by the fund. Note that  
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performance is how well it tracks the performance of the 
underlying index. You can determine this by checking the 
so-called R-Squared (R2) statistical measure, which shows 
how much of the variability in an ETF’s total returns is 
explained by the variability in the total returns of the 
underlying index. The R2 varies between 0 percent and a 
maximum of 100 percent. Obviously, the higher the R2, the 
closer is the relationship between the ETF and the associ-
ated target index. It’s also wise to check how the ETF’s 
expense ratio compares with reasonable benchmarks.

Consider the example of the PowerShares QQQ 
ETF (QQQ). This ETF is designed to replicate the per-
formance of the NASDAQ 100 index, which includes 
the 100 largest domestic and international nonfinan-
cial firms trading on the NASDAQ stock exchange. In 
September 2018, Morningstar reported that the R2 of 
the QQQ ETF relative to the close ly related, best-fitting 
Morningstar U.S. technology index over the prior three 
years was 92.06 percent. This is a very tight fit. And 
Morningstar indicated that the net expense ratio for 
the QQQ ETF was only 0.20 percent, which was lower 

these distributions apply only to realized capital gains—
that is, where the securities holdings were actually sold 
and capital gains actually earned. Unrealized capital 
gains (or “paper profits”) make up the third and final ele-
ment in a mutual fund’s return and represent the profit 
that shareholders would receive (and are entitled to) if 
the fund were to sell its holdings.

Evaluating ETF Performance ETFs and mutual 
funds are similar in that their prices depend on the value 
of the funds’ underlying investments. Both have NAVs 
and depend on dividends and capital gains to generate 
returns. So let’s focus on the aspects that are particularly  
important in ETF performance evaluation. As discussed 
previously, while there are some actively managed 
ETFs, the vast majority are designed to replicate an 
index. So now we’ll consider the issues associated with 
evaluating the index-based form of ETF.

The primary reason for investing in an index-
based ETF, of course, is to replicate the performance 
of the index. It follows that an important aspect of ETF 

Exhibit 13.6

A Summary of Mutual Fund Income and Capital Changes
The return on a mutual fund is made up of (1) the (net) investment income the fund earns from dividends and interest and (2) 
the  realized and unrealized capital gains the fund earns on its security transactions. Mutual funds provide such information to 
their shareholders in a standardized format (like the statement here) that highlights, among other things, the amount of income, 
expenses, and capital gains  generated by the fund.

2019 2018 2017

1. Net asset value, beginning of period: $    24.47 $    27.03 $    24.26

2. Income from investment operations:    

3. Net investment income $      0.60 $      0.66 $      0.50

4. Net gains on securities (realized and unrealized) 6.37 (1.74) 3.79

5. Total from investment operations 6.97 (1.08) 4.29

6. Less distributions:    

7. Dividends from net investment income ($      0.55) ($      0.64) ($       0.50)

8. Distributions from realized gains (1.75) (.84) (1.02)

9. Total distributions (2.30) (1.48) (1.52)

10. Net asset value, end of period: $    29.14 $    24.47 $     27.03

11. Total return: 28.48% (4.00%) 17.68%

12. Ratios/supplemental data:    

13. Net assets, end of period ($000) $307,951 $153,378 $108,904

14. Ratio of expenses to average net assets 1.04% 0.85% 0.94%

15. Ratio of net investment income to average net assets 1.47% 2.56% 2.39%

16. Portfolio turnover rate* 85% 144% 74%

* Portfolio turnover rate measures the number of shares bought and sold by the fund against the total number of shares held in the fund’s portfolio; a high turnover rate (e.g., exceeding 100%) would mean the fund 
has been doing a lot of trading.
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than most of the 
actively managed 
competing funds in 
this category. Thus, 
an investor want-
ing exposure to the 
large, nonfinancial, 
technology, growth 
stocks that charac-
terize the NASDAQ 
100 and Morning-
star’s related index 
could rest assured 
that the QQQ ETF  
replicates the per-

formance of those indices well, with relatively low 
 expenses.

What About Future Performance? There’s no ques-
tion that approximate yield and return on investment 

are simple yet highly effective measures that capture 
all the important elements of mutual fund and ETF 
returns. Looking at past performance is one thing, but 
what about the future? Ideally, we’d want to evaluate 
the same three elements of return over the future much 
as we did for the past. The trouble is, when it comes to 
the future performance of a mutual fund or an ETF, it’s 
difficult—if not impossible—to get a handle on what 
the future holds for dividends, capital gains, and NAV. 
The reason is that a mutual fund’s or an ETF’s future 
investment performance is directly linked to the future 
makeup of its securities portfolio, which is impossible 
to predict.

CalCulator

Inputs Functions

1 N
224.47 PV
2.30 PMT
29.14 FV

CPT
I/Y

Solution
28.48

See Appendix E for details.

So where do you look for insight into the future? The 
key factors apply to the evaluation of both mutual funds 
and ETFs. First, carefully consider the future direction 
of the market as a whole. This is important because the 
behavior of a well-diversified mutual fund or ETF tends 
to reflect the general tone of the market. Thus, if the con-
sensus forecast is that the market is going to be generally 
drifting up, that should bode well for the investment per-
formance of mutual funds and ETFs. Second, take a hard 
look at the past performance of the fund itself in light of 
its risk and investment management fees. It’s a good way 
to see how successful the fund’s investment managers 
have been. The success of a mutual fund or an ETF rests 
largely on the investment skills of the fund managers. So, 
when investing in a fund, look for consistently good per-
formance in up as well as down markets, as well as over 
extended periods (of five to seven years or more). Most 
importantly, check to see whether the same key people 
are still running the fund. Although past success is cer-
tainly no guarantee of future performance, a strong, con-
sistent team of money managers can have a significant 
bearing on the level of fund returns. Put another way: 
When you buy an actively-managed mutual fund or ETF, 
you’re buying a formula (investment policy 1 money 
management team), which has worked in the past, in the 
expectation that it will work again in the future.

CalCulator 
KeystroKes
You can just as easily find the exact return on this invest-
ment with a handheld financial calculator. Here’s what 
you’d do: Using annual compounding, to find the return 
on this mutual fund for 2019, we use the same input 
data as given before. Namely, we start with a price at 
the beginning of the year of $24.47; add in total divi-
dends and capital gains distributions of $2.30 a share 
(i.e., $0.55 1 $1.75); and then, using a year-end price of 
$29.14, we enter the keystrokes shown below, where:

N 5 number of years you hold the fund

PV 5  the initial price of the fund (entered as a negative 
number)

PMT 5  total amount of dividends and capital gains  
distributions received

FV 5 the ending price of the fund

Note that our computed return (of 28.48 percent) 
is exactly the same as the “Total Return” shown on 
line 11 of Exhibit 13.6—that’s because this is basically 
the same procedure that the mutual funds must use 
to report their return performance. The approximate 
yield measure (26 percent) may be close to the actual 
return, but clearly it’s not close enough for fund-
reporting purposes.

YOU CAN DO IT NOW: How to Choose the Best 
ETF for You  Do ETFs sound right for you but you’re 
not sure how to find the best ETF? Check out the ETF 
Selector provided on the Seeking Alpha site: http://
seekingalpha.com/page/etf-finder. It provides a list of 
ETFs by asset class, explains how to use them, and pro-
vides links to articles that discuss key investor  issues. 
You can do it now.
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13-4  INvEstING IN REAL EstAtE
LO6 For many years, investing in real estate was quite 
lucrative. Real estate, it seemed, was one of the few 
investment vehicles that just couldn’t go wrong. When 
the economy is growing and inflation is relatively high, 
as it was in the 1970s and early 1980s, real estate prices 
are also strong. In the early 1990s, however, the market 
weakened and prices started to level off. That didn’t last 
long, though, as real estate values began to climb again in 
the latter part of the 1990s. One example of this  behavior 
was housing prices, which rose rapidly—indeed, shot 
almost straight up—from 2001 through 2006. But then, 
from a market peak in 2006, housing prices fell almost 
as quickly as they had risen, with the average price of a 
home plummeting nearly 33 percent by early 2011, which 
was the bottom. Prices had fallen by more than they had 
during the Great Depression. Housing prices recovered 
significantly from 2012 to 2018. For planning purposes, 
it’s reasonable to assume that housing prices will grow 
at the average rate of inflation, which is between 2 and 
4 percent. Regional conditions tend to dominate national 
real estate market conditions.

Real estate includes everything from homes and 
raw land to different types of income-producing prop-
erties such as warehouses, commercial and retail space, 
office and apartment buildings, and condominiums. 
Investments in real estate can take several forms. For 
example, investors can buy land or property directly, or 
they may prefer to invest in various types of real estate 

securities, such as real estate mutual funds (discussed 
earlier in this chapter), REITs, mortgages, stocks of 
real estate–related companies, or real estate limited 
partnerships. 

Adding real estate to your investment portfolio pro-
vides greater diversification than does holding just stocks 
or bonds. That’s because real estate typically doesn’t 
move in tandem with stocks or bonds. Before deciding 
to buy real estate for your portfolio, however, it’s essen-
tial for you to evaluate such issues as the outlook for 
the national economy, interest rate levels, supply and 
demand for space, and regional considerations.

13-4a Some Basic Considerations
The attractiveness of a real estate investment depends 
on the expected cash flows over the planned  holding 
period and the riskiness of those cash flows. The 
expected cash flows are determined by rent, depre-
ciation, and taxes—and, of course, the all- important 
expected future sales price. The return on a real estate 
investment is determined by the relationship between 
the expected future cash flows relative to the initial 
investment, which is typically reduced by using a sig-
nificant amount of borrowed funds. The value of the 
investment is assessed in light of the returns available 
on alternative investments of comparable risk (such as 
stocks, bonds, and mutual funds). Far more than with 
most other types of investments, financial leverage 
(borrowing) is a key determinant of real estate invest-
ment returns. We’ll now briefly describe the basic 
factors affecting the value of real estate investments, 
including after-tax cash flows, appreciation in value, 
and the use of leverage.

Cash Flow and Taxes The after-tax cash flows on a 
real estate investment depend on the revenues gener-
ated by the property, on any operating expenses, and 
on depreciation and taxes. Real estate typically provides 
large depreciation write-offs that tend to lower the tax-
able income of certain (qualified) investors. Depre-
ciation gives the property owner an allowance for the 
decline in the physical condition of real estate over 
time. Although it’s an expense that’s deductible for tax 
purposes, it involves no actual cash outflow. Deprecia-
tion can result in lower taxes. For this reason, it’s viewed 
as a tax shelter. 

For tax purposes, real estate is considered a pas-
sive investment. Therefore, the amount of expenses, 
including depreciation, that can be written off is gener-
ally limited to the amount of income generated by this 
and any other passive investments owned by the inves-
tor. Modified adjusted gross income (MAGI) is used in Im
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determining the tax treatment of real estate, which is  
generally adjusted gross income less tax exempt income. 
For example, if you owned apartments that generated 
$25,000 a year in rental income, and if you had mortgage 
interest and other operating expenses of $20,000 annually, 
then you might be able to write off up to $5,000 in depre-
ciation ($25,000 income minus $20,000 in other expenses). 
However, if your MAGI is less than $100,000 a year, then 
you might be able to write off even more depreciation— 
specifically, as much as $25,000 in losses on rented real 
estate can be used to offset the ordinary income of peo-
ple who “actively participate” in the rental activity of the 
buildings and whose MAGI is less than $100,000. In this 
example, if you had $90,000 in MAGI and $15,000 in depre-
ciation expense in addition to the $20,000 in other operat-
ing expenses, you would have a loss of $10,000 that could 
be charged directly against your ordinary income, thereby 
reducing your taxable income and your taxes. Because of its 
effect on taxes, depreciation is an important component of 
real estate investments.

Appreciation in Value An investment evaluation of a 
proposed piece of real estate should include not only the 
recurring cash flows from the property, but also expected 
changes in property values. In most cases, such appreciation 
has a much greater impact on rate of return than does the 
ongoing net annual cash flow from the prop-
erty. Hence, if the market price of the real 
estate is expected to increase by $100,000, 
then that price appreciation should be 
treated as capital gains and included as part 
of the return from the investment (minus, 
of course, the capital gains taxes paid).

Use of Leverage A big attraction for 
real estate investing is the high degree 
of financial leverage it permits. Leverage involves using 
borrowed money to magnify returns. Because real 
estate is a tangible asset, investors can borrow as much 
as 75 to 90 percent of its cost. As a result, if the profit 
rate on the investment is greater than the cost of bor-
rowing, then the return on a leveraged investment will 
be proportionally greater than the return generated 
from an unleveraged investment. 

13-4b Speculating in Raw Land
One approach to investing in real estate that’s popular 
with many investors is to speculate in raw land. In this 
approach, which is often viewed as highly risky, inves-
tors seek to generate high rates of return by investing in 
property that they hope will undergo dramatic increases 

in value. The key to such speculation is to isolate areas of 
potential population growth and/or real estate demand 
(ideally, before anyone else does) and purchase property in 
these areas in anticipation of their eventual development.

13-4c Investing in Income 
Property

One of the most popular forms of real 
estate investing is the purchase of 
income-producing property, including 
both commercial and residential prop-
erties. Real estate income-producing 
properties offer both attractive returns 
and tax advantages for investors. The 
purchased real estate is leased to ten-
ants to generate income from rent. And 
although the primary purpose of invest-

ing in income property is to produce an attractive annual 
cash flow, certain types of strategically located income 
properties also offer attractive opportunities for appre-
ciation in value. Before buying income property, be sure 
you know what you’re getting into. The owner of income 
property is responsible for leasing the units and maintain-
ing the property.

Calculating the value of income-producing property 
requires estimating the annual net operating income 
(NOI), which equals 
gross rental income (less 
an allowance for vacan-
cies and bad debts) minus 
all operating expenses, 
such as property (but not 
income) taxes, insurance, 

EXAMPLE: Measuring the Effect of Leverage on 
Real Estate Investment Returns  You’re considering 
a real estate investment costing $100,000. The property 
can be purchased in one of two ways: (1) you can either 
pay cash for it, or (2) you can put up $20,000 of your own 
money and borrow the remaining $80,000 at 5 percent 
annual interest. If the property earns $13,000 per year 
after expenses, including property taxes and depre-
ciation but before interest and income taxes are de-
ducted, then the cash purchase will provide a return of 
$9,360/$100,000 5 9.36 percent. Alternatively, the lever-
aged approach will provide a return of $6,480/$20,000 5  
32.40 percent. So, leverage magnifies the return on a real 
estate investment. But keep in mind that it also brings 
more risk than the cash investment.

A big attraction for 
real estate investing 
is the high degree of 
financial leverage  
it permits.

income-producing 
property real estate purchased 
for leasing or renting to tenants in 
order to generate ongoing monthly/
annual income in the form of rent 
receipts
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maintenance, and so on. Once you have a property’s NOI,  
you can apply a cap rate (the expected annual rate of return 
on the property) to arrive at an estimated value for the 
property. A typical cap rate for income property is around 
9 or 10 percent. 

13-4d Other Ways to Invest  
in Real Estate
Another way to own real estate is by purchasing specialized 
securities. For example, you can buy shares in a real estate 
mutual fund (discussed earlier in this chapter). Or you can 
buy stock in publicly traded real estate–related companies. 
These include residential homebuilders, construction com-
panies, mortgage lenders, home improvement retailers, and 
real estate brokerage firms. Let’s now look at two of these 
investment vehicles: real estate investment trusts (REITs) 
and real estate limited partnerships (LPs; otherwise known 
as limited liability companies, or LLCs).

Real Estate Investment Trusts Arguably the best way 
for most individuals to invest in real estate is through a real 
 estate investment trust (REIT), which is a type of closed-end 

investment company that invests money in various types 
of real estate and real estate mortgages. REITs 

are like mutual funds in that they sell shares 
of stock to the investing public and use 

the proceeds, along with borrowed 
funds, to invest in a portfolio of 
real estate investments. The inves-
tor therefore owns part of the real 

estate portfolio held by the REIT. 
REITs appeal to investors 

because they offer the benefits of real 
estate ownership without the headaches 
of property management. REITs are 
popular with investors because they 

have relatively low correlations with 
other market sectors, such as common 

stocks and bonds. In addition, they provide attractive 
dividend yields—well above the yields on common stocks. 
And they produce competitive returns. In fact, the average 
annual return on equity REITs over the last 20 years or so 
was about 11 percent, compared with about 9 percent for 
the S&P 500. The performance of REITs over this period 
is significantly influenced by the real estate losses resulting 
from the financial crisis of 2007–2008. REITs can be partic-
ularly attractive investments  during periods of high inflation. 

Like any investment fund, each REIT has certain, 
stated investment objectives that should be considered 

Commercial Properties Commercial income prop-
erties consists of everything from office buildings, 
industrial space, and warehouses to retail space and 
hotels. The risks and returns on commercial real 
estate investments are tied to business conditions and 
location. The value of commercial property, espe-
cially retail businesses, is enhanced by a location in a 
high-traffic area. Because commercial properties call 
for professional management and involve significant 
expenses, investing in this category of income property 
is generally the domain of more seasoned real 
estate investors.

Residential Properties First-
time investors often choose 
income-producing residential pro-
perties such as homes, apartments, 
and smaller, multifamily buildings. 
This category of income property 
is available in various sizes, prices, 
and types ranging from single-family 
homes, duplexes, and triplexes, to 
large apartment buildings. 

Aside from the considerations 
of purchase and financing costs, 
major factors influencing the profitability of 
these investments are the occupancy rates—the percent-
age of available space rented over the year—and mainte-

nance and management 
costs. Other factors to 
consider are the neigh-
borhood where the units 
are located, local regula-
tions regarding tenants, 
and supply and demand 
trends for the type of 
property.

Nerthuz/Shutterstock.com

EXAMPLE: Calculating the Value of Income-
Producing Property  You’re thinking about buying 
an office building generating an estimated $50,000 
per year in NOI. With a 9 percent cap rate, that prop-
erty would have an estimated value of $555,556 5 
$50,000/0.09.

real estate investment trust  
(REIT) an investment company that 
accumulates money by selling shares 
to investors in order to invest it in 
various forms of real estate including 
mortgages; similar to a mutual fund, but 
REITs invest only in specific types of real 
estate or real estate–related products

    Go to Smart Sites
Need investing ideas for which ETFs to add to your 
portfolio? Read the Blog at iShare’s site, or follow them on 
Twitter: @iShares.
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carefully before acquiring shares. There are three basic 
types of REITs:

 ▶ Equity REITs. They own and operate income- 
producing real estate such as office buildings  
and hotels.

 ▶ Mortgage REITs. These make both construction and 
mortgage loans to real estate investors.

 ▶ Hybrid REITs. They invest in both income-producing 
properties and mortgage loans.

Equity REITs produce both attractive current yields and 
the potential to earn excellent capital gains as their prop-
erties appreciate in value. In contrast, mortgage REITs 
tend to be more income oriented. They emphasize the 
high current yields they generate by investing in debt. 
Listed equity REITs hold least $1.2 trillion in U.S. real 
estate assets and constitute about 90 percent of the listed 
REIT market. Most of the rest of the market involves 
mortgage REITs. 

The Tax Cuts and Jobs Act provides REIT investors 
with significant tax savings. The Act allows individuals to 
deduct up to 20 percent of ordinary REIT dividends while 

the remainder is taxed at the filer’s ordinary marginal 
income tax rate. However, the 20 percent deduction does 
not apply to dividends qualifying for lower capital gain rates.   

Real Estate Limited Partnerships or Limited 
Liability Companies Special-purpose syndicates orga-
nized to invest in real estate are another type of real estate 
investment. These can be structured as limited partner-
ships (LPs) or limited liability companies (LLCs). With 
LPs, the managers assume the role of general partner. 
This means their liability is unlimited and that the other 
investors are limited partners who are legally liable only 
for the amount of their initial investment. In recent years, 
the LLC has become a more popular way to form these 
entities. Rather than general and limited partners, the 
LLC has a managing member and other members—none 
of whom have any liability. Investors buy units in an LP 
or LLC; a unit represents an ownership position that is 
similar to a share of stock. Real estate LPs and LLCs are 
highly illiquid and are felt to be far riskier investments 
than REITs. They tend to appeal to affluent investors who 
can afford the typical cost of $100,000 per unit or more.

Eliza Finds a Simple Retirement Investment Plan 
Eliza Myers, 27 years old, wants to get her retirement 
investing portfolio up and running. But she has a demand-
ing job and little time to manage a portfolio closely. In 
doing some research, she read a short (16-page) book-
let by William J. Bernstein, “If You Can” (www.etf.com 
/docs/IfYouCan.pdf). Bernstein argues that by age 
25 it’s important to invest at least 15 percent of your 
income annually in a 401(k), an IRA, or a taxable account 
(or all three) in just three mutual funds or ETFs:

 ● U.S. total stock market index fund
 ● International total stock market fund
 ● U.S. total bond market index fund  

These funds will earn different rates of return over time, 
so once a year it makes sense to rebalance the amount 
in each account so they’re equal. Bernstein convincingly 
explains that following this simple investment plan will 
beat most professional investors and would likely pro-
vide enough savings for Eliza to retire comfortably. 

Eliza was convinced and estimated that keeping 
the plan in place would take no more than one or two 

hours a year. So she invested equal amounts in the 
following ETFs:

 ● Vanguard Total International Stock ETF (VXUS)
 ● Vanguard Total Stock Market ETF (VXUS)
 ● Vanguard Total Bond Market ETF (BND) 

Eliza will invest 15 percent of her income each year in 
these ETFs and rebalance them annually. Her research and 
simple, systematic approach will no doubt serve her well.  

FINANcIAL IMPAct OF PERsONAL chOIcEs
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Planning over a 
lifetime

Investing in Mutual Funds, ETFs, 
and Real Estate

Here are some key considerations for investment 
planning in each stage of the life cycle.

PRE-FaMIly IndEPEndEncE: 20s

 Determine your major investment goals and how much 
money needs to be invested each month to achieve 
them.

 Determine your asset allocation among stocks, bonds, real 
estate, and cash based on your time horizon and attitude 
toward risk. Choose mutual funds and ETFs accordingly.

 Match your investments in any employer-sponsored 401(k) 
retirement plan with your overall asset allocation plan.

 Consider investing in mutual funds and ETFs under a 
traditional IRA, a Roth IRA, or both.

FaMIly FoRMaTIon/caREER dEvEloPMEnT: 30–45

 Revise investments in mutual funds, ETFs, and real estate 
to focus more on retirement and funding children’s  
education, if applicable.

 Review your asset allocation and rebalance it to be more 
consistent with your goals.

 Gradually increase the amount invested in any  
employer-sponsored 401(k) retirement plan and  
re-evaluate how it relates to your asset allocation plan.

 Consider increasing your contribution to traditional  
IRA, a Roth IRA, or both.

PRE-RETIREMEnT: 45–65

 Revise your investment plan in light of recent  
developments.

 Review your asset allocation and rebalance investments 
among mutual funds, ETFs, and real estate if it is  
inconsistent with your goals.

 Continue to gradually increase the amount you invest 
in any employer-sponsored 401(k) retirement plan and 
 re-evaluate how it relates to your asset allocation plan.

 Consider increasing your contribution to traditional  
and/or Roth IRAs using mutual funds and ETFs.

RETIREMEnT: 65 and BEyond

 Revise your investment plan to lean more toward debt  
and cash instruments than to stocks in your mutual  
funds and ETFs.

 Review your asset allocation, and rebalance it if it is  
inconsistent with your goals.

 Integrate investment asset allocation strategy with  
estate planning.

 Plan carefully for mandatory withdrawals from tax-shel-
tered accounts and associated tax consequences.

locaTEd aT Back oF ThE TExTBook
 ◻ Chapter Review Card   

locaTEd In MIndTaP
 ◻ Review Key Term flashcards and create your own cards.

 ◻ Increase your comprehension with online homework. 
 ◻ Watch ConceptClip videos.

STudy    
ToolS 13
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LO1, 2 1.  Choosing between a mutual fund and an 
ETF. Lilly Hughes is considering whether she 
should invest some extra money in a mutual 
fund or an ETF. Explain the key factors that 
should influence her decision.

LO2 2.  Estimating cost of mutual fund invest­
ments. Using the mutual fund quotes in Exhibit 
13.3, and assuming that you can buy these funds 
at their quoted NAVs, how much would you have 
to pay to buy each of the following funds?

a. AEMMX

b. ADCVX

c. FCPAX

d. FSTAX

    According to the quotes, which of these four 
funds have 12b-1 fees? Which have redemption 
fees? Are any of them no-loads? Which fund has 
the highest year-to-date return? Which has the 
lowest?

LO2, 3 3.  Building a mutual fund portfolio. 
Imagine that you’ve just inherited $40,000 
from a rich uncle. Now you’re faced with the 
problem of deciding how to spend it. You 
could make a down payment on a condo—or 
better yet, on that BMW that you’ve always 
wanted. Or you could spend your windfall 
more profitably by building a mutual fund 
portfolio. 

   Let’s say that, after a lot of soul-searching, 
you decide to build a mutual fund portfolio. 
Your task is to develop a $40,000 mutual fund 
portfolio. Use actual funds and actual quoted 
prices, invest as much of the $40,000 as you 
possibly can, and be specific! Briefly describe 
the portfolio that you end up with, including 
the investment objectives that you’re trying 
to achieve.

LO2, 3 4.  Comparing ETF with SPDR. Describe an ETF 
and explain how it combines the characteristics 
of open- and closed-end funds. In the Vanguard 
family of funds, which would most closely 
resemble a “Spider” (SPDR)? In what respects 
are the Vanguard fund (that you selected) and 
SPDRs the same? How are they different? If you 
could invest in only one of them, which would it 
be? Explain.

LO4 5.  Comparing risks of different mutual fund 
types. For each pair of funds listed below, select 

the fund that would be the least risky and briefly 
explain your answer.

a. Growth versus growth-and-income

b. Equity-income versus high-grade 
corporate bonds

c. Intermediate-term bonds versus high-
yield municipals

d. International versus balanced

LO4, 5 6.  Evaluating ETF performance. Do an online 
search for information on the PowerShares 
QQQ ETF. Discuss what information you need 
to evaluate the performance of the ETF, and use 
what you find to evaluate the QQQ ETF. What 
kind of investor should invest in this ETF?

LO5 7.  Calculating approximate yield on mutual 
fund. About a year ago, Elliot Cox bought some 
shares in the Axis Fund. He bought the fund at 
$24.50 a share, and it now trades at $26.00. Last 
year, the fund paid dividends of 40 cents a share 
and had capital gains distributions of $1.83 a 
share. Using the approximate yield formula, 
what rate of return did Elliot earn on his invest-
ment? Repeat the calculation using a financial 
calculator. Would he have made a 20 percent 
rate of return if the stock had risen to $30 a 
share?

LO5 8.  Calculating mutual fund approximate 
rate of return. A year ago, the Constellation 
Fund was being quoted at an NAV of $21.50 
and an offer price of $23.35; today, it’s being 
quoted at $23.04 (NAV) and $25.04 (offer). Use 
the approximate yield formula or a financial 
calculator to find the rate of return on this 
load fund; it was purchased a year ago, and 
its dividends and capital gains distributions 
over the year totaled $1.05 a share. (Hint: As an 
investor, you buy fund shares at the offer price 
and sell at the NAV.)

LO6 9.  Investing in residential income­producing 
property. Leah Reyes is thinking about invest-
ing in residential income-producing property 
that she can purchase for $200,000. Leah can 
either pay cash for the full amount of the prop-
erty or put up $50,000 of her own money and 
borrow the remaining $150,000 at 8 percent 
interest. The property is expected to generate 
$30,000 per year after all expenses but before 
interest and income taxes. Assume that Leah 
is in the 24 percent tax bracket. Calculate her  
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annual profit and return on investment assum-
ing that she (a) pays the full $200,000 from her 
own funds or (b) borrows $150,000 at 8 percent. 
Then discuss the effect, if any, of leverage on 
her rate of return. (Hint: Earnings Before Interest 
& Taxes minus Interest Expenses (if any) equals 
Earnings Before Taxes minus Income Taxes (at  
24 percent) equals Profit After Taxes.)

LO6 10.  Different ways to invest in real estate. Assu-
me you’ve just inherited $100,000 and wish to use 
all or part of it to make a real estate investment.

a. Would you invest directly in real estate, or 
indirectly through something like a REIT? 
Explain.

b. Assuming that you decided to invest 
directly, would you invest in   
income-producing property or speculative 
property? Why? Describe the key 
characteristics of the types of income-
producing or speculative property you 
would seek.

c. What financial and nonfinancial goals 
would you establish before beginning the 
search for suitable property?

d. If you decide to invest in real estate 
indirectly, which type(s) of securities 
would you buy, and why?

Financial Planning Exercises (Continued)
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14 Planning for 
Retirement

LEARNING ObjEctIvEs
After studying this chapter, you will be able to…

 14-1 Recognize the importance of retirement planning, and identify the three biggest pitfalls to good 
planning.

 14-2 Estimate your income needs in retirement and the level of retirement income you’ve estimated 
from various sources.

 14-3 Explain the eligibility requirements and benefits of the Social Security program.

 14-4 Differentiate among the types of basic and supplemental employer-sponsored pension plans.

 14-5 Describe the various types of self-directed retirement plans.

 14-6 Choose the right type of annuity for your retirement plan.

After finishing  
this chapter go 

to PAGE 401 for 

stUDY tOOLs
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14-1  AN OvERvIEw Of 
REtIREmENt PLANNING

LO1, LO2 Retiring is easy. What’s difficult is retiring 
in style, and that’s where retirement planning comes 
into play! But to enjoy a comfortable retirement, you 
must start now—for one of the biggest 
mistakes people make in retirement 
planning is waiting too long to begin. 
Accumulating adequate retirement 
funds is a daunting task that takes care-
ful planning and disciplined execution 
over a lifetime. Like budgets, taxes, and 
investments, retirement planning is vital 
to your financial well-being and is a crit-
ical link in your personal financial plans.

14-1a Role of Retirement Planning 
in Personal Financial Planning
The financial planning process would be incomplete 
without retirement planning. Certainly no financial goal 
is more important than achieving a comfortable standard 
of living in retirement. In many respects, retirement 
planning captures the essence of financial planning. It 

is forward-looking, affects both your current and future 
standard of living, and can be highly rewarding and con-
tribute significantly to your net worth.

The first step in retirement planning is to set 
retirement goals for yourself. Take some time to 
describe the things you want to do in retirement, the 
standard of living you hope to maintain, the level of 

income you’d like to receive, and any 
special retirement goals you may have 
(like buying a retirement home in the 
mountains). Such goals are important 
because they give direction to your 
retirement planning. Of course, like all 
goals, they’re subject to change over 
time as the situations and conditions in 
your life change.

Once you know what you want out 
of retirement, the next step is to estab-

lish the size of the nest egg that you’re going to need to 
achieve your retirement goals. And while you’re at it, 
you’ll also want to formulate an investment program that’ll 
enable you to build up that required nest egg. This usu-
ally involves (1) creating a systematic savings plan in which 
you put away a certain amount of money each year and 
(2) identifying the specific investments that will best meet 
your retirement needs.

HOw wILL tHIs AffEct mE? 

While almost everyone understands that planning for retirement is important, 

far too few people actually implement a comprehensive plan, much less set 

aside enough savings to fund their retirement adequately. This chapter discusses 

the importance of retirement planning and encourages action by identifying the 

major pitfalls you must overcome. In order to make the process more concrete 

and accessible, the steps for estimating your retirement income needs and the 

income your investments will support are explained. Eligibility requirements to 

receive Social Security benefits and their amounts are detailed, as are the key 

aspects of supplemental employer-sponsored pension plans and the potential 

benefits of self-directed retirement programs like traditional and Roth individual 

retirement accounts (IRAs). In addition, the usefulness of various annuity 

products in retirement planning is evaluated. After reading this chapter, you 

should understand how to develop and implement a financial plan that will 

help you achieve your long-term retirement objectives.

One of the biggest 
mistakes people 
make in retirement 
planning is waiting 
too long to begin.
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Investments and investment planning are the vehi-
cles for building up your retirement funds. They’re the 
active, ongoing part of retirement planning in which you 
invest and manage the funds you’ve set aside for retire-
ment. It’s no coincidence that a major portion of most 
individual investor portfolios is devoted to building up a 
pool of funds for retirement. Tax planning is also impor-
tant because a major objective of sound retirement plan-
ning is to legitimately shield as much income as possible 
from taxes and, in so doing, maximize the accumulation 
of retirement funds.

14-1b The Three Biggest Pitfalls 
to Sound Retirement Planning
Human nature being what it is, people often have 
unrealistic expectations concerning the amount of 
money they want to build up for retirement. Having 
a nest egg of $4 or $5 million would be great, but it’s 
beyond the reach of most people. Besides, you don’t 
need that much to  live comfortably in retirement. So 
set a more realistic goal. But when you set that goal, 
remember: it’s not going to happen by itself. You’ll have 
to do something to bring it about. And this is precisely 
where things start to fall apart. Why? Because when 
it comes to retirement planning, many people tend to 
make three big mistakes:

 ▶ Starting too late.

 ▶ Putting away too little.

 ▶ Investing too conservatively.

Many people in their 20s, or even 30s, find it hard 
to put money away for retirement. Most often that’s 
because they have other, more pressing financial 
concerns—such as buying a house, paying off a student 
loan, or paying for child care. The net result is that 
they put off retirement planning until later in life—
in many cases, until they’re in their late 30s or 40s. 
Unfortunately, the longer people put it off, the less 
they’re going to have in retirement. Or they won’t to 
be able to retire as early as they’d hoped. Even worse, 
once people start a retirement program, they tend 
to put away too little. Although this may also be due to 
pressing financial needs, all too often it boils down to 
lifestyle choices. They’d rather spend today than save 
for tomorrow.

On top of all this, many people tend to be far too 
conservative in the way they invest their retirement 
money. They often  place way too much of their retire-
ment money into low-yielding, fixed-income securities 
such as CDs and Treasury notes. Although you should 

never speculate with something as important as your 
retirement plan, there’s no need to avoid risk totally. 
There’s nothing wrong with following an investment 
program that involves a reasonable amount of risk, 
provided that it results in a correspondingly higher 
level of expected return. Being overly cautious can be 
costly in the long run. Indeed, a low rate of return can 
have an enormous impact on the long-term accumula-
tion of capital and, in many cases, may mean the differ-
ence between just getting by or enjoying a comfortable 
retirement.

Compounding the Errors All three of these pitfalls 
become even more important when we consider com-
pound interest. That’s because compounding essentially 
magnifies the impact of these mistakes. As an illustra-
tion, consider the first variable—starting too late. If you 
were to start a retirement program at age 35 and put 
away $2,000 a year, it would grow to almost $160,000 
by the time you’re 65 if invested at an average rate of 
return of 6 percent. Not a bad deal. But look at what 
you end up with if you start this investment program 
just 10 years earlier, at age 25: that same $2,000 a year 
will grow to over $309,000 by the time you’re 65. Think 
of it—for another $20,000 ($2,000 a year for an extra 
10 years), you can nearly double the terminal value of 
your investment! Of course, it’s not the extra $20,000 
that’s doubling your money; rather, it’s compound inter-
est that’s doing most of the work.

The same holds true for the rate of return that you 
earn on the investments in your retirement account. 
Take the second situation just described—starting 
a retirement program at age 25. Earning 6 percent 
generates a retirement nest egg of over $309,000. 
Increase that rate of return to 8 percent and your 
retirement nest egg will be worth just over $518,000! 
You’re still putting in the same amount of money, but 
because your money is working harder, you end up 
with a much bigger nest egg.

Of course, when you seek higher returns, that 
generally means you also have to take on more risk. 
But not everyone can tolerate higher levels of risk. 
And if that applies to you, then simply stay away from 
the higher-risk investments. Instead, stick to safer, 
lower-yielding securities and find some other way to 
build up your nest egg. For instance, contribute more 
each year to your plan or extend the length of your 
investment period. The only other option—and not a 
particularly appealing one—is to accept the possibility 
that you won’t be able to build up as big a nest egg as 
you hoped and therefore will have to accept a lower 
standard of living in retirement.
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14-1c Estimating 
Income Needs
Retirement planning would be much sim-
pler if we lived in a static economy. But obvi-
ously we don’t, so you’ll have to live with the fact that 
both your personal budget and the general state of the 
economy will change over time. This makes accurate 
forecasting of retirement needs difficult at best. Even 
so, you’ll have to live with the fact that it’s a necessary 
task, and you can handle it in one of two ways. One 
strategy is to plan for retirement over a series of short-
run time frames. A good way to do this is to state your 
retirement income objectives as a percentage of your 
present earnings. A common starting point is to proj-
ect that your retirement income will need to be about 
70 to 80 percent of your pre-retirement income due to 
reduced expenses in retirement. Then, every three to 
five years, you can revise and update your plan.

Alternatively, you can follow a long-term approach 
in which you formulate the level of income that you’d 
like to receive in retirement, along with the amount 
of funds you must amass to achieve that desired stan-
dard of living. Rather than addressing the problem in 
a series of short-run plans, this approach goes 30 or  
40 years into the future—to the time when you’ll retire—
in determining how much saving and investing you must 
do today in order to achieve your long-run retirement 
goals. Of course, if conditions or expectations should 
change dramatically in the future, then it may be neces-
sary to make corresponding alterations to your long-run 
retirement goals and strategies.

Determining Future Retirement Needs To illus-
trate how future retirement needs and income require-
ments can be formulated, let’s consider the case of 
Lucy and Ben Long. In their mid-30s, they have two 
children and an annual income of about $86,000 before 
taxes. Even though it’s still some 30 years away, Lucy 
and Ben recognize it’s now time to seriously consider 
if they’ll be able to pursue the kind of retirement life-
style that appeals to them. Worksheet 14.1 provides 
the basic steps to follow in determining retirement 
needs. It shows how the Longs have estimated their 
retirement income and determined the amount of 
investment assets they must accumulate to meet their 
retirement objectives.

Lucy and Ben began by determining what their 
household expenditures will likely be in retirement. A 
simple way to derive an estimate of expected household 
expenditures is to base it on the current level of such 
expenses. Assume that the Longs’ annual household 

expenditures (excluding savings) currently run 
about $60,000 a year (this information can be 

readily obtained by referring to 
their most recent income and 
expenditures statement). After 
making some obvious adjust-
ments for the different lifestyle 

they’ll have in  retirement—
for example, their children 
will no longer be living at 
home, their home will be 
paid for, and so on—the 
Longs estimate that they 

should be able to achieve the 
standard of living they’d like 

in retirement at an annual level 
of household expenses equal to 

about  80  percent of the current amount. Thus, based 
on  today’s dollars, their estimated household expendi-
tures in retirement will be $60,000 3 0.80 5 $48,000. 
(This process is summarized in steps A through D in 
Worksheet 14.1.)

Estimating Retirement Income The next question 
is: Where will the Longs get the money to meet their 
 projected household expenses of $48,000 a year? They’ve 
addressed this problem by estimating what their income 
will be in retirement—again based on today’s dollars. Their 
two basic sources of retirement income are Social Security 
and employer-sponsored pension plans. They estimate that 
they’ll receive about $28,000 a year from Social Security 
and another $9,000 from their employer  pension plans, for 
a total projected  annual income of $37,000. When compar-
ing this figure to their projected household expenditures, 
it’s clear that the Longs will be facing an annual short-
fall of $11,000 (see steps E through I in Worksheet 14.1). 
This is the amount of additional retirement income they 
must come up with; otherwise, they’ll have to reduce their 
 standard of living they hope to enjoy in  retirement.

At this point, we need to introduce the inflation 
 factor  to our projections in order to restate the annual 
shortfall of $11,000 in terms of retirement dollars. Here 
we assume that both income and expenditures will undergo 
 approximately  the same average annual rate of inflation, 
which will cause the shortfall to grow by that rate over time. 
In essence, 30 years from now, the annual shortfall is going 
to be a lot more than $11,000. How large this number 
becomes will, of course, depend on what happens to infla-
tion. Assume that the Longs expect inflation over the next 
30 years to average 4 percent. While that’s a bit on the high 
side by today’s standards, the Longs are concerned that the 
large federal deficit will cause inflation to rise. Using the 

simez78/Shutterstock.com
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compound value table from Appendix A, we find that the 
inflation factor for 4 percent and 30 years is 3.243; multi-
plying this inflation factor by the annual shortfall of $11,000 
gives the Longs an idea of what that figure will be by the 
time they retire: $11,000 3 3.243 5 $35,673 (see steps  
J  to L in Worksheet 14.1). Thus, based on their projec-
tions, the shortfall should amount to about $35,673 a year 
when they retire 30 years from now. This is the annual 
shortfall they’ll have to cover using their own supplemental 
retirement  program.

Funding the Shortfall The final two steps in the 
Longs’ estimation process are to determine (1) how 
big the retirement nest egg must be to cover the pro-
jected annual income shortfall and (2) how much to 
save each year to accumulate the required amount by 
the time they retire. To find out how much money they 
need to accumulate by retirement, they must estimate 
the rate of return they think they’ll be able to earn on 
their investments after they retire. This will tell them 
how big their nest egg will have to be by retirement 

A worksheet like this one will help you define your income requirements in retirement, 
the size of your retirement nest egg, and the amount you must save annually to achieve 
your retirement goals.

wORksHEEt 14.1  Estimating FutuRE REtiREmEnt nEEds

PROJECTING RETIREMENT INCOME AND INVESTMENT NEEDS

$

$
$
$

$

$

$

$

$

$

I.  Estimated Household Expenditures in Retirement::
A. Approximate number of years to retirement
B. Current level of annual household expenditures, excluding savings
C. Estimated household expenses in retirement as a percent

of current expenses
D. Estimated annual household expenditures in retirement (B 3 C)

E. Social Security, annual income
F. Company/employer pension plans, annual amounts
G. Other sources, annual amounts
H. Total annual income (E 1 F 1 G)
I. Additional required income, or annual shortfall (D 2 H)

III. Inflation Factor:
J. Expected average annual rate of inflation over the period to retirement
K. Inflation factor (in Appendix A):     Based on ____ years to

retirement (A) and an expected average
     annual rate of inflation (J) of ____
L. Size of inflation-adjusted annual shortfall (I 3 K)

IV. Funding the Shortfall:
M.  Anticipated return on assets held after retirement
N.  Amount of retirement funds required—size of nest egg (L 4 M)
O.  Expected rate of return on investments prior to retirement
P.  Compound interest factor (in Appendix B):
      Based on ____ years to retirement (A) and an expected 
      rate of return on investments of ____
Q.  Annual savings required to fund retirement nest egg (N 4 P)

Note: Parts I and II are stated in terms of current (today’s) dollars.
Parts III and IV can be computed with a calculator that has a time
value function.

Name(s) Date

II. Estimated Income in Retirement:

Lucy and Ben Long 8/31/2020

30

60,000

80 %
48,000

28,000

37,000
11,000

4 %

3.243
35,673

6 %

8 %

113.283

5,248

8 %
30

4 %

30

594,550

9,000
0
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in order to eliminate the expected annual inflation- 
adjusted shortfall of $35,673. 

Let’s assume that lower risk is desired during retire-
ment and that the associated expected rate of return is 
consequently 6 percent. Thus, the Longs must accumulate 
$594,550 by retirement. This figure is found by capitalizing 

the estimated short-
fall of $35,673 at  
a 6 percent rate of  
return: $35,673./0.06 5  
$594,550 (see steps M 
and N). Such a nest 
egg will yield $35,673 
a year: $594,550 3  
0.06 5 $35,673. So 
long as the capital 
($594,550) remains un -
touched, it will gener-
ate the same amount 
of annual income for 
as long as the Longs 
live and can eventually become a part of their estate. Alter-
natively, some or all of the capital could be spent to offset 
the effects of future inflation on the value of the expected 
annual shortfall during retirement.

Behavioral Biases in Retirement Planning
Theory argues that the rational investor forecasts retire-
ment needs by considering expected future lifetime 
 earnings, investment returns, tax rates, family and health 
situation, and expected longevity. However, research indi-
cates that most people save too little, make questionable 
investment decisions, and tend to spend their accumulated 
assets too quickly in retirement. Surveys indicate that  
people are not particularly good at planning and saving for 
retirement. About 40 percent of people have not calculated 
how much they need to retire, 30 percent haven’t saved 
a significant amount, and only 20 percent feel confident 
they can live comfortably in retirement.

There are some behavioral biases that explain this 
disturbing lack of preparation for retirement. Recogniz-
ing them is more than half of the battle:

 ● Self-control. Most people intend to save and plan, 
but they do not get around to doing so. Commitment 
approaches like “pay yourself first” and automatic 
401(k) deductions are helpful ways to encourage sav-
ing and planning follow-through.

 ● Choice overload. Faced with complex retirement 
investment choices, many people just give up and 
choose a default or even decide not to participate in 

an employer-offered plan. Making the decision to ask 
for help can make all the difference.

 ● Inertia in managing retirement investments. Many 
people tend to “anchor” on their initial retirement ac-
count investment mix and don’t revise it enough over 
their lives. Recognizing this tendency and scheduling 
periodic investment reviews with an advisor can limit 
any resulting damage to your retirement accounts.

 ● Representativeness and availability biases. People 
tend to view recent investment returns as overly rep-
resentative of returns in general and consequently  
are inclined to overweight them in their decision 
making. For example, just because a mutual fund was 
a top performer last year does not mean that it will 
be next year. Similarly, many people tend to rely on 
the most readily available information in making in-
vestment decisions. Just because data are easy to get 
does not mean they are sufficient to the task.

 ● Overconfidence. Many retirement investors are 
overconfident in their choices and consequently do 
not diversify their investments enough.

Source: Adapted from Olivia S. Mitchell and Stephen P. Utkus, “How 
Behavior Can Inform Retirement Plan Design,” Journal of Applied 
Corporate Finance, Winter 2006, pp. 82–94.

bEHAvIOR mAttERs

Calculator

   Inputs Functions

   30 N
   4.0 I/Y
   −11,000 PV

CPT
FV

Solution

35,677.37

   See Appendix E for details.

EXAMPLE: Effect of Inflation on Future Retire-
ment Needs Amelie expects to retire in 35 years. She’s 
been told that it’s reasonable to expect a long-term in-
flation rate of 4 percent. Amelie wants to have annual 
income of $80,000 in today’s dollars. How much will she 
need in 35 years to have that much?

Using the future value interest factor in Appendix A 
for 4 percent and 35 years, Amelie will need $80,000 3 
3.946 5 $315,680. While a daunting number, it’s good 
Amelie is planning for her retirement so carefully!
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Now that the Longs know how big their nest egg must 
be, the final question is: How are they going to accumulate 
such an amount by the time they retire? For most people, 

that means setting up a 
systematic savings plan 
and putting away a cer-
tain amount each year. 

To find out how 
much must be saved 
each year to achieve 
a targeted sum in the 
future, we can use the 
table of annuity fac-
tors in Appendix B. 
The appropriate inter-
est factor depends on 
of the rate of return 
one can or expects to 
generate and the length of the investment period. 

In the Longs’ case, there are 30 years to go until 
retirement, meaning that the length of their investment 
period is 30 years. Suppose they believe they can earn 
an 8 percent average rate of return on their investments 
over this 30-year period. From Appendix B, we see that 
the 8 percent, 30-year interest factor is 113.283. Because 
the Longs must accumulate $594,550 by the time they 
retire, the amount they’ll have to save each year (over 
the next 30 years) can be found by dividing the amount 
they need to accumulate by the appropriate interest fac-
tor; that is, $594,550/113.283 5 $5,248 (see steps O to Q 
in Worksheet 14.1).

The Longs now know what they must do to achieve 
the kind of retirement they want: Put away $5,248 a year 
and invest it at an average annual rate of 8 percent over 
the next 30 years. If they can do that, then they’ll have 
their $594,550 retirement nest egg in 30 years. How they 
actually invest their money so as to achieve the desired 
8 percent rate of return will, of course, depend on the 
investments and strategies they use. All the worksheet 
tells them is how much money they’ll need, not how they 
will get there; it’s at this point that investment manage-
ment enters the picture.

14-1d Sources of 
Retirement Income
As seen in Exhibit 14.1, the principal sources of income 
for retired people are Social Security, income from 
assets (such as savings, stocks, and bonds), earnings 
generated from full- or part-time jobs, and pension 
plans. The largest single source of income was Social 
Security, which represented about 33 percent of total 
retiree income. In recent years, earned income has 
come to account for a growing amount of total retire-
ment income, as more and more people continue to 

Calculator 
Keystrokes
Let’s summarize how the last few steps in the worksheet 
are done on a financial calculator. For example, consider 
Part III, the  inflation-adjusted annual shortfall. With the 
calculator in the annual mode, you can determine how big 
the current annual shortfall of $11,000 will grow to in 30 
years (given an average annual inflation rate of 4 percent) 
by using these keystrokes, where:

N 5 number of years to retirement

I/Y 5 expected annual rate of inflation

PV 5  additional required annual income (line I in 
Worksheet 14.1), entered as a negative number

Enter CPT (FV) and you should end up with an 
answer (FV) that is close to $35,673. (see step L in 
Worksheet 14.1); in this case, it’s $35,677.37.

Now take a look at Part IV, funding the shortfall 
(step Q in Worksheet 14.1). Again, with the calculator 
in the annual mode, to find the amount that must be 
put away annually to fund a $594,550 retirement nest 
egg in 30 years (given an expected return of 8 percent 
before retirement), use the keystrokes shown here, 
where:

N 5  number of years over which the retirement  
nest egg is to be accumulated

I/Y 5  expected annual return on invested capital

FV 5  the size of the targeted nest egg, entered  
as a negative number

Enter CPT (PMT) and a value of 5,248.35 should appear 
in the display, indicating the amount you must put 
away annually to reach a target of $594,550 in 30 years.

Calculator

   Inputs Functions

   30 N
   8.0 I/Y
   −594,550 FV

CPT
PMT

Solution

5,248.35

See Appendix E for Details.

    Go to Smart Sites
E*TRADE’s Retirement Planning Calculator can walk you 
through any number of hypothetical savings and retirement 
scenarios. MindTap includes “Smart Sites,” a list of 
resources and sites that offer additional information on 
topics in the PFIN text.
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work in retirement as a way to supplement their other 
sources of income. Keep in mind that these are per-
centage sources of retirement income and not dollar 
amounts. The amount of income retired individuals 
will receive, of course, will vary from amounts barely 
above the poverty line to six-figure incomes. Obviously, 
the more that individuals make before they retire, the 
more that they’ll receive in Social Security benefits 
(up to a point) and from company-sponsored pen-
sion plans—and, very likely, the greater the amount of 
income-producing assets that they’ll hold.

14-2 sOcIAL sEcURItY
LO3 The Social Security Act of 1935 was landmark 
legislation. It created a basic retirement program for 
working Americans at all income levels, and it estab-
lished several other social programs, all administered 
under the auspices of the Old Age, Survivor’s, Disabil-
ity, and Health Insurance (OASDHI) program. Some 
of the other services include supplementary security 

income (SSI), Medicare, unemployment insurance, 
public assistance, welfare services, and provision for 
black lung benefits. In this section, we give primary 
attention to the old age and  survivor’s portions of the 
act because they bear directly on retirement planning. 
We discussed the disability and health/Medicare ben-
efits of Social Security in Chapter 9.

14-2a Coverage
Social Security coverage today extends to nearly all 
gainfully employed workers. Only two major classes 
of employees are exempt from mandatory participa-
tion in the Social Security system: (1) federal civil-
ian employees who were hired before 1984 and are 
covered under the Civil Service Retirement System, 
and (2) employees of state and local governments who 
have chosen not to be covered (although most of these 
employees are covered through voluntary participa-
tion in Social Security). Certain temporary employ-
ment positions, such as full-time college students 
working for a university, are also exempt.

Exhibit 14.1

Sources of Income for the Average Retiree
At 33.4 percent, Social Security is the single largest source of income for the average U.S. retiree. This source alone  
is larger than the amount the average retiree receives from pension plans and income from personal wealth/investment 
assets combined.

Income sources as a percent of total
income for retired people aged 65 and older 

Note: Social security includes railroad retirement (0.2%) and other includes
cash public assistance payments received by low-income people (0.6%).

Social security, 33.4%

Earnings, 32.2%

Private pensions or
annuities, 12.8%

Income from assets, 9.7%

Government employee
pensions, 7.9%

Other, 4.0%

Source: Adapted from U.S. Social Security Administration, Office of Retirement and Disability Policy, Office of Research, Evaluation, and Statistics, Income of the Population 55 or Older, 2014, https:// 
www.socialsecurity.gov/policy/docs/statcomps/income_pop55/2014/, accessed November 2018.
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To obtain Social Security benefits, an application 
must be filed with the Social Security Administration, 
which then determines the applicant’s eligibility for 
benefits based on whether he or she has had enough 
quarters (three-month periods) of participation in the 
system. To qualify for full retirement benefits, workers 
must be employed in a job covered by Social Security 
for at least 40 quarters, or 10 years. These quarters need 
not be consecutive. The surviving spouse and depen-
dent children of a deceased worker are also eligible for 
monthly benefits if the worker was fully covered at the 
time of death.

14-2b Social Security Payroll Taxes
The cash benefits provided by Social Security are derived 
from the payroll (FICA) taxes paid by covered employees 
and their employers. The tax rate in 2018 was 6.2 per-
cent for Social Security and 1.45 percent for Medicare, 
or a total of 7.65 percent. Self-employed people are also 
covered by Social Security. In 2018, they had to pay a 
Social Security rate of 12.4 percent and a Medicare rate 
of 2.9 percent for a total of 15.3 percent.

Whether the individual is an employee or self-
employed, the indicated tax rate stays in effect only 
until the employee reaches a maximum wage base, 
which usually increases each year. For 2018, basic 
Social Security taxes were paid on the first $128,400 
of wages earned or self-employed income. Thus, the 
maximum Social Security tax paid by an employee in 
2018 was about $7,961 ($128,400 3 0.062) and by 
the self-employed was about $15,922 ($128,400 3 
0.124). While the Social Security rate is paid up to 
taxable maximum, the Medicare rate is paid on all 
earnings. Further, individuals with earned income in 

excess of $200,000 ($250,00 for married couples fil-
ing jointly) pay an additional 0.9 percent in Medi-
care taxes. Importantly, this tax is not matched by 
the employer. It is paid only by the employee or self- 
employed individual. Thus, once the Social Security 
wage base is passed, employees become subject to 
a Medicare tax rate of 1.45 percent on all earnings 
over $128,400 whereas the added earnings of the self-
employed are taxed at the rate of 2.9 percent. And, 
as noted, higher earners must also pay an additional 
0.9 percent.

14-2c Social Security 
Retirement Benefits
Basic Social Security benefits that are important to 
retired people and their dependents include (1) retire-
ment benefits and (2) survivor’s benefits. Both programs 
provide extended benefits to covered workers and their 
spouses.

Retirement Benefits Workers who are fully covered 
(i.e., who have worked the required 40 quarters) may 
receive retirement benefits for life once they reach full 
retirement age. For anyone born in 1960 or later, the 
Social Security Administration defines “full retirement 
age” as age 67. (If you were born before 1960, your full 
retirement age is between 65 and 67; it can be deter-
mined at www.ssa.gov. Here, we’ll use 67 as the full 
retirement age.) Workers who elect to retire early—at age 
62—will receive reduced benefits, currently 70 percent 
to 80 percent of the full amount (again, depending on 
when they were born). A spouse may be entitled to ben-
efits equal to one-half of the retired worker’s benefit, as 
calculated at full retirement age.

For retirement planning purposes, it’s reasonable 
to expect Social Security currently to provide the aver-
age retired wage earner (who is married) with perhaps 
40 percent of the wages that he or she was earning in 
the year before retirement. However, the old age and 
disability trust funds supporting Social Security ben-
efits are projected to be unable to pay full benefits by 
2034! So benefits could be even less than this estimate. 
Clearly, by itself, Social Security is insufficient to enable 
a worker and spouse to maintain their preretirement 
standard of living!

In two-income families, both the husband and wife 
may be eligible for full Social Security benefits. When 
they retire, they can choose to receive their benefits in 
one of two ways: each can (1) take the full benefits to 
which each is entitled from his or her account or (2) take 
the husband and wife benefits of the higher-paid spouse. 
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If each takes his or her own full share, there are no spou-
sal benefits. In many cases, the spousal benefit may be 
higher than that of the spouse’s own account.  If this is the 
case, the spouse may retire at 62 and take benefits under 
his or her own account. Then when the other spouse 
retires at 67, he or she may switch to the spousal benefit. 

Survivor’s Benefits If a 
covered worker dies, the 
spouse can receive survi-
vor’s benefits from Social 
Security. These benefits include a small 
lump-sum payment of several hundred dol-
lars, followed by monthly benefit checks. To 
be eligible for monthly payments, the surviv-
ing spouse generally must be at least 60 years 
of age or have a dependent and unmarried 
child of the deceased worker in his or her 
care. (To qualify for full benefits, the sur-
viving spouse must be at least 67  years 
of age; reduced benefits are payable 
between ages 60 and 67.) If the chil-
dren of a deceased worker reach age 
16 before the spouse reaches age 60, 
the monthly benefits cease and do not 
resume until the spouse turns 60.

14-2d How Much 
Are Monthly Social 
Security Benefits?
The amount of Social Security benefits to which an eli-
gible person is entitled is set by law and determined 

using a fairly complex formula. But you don’t need to 
worry about doing the math yourself; the Social Secu-
rity Administration does the benefits estimating for you. 
Indeed, the government is required by law to provide 
all covered workers with a Social Security Statement. 
You can request a statement by going to the Social Secu-
rity Administration Internet site: www.ssa.gov. This 

statement lists the year-by-year Social Security earn-
ings you’ve been credited with and shows (in 
today’s dollars) what benefits you can expect 
under three scenarios:  (1) if you retire at age 
62 and receive 70 percent to 80 percent of the 
full benefit, (2) the full benefit at age 65 to 67, 
and (3) the increased benefit that’s available 

if you delay retirement until age 70. The 
statement also estimates what your chil-
dren and surviving spouse would get if 
you die and how much you’d receive 

monthly if you became disabled.

Range of Benefits Using 
information provided by the  
Social Security Administra-

tion, Exhibit 14.2 shows the 
current average level of ben-
efits paid in 2018. The ben-
efits shown here are for 
retired workers, spouses, 

and children. Bear in mind 
that these amounts will be adjusted upward each year 
with subsequent increases in the cost of living.

Note that Social Security benefits may be reduced 
if the recipient is under age 67 and still gainfully 

Exhibit 14.2

Average Monthly Social Security Benefits Paid in 2018
The Social Security benefits listed here are averages that include a variety of ages at which beneficiaries retired. With the pas-
sage of time, the  beneficiary will receive correspondingly higher benefits as the cost of living goes up. However, these average 
benefits dramatize that you should not rely on such benefits too heavily in your retirement planning.

Type of Beneficiary Average Monthly Benefit

Retired worker $1,404

Retired couple $2,340

Disabled worker $1,197

Disabled worker with a spouse and child $2,054

Widow or widower $1,338

Young widow or widower with two children $2,743

Source: “Understanding the Benefits,” SSA Publication No. 05-10024, ICN 454930, https://www.ssa.gov/pubs/EN-05-10024.pdf#page%031&zoom%03auto,0,576, accessed November 2018.
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employed—perhaps in a part-time job. In particular, given 
that full retirement age is now 67, retirees aged 62 through 
66 are subject to an earnings test that effectively limits 
the amount of income they can earn before they start 
losing some (or all) of their Social Security benefits. In 
2018, that limit was $17,040 per year. The rule states that 
if you’re a Social Security recipient aged 62 through 66, 
you will lose $1 in benefits for every $2 you earn above 
the earnings test amount. So if you earned, say, $20,000 a 
year at a part-time job, you’d lose $1,480 in annual Social 
Security benefits—that is, $20,000 2 $17,040 5 $2,960, 
which is divided in two to yield $1,480. Once you reach 
“full retirement age,” the earnings test no longer applies, 
so you can earn any amount without penalty. 

In contrast to earned income, there never have been 
any limits on the so-called unearned income derived 
from such sources as interest, dividends, rents, or prof-
its on securities transactions—a retiree can receive an 
unlimited amount of such income with no reduction in 
 benefits.

from municipal bonds) plus a stipulated portion of the 
Social Security benefits received. For single taxpayers, 
if the resulting amount is between $25,000 and $34,000, 
50 percent of Social Security benefits are taxable. If 
income exceeds $34,000, 85 percent of Social Security 
benefits are subject to income tax for a single taxpayer. 
If the combined income of married taxpayers filing joint 
returns is between $32,000 and $44,000, then 50 percent 
of the Social Security benefits are taxable; the percent-
age of benefits taxed increases to 85 percent when their 
combined income exceeds $44,000.

14-3  PENsION PLANs AND 
REtIREmENt PROGRAms

LO4, LO5 Accompanying the expansion of the Social  
Security system has been a corresponding growth in  
employer-sponsored pension and retirement plans. In 
1940, when the Social Security program was in its infancy, 
fewer than 25 percent of the workforce had the benefit of 
an  employer-sponsored plan. Today, around 65 percent of 
all wage earners and salaried workers (in both the private 
and public sectors) are covered by some type of employer-
sponsored retirement or profit-sharing plan.

In 1948, the National Labor Relations Board (NLRB) 
ruled that pensions and other types of insurance pro-
grams are legitimate subjects for collective bargaining. In 
response, many employers established new pension plans 
or liberalized the provisions of existing ones to meet or 
anticipate union demands. Qualified pension plans (dis-
cussed later in this section) allow firms to deduct for tax 
purposes their contributions to employee retirement pro-
grams. Even better, employees can exclude these contri-
butions from their taxable income and can thus build up 
their own retirement funds on a tax-deferred basis.

Government red tape, however, has taken a toll on 
pension plans. In particular, the Employee Retirement 
Income Security Act of 1974 (sometimes referred to as 
ERISA or the Pension Reform Act), which was established 
to protect employees participating in private employer 
retirement plans, has actually led to a reduction in the 
number of new retirement plans started among firms, 
especially the smaller ones. Indeed, the percentage of 
workers covered by company-sponsored plans has fallen 
dramatically since the late 1970s. It’s estimated that today, 
in the private sector, less than 20 percent of all full-time 
workers are covered by company-financed plans—even 
worse, only about one-third (or less) of the part-time  
labor force is covered. In contrast, there has been a signif-
icant increase in defined contribution forms of retirement 

Taxes on Benefits Even though Social Security “con-
tributions” are made in after-tax dollars, you may actually 
have to pay taxes (again) on at least some of your Social 
Security benefits. Specifically, in 2018, Social Security 
retirement benefits are subject to federal income taxes if 
the beneficiary’s annual income exceeds one of the follow-
ing base amounts: $25,000 for a single taxpayer, $32,000 
for married taxpayers filing jointly, and zero for married 
taxpayers filing separately. In determining the amount 

of income that must be 
counted, the taxpayer 
starts with his or her 
adjusted gross income 
(AGI) as defined by cur-
rent tax law (see Chap-
ter 3) and then adds 
all nontaxable interest 
income (such as income 

YOU CAN DO IT NOW: Get a Rough Estimate 
of Your Future Social Security Benefits  It’s easy 
to get a rough estimate of your future Social Security 
benefits. While the Quick Calculator doesn’t access 
your actual earnings history, it does provide a useful 
rough estimate: http://www.ssa.gov/oact/quickcalc/. 
Remember that this estimate does not consider that 
future Social Security benefits could be reduced some-
what. Get an estimate of your benefits for planning 
purposes—you can do it now.

Employee Retirement 
Income Security Act of 1974 
(ERISA) a law enacted to ensure 
that workers eligible for pensions 
actually receive such benefits; 
also permits uncovered workers to 
establish individual tax-sheltered 
retirement plans

386 PART SIX:  Retirement and Estate Planning

33609_ch14_ptg01.indd   386 21/12/18   4:41 PM



plans (discussed later in this chapter). In  addition to 
ERISA, the widespread availability of Keogh plans, Roth, 
traditional, and SEP IRAs, and other programs have less-
ened the urgency for small firms (and bigger ones as well) 
to offer their own company-financed pension plans.

14-3a Employer-Sponsored 
Programs: Basic Plans
Employers can sponsor two types of retirement programs— 
basic plans, in which employees automatically participate 
after a certain period of employment, and supplemental 
plans, which are mostly voluntary programs that enable 
employees to increase the amount of 
funds being set aside for retirement.

Participation Requirements The vast 
majority of pension plans require that 
employees meet certain criteria before 
becoming eligible for participation. Most 
common are requirements relating to 
years of service, minimum age, level of 
earnings, and employment classifica-
tion. Years of service and minimum age 
requirements are often incorporated 
into retirement plans in the belief that a 
much higher labor turnover rate applies 
to both newly hired and younger employees. Therefore, 
to reduce the administrative costs of the plans, employ-
ees in these categories are often excluded—at least ini-
tially—from participation. Once these (or any other) 
participation requirements are met, the employee auto-
matically becomes eligible to participate in the program.

Importantly, not everyone who participates in a 
pension plan will earn the right to receive retirement 

benefits. Pension plans impose certain criteria that must 
be met before the employee can obtain a nonforfeitable 
right to a pension, known as vested rights. As the law 
now stands, full vesting rights are required after three to 
six years of employment. More specifically, companies 
must now choose between two vesting schedules. One, 
the so-called cliff vesting, requires full vesting after no 
more than three years of service—but you obtain no vest-
ing privileges until then. Once vested, you’re entitled to 
everything that’s been paid in so far (your contributions 
plus your employer’s) and everything that will be contrib-
uted in the future. Under the alternate procedure, the so-
called graded schedule, vesting takes place gradually over 

the first six years of employment. At the 
minimum, after two years, you’d have a 
nonforfeiture right to at least 20 percent 
of the benefits, with an additional 20 per-
cent each year thereafter until you’re 
100 percent vested after six years.

What happens if you quit your job and 
move to another employer? If you’re not 
vested, you normally have no choice but to 
take out your money. But if you are vested, 
you can usually do one of two things: either 
take your money out or leave it in your 
current employer’s retirement program. 
However, because of inflation, the value of 

the benefit for a worker who leaves the firm long before 
retirement age is typically very small. Consequently, the 
employee might be better off simply withdrawing his or her 
own contributions (which always vest immediately) and ter-
minating participation in the plan at the same time he or 
she leaves the employer. Of course, any worker who leaves 
the firm before accumulating the required years of service 
would be entitled only to a return of his or her own contri-
butions to the plan (plus nominal investment earnings). 

Keep in mind that, whenever you terminate employ-
ment, it’s important to resist the urge to spend the money 
you have built up in your retirement account! Over time, 
that can have a devastating effect on your ability to accu-
mulate retirement capital. Instead, when you take money 
out of one retirement account, roll it over into another one.

What’s Your Contri-
b u t i o n ?  W h e t h e r 
you, as an employee, 
must make payments 
toward your own pen-
sion depends on the type 
of plan you’re in. If you 
belong to a noncontribu-
tory pension plan, the A
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Whenever you  
terminate employment, 
it’s important to resist 
the urge to spend the 
money you have built 
up in your retirement 
account!

vested rights employees’ 
nonforfeitable rights to receive 
benefits in a pension plan based 
on their own and their employer’s 
contributions

noncontributory pension 
plan a pension plan in which the 
employer pays the total cost of the 
benefits
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employer pays the total cost of the benefits—you don’t  
have to pay a thing. Under a contributory pension 
plan, the employer and the employee share the cost. 
Today, the trend is toward contributory plans. In addi-
tion, nearly all plans for employees of federal, state, 
and local governments require a contribution from the 
employee. In contributory plans, the employee’s share 
of the costs is often between 3 percent and 10 percent 
of annual wages and is typically paid through a payroll 
deduction. Probably the most common arrangement is  
for the employer to match the employee’s contribution— 
the employee puts up half the annual contribution and the 
employer puts up the other half.

Defined Contributions or Defined Benefits The 
two most commonly used methods to compute benefits 
at retirement are the defined contribution plan and the 
defined benefit plan. A defined contribution plan speci-
fies the amount of contribution that both the employer 
and employee must make. At retirement, the worker is 
awarded whatever level of monthly benefits those contri-
butions will purchase. 

Although such factors as age, income  
level, and the amount of contributions 
made to the plan have a great deal to 
do with the amount of monthly ben-
efits received at retirement, probably 
no variable is more important than the 
level of investment performance gener-
ated on the contributed funds. A defined 
contribution plan promises nothing at 
retirement except the returns the fund 
managers have been able to obtain. The 
only thing that’s defined is the amount of the contribu-
tions the employee and/or employer make. The benefits 
at retirement depend totally on investment results.

Under a defined benefit plan, the formula for com-
puting benefits, not contributions, is stipulated in the 

plan provisions. These 
benefits are paid out 
regardless of how well (or 
poorly) the retirement 
funds are invested. If 
investment performance 
falls short, the employer 
must make up the differ-
ence in order to fund the 
benefits agreed to in the 
plan. This type of plan 
allows employees to cal-
culate before retirement 
how much their monthly 
retirement income will 

be. Often the number of years of service and amount of 
earnings are prime factors in the formula. For example, 
workers might be paid 2.5 percent of their final 3-year 
average annual salary for each year of service. Thus, the 
annual benefit to an employee whose final 3-year aver-
age annual salary was $85,000 and who was with the 
company for 20 years would be $42,500 (2.5 percent 3 
$85,000 3 20 years).

Many defined benefit plans also 
increase retirement benefits periodically 
to help retirees keep up with the cost of 
living. In periods of high inflation, these 
increases are essential to maintain retir-
ees’ standards of living. While the number 
of people covered by such plans continues 
to rise, especially in the ranks of govern-
ment employees, the number of (private-
sector) defined benefit plans in existence 
has steadily declined. In fact, there are 
now more assets held in defined contribu-

tion plans than there are in traditional (defined benefit) 
pension plans. And it’s very likely that this shift to defined 
contribution plans will only accelerate in the coming years.

Regardless of the method used to calculate benefits, 
the employee’s basic concern should be with the per-
centage of final take-home pay that the plan is likely to 
produce at retirement. A pension is usually thought to 
be good if, when combined with Social Security, it will 
result in a monthly income equal to about 70 percent to 
80 percent of preretirement net earnings. To reach this 
goal, however, today’s employees must take some respon-
sibility because there’s a growing trend for companies to 
switch from defined benefit plans to defined contribution 
programs. Companies don’t like the idea of being faced 
with uncertain future pension liabilities. Now, more and 
more of them are avoiding these problems altogether by 
changing to defined contribution plans. As a result, the 
employee is being forced to assume more responsibility 
for ensuring the desired level of postretirement income.
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contributory pension plan a 
pension plan in which the employee 
bears part of the cost of the benefits

defined contribution plan a 
pension plan specifying the 
contributions that both employer 
and employee must make; it makes 
no promises concerning the size of the 
benefits at retirement

defined benefit plan a 
pension plan in which the formula 
for computing benefits is stipulated 
in its provisions

There’s a growing 
trend for companies 
to switch from defined 
benefit plans to 
defined contribution 
programs.
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This means that where you end up in retirement will 
depend, more than ever, on what you’ve done, rather than 
on what your employers have done. Very likely, you’re the 
one who is going to control not only how much goes into 
the company’s retirement programs, but also where it goes.

Qualified Pension Plans The Internal Revenue Code 
permits a corporate employer making contributions to a 
qualified pension plan to deduct its contributions to the 
plan from taxable income. While these contributions are 
a significant part of total compensation, the employees 
on whose behalf the contributions are made don’t have 
to include these payments as part of their taxable income 
until the benefits are actually received. Further, in con-
tributory plans, employees can also shelter their contri-
butions from taxes. In other words, such contributions 
aren’t counted as part of taxable income in the year that 
they’re made; hence they act to reduce the amount of 
taxable income reported to the Internal Revenue Service 
(IRS) and therefore lead to lower taxes for the employee. 
Still another tax advantage of these plans is that any and 

all investment income is allowed to accumulate tax free; 
as a result, investment capital can build up more quickly.

14-3b Employer-Sponsored 
Programs: Supplemental Plans
In addition to basic retirement programs, many employers 
offer supplemental plans. These plans are often voluntary 
and enable employees not only to increase the amount of 
funds being held for retirement but also to enjoy attractive 
tax benefits. There are three types of supplemental plans: 
profit-sharing, thrift and 
savings, and salary reduc-
tion plans.

Profit-Sharing  Plans  
Profit-sharing plans enable 
employees to participate 
in the earnings of their 
employer. A profit-sharing 
plan may be qualified  

REtIREmENt PLANNING mYtHs

Having a well-funded, secure retirement is an important financial goal. While there’s an abundance of useful information, 
there are also myths that can get in the way of successfully reaching your retirement goals. Here are some of the most com-
mon retirement planning myths.

 ● I just graduated from college and it’s too early to start saving for retirement. Consider that traditional pen-
sion funds are disappearing and Social Security benefits are far from certain. And saving sooner allows you to gain 
the most from the compounding of your returns. Starting earlier will also reinforce good financial habits that will 
guide your financial life well.  

 ● For planning purposes, I’ll need about 80 percent of my current income in retirement. One size doesn’t fit 
all. What if you want of spend a lot of time traveling in retirement? And what will health care cost when you retire? 
The future benefit levels of government programs like Medicare are unclear.

 ● Social Security will provide no benefits by the time I retire. As discussed earlier in this chapter, it’s unlikely 
that Social Security will go away completely. However, future benefits may be reduced by 25 percent or so by 2034.

 ● I have many financial goals and can’t afford to tie up so much money in a retirement plan. It’s true that 
especially when you’re first getting started you’re likely saving for emergencies, buying a home, and perhaps going 
back to school. If you’re concerned about retaining access to some of your savings, consider a Roth IRA. As long as 
the account has been open for at least five years, you can withdraw your contributions any time and for any reason 
without tax or penalty. 

 ● I have a retirement plan at work and consequently cannot contribute to an IRA. While there are income limits 
for traditional IRA contributions, you can make nondeductible, tax-deferred, and possibly Roth IRA contributions.  

 ● I expect my tax rate to be the same in retirement, so tax-deferred plans will provide no benefit. Even if 
your marginal tax rate remains the same, some of the money in the plan will likely be taxed at lower rates. So the 
tax deferral feature could provide you with a lower average tax rate. And the tax deferral over time will have  
sheltered your earnings from taxes.

Source: Adapted from Erik Carter, “10 Common Myths That Could Be Hurting Your Retirement Planning,” www.forbes.com/sites 
/financialfinesse/2012/08/22/10-common-myths-that-could-be-hurting-your-retirement-planning/, accessed November 2018.

qualified pension plan a 
pension plan that meets specified 
criteria established by the Internal 
Revenue Code

profit-sharing plan an 
arrangement in which the 
employees of a firm participate in 
the company’s earnings
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under IRS rules and become eligible for essentially the 
same tax treatment as other types of pension plans. The 
major argument supporting the use of profit-sharing plans 
is that they encourage employees to work harder because 
the employees benefit when the firm prospers. Also, in 
years when the firm has no profit, the firm is not required 
to contribute to a profit-sharing plan. Contributions to 
these plans are invested in different types of fixed- interest 
products, stocks and bonds, and, in many cases, securi-
ties issued by the employing firm itself. Employees who 
receive the firm’s securities may actually benefit twice. 
When profits are good, larger contributions are made to 
the profit-sharing plan, and the price of the shares already 
owned is likely to increase as well.

Some big companies offer voluntary profit-sharing 
plans that invest heavily (almost exclusively) in their own 
stock. It’s common in many of these cases for long-term 
career employees to accumulate several hundred thou-
sand dollars worth of the company’s stock. And we’re not 
talking just about highly paid corporate executives here; 
rather, these are just average employees who had the 
discipline to divert a portion of their salary consistently 
to the company’s profit-sharing plan. However, there is 
a real and significant downside to this practice: If the 
company should hit hard times, then not only could 
you face salary cuts (or even worse, the loss of 
your job) but the value of your profit-sharing 
account will likely tumble as well. Just 
look at what happened to employees 
in the technology sector during 
the 2000–2002 bear market 
and to the broad population 
during the financial crisis of 
2007–2008.

Thrift and Savings Plans   
Thrift and savings plans we re 
established to supplement  

pension and other 
fringe benefits. Most plans 
require the employer to 
make contributions to the 
savings plan in an amount 
equal to a set proportion 
of the amount contrib-
uted by the employee. 
For example, an employer 
might match an employ-
ee’s contributions at the 
rate of 50 cents on the 
dollar up to, say, 6 per-
cent of salary. These 

contributions are then deposited with a trustee, who 
invests the money in various types of securities, includ-
ing stocks and bonds of the employing firm. 

With IRS-qualified thrift and savings plans, the 
employer’s contributions and earnings on the savings aren’t 
included in the employee’s taxable income until he or she 
withdraws the money. Unfortunately, this attractive tax fea-
ture doesn’t extend to the employee’s contributions, so any 
money put into one of these  savings plans is still considered 
part of the employee’s taxable income and subject to regular 
income taxes. An employee who has the option should seri-
ously consider participating in a thrift plan. The returns are 
usually pretty favorable, especially when you factor in the 
employer’s contributions.

Salary Reduction Plans Another type of supplemen-
tal retirement program—and certainly the most popular, 

judging by employee response—is the salary 
reduction plan, or the 401(k) plan as 

it’s more commonly known. Our dis-
cussion here centers on 401(k) 

plans, but similar programs 
are available for employees 

of public, nonprofit orga-
nizations, including public 
schools, colleges, hospitals, 
and state and local govern-

ments. Known as 403(b) plans or 
457 plans, they offer many of the 

same features and tax shelter provi-
sions as 401(k) plans.

More and more companies are cutting back on 
their contributions to traditional (defined benefit)  
retirement plans. They’re turning instead to 401(k) plans, 
a type of defined contribution plan. A 401(k) plan gives 
employees the option to divert part of their salary to a 
company-sponsored, tax-sheltered investment account. 
In this way, the earnings diverted to the plan accumulate 
tax free. Taxes must be paid eventually, but not until the 
employee starts drawing down the account at retirement. 
In 2018, an individual employee could put as much as 
$18,500 into a tax-deferred 401(k) plan. (Contribution 
limits for 403(b) and 457 plans are the same as those for 
401(k) plans.) And for those over 50 years old, there is  

jeff Metzger/Shutterstock.com 

    Go to Smart Sites
Is the future of Social Security secure? The nonpartisan 
Congressional Budget Office has forecasts under various 
policies.

thrift and savings plans a 
plan to supplement pension and 
other fringe benefits; the firm 
contributes an amount equal to a 
set proportion of the employee’s 
contribution

salary reduction or 401(k)  
plan an agreement by which 
part of a covered employee’s pay 
is withheld and invested; taxes on 
the contributions and the account 
earnings are deferred until the funds 
are withdrawn
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a “catch-up” provision of $6,000 that allows them to con-
tribute up to $24,500 in 2018.

According to Vanguard, one of the largest 401(k) 
providers, while the average 401(k) balance for plan par-
ticipants 65 and older was around $209,984 in 2017, the 
median balance was only $130,678. Yet these statistics 
are for those who participate in 401(k) programs. Accord-
ing to a Northwestern Mutual survey in 2018, about 21 
percent of Americans have nothing in retirement savings 
and about a third have balances less than $5,000. And a 
staggering 78 percent of Americans believe they’ll outlive 
their retirement savings! Thus, a retirement savings crisis 
is here and growing.

Managing YouR 401(K) REtiREMEnt aCCount EFFECtiVELY 

A few basic ideas on managing your 401(k) account can 
take you a long way:

 ● A reasonable asset allocation is more important 
than choosing the “right” specific funds for your 
401(k) account money. Research shows that over 
90  percent of your investment performance will be 
determined by how much you allocate to cash, bonds, 
and equity funds. So less than 10 percent of perfor-
mance is determined by choosing the right funds and 
by trying to time the market (which is never a good 
idea anyway). Remember the conventional wisdom as 
a starting place: Put 100 minus your age as the per-
centage in equities, and the residual in bonds and 
cash. For example, if you’re 30, start out with a plan to 
put 70 percent in equities and 30 percent in bonds and 
cash. Then adjust the mix to match your risk tolerance. 

 ● Invest enough in your 401(k) account. Invest at 
least up to your company’s matching amount, if 
you can possibly afford it. For example, if your com-
pany matches the first 6 percent of your annual 

contribution, then you should contribute at least 
that much or you’re just throwing away money. 
A reasonable overall goal is to contribute at least 
15 percent of your annual income to retirement 
investment accounts, which include 401(k)s, IRAs, 
and other investment vehicles.

 ● Invest in your 401(k) consistently regardless of 
its performance. Some investors panic when their 
401(k) accounts lose money and reduce or even stop 
making contributions in an effort to protect them-
selves from further losses. This is the opposite of what 
you should do. When you’re losing money, it’s time to 
grit your teeth and contribute more to your account, 
not less! This is because you’ve got to make up for your 
losses. If you stop or reduce your contributions, you’ll 
be even less likely to achieve your retirement goal. 
And keep in mind that when investment values fall, 
you’re buying more shares at lower prices (a principle 
known as “dollar-cost averaging”). In the long term, 
this should contribute positively to performance.

Financial Planning Tips

bill by some $4,070 ($18,500 3 0.22). Such tax  
savings will offset a good portion—22 percent—  
of her contribution to the 401(k) savings plan. In ef-
fect, she’ll add $18,500 to her retirement program 
with only $14,430 of her own money; the rest will 
come from the IRS via a reduced tax bill. What’s more, 
all the earnings on her investment account will ac-
cumulate tax free as well. The downside is if Florence 
needs the money before she is 59½. In that case, she 
will have to pay the tax on any withdrawals plus a 
 1 0  percent penalty to the IRS.

EXAMPLE: How Tax-Deferred Plans Work  
Florence is 45 years old, with taxable income of 
$75,000 in 2018. She would like to contribute  
the maximum allowable mount—$18,500—to the 
401(k) plan where she works. Doing so reduces her 
taxable income to $56,500. and, assuming she’s in 
the 22 percent tax bracket, lowers her federal tax  

These plans are generally viewed as attractive tax 
shelters that offer not only substantial tax savings, but 
also a way to save for retirement. As long as you can 
afford to put the money aside, you should seriously con-
sider joining a 401(k)/403(b)/457 plan if one is offered at 
your place of employment. This is especially true when 
one considers the matching features offered by many of 
these plans. Most companies that offer 401(k) plans have 
some type of matching contributions program, often put-
ting up 50 cents (or more) for every dollar contributed 
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by the employee. Such matching plans give both tax and 
savings incentives to individuals and clearly enhance the 
appeal of 401(k) plans.

Another kind of 401(k) plan is being offered by 
a growing number of firms. This retirement savings 
option, the so-called Roth 401(k), is just like a traditional 
401(k) except for one important difference: All contribu-
tions to Roth 401(k) plans are made in after-tax dollars. 
That means there are no tax savings to be derived from 
the annual employee contributions. If you earn, say, 
$75,000 a year and want to put $18,500 into your Roth 
401(k), you’ll end up paying taxes on the full $75,000. 
That’s the bad news; now the good news. Because all 
contributions are made in after-tax dollars, there are no 
taxes to be paid on plan withdrawals (in other words, 
they’re tax free), provided you’re at least 59½ and have 
held the account for five years or more.

Like traditional 401(k) plans, Roth 401(k)s also 
have a contribution cap of $18,500 (in 2018, for those 
under 50). And that limit applies to total contributions 
to both types of 401(k) plans combined, so you can’t 
put $18,500 into a traditional 401(k) plan and then 
put another $18,500 into a Roth 401(k). You can also 
have employer matches with the Roth plans, although 
technically those matches will accumulate in a sepa-
rate account that will be taxed as ordinary income at 
withdrawal. Essentially, employer contributions rep-
resent tax-free income to employees, so they’ll pay 
taxes on that income (and on any account earnings) 
when the funds are withdrawn—as is done with a tra-
ditional 401(k).

Both Roth and traditional 401(k) plans typically offer 
their participants various investment options, including 
equity and fixed-income mutual funds, company stock, 
and a variety of interest-bearing vehicles such as bank 
CDs. Indeed, the typical 401(k) has about 10 choices, and 
some plans have as many as 20, or even more. Today, the 
trend is toward giving plan participants more options and 
providing seminars and other educational tools to help 
employees make informed retirement plan decisions.

14-3c Evaluating Employer-
Sponsored Pension Plans
When participating in a company-sponsored pension 
plan, you’re entitled to certain benefits in return for 
meeting certain conditions of membership—which may 
or may not include making contributions to the plan. 
Whether your participation is limited to the firm’s basic 
plan or includes one or more of the supplemental pro-
grams, it’s vital that you take the time to acquaint your-
self with the various benefits and provisions of these 

plans. And be sure to familiarize yourself not only with 
the basic plans, but also with any (voluntary) supplemen-
tal plans that you may be eligible to join.

How should you evaluate these plans? Most  experts 
agree that you can get a pretty good handle on essential 
plan provisions and retirement benefits by taking a close 
look at the following features:

 ▶ Eligibility requirements. Precisely what are they?

 ▶ Defined benefits or contributions. Which one is 
defined? If it’s the benefits, exactly what formula is 
used to define them? Pay particular attention to how 
Social Security benefits are treated in the formula. If 
it’s a defined contribution program, do you have any 
control over how the money is invested? If so, what 
are your options?

 ▶ Vesting procedures. Does the company use a cliff 
or graded procedure?

 ▶ Contributory or noncontributory. If the plan is con-
tributory, how much comes from you and how much 
from the company? If it’s noncontributory, what is the 
company’s contribution as a percentage of your salary?

 ▶ Retirement age. What’s the normal retirement age, 
and what provisions are there for early retirement?

 ▶ Portability. Are the pension benefits portable—that 
is, can you take them with you if you change jobs?

 ▶ Voluntary supplemental programs. How much of 
your salary can you put into one or more of these plans, 
and what—if anything—is matched by the company?
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Finding answers to these questions will help you 
determine where you stand and what improvements are 
needed to be made in your retirement plans. As part of 
this evaluation process, try to determine, as best as you 
can, what your benefits are likely to be at retirement. 
Before you start cranking out the numbers, check with 
the people who handle employee benefits at your work-
place; they’ll usually give you the help you need. Then, 
using a procedure similar to that followed in Worksheet 
14.1, you can estimate what portion of your retirement 
needs will be met from your company’s basic pension 
plan. If there’s a shortfall—and it’s likely there will be—it 
will indicate the extent to which you need to participate 
in some type of company-sponsored supplemental pro-
gram, such as a 401(k) plan, or (alternatively) how much 
you’ll need to rely on your own savings and investments 
to reach the standard of living you’re looking for in  
retirement.

14-3d Self-Directed Retirement 
Programs
In addition to participating in company-sponsored 
retirement programs, individuals can set up their own 
tax-sheltered retirement plans. There are two basic types 
of self-directed retirement programs: Keogh and SEP 
plans, which are for self-employed individuals, and indi-
vidual retirement accounts (IRAs), which can be set up 
by almost anyone.

Keogh and SEP Plans Keogh plans were intro-
duced in 1962 as part of the Self-Employed Individuals 
Retirement Act, or simply the Keogh Act. Keogh plans 
allow self-employed individuals to set up tax-deferred 
retirement plans for themselves and their employ-
ees. Like  contributions to 401(k) plans, payments to 
 Keogh  accounts may be taken as deductions from tax-
able income. As a result, they reduce the tax bills of 
self-employed individuals. The maximum contribution 
to this tax-deferred retirement plan in 2018 is  $55,000 
or 25 percent of earned income, whichever is less. 

Any individual who is self-employed, either full- or 
part-time, is eligible to set up a Keogh account. These 
accounts can also be used by individuals who hold full-
time jobs and moonlight  part-time—for instance, the 
accountant who does tax returns on a freelance basis 
at night and on weekends. And note that even though 
he has a Keogh account, this individual is still eligible 
to receive full retirement benefits from his full-time 
job and to have his own IRA. (SEP plans are just like 
Keogh plans except that they’re aimed at small busi-
ness owners, particularly those with no employees, 

who want a plan that’s simple and easy to adminis-
ter. Except for some administrative details, they have 
the same features and limitations as standard Keogh  
accounts.)

Keogh accounts can be opened at banks, mutual 
funds, and other financial institutions. Annual contribu-
tions must be made at the time the respective tax return 
is filed or usually by April 15 of the following calendar 
year (e.g., you have until the filing due date of April 15, 
2019, to contribute to your Keogh for 2018). Although 
a designated financial institution acts as custodian of all 
the funds held in a Keogh account, actual investments 
held in the account are directed completely by the indi-
vidual contributor. These are self-directed retirement 
programs; the individual decides which investments to 
buy and sell.

Income earned from the investments must be 
reinvested in the account. This income also accrues 
tax free. All Keogh contributions and investment earn-
ings  must  remain in the account until the individual 
turns 59½ unless he or she becomes seriously ill or dis-
abled; early withdrawals for any other reason are subject 
to 10 percent tax penalties. However, the individual is 
not required to start withdrawing the funds at age 59½; 
the funds can stay in the account (and continue earning 
tax-free income) until the individual is 70½. Then the 
individual must begin withdrawing funds from the 
account—unless he or she continues to be gainfully 
employed past the age of 70½. Of course, once an indi-
vidual starts withdrawing funds (upon or after turn-
ing 59½), all such withdrawals are treated as ordinary 
income and are subject to normal income taxes.

Individual Retirement Accounts (IRAs) Some peo-
ple mistakenly believe that an IRA is a specialized type 
of investment. It’s not. An individual retirement account 
(IRA), is virtually the same as any other investment account 
you open with a bank, stockbroker, or mutual fund except 
that it’s clearly designated as an IRA. That is, you complete 
a form that designates the account as an IRA and makes 
the institution its trustee. That’s all there is to it. Any 
gainfully employed person 
(and spouse) can have an 
IRA account, although 
the type of accounts that 
a person can have and the 
tax status of those accounts 
depend on several vari-
ables. All IRAs, however, 
have one thing in com-
mon: they’re designed  
to encourage retirement 
savings for individuals. 

Keogh plan an account to which 
self-employed persons may make 
specified payments that may be 
deducted from taxable income; 
earnings also accrue on a tax-
deferred basis

individual retirement 
account (IRA) a retirement plan, 
open to any working American, to 
which a person may contribute a 
specified amount each year
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Today, an individual has three IRA types to choose from, 
as follows:

 ▶ Traditional (deductible) IRAs, which can be 
opened by anyone without a retirement plan at his 
or her place of employment, regardless of income 
level, or by couples filing jointly who—even if they 
are covered by retirement plans at their places of 
employment—have adjusted gross incomes of less 
than $101,000 (or single tax payers with AGIs of less 
than $63,000). In 2018, individuals under the age of 
50 who qualify may make tax-deductible contribu-
tions of up to $5,500 a year to their accounts (an 
equal tax-deductible amount can be contributed by 
a nonworking spouse). All account earnings grow 
tax free until withdrawn, when ordinary tax rates ap-
ply (though a 10 percent penalty normally applies to 
withdrawals made before age 59½).

 ▶ Nondeductible (after-tax) IRA, which is open to 
anyone regardless of their income level or whether 
they’re covered by a retirement plan at their work-
place. In 2018, contributions of up to $5,500 a year 
can be made to this account, but they’re made with 
after-tax dollars (i.e., the contributions are not tax de-
ductible). However, the earnings do accrue tax free and 
are not subject to tax until they are withdrawn after the 
individual reaches age 59½ (funds withdrawn before 
age 59½ may be subject to the 10 percent penalty).

 ▶ Roth IRAs are a lot like Roth 401(k)s, which were 
discussed earlier. They can be opened by couples filing 
jointly with adjusted gross incomes in 2018 of up to 
$199,000 (singles up to $135,000), whether or not they 
have other retirement or pension plans. But the best 
part of the Roth IRA is its tax features—although the 
annual contributions of up to $6,000 a person in 2018 
are made with nondeductible/after-tax dollars, all earn-
ings in the account grow tax free. And all  withdrawals 
from the account are also tax free provided that the 
account has been open for at least five years and the 
individual is past the age of 59½. In other words, so 
long as these conditions are met, you won’t have to pay 
taxes on any withdrawals you make from your Roth IRA!

YOU CAN DO IT NOW: Calculating the Ben-
efits of a Traditional IRA  If you want to estimate the 
potential value of a traditional IRA at retirement, try 
the calculator at http://www.bankrate.com/calculators 
/retirement/traditional-ira-plan-calculator.aspx. You 
can do it now.

EXAMPLE: Measuring the Benefits of a Roth 
IRA  Roth IRAs provide no tax deduction for contribu-
tions. But all future earnings are sheltered from taxes 
under current law. So how much would you save over 
simply investing in a fully taxed fund if you’re 25 years 
old and invested $5,500 a year at 6 percent until retire-
ment at age 66?

Assuming you’re in the 22 percent marginal tax bracket 
and you invested the money at the beginning of each 
year, you would have $962,228 in a Roth IRA. Investing 
$5,550 per year in a traditional IRA would generate the 
same future value. However, all of the $962,228 future 
value would be taxable! But before you rush to sign up 
for a Roth IRA, keep in mind that you’ll have to come 
up with a pre-tax amount of about $7,050 in order to 
have the $5,500 to invest in the Roth IRA. Further, your 
tax rate during retirement will affect the relative attrac-
tiveness of Roth versus traditional IRAs. The higher the 
expected future tax rate, the more attractive will be the 
Roth IRA. So the decision between a Roth and a tradi-
tional IRA has many moving parts to consider.
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It is possible to convert a traditional IRA to a Roth 
IRA. If you convert, you will have to pay taxes on any earn-
ings and pretax contributions. So why would you want to 
do that? It may make sense to convert if you expect your 
tax rate to remain the same or go up after retirement. 
Thus, converting to a Roth IRA could allow you to pay a 
lower amount of taxes on your IRA investments in the long 
run. However, it’s important to be able to pay the taxes 
using money that doesn’t come out of your IRA account. 
If you make a withdrawal from a traditional IRA account 
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before age 59½, you generally owe a 10 percent penalty 
on that amount. And you would give up the opportunity 
for tax-free Roth IRA compounding on that amount—
permanently. It usually makes less sense to convert a 
traditional IRA to a Roth IRA the older you are. This is 
because the older you are, the less time you have to make 
up for what you paid in taxes on the conversion. However, 
it can still be wise for an older person to convert a tra-
ditional to a Roth IRA for estate tax planning purposes. 
Conversions can be complicated, and it’s best to consult a 
tax advisor. However, you can get a good idea of whether 
conversion looks like a reasonable move using an online 
conversion calculator like that offered by Fidelity (http://
personal.fidelity.com/misc/widgets/IRA_Evaluator 
/IRA_EVAL.html). 

Regardless of the type and notwithstanding the condi-
tions just described, penalty-free withdrawals are generally 
allowed from an IRA so long as the funds are being used 
for first-time home purchases (up to $10,000), qualify-
ing educational costs, certain major medical expenses, or 
other qualified emergencies. Also, with both the traditional/
deductible and nondeductible IRAs, you must start making 
withdrawals from your account once you reach age 70½—
although this requirement does not apply to Roth IRAs.

Self-Directed Accounts and Their Investment 
 Vehicles IRAs are like Keogh and SEP plans; they’re 
self-directed accounts, which means that you are free to 
make almost any kind of investment decision you want. An 
individual can be conservative or aggressive in choosing 
securities for an IRA (or Keogh), though conventional wis-
dom favors funding your IRA (and Keogh) with income- 
producing assets. While such assets tend to be lower in 
risk, income is also typically taxed at a higher rate than 
capital gains. This would also suggest that if you’re looking 
for capital gains, it’s best to do so outside your retirement 
account. This doesn’t mean, however, that it would be 
totally inappropriate to place a good-quality growth stock 
or mutual fund in a Keogh or IRA. In fact, many advi-
sors contend that growth investments should always have 
a place in your retirement account because of their often 
impressive performance and ability to protect against infla-
tion. Such investments may pay off handsomely because 
they appreciate totally free of taxes. And in the end, it’s 
how much you have in your retirement account that mat-
ters, not how your earnings were made along the way.

No matter what type of investment vehicle you use, 
keep in mind that once you place money in an IRA, it’s 
meant to stay there for the long haul. Like most tax-
sheltered retirement programs, there are restrictions 
on when you can withdraw the funds from an IRA. And 
when you move your IRA account to a new firm (this 

is known as a rollover), the transfer will be subject to a  
20 percent withholding tax if the proceeds from the 
transfer are paid to you directly. The rule is very clear on 
this: if you take possession of the funds (even for just a 
few days), you’ll be hit with the withholding tax. So, the 
best way to handle IRA rollovers is to arrange for the 
transfer of funds from one investment trustee to another.

So, should you contribute to an IRA or not? Obvi-
ously, as long as you qualify for either a traditional IRA 
or a Roth IRA, you should seriously consider making the 
maximum contributions allowable. There are no special  
record-keeping requirements or forms to file, and the 
IRA is an excellent vehicle for sheltering income from 
taxes. Probably the biggest decision you’ll have to make is 
which IRA is right for you—the traditional or the Roth? 

14-4  ANNUItIEs
LO6 An annuity is just the opposite of life insurance. As 
pointed out in Chapter 8, life insurance is the system-
atic accumulation of an estate that is used for protection 
against financial loss resulting from premature death. In 
contrast, an annuity is the systematic liquidation of an 
estate in such a way that it provides protection against the 
economic difficulties that could result from outliving per-
sonal financial resources. The period during which premi-
ums are paid toward the purchase of an annuity is called 
the accumulation period; correspondingly, the period 
during which annuity payments are made is called the 
distribution period.

Under a pure life annuity contract, a life insurance 
company will guarantee regular monthly payments to an 
individual for as long as he or she lives. These benefits are 
composed of three parts: principal, interest, and survivorship 
benefits. The principal consists of the premium amounts 
paid in by the annuitant (person buying the annuity) during 
the accumulation period. Interest is the amount earned on 
these funds between the time they’re paid and distributed. 
The interest earnings on an annuity accrue (i.e., accumu-
late) tax free—but note 
that, whereas the earnings  
from an annuity accumu-
late on a tax-sheltered 
basis, the amounts paid 
into an annuity are all made 
with after-tax dollars (i.e., 
no special tax treatment is 
given to the capital contri-
butions). The portion of 
the principal and interest 
that has not been returned 

annuity an investment product 
created by life insurance companies 
that provides a series of payments 
over time

accumulation period the 
period during which premiums are 
paid for the purchase of an annuity

distribution period the period 
during which annuity payments are 
made to an annuitant
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 to the annuitant before death is the  survivorship benefit. 
These funds are available to those members of the annuity 
group who survive in each subsequent period.

14-4a Classification of Annuities
As seen in Exhibit 14.3, annuities may be classified accord-
ing to several key characteristics, including payment of pre-

miums, payment method, 
disposition of proceeds, 
inception date of benefits, 
and method used in cal-
culating benefits.

Single Premium or 
Installments There are  
two ways to pay the pre-
miums when you pur-
chase an annuity contract: 
you can make one large 
(lump-sum) payment up  
front, or pay the pre-
mium in installments. The  
single premium annuity 
c ontract usually requires 
a minimum investment 
of anywhere from $2,500 
to $10,000, with $5,000 
the most common fig-
ure. These annuities have 
become popular primarily  
because of their attractive 
tax features. They’re 
often purchased just before 
retirement as a way of  

creating a future stream of income. In these circum-
stances, the individual normally purchases an immediate 
annuity, in which case the stream of monthly benefits 
begins immediately—the first check arrives a month or 
so after purchase.

Although most group annuity policies are funded 
with single premiums, many individuals still buy 
 annuities by paying for them in installments. With 
these installment premium annuity contracts, the set 
payments, which can start as low as $100, are made at 
regular intervals (monthly, quarterly, or annually) 
over an extended period of time. Sometimes these 
annuities are set up with a fairly large initial pay-
ment (of perhaps several thousand dollars) followed 
by a series of much smaller installment payments (of, 
say, $250 a quarter). This approach would be used 
to purchase a deferred annuity, a type of contract 
in which cash benefits are deferred for several years 
(note that  single premiums can also be used to pur-
chase deferred annuities). A big advantage of install-
ment premium  deferred  annuities is that your savings 
can build up over time free of taxes. With no taxes to 
pay, you have more money working for you and can 
build up a bigger retirement nest egg. You’ll have to 
pay taxes on your earnings eventually, of course, but 
not until you start receiving benefit payments from 
your annuity.

Disposition of Proceeds All annuities are based on 
the  concept of “pay now, receive later,” so they allow 
individuals to prepare for future cash needs, such as 
planning for retirement, while obtaining significant tax 
benefits. When the annuity is distributed, you can take a 
lump-sum payment or, as is more often the case, you can 
annuitize the distribution by systematically parceling out 
the money into regular payments over a defined or open-
ended period. Because most people choose to annuitize 
their proceeds (which is how an annuity is intended to be 
used), let’s look at the most common annuity disburse-
ment options:

 ▶ Life annuity with no refund (pure life). The an-
nuitant receives a specified amount of income for 
life, whether the disbursement period turns out to 
be 1 year or 50 years. The estate or family receives 
no refunds when the annuitant dies. This results in 
the largest monthly payments of any of the distri-
bution methods.

 ▶ Guaranteed-minimum annuity (life annuity  
with refund). In this type of contract, the benefits 
(future cash flows) aren’t limited to the annuitant 
only and may extend to named beneficiaries. 
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survivorship benefit on an 
annuity, the portion of premiums and 
interest that has not been returned to 
the annuitant before his or her death

single premium annuity 
contract an annuity contract 
purchased with a lump-sum payment

immediate annuity an annuity in 
which the annuitant begins receiving 
monthly benefits immediately

installment premium 
annuity contracts an annuity 
 contract purchased through periodic 
payments made over time

deferred annuity an annuity in 
which benefit payments are postponed 
for a certain number of years

life annuity with no refund  
(pure life) an option under which 
an annuitant receives a specified 
amount of income for life, regardless 
of the length of the distribution period

guaranteed-minimum annuity  
(life annuity with refund)  
an annuity that provides a guaranteed 
minimum distribution of benefits
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With a life  annuity, period certain, the annuitant 
gets a guaranteed monthly income for life with 
the added provision that the insurance company 
will pay the monthly benefits for a minimum num-
ber of years (5 or 10, for example). If the annuitant 
dies soon after the distribution begins, then his or 
her beneficiaries receive the monthly benefits for 
the balance of the “period certain.’’ With a refund 
 annuity, if the  annuitant dies, then the desig-
nated beneficiary receives monthly payments (or 
a lump-sum cash refund) until the total purchase 
price of the annuity has been refunded.

 ▶ Annuity certain. This type of annuity pays a set 
amount of monthly income for a specified number 
of years, thereby filling a need for monthly income 
that will expire after a certain length of time. An an-
nuitant selecting a 10-year annuity certain receives 
payments for 10 years, regardless of whether he or 
she lives for 2 or 20 more years.

Fixed versus Variable Annuity When you put your 
money into an annuity, the premium is invested on your 
behalf by the insurance company, much as a mutual fund 

invests the money you put into it. From the time you pay 
the first (or only) annuity premium until it’s paid back to 
you as a lump sum or as an annuitized monthly benefit, 
you’ll earn a rate of return 
on your investment. How 
that rate of return is fig-
ured determines whether 
you own a fixed or vari-
able annuity.

In a fixed-rate an -
nuity, the insurance com-
pany safeguards your 
principal and agrees to 
pay a guaranteed mini-
mum rate of interest over 
the life of the contract. 
These are conservative, 
low-risk  annuity products 
that essentially promise 
to return the original 
investment plus inter-
est when the money is 
paid out to the annuitant 

Exhibit 14.3

Types of Annuity Contracts
Annuity contracts vary according to how you pay for the annuity, how the proceeds are disbursed, how earnings accrue, and 
when you receive the benefits.

life annuity, period certain  
a type of guaranteed-minimum 
annuity that guarantees the 
annuitant a stated amount of 
monthly income for life; the insurer 
agrees to pay for a minimum 
number of years

refund annuity a guaranteed-
minimum annuity that, on the 
annuitant’s death, makes monthly 
payments to the beneficiary until the 
total price of the annuity is refunded

annuity certain an annuity that 
provides a specified monthly income 
for a stated number of years without 
consideration of any life contingency

fixed-rate annuity an annuity 
in which the insurance company 
agrees to pay a guaranteed rate of 
interest on your money
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(or any designated beneficiaries). Unlike bond mutual 
funds, fixed annuities don’t fluctuate in value when inter-
est rates rise or fall; so your principal is always secure.

Imagine an investment structured to let you move 
between stocks, bonds, and money funds and, at the same 
time, accumulate profits tax free. That, in a nutshell, is 
a variable annuity. With a variable annuity, the amount 
that’s ultimately paid out to the annuitant varies with the 
investment results obtained by the insurance company—
nothing is guaranteed, not even the principal! When you 
buy a variable annuity, you decide where your money 
will be invested based on your investment objectives and 
tolerance for risk. You can usually choose from stocks, 
bonds, money market securities, real estate, alternative 
investments, or some combination thereof. As an annu-
ity holder, you can stay put with a single investment for 
the long haul. Or, as with most variable annuities, you 
can more aggressively play the market by switching from 
one fund to another. Obviously, when the market goes 
up, investors in variable annuities do well; but when the 
market falters, the returns on these policies will likewise 
be reduced.

As with mutual funds, there are some annual fees 
that you should be aware of. In particular, be prepared 
to pay insurance fees of 1 percent or more—in addition 
to the annual management fees of perhaps 1 percent to 
2 percent paid on variable annuities. That’s a total of  
2 percent to 3 percent or more taken right off the top, 
year after year. There is also a contract charge (or main-
tenance fee) that’s deducted annually to cover various 
contract-related expenses; these fees usually run from 
about $30 to $60 per year. Obviously, these fees can drag 
down returns and reduce the advantage of tax-deferred 
income. Finally, most annuities charge hefty penalties for 
early withdrawal. This means that, in order to get out 
of a poorly performing annuity, you’ll have to forfeit a 
chunk of your money.

14-4c Investment and Income 
Properties of Annuities
A major attribute of most types of annuities is that they’re 
a source of income that can’t be outlived. Although indi-
viduals might be able to create a similar arrangement 
by simply living off the interest or dividends from their 
investments, they’d find it difficult to liquidate their 
principal systematically so that the last payment would 
coincide closely (or exactly) with their death. Another 
advantage is that the income earned in an annuity is  
allowed to accumulate tax free, so it’s a form of tax- 
sheltered investment. Actually, the income from an annuity  
is tax deferred, meaning that taxes on the earnings will 
have to be paid when the annuity is liquidated. And  
importantly, even though part of the annuity’s return is 
from capital gains and part is from  dividends, all of the 
return is taxed as ordinary income.

Shelter from taxes is an attractive investment attri-
bute, but there’s a hitch. You may be faced with a big 
tax penalty if you close out or withdraw money from an 
annuity before it’s time. Specifically, the IRS treats annu-
ity withdrawals like IRA withdrawals: except in cases 
of serious illness, anyone who takes money out before 
reaching age 59½ will incur a 10 percent penalty. All of 
which only reinforces the notion that an annuity should 

14-4b Sources of Annuities
Annuities are administered by life insurance companies, 
so it’s no surprise that they’re also the leading sellers 
of these financial products. Annuities can also be pur-
chased from stock brokers, mutual fund organizations, 
banks, and financial planners. When you buy an annuity, 
the cost will vary with the annuitant’s age at issue, the 
annuitant’s age when payments begin, the method used 
to distribute benefits, the number of lives covered, and 
the annuitant’s gender.

There can be substantial differences among the  pre-
miums charged by different companies. These differences 
confirm the need to shop around before making an annu-

ity purchase. The cost to 
females is higher than the 
cost to males across all 
benefit levels because of 
the lower mortality rates 
among women.

YOU CAN DO IT NOW: What Do Annuities 
Cost?  Want to get a sense of what an annuity costs? 
Representative quotes based on state, age, and gender 
can be found at https://www.nylaarp.com/Annuities 
/Income-Example. You can do it now.

variable annuity an annuity in 
which the monthly income provided 
by the policy varies as a function 
of the insurer’s actual investment 
experience

    Go to Smart Sites
For tips on investing and saving strategies for retirement, 
Investopedia’s retirement section has answers.
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always be considered a long-term investment. Assume 
that it’s a part of your retirement program (after all, that’s 
the way the IRS looks at it) and that you’re getting in for 
the long haul.

From an investment perspective, the returns gener-
ated from an annuity can be, in some cases, a bit dis-
appointing. For instance, as we discussed earlier, the 
returns on variable annuities are tied to returns in the 
money and capital markets. Even so, they’re still no 
better than what you can get from other investment  
vehicles—indeed, they’re often lower, in part because of 
higher annuity fees. Keep in mind that these differential 
returns aren’t due to tax features because, in both cases, 
returns are measured on a before-tax basis. But returns 
from annuities are tax sheltered, so that makes those  
lower returns a lot more attractive.

If you’re considering a variable annuity, go over it 
much as you would a traditional mutual fund. Look for 
superior past performance, proven management talent/
track record, and the availability of attractive investment 
alternatives that you can switch in and out of. And pay 
particular attention to an annuity’s total expense rate. 

DoES it MaKE SEnSE to BuY an annuitY? 

Most of us don’t have a traditional defined benefit pen-
sion and have to manage with a 401(k) plan along with 
careful investing to fund our retirement. But we still 
long for the steady income that defined benefit plans 
provide. Annuities are designed to provide a monthly 
income for the rest of your life. You enter into an agree-
ment with an insurer that provides that benefit for a 
predefined time  period after you pay in advance for this 
service. Annuities are designed to assure that you do 
not outlive your money.

So when does it make sense to buy an annuity? If 
you have guaranteed income from several different 
sources, you may not need an annuity. However, if 
you don’t have a traditional pension plan and want 
the security of a fixed monthly payment in retire-
ment, you may want to consider using some of your 
savings to purchase an annuity. Here is some more 
specific guidance.

A deferred annuity is worth considering when:

 ● You are making the maximum contribution to your 
employer-sponsored retirement plan and to your 
IRA (or if you’re not eligible for an IRA).

 ● You don’t expect to need the annuity funds until you 
are at least 59½ years old.

 ● You have an emergency fund that covers at least six 
months of living expenses.

An immediate annuity may be a good choice when:

 ● You want to convert part of your retirement savings 
into income now.

 ● You are in good health and expect to live at least an-
other 20 years.

 ● You have sufficient assets to cover large expenses 
like medical bills.

Source: Adapted, in part, from Phil Taylor, “Do You Need an Annuity?” 
http://money.usnews.com/money/blogs/On-Retirement/2012/01/06 
/do-you-need-an-annuity, accessed November 2018.

Financial Planning Tips

These products have a reputation of being heavily loaded 
with fees and charges, but it’s possible to find annuities 
with both above-average performance and relatively low 
fee structures. That’s the combination you’re looking for.

One final point: If you’re seriously considering buy-
ing an annuity, be sure to read the contract carefully and 
see what the guaranteed rates are, how long the initial 
rate applies, and if there’s a bailout provision. (A bailout 
provision allows you to withdraw your money, free of any 
surrender fees, if the rate of return on your annuity falls 
below a specified minimum level. Of course, even if you 
exercise a bailout provision, you may still have to face a 
tax penalty for early withdrawal—unless you transfer the 
funds to another annuity through what’s known as a 1035 
exchange.) Just as important, because the annuity is only 
as good as the insurance company that stands behind it, 
check to see how the company is rated by Best’s, Stan-
dard & Poor’s, or Moody’s. It’s important to make sure 
that the insurance company itself is financially sound 
before buying one of its annuity products. See Chapter 8 
for more discussion on these insurance ratings and how 
they work.
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Planning Over a 
lifetime

Retirement Planning

Here are some key considerations for retirement 
planning in each stage of the life cycle.

PRE-Family indEPEndEncE: 20s

 Estimate how much you will need to retire comfortably 
while taking inflation into account.

 Determine your asset allocation among stocks, bonds, real 
estate, and cash based on your time horizon and attitude 
toward risk. Most people are comfortable taking more risk 
earlier in life.

 Match your investments in any employer-sponsored 401(k) 
retirement plan with your overall asset allocation plan.

 Start setting aside money for investment outside your 
employer’s retirement plan. Consider investing in mutual 
funds and exchange-traded funds (ETFs) under a tradi-
tional IRA, a Roth IRA, or both.

Family FoRmation/caREER dEvEloPmEnt: 30–45

 Aim to invest between 10 percent and 15 percent of your 
income for retirement. The more you invest early on, the 
better off you’ll be at retirement.

 Review your asset allocation and rebalance it to be more 
consistent with your goals. Most people are more com-
fortable reducing the risk of their investments a bit.

 Gradually increase the amount invested in any employer-
sponsored 401(k) retirement plan and re-evaluate how it 
relates to your asset allocation plan.

 Consider increasing your contribution to traditional IRA, a 
Roth IRA, or both.

PRE-REtiREmEnt: 45–65

 Revise your retirement plan in light of recent develop-
ments. Try to save even more.

 Review your asset allocation and rebalance investments 
within and beyond your employer’s retirement plan. Most 
people reduce the risk of their investments.

 Continue to increase the amount you invest in any 
employer-sponsored 401(k) retirement plan gradually, and 
re-evaluate it periodically to see how it fits into your asset 
allocation plan.

 Consider increasing your contribution to traditional and 
Roth IRAs using mutual funds and exchange traded funds 
(ETFs). Consider purchasing an annuity to supplement 
retirement income.

REtiREmEnt: 65 and BEyond

 Revise your retirement plan to weight your invest-
ments more toward debt and liquid instruments 
than stocks.

 Compare your spending rate to your assets and 
reassess how long your spending rate can be   
maintained. Consider how the current income  
produced by your portfolio relates to your day-to-day 
spending needs.

 Integrate your investment asset allocation strategy with 
estate planning. Keep in mind that the equity in your 
home can be borrowed against if needed.

 Plan for mandatory withdrawals from tax-sheltered  
accounts and the associated tax consequences.
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locatEd at Back oF thE tExtBook
 ◻ Chapter Review Card   

locatEd in mindtaP
 ◻ Review Key Term flashcards and create your own cards.

 ◻ Increase your comprehension with online homework. 
 ◻ Watch ConceptClip videos.

study    
tools 14

fINANcIAL ImPAct Of PERsONAL cHOIcEs

Hannah and Elizabeth’s Different  
Approaches to a Traditional IRA 

Hannah Bennett and Elizabeth Cruz, both 30 years old, 
are good friends who work together at a management 
consulting firm. They both take advantage of their firm’s 
401(k) plan. But they differ in how they set aside mon-
ey in a traditional IRA. Hannah has just started setting 
aside $5,500 a year in an IRA that she expects to earn 
5 percent per year until she plans to retire at age 66. In 
contrast, while Elizabeth also expects to retire at age 66, 
she believes it’s too early in her career to bother invest-
ing in an IRA because it won’t have that much impact in 
the long term. She consequently plans to wait five years 
before following Hannah’s example.  

At age 66 the pre-tax value of Hannah’s IRA should 
be about $553,455 while the value of Elizabeth’s ac-
count should be about $408,644. Hannah invested 
$27,000 more than Elizabeth but ended up with 
$144,811 more in her IRA account! That’s because the 
IRA sheltered the earnings on Hannah’s investments 

from taxes, and she also benefited handsomely from 
the compounding of returns on her money. There’s a 
moral here: Invest early and often, and consider the 
impact of taxes on your investments.
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LO1 1. Retirement planning pitfalls. Explain the 
three most common pitfalls in retirement 
planning. 

LO2 2.  Calculating amount available at retire-
ment. Molly Lincoln, a 25-year-old personal 
loan officer at First National Bank, understands 
the importance of starting early when it comes  
to saving for retirement. She has committed 
$3,000 per year for her retirement fund and  
assumes that she’ll retire at age 65.

a. How much will Molly have accumulated 
when she turns 65 if she invests in equities 
and earns 8 percent on average?

b. Molly is urging her friend, Isaac Stein, to 
start his plan right away, too, because he’s 
35. What would his nest egg amount to if 
he invested in the same manner as Molly 
and he, too, retires at age 65? Comment 
on your findings.

LO2 3.  Calculating annual investment to meet   
re tirement goal. Use Worksheet 14.1 to help 
Georgia and Jude Sullivan determine how much 
they need to retire early in about 20 years. Both 
have promising careers, and both make good 
money. As a result, they’re willing to put aside 
whatever is necessary to achieve a comfortable 
lifestyle in retirement. Their current level of 
household expenditures (excluding savings) 
is around $75,000 a year, and they expect to 
spend even more in retirement; they think 
they’ll need about 125 percent of that amount. 
(Note: 125 percent equals a multiplier factor of 
1.25.) They estimate that their Social Security 
benefits will amount to $20,000 a year in today’s 
dollars and that they’ll receive another $35,000 
annually from their company pension plans. 
Georgia and Jude feel that future inflation will 
amount to about 3 percent a year, and they 
think they’ll be able to earn about 6 percent on 
their investments before retirement and about 4 
percent afterward. 

   Use Worksheet 14.1 to find out how big the 
Sullivans’ investment nest egg will have to be 
and how much they’ll have to save annually to 
accumulate the needed amount within the next 
20 years.

LO3 4.  Average Social Security benefits and taxes. 
Use Exhibit 14.2 to estimate the average Social 
Security benefits for a retired couple. Assume 
that one spouse has a part-time job that 

pays $24,000 a year, and that this person also 
receives another $47,000 a year from a company 
pension. Based on current policies, would 
this couple be liable for any tax on their Social 
Security income? 

LO3, 4 5.  Retirement planning. At what age would you 
like to retire? Describe the type of lifestyle you  
envision—where you want to live, whether  
you want to work part-time, and so on. Discuss 
the steps you think you should take to realize 
this goal.

LO4 6.  Comparing retirement plans. Millie Russell 
has just graduated from college and is consid-
ering job offers from two companies. Although 
the salary and insurance benefits are similar, the 
retirement programs are not. One firm offers a 
401(k) plan that matches employee contribu-
tions with 25 cents for every dollar contributed 
by the employee, up to a $10,000 limit. The 
other has a contributory plan that allows em-
ployees to contribute up to 10 percent of their 
annual salary through payroll deduction and 
matches it dollar for dollar; this plan vests fully 
after five years. Because Millie is unfamiliar with 
these plans, she turns to you for help. Explain 
the features of each plan so Millie can make an 
informed decision.

LO4 7.  After-tax cost of 401(k) contribution. 
Luis Gomez is an operations manager for a large 
manufacturer. He earned $68,500 in 2018 and 
plans to contribute the maximum allowed to 
the firm’s 401(k) plan. Assuming that Luis is in 
the 24 percent tax bracket, calculate his taxable 
income and the amount of his tax savings. How 
much did it actually cost Luis on an after-tax 
basis to make this retirement plan contribution?

LO4, 5 8.  Deciding between traditional and Roth 
IRAs. Elijah James is in his early 30s and is 
thinking about opening an IRA. He can’t decide 
whether to open a traditional/deductible IRA or 
a Roth IRA, so he turns to you for help.

a. To support your explanation, you decide 
to run some comparative numbers on the 
two types of accounts; for starters, use 
a 25-year period to show Elijah what 
contributions of $5,500 per year will 
amount to (after 25 years) if he can earn, 
say, 10 percent on his money. Will the type 
of account he opens have any impact on 
this amount? Explain.

Financial Planning Exercises
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b. Assuming that Elijah is in the 22 percent 
tax bracket (and will remain there for the 
next 25 years), determine the annual and 
total (over 25 years) tax savings he’ll enjoy 
from the $5,500-a-year contributions to 
his IRA. Contrast the (annual and total) tax 
savings he’d generate from a traditional 
IRA with those from a Roth IRA.

c. Now, fast-forward 25 years. Given the 
size of Elijah’s account in 25 years (as 
computed in part a), assume that he takes 
it all out in one lump sum. If he’s now in 
the 40 percent tax bracket, how much will 
he have, after taxes, with a traditional IRA 
as compared with a Roth IRA? How do the 
taxes computed here compare with those 
computed in part b? Comment on your 
findings.

d. Based on the numbers you have computed 
as well as any other relevant factors, 
what kind of IRA would you recommend 
to Elijah? Explain. Would knowing that 
maximum contributions are scheduled 
to increase to $7,000 per year make any 
difference in your analysis? Explain.

LO5 9.  Deciding whether to convert a traditional 
IRA to a Roth IRA. Explain the circumstances 
in which it make sense to convert a traditional 
IRA to a Roth IRA.

LO6 10.  Comparing variable annuities and mutual 
funds. Explain how buying a variable annuity 
is much like investing in a mutual fund. Do you, 
as a buyer, have any control over the amount 
of investment risk to which you’re exposed in a 
variable annuity contract? Explain.

LO6 11.  Fixed vs. variable annuities. What are the 
main differences between fixed and variable 
annuities? Which type is more appropriate 
for someone who is 60 years old and close to 
 retirement?

Financial Planning Exercises
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15 Preserving  
Your Estate

After finishing  
this chapter go 

to PAGE 428 for 

STUDY TOOLS
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LEARNING ObjEcTIvES
After studying this chapter, you will be able to…

 15-1 Describe the role of estate planning in personal financial planning, and identify  
the seven steps involved in the process.

 15-2 Recognize the importance of preparing a will and other documents to protect you  
and your estate.

 15-3 Explain how trusts are used in estate planning.

 15-4 Determine whether a gift will be taxable, and use planned gifts to reduce estate taxes.

 15-5 Calculate federal taxes due on an estate.

 15-6 Use effective estate planning techniques to minimize estate taxes.
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HOw wILL THIS AffEcT ME? 

No, you can’t take it with you. But there’s a next best thing: A carefully designed 

estate plan will allow your loved ones and family to keep as much of your 

accumulated wealth as possible. This chapter explains the role and importance 

of estate planning and the need for a will. It discusses the use and design of 

living wills, advance medical directives, and trusts. It also explains how federal 

estate taxes are calculated. After reading this chapter you should understand 

the key elements in handling and preserving your estate for your loved ones.

areas and solve them. Exhibit 15.1 lists the major types 
of problems and their associated causes or indicators.

Frequently, one of the major goals of estate planning 
is to minimize the amount of transfer taxes that your estate 
must pay. Three kinds of taxes are of particular concern:

 ▶ Transfer taxes on gifts, referred to as the “gift tax”

 ▶ Transfer taxes on your estate, referred to as the 
“estate tax”

 ▶ Income taxes to be paid by your beneficiaries because 
of the property that they receive from your estate

Some have said that transfer taxes are elective. In other 
words, you elect to pay these taxes when you do no plan-
ning to avoid them. With planning and the discipline to 

follow through on the plan, most people 
will incur no transfer taxes and will mini-
mize the related income taxes. Thus, 
you decide whether your property is 
transferred to the government or to your 
loved ones.

This chapter discusses and applies 
the estate tax treatment present in the 
Tax Cuts and Jobs Act of 2017. It reflects 
the details available at the end of 2018 
on how the Act applies to estates. It’s 
always important to consult with a tax 

professional to assure you have the most up-to-date 
information on tax laws and professional practices.  

15-1a Who 
Needs Estate 
Planning?
Estate planning should 
be part of your finan-
cial plan, whether you’re 

15-1   PRINcIPLES Of ESTATE 
PLANNING

LO1 In the previous chapters, we have discussed how 
to build your wealth. Like it or not, no one lives forever. 
And you really cannot take it with you. So what happens 
to your wealth when you die? It will be transferred either 
to your beneficiaries—your family, friends, charities, and 
those you love—or, unless you do estate planning, to the 
government through either transfer taxes or the process 
of escheat. 

Estate planning is the process of developing a plan 
to administer and distribute your assets, in a manner 
consistent with your wishes and the 
needs of your survivors, while minimiz-
ing taxes. It includes plans to manage 
your affairs if you become disabled and 
a statement of your personal wishes for 
medical care should you become unable 
to clearly state them. 

A key focus of estate planning is to 
eliminate or minimize taxes and thereby 
maximize the amount of your estate that 
ultimately passes to your heirs and ben-
eficiaries. Estate planning also includes 
steps to ensure that your estate is properly adminis-
tered if you are unable to manage your assets because 
of illness or other incapacity. The plans you make are a 
form of insurance to protect your assets when you are 
not able to take care of them. 

If an individual fails to plan, then state and federal 
laws will control the disposition of that person’s assets at 
death and determine who bears the burden of expenses 
and taxes, which may be higher because of the lack of 
planning. People who wish to plan their estates must 
systematically uncover problems in several important 

The estate plans you 
make are a form of 
insurance to protect 
your assets when you 
are not able to take 
care of them.

estate planning the process of 
developing a plan to administer and 
distribute your assets, in a manner 
consistent with your wishes and 
the needs of your survivors, while 
minimizing taxes
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How many of us are fully prepared to become 
financial managers? Minor children can’t legally 

handle large sums of money or deal directly 
with real estate or securities. Think of the 

burden that we place on others when 
we expect people who can’t—or don’t 
want to—handle such large sums of 
money or securities to do so. Engag-
ing in people planning demonstrates a 
high degree of caring. It also involves 
 talking about estate planning with 
your loved ones.

Asset Planning Because you care 
about the people in your life, you need to 

plan who will receive your assets upon your 
death or incapacity. Under the 2018 transfer tax 

married or single and have five children or none. For 
example, married couples who own many assets jointly 
and have designated beneficiaries for them need to 
name an executor to administer the estate, specify a 
guardian for children, clarify how estate taxes will 
be paid, and direct the distribution of property that 
doesn’t go directly to a joint owner. Unmarried part-
ners and single persons also need estate planning, par-
ticularly if they own a home or other assets they want 
to leave to a partner, a specific individual, or to a char-
ity. Estate planning involves both people planning and 
asset planning.

People Planning People planning means 
anticipating the psychological and financial 
needs of those you love and providing 
adequate resources to ensure continu-
ation of their way of life. It involves 
keeping Mother’s cameo brooch in 
the family or preserving the business 
that Granddad started 75 years ago. 
People planning is especially impor-
tant for individuals with children who 
are minors; children who are excep-
tionally artistic or intellectually gifted; 
children or other dependents who are 
emotionally, mentally, or physically dis-
abled; and spouses who can’t or don’t want 
to handle money, securities, or a business.

Exhibit 15.1

Potential Estate Planning Problems and Major Causes or Indicators
Careful estate planning can prevent many problems that arise when settling an estate. The first step toward preventing 
problems is an awareness and understanding of their major causes and indicators.

Problems Major Causes or Indicators

Excessive transfer costs Taxes and estate administrative expenses higher than necessary.

Lack of liquidity Insufficient cash; not enough assets that are quickly and inexpensively convertible to cash within a 
short period of time to meet tax demands and other costs.

Improper disposition of assets Beneficiaries receive the wrong asset, or the proper asset in the wrong manner or at the wrong time.

Inadequate income at retirement Capital insufficient or not readily convertible to income-producing status.

Inadequate income, if disabled High medical costs; capital insufficient or not readily convertible to income-producing status; difficulty 
in reducing living standards.

Inadequate income for family at 
estate owner’s death

Any of the above causes.

Insufficient capital Excessive taxes, inflation, improper investment planning.

Special problems A family member with a serious illness or physical or emotional problem; children of a prior marriage; 
beneficiaries who have extraordinary medical or financial needs; beneficiaries who can’t agree on  
how to handle various estate matters, business problems, or opportunities.
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    Go to Smart Sites
What should you do first when someone close to you 
dies? The National Institutes of Health (NIH) has a 
publication to help you through difficult end-of-life issues. 
MindTap includes “Smart Sites,” a list of resources and 
sites that offer additional information on topics in the 
PFIN text.
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law, estates of less than $11,180,000 will not be subject to 
taxes on their transfer either by gift or by estate. For a 
married couple, that number is doubled to $22,360,000. 
So it is not just about taxes. Your estate plan should match 
your assets with the people you wish to receive them. 
When an estate involves a closely held business, planning 
is essential to stabilize and maximize value not only dur-
ing the owner’s lifetime, but also upon the owner’s death 
or disability. Likewise, estate planning is essential to avoid 
the special problems that occur when an estate owner 
holds title to property in more than one state. How you 
own your property (i.e., who is on the deed or title for 
the property) will affect your ability to plan for its transfer. 
The nature of the asset—whether it is cash, real property, 
cars, collectibles, stocks, or bonds—will also affect your 
ability to match your assets with the people you want to 
have them. Careful planning is needed to make sure that 
your assets will go to the desired beneficiaries.

15-1b Why Does an Estate  
Break Up?
Quite often, when people die, their estates die with 
them—not because they’ve done anything wrong, but 
because they haven’t done anything. There are numerous 

forces that, if unchecked, tend to shrink an estate, reduce 
the usefulness of its assets, and frustrate the objectives 
of the person who built it. These include death-related 
costs, inflation, lack of liquidity, improper use of vehicles 
of transfer, and disabilities.

 ▶ Death-related costs. When someone dies, their estate 
incurs some death-related costs. Medical bills for a 
final illness and funeral expenses are good examples 
of first-level death-related costs. Second-level death-re-
lated costs consist of fees for attorneys, appraisers, and 
accountants, along with probate expenses—so-called 
administrative costs, federal estate taxes, and state 
death taxes. Most people also die with unpaid current 
bills and outstanding long-term obligations (such as 
mortgages, business loans, and installment contracts), 
and unpaid income taxes and property taxes.

 ▶ Inflation. Failure to reappraise and rearrange an 
estate plan to counter the effects of inflation can 
impair the ability of assets—personal property and 
investments—to provide steady and adequate levels 
of financial security for your survivors.

 ▶ Lack of liquidity. Insufficient cash to cover death 
costs and other estate obligations has always been a 
major factor in estate impairment. Sale of the choicest 

Overcoming Aversion to Ambiguity  
in Estate Planning

While many people know they need an estate plan, they 
often have too little understanding of the process. Thus, 
too few of us take action at the right time. Why? Estate 
planning forces us to face our own mortality, which is 
hard to do. All too often, therefore, it takes a dramatic 
and serious health change to push the average Ameri-
can to plan for the worst. Consider how to overcome 
the aversion to  ambiguity behavioral barrier so you can 
establish a timely and effective estate plan.

Estate planning can appear ambiguous to those who 
do not understand it. And most people dislike this ambi-
guity but fail to confront it. Two conflicting thoughts cre-
ate this perceived ambiguity. First, we acknowledge that 
estate planning is important both for the planner and 
for the planner’s family. Second, we often focus on living 
long and productive lives—a practice that is wrongly 
taken to imply that there is no hurry to start the estate 

planning process. The resulting conflicted feelings draw 
into question the importance of estate planning. Many, 
consequently, are paralyzed and do no planning.

So how do we move beyond the aversion to ambigu-
ity and get the estate planning process going? We have 
to admit that life is too short and that we need to plan 
for the inevitable. After admitting this, the aversion to 
ambiguity barrier can be overcome by becoming more 
familiar with the basics of estate planning. This chapter 
should go a long way in addressing that issue. In sum-
mary, we must face our mortality, familiarize ourselves 
with the estate planning process, and decisively contact 
a professional to get the process moving forward.

Source: Adapted from Justin A. Reckers and Robert A. Simon, “Resolving the  
Aversion to Estate Planning,” https://behavioralfinances.wordpress.com/2011 
/05/09/resolving-the-aversion-to-estate-planning/, accessed November 2018, 
originally published by MorningstarAdvisor.com on April 21, 2011.

bEHAvIOR MATTERS
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parcel of farmland or a business that’s been in the 
family for generations, for instance, often has undesir-
able financial and psychological effects on the heirs.

 ▶ Improper use of vehicles of transfer. Improper use 
of vehicles of transfer may pass property to unin-
tended beneficiaries or to the proper beneficiaries 
in an improper manner or at an incorrect time. For 
example, spendthrift spouses or minors may be left 
large sums of money from life insurance, through 
joint ownership of a savings account, or as the benefi-
ciaries of an employee fringe benefit plan.

 ▶ Disabilities. The prolonged and expensive disability 
of a family wage earner that results in loss of income 
is often called a living death. This financial situation is 
further complicated by inadequate management of 
currently owned assets. These circumstances can not 
only threaten a family’s financial security, but can also 
quickly diminish the value of the estate.

15-1c What Is Your Estate?
Your probate estate consists of the real and personal 
property you own in your own name that can be trans-
ferred at death according to the terms of a will or, if you 
have no valid will, under intestate laws. The probate 

estate is distinct from 
the gross estate, which 
includes all the prop-
erty owned by the dece-
dent—both probate and 
nonprobate—that might 
be subject to federal 
estate taxes at your death. 
Life insurance owned by 

a life insurance trust, jointly held property with rights of 
survivorship, and property passing to a beneficiary named 
in the retirement account, the investment account, or 
under certain employee benefit plans are common exam-
ples of nonprobate assets that might be subject to federal 
(and state) estate taxes.

Your gross estate includes all property that you own 
at the time of your death. Suppose, for example, you 
give your daughter cash that she uses to purchase a life 
insurance policy on your life. Later, upon your death, the 
proceeds from that policy are not in your gross estate 
because you do not own the policy. Similarly, proceeds 
from Social Security received by a surviving spouse were 
never yours, and so are not part of your gross estate. 
Property that you have previously given to others is not 
part of your gross estate, either. In short, planning what 
property you will continue to own until your death is an 
essential part of estate planning.

15-1d The Estate Planning Process
The estate planning process consists of seven important 
steps, as summarized in Exhibit 15.2. First, you must 
assess your family situation, evaluate its strengths and 
weaknesses, and set estate planning goals. Here is where 
you focus on “people planning” in setting up your goals. 
Next, gather comprehensive and accurate data on all 
aspects of the family. Then, you should take inventory and 
determine the ownership and value of your estate. Next, 
you must designate beneficiaries of your estate’s assets, 
estimate estate transfer costs, and formulate and imple-
ment your plan. The final step is ongoing: review your 
estate plan periodically—at least every five years—and 
revise it as circumstances dictate. The Bonus Exhibit, 
“Data Needed for Estate Planning,” summarizes the 
data that professionals require to prepare detailed estate 
plans. (Visit MindTap.)

YOU CAN DO IT NOW: Estate Planning Con-
versations  Discussing the prospect of each other’s 
deaths in a family is never comfortable. But care-
ful estate planning will assure that your intentions 
are best served in light of the family’s needs. A use-
ful perspective on how to have such a conversation 
may be found at: https://www.fidelity.com/estate 
-planning-inheritance/estate-planning/talking 
-estate-planning. The sooner the conversation hap-
pens, the more confident you can be that your estate 
plan will have the intended results. You can do it now.
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probate estate the real and 
personal property owned by a person 
that can be transferred at death by will

gross estate all property owned 
by the decedent that might be 
subject to federal estate taxes upon 
a person’s death
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The objective of estate plans, of course, is to maxi-
mize the usefulness of people’s assets during their lives 
and to achieve their personal objectives after their deaths. 
As the needs, desires, and circumstances of the parties 
involved change, you must modify your estate plan. There 
are some key events that should trigger an estate plan 
review by the named beneficiaries to insurance policies, 
investment funds, retirement accounts, and joint owners 
on deeds to property. These include the death or disability 
of a spouse or other  family member, moving to another 
state, changing jobs, getting married or divorced, having 
children, acquiring new assets, and substantial changes in 
income, health, or living standards. Because of the com-
plexity of the laws relating to estate transfer, obtaining 
professional assistance from an attorney, accountant, and/
or financial planner is often necessary to develop an effec-
tive estate plan.

15-2  THY wILL bE DONE…
LO2 A will is a written, legally enforceable expres-
sion or declaration of a person’s wishes concerning the 
disposition of his or her probate property upon death. 
Unfortunately, the majority of Americans do not have 
valid wills. The importance of a valid will is apparent 
when you consider what happens when someone dies 
without one.

15-2a Absence of a Valid Will: 
Intestacy
Suppose that Chase Bishop died without a valid will, 
a situation called intestacy. State intestacy laws “draw 
the will that the decedent failed to make” in order 
to determine the disposition of the probate property 
of those who have died intestate. Generally, under 
these statutes, the decedent’s spouse is favored, fol-
lowed by the children and then other offspring. If the 
spouse and children or other offspring (e.g., grandchil-
dren or great-grandchildren) survive, they will divide 
the estate and other relatives will receive nothing. If 
no spouse, children, or other offspring survive, the 
deceased’s parents, brothers, and sisters will receive a 
share of the estate.

After paying debts and taxes and deducting state-
defined family exemptions, that individual’s separately 
owned property would be distributed as shown. When 
property goes to the state due to the absence of any heirs, 
the property is said to 
escheat to the state. The 
Bonus Exhibit, “Distribu-
tion of a Typical Intestate 
Estate,” gives an example 
of how a typical intestate 
estate is distributed. (View 
this exhibit in MindTap.)

Exhibit 15.2

Steps in the Estate Planning Process
The estate planning process consists of seven important steps, listed here in the order they would be performed.

1. Assess your family situation and set estate planning goals.

2. Gather comprehensive and accurate data.

3. List all assets and determine the ownership and value of your estate.

4. Designate beneficiaries of your estate’s assets.

5. Estimate estate transfer costs.

6. Formulate and implement your plan.

7. Review the plan periodically and revise it as necessary.

will a written and legally 
enforceable document expressing 
how a person’s property should be 
distributed upon his or her death

intestacy the situation that exists 
when a person dies without a valid will
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In addition to not controlling the disposition of his 
or her property, a person who dies intestate also forfeits 
the privilege of naming a personal representative to guide 
the disposition of the estate, naming a guardian for per-
sons and property, and specifying which beneficiaries 
would bear certain tax burdens. All of this is work is done 
for a fee that is set by the court. Estate 
planning and a valid will may also 
minimize the amount of estate shrink-
age brought by fees and transfer taxes. 
Clearly, it’s important to have a valid 
will—regardless of the estate size.

15-2b Preparing  
the Will
A will allows a person, called a  testator, 
to direct the disposition of property 
at his or her death. The testator can 
change or revoke a will at any time; 
on the death of the testator, the will 
becomes  operative.

Will preparation (or drafting) var-
ies in difficulty and cost, depending 
on individual circumstances. In some 
cases, a two-page will costing $150 

may be adequate; in others, a complex document costing 
$1,500 or more may be necessary. A will must effectively 
accomplish the objectives specified for distributing assets, 
while also taking into consideration income, gift, and 
estate tax laws. Will preparation also requires a knowl-
edge of corporate, trust, real estate, and securities laws.

COMMON EXCUSES FOR NOT WRITING A WILL . . . DON’T HOLD UP

Two out of three people don’t have a will! Consider 
the following common excuses, and why they don’t 
hold up.

 ● I’m too young to need a will. There’s a chance you 
won’t live as long as you hope. Without a will, your 
heirs will have to figure it all out. Youth is no excuse—
you need a will at all ages.

 ● My family knows what to do with my assets. That 
may be true, but without a will the state decides 
who gets what. For example, even if you want your 
spouse to inherit all of your assets, your children will 
still be given a piece of your estate.

 ● I don’t have enough assets to need a will. It’s not 
just how much you have, it’s who gets whatever  
you own.

 ● My mother would take care of the kids. Perhaps she 
would, but what if your mother-in-law also decides 

she wants the kids? If there is no will, then a judge will 
decide who gets your children.

 ● Writing a will is too expensive. It doesn’t cost 
much to write a will. Many state bar associations 
make available forms for a simple will. 

 ● My partner will get all of my assets. A partner to 
whom you’re not legally married may not get any-
thing. While property and investments would likely 
go to your spouse or civil partner, without a will 
personal possessions might not go where you want. 
And what if you and your partner both die at the 
same time without a will?   

 ● I have no kids and I’m single, so there is no one to 
protect. Single or married, if you have no will then the 
state will leave everything to your relatives. And if you 
have no relatives, the state gets it all. A will can assure 
that your friends and chosen charities get something.

Financial Planning Tips
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A properly prepared will should meet 
these three important requirements:

 ▶ Provide a plan for distributing the 
testator’s assets according to his or her 
wishes, the beneficiaries’ needs, and fed-
eral and state dispositive and tax laws

 ▶ Consider the changes in family cir-
cumstances that might occur after its 
execution

 ▶ Be concise and complete in describing the testator’s 
desires

Will drafting, no matter how modest the estate size, 
should not be attempted by a layperson. The complex-
ity and interrelationships of tax, property, domestic 
relations, and other laws make the homemade will a 
potentially dangerous document. Few things may turn 
out to be more disastrous in the long run than a do-  
it-yourself will.

protected by law, so this clause might be 
left out of a professionally drafted will.

 ▶ Disposition of property.  Lucas’s will 
has three examples of  clauses deal-
ing with disposition of property:

1. Disposition of personal effects: A 
testator may also make a separate 
detailed and specific list of personal 
property and carefully identify each 

item, and to whom it is given, as an informal 
guide to help the executor divide the property. 
(This list generally should not appear in the will 
itself because it’s likely to be changed frequently.)

 2.  Giving money to a specifically named party: Be 
sure to use the correct legal title of a charity.

 3.  Distribution of residual assets after  specific gifts 
have been made: Bequests to close relatives 
(as defined in the statute) who die before the 
testator will go to the relative’s heirs unless the 
will directs otherwise.  Bequests to nonrelatives 
who predecease the testator will go to the other 
residual beneficiaries.

 ▶ Appointment clause. Appointment clauses name 
the executors (the decedent’s personal  representatives 
who administer the estate), guardians for minor 
 children, and trustees and their successors.

 ▶ Tax clause. In the absence of a specified provision in 
the will, the apportionment statutes of the testator’s 
state will allocate the burden of taxes among the 
beneficiaries. The result may be an inappropriate and 
unintended reduction of certain beneficiaries’ shares 
or adverse estate tax effects. Because the spouse’s 
share and the portion going to a charity are deducted 
from the gross estate before arriving at the taxable 
estate, neither is charged with taxes.

 ▶ Simultaneous death clause. This clause describes 
what happens in the event of simultaneous death. 
Other types of clauses are similarly designed to avoid 
double probate of the same assets—duplication of 
administrative and probate costs. Such clauses require 
that the survivor live for a  certain period, such as 30 or 
60 days, to be a  beneficiary under the will.

 ▶ Execution and attestation clause. Every will 
should be in writing and signed by the testator at its 
end as a precaution against fraud. Many  attorneys 
suggest that the 
testator also initial 
each page after the 
last line or sign in a 
corner of each page.

YOU CAN DO IT NOW: Importance of Naming 
Alternative Beneficiaries  When you name benefi-
ciaries on financial accounts or in your will, it’s impor-
tant to name alternate (contingent) beneficiaries as 
well. This will make clear what happens if your first-
choice beneficiary doesn’t outlive you. See http://
www.nolo.com/legal-encyclopedia/why-naming 
-alternate-beneficiaries-your-will-is-so-important 
.html for some useful tips on naming beneficiaries and 
related key issues. You can do it now.

15-2c Common Features of the Will
There’s no absolute format that must be followed when 
preparing a will, but most wills contain similar distinct 
sections. Exhibit 15.3, which presents the will of Lucas 
William Gordon includes generalized examples of each 
of these clauses. Refer to the exhibit as you read these 
descriptions of the clauses:

 ▶ Introductory clause. An introductory clause, or pre-
amble, normally states the testator’s name and resi-
dence; this determines the county that will have legal 
jurisdiction and be considered the testator’s domicile 
for tax purposes. The evocation statement nullifies 
old and forgotten wills and codicils—legally binding 
modifications of an existing will.

 ▶ Direction of payments. This clause directs the 
estate to make certain payments of expenses. As 
a general rule, however, the rights of creditors are 

Will drafting, no 
matter how modest 
the estate size, should 
not be attempted by a 
layperson.

testator the person who makes a 
will that provides for the disposition 
of property at his or her death
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Exhibit 15.3

A Representative Will for Lucas William Gordon
Lucas William Gordon’s will illustrates the eight distinct sections of most wills.

Eleanor Darcy Gordon,

Dexter Roman and Lola Harper,

Eleanor Darcy Gordon,
Aiden Finlay Gordon,

Executor

Aiden Finlay Gordon,

Lucas William Gordon 

2018.

The Last Will and Testament of Lucas William Gordon

Lucas William Gordon,

Dexter Roman,

Lucas William Gordon,

 ▶ Witness clause. The final clause helps affirm that 
the will in question is really that of the deceased. All 
states require two witnesses to the testator’s signing 
of the will. Most states require witnesses to sign in 
the presence of one another after they witness the 

signing by the testator. Their addresses should be 
noted on the will. If the testator is unable to sign his 
or her name for any reason, most states allow the 
testator to make a mark and to have another person 
(properly witnessed) sign for him or her.
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15-2d Requirements of a Valid Will
To be valid, a will must be the product of a person with 
a sound mind, there must have been no undue influence 
(influence that would remove the testator’s freedom of 
choice), the will itself must have been properly executed, 
and its execution must be free from fraud. More specifi-
cally, the following conditions must be met for the will 
to be valid:

 ▶ Mental capacity. You must be of “sound mind” to 
make a valid will. Generally, mental capacity is pre-
sumed. Setting aside a will requires clear and convinc-
ing proof of mental incapacity, and the burden of 
proof is on the person contesting the will.

 ▶ Freedom of choice. When you prepare and execute 
your will, you must not be under the undue influ-
ence of another person. Threats, misrepresentations, 
inordinate flattery, or physical or mental coercion 
employed to destroy the testator’s freedom of choice 
are all types of undue influence.

 ▶ Proper execution. To be considered properly executed,  
a will must meet the requirements of the state’s wills 
act or its equivalent. It must also be demonstrable that 
it is, in fact, the will of the testator. Most states have 
statutes that spell out who may make a will (generally 
any person of sound mind, age 18 or older, but 14 in 
Georgia and 16 in Louisiana), the form and execution 
the will must have (most states require a will to be in 
writing and to be signed by the testator at the logi-
cal end), and requirements for witnesses. Generally, a 
beneficiary should not serve as a witness.

15-2e Changing or Revoking  
the Will: Codicils
Because a will is inoperative until the testator’s death, 
the testator (only) can change it at any time, as long as he 
or she has the mental capacity. In fact, periodic revisions 
should occur, especially upon these events:

 ▶ His or her (or the beneficiaries’) health or financial 
circumstances change significantly.

 ▶ Births, deaths, marriages, or divorces alter the opera-
tive circumstances.

 ▶ The testator moves to a state other than where the 
will was executed.

 ▶ An executor, trustee, or guardian can no longer serve.

 ▶ Substantial changes occur in the tax law.

Changing the Will A codicil is a simple, often single-
page, document that provides a convenient legal means 

of making minor changes in a will. It reaffirms all the 
existing provisions in the will except the one to be 
changed, and it should be executed and witnessed in the 
same formal manner as a will.

When a will requires substantial changes, a new will 
is usually preferable to a codicil. In addition, if a gift in the 
original will is removed, it may be best to make a new will 
and destroy the old will in order to avoid offending the omit-
ted beneficiary. Sometimes, however, the prior will should 
not be destroyed even after the new will has been made 
and signed. If the new will fails for some reason (because 
of the testator’s mental incapacity, for example), then the 
prior will may qualify. Also, a prior will could help prove a 
“continuity of testamentary purpose”—in other words, that 
the latest will (which may have provided a substantial gift 
to charity) continued an earlier intent and wasn’t an after-
thought or the result of an unduly influenced mind.

Revoking the Will A will may be revoked either by the 
testator or automatically by the law. A testator can revoke 
a will in one of four ways:

1. Making a later will that expressly revokes prior wills.

2. Making a codicil that expressly revokes all wills 
before the one being modified.

3. Making a later will that is inconsistent with a former will.

4. Physically mutilating, burning, tearing, or defacing 
the will with the intention of revoking it.

The law automatically modifies a will under cer-
tain circumstances, which vary from state to state 
but gen erally deal with 
divorce, marriage, birth 
or adoption, and mur-
der. In many states, if a 
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codicil a document that legally 
modifies a will without revoking it
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testator becomes divorced after making a will, all pro-
visions in the will relating to the spouse become inef-
fective. If a testator marries after making a will, the 
spouse receives that portion of the estate that would 
have been received had the testator died without a 
valid will. If a testator did not provide for a child born 
or adopted after the will was made (unless it appears 
that such lack of provision was intentional), the child 
receives that share of the estate not passing to the tes-
tator’s spouse that would have been given to him or 
her had the deceased not had a will. Finally, almost all 
states have some type of slayer’s statute that forbids a 

person who commits murder from acquiring property 
as the result of the crime.

15-2f Safeguarding the Will
In most cases, you should keep your original will in a safe-
deposit box, with copies in a safe and accessible place at 
home and with the attorney who drafted it. If each spouse 
has a separate safe-deposit box, then the couple may want to 
keep their wills in each other’s boxes. Some states provide for 
lodging of the will, a mechanism for filing and safekeeping it 
in the office of the probate court (also called orphan’s or sur-
rogate’s court), which satisfies the need to safeguard the will.

CHOOSING THE BEST EXECUTOR FOR AN ESTATE

While many people know having a will is important, few 
appreciate the importance of choosing the best execu-
tor to distribute their assets to heirs, pay off their final 
debts, and manage their affairs at the end of their life. 
The best executor assures that loved ones receive their 
intended inheritance without unreasonable delays, tax 
problems, or the contesting of the will. Choosing the 
best executor requires an understanding of what ex-
ecutors do. Here are the key steps taken by an effective 
executor.

 ● Open the Estate. The executor files the paperwork that 
begins the process of probating the will. The executor 
also notifies creditors and other interested parties who 
may have a right to make a claim against the estate.

 ● Collect Assets. The executor makes an inventory of 
the assets belonging to the deceased. This includes 
any owned property, personal effects, and all bank, 
brokerage, and retirement accounts. 

 ● Manage the Estate. The executor uses estate funds 
to pay outstanding bills and collects any money 
owed to the deceased. If a business is involved, the 
executor will observe the provisions of the will con-
cerning asset purchases and sales, paying payroll, 
and the like.

 ● Handle Taxes. The executor typically has an attor-
ney or an accountant calculate any estate taxes, file 
the estate tax return, and pay any taxes due. The  

final ordinary state and federal taxes are also filed 
and paid by the executor.    

 ● Close the Estate. The executor proves to the pro-
bate court that all potential creditors have been 
notified of the death. It must also be proven that 
all bills and taxes due have been paid and a thor-
ough accounting must be presented of all income 
earned or disbursements made by the estate.    

 ● Distribute Assets. After the debts have been paid, 
the executor distributes the assets to the heirs as 
directed by the provisions of the will. 

Choosing the Best Person
The executor may have to manage interpersonal con-
flicts among family member or others believing they 
didn’t get an appropriate distribution from the es-
tate. Most people consequently tend to choose family 
members or close friends as an executor. It’s impor-
tant to choose a competent person who has well-de-
veloped “people skills.” It’s comforting to know that an 
executor can always get help from tax and legal pro-
fessionals.   

Yes, wills are important. But it’s also critically impor-
tant to get the best executor who can assure the inten-
tions of the deceased are observed as much as possible. 

Source: Adapted from Glenn Curtis, “How to Choose the Right 
Executor for Your Estate,” https://www.investopedia.com/articles 
/pf/07/executor.asp, accessed November 2018.
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15-2g Letter of Last Instructions
A letter of last instructions is the best way to communi-
cate to others your thoughts and instructions that aren’t 
appropriate to include in a will. It’s typically an infor-
mal memorandum separate from the will. (The letter of 
last instructions should contain no bequests because it 
has no legal standing.) It’s best to make several copies of 
the letter, keeping one at home and the others with the 
estate’s executor or attorney, who can deliver it to benefi-
ciaries at the appropriate time.

A letter of last instructions might provide directions 
regarding such items as:

 ▶ Location of the will and other documents

 ▶ Funeral and burial instructions (often a will is not 
opened until after the funeral)

 ▶ Suggestions or recommendations as to the continua-
tion, sale, or liquidation of a business

 ▶ Personal matters that the testator might prefer  
not be made public in the will, such as statements 
(e.g., comments about a spendthrift spouse or a reck-
less son) that might sound unkind or inconsiderate 
but would be valuable to the executor

 ▶ Recommended legal and accounting services

 ▶ An explanation of the actions taken in the will, 
which may help avoid litigation (for instance, “I 
left only $5,000 to my son, Callum, because …” or 
“I made no provisions for my oldest daughter, Ellie 
because …”)

 ▶ Suggestions on how to divide the personal property

15-2h Administration of an Estate
When people die, they usually own property and owe 
debts and may be owed money by other persons. 
The probate process, similar to that used in liquidat-
ing a business, is often required to settle an estate. A 
local court generally supervises the probate process 
through the decedent’s personal representative—either 
an  executor named in the decedent’s will or, if the 
decedent died without a valid will, through a court-
appointed administrator. The executor or administra-
tor becomes the decedent’s legal representative, taking 
care of such matters as collecting bank accounts and 
money owed the decedent, paying off debts, creating 
clear title to make real estate marketable, and distrib-
uting what’s left to those entitled to it by will or the 
state’s intestate laws. Clearly, an executor should not 
only be familiar with the testator’s affairs but also be 

able to effectively handle the responsibilities of being 
an executor.

15-2i Other Important Estate 
Planning Documents
Several other documents that are useful in protecting your 
family and you include a durable power of attorney for 
financial matters, a living will, a durable power of attorney 
for health care, and an ethical will.

Power of Attorney A durable power of attorney 
for  financial matters allows you to name the person 
(perhaps a spouse or other relative) that you want to 
take over your financial affairs in the event of a serious 
illness. Because this simple document transfers enor-
mous power to your designated appointee, it is impor-
tant to name a qualified, trustworthy person. To make 
it durable—that is, effective even when you are inca-
pacitated—the document must explicitly state that 
your agent’s authority to act on your behalf will con-
tinue during your incapacity. It is also a good idea to 
clear your power of attorney with all brokerage firms 
and mutual funds where you have  accounts.

Living Will Suppose a 
person falls into a coma 
with little or no hope of 
recovery. Without a liv-
ing will or durable power 
of attorney for health 
care to guide them, his 
family could face difficult 
decisions regarding his 
medical care. These doc-
uments specify the medi-
cal care a person wants to 
receive, or not receive, if 
he or she becomes seri-
ously ill and is unable to 
give in  formed consent.

The living will states, 
precisely, the desired treat -
ments and the degree 
to which they are to be 
continued. The document 
must specifically state your 
wishes; otherwise, it might 
be put aside because it is 
too vague.

letter of last instructions an 
informal memorandum that is 
separate from a will and contains 
suggestions or recommendations for 
carrying out a decedent’s wishes

probate process the court-
supervised disposition of a  decedent’s 
estate

executor the personal 
representative of an estate designated 
in the decedent’s will

administrator the personal 
representative of the estate 
appointed by the court if the 
decedent died intestate

durable power of attorney 
for financial matters a legal 
document that authorizes another 
person to take over someone’s 
financial affairs and act on his or her 
behalf

living will a document that 
precisely states the treatments a 
person wants if he or she becomes 
terminally ill
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Durable Power of  At  torney for Health Care  
Many experts recommend a durable power of attor-

ney for health care, 
often called an advanced 
directive for health care, 
instead of a living will. 
The durable power of 
attorney for health care 
authorizes an individual 
(your agent) to make 
health care decisions for 
you if you’re unable to do 
so either temporarily or 
permanently. 

Unlike a living will,  
a durable power of at -
torney for health care 
applies in any case where 
you cannot communi-
cate your wishes, not just 
when you’re terminally 
ill. You should spend 
some time specifying the 
scope of the power and 
instructions for medical 
treatment. Then review 
your thinking with your 
family and the person you 
designate as your agent. 
These documents, held 
by your designated agent 

and your doctor, should make it easier for your family to 
deal with these difficult issues.

Ethical Wills Many people today also prepare an 
 ethical will, sometimes called legacy letter. They are 
informal documents that are usually added to formal 
wills and read at the same time. An ethical will is not 
a legal document and consequently does not distribute 
your material wealth. An ethical will offers a way to 
share your morals, life experiences, family stories and 
history, and more with future generations. Ethical wills 
may be in the form of handwritten letters or essays, 
computer files, videos, or other electronic media. It’s a 
good idea to have your lawyer review your ethical will 
because its interpretation could lead to a challenge of 
your formal will.

15-2j What About Joint 
Ownership?
The two forms of joint ownership—joint tenancy 
or  tenants by the entirety—share the following 
 characteristics:

 ▶ Under the right of survivorship, the interest of 
a decedent passes directly to the surviving joint 
tenant(s)—that is, to the other joint owner(s)—by 
operation of the law and is free from the claims 
of the decedent’s creditors, heirs, or personal 
 representatives. Importantly, this property is not 
included in the probate estate nor is it transferable 
by will.

 ▶ A joint tenancy may consist of any number of 
 persons, who don’t have to be related. A tenancy 
by the entirety can exist only between husband 
and wife.

 ▶ In joint tenancy, each joint tenant can unilaterally 
sever the tenancy, whereas a tenancy by the entirety 
can be severed only by mutual agreement, divorce,  
or conveyance by both spouses to a third party.

 ▶ The co-owners must have equal interests.

Joint tenancy, the more common form of joint owner-
ship, offers a sense of family security, quick and easy 
transfer to the spouse at death, exemption of jointly 
owned property from the claims of the deceased’s 
creditors, and avoidance of delays and publicity in the 
estate settlement process. The key disadvantage of 
joint tenancy is the inability to control jointly owned 
property by a will, so that the first joint owner to die 
cannot control the property’s disposition and manage-
ment on his or her death.
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durable power of attorney 
for health care a written power 
of attorney authorizing an individual 
to make health care decisions on 
behalf of the principal when the 
principal is unable to make such 
decisions. Also called advanced 
directive for health care

ethical will a personal statement 
left for family, friends, and 
community that shares your values, 
blessings, life’s lessons, and hopes 
and dreams for the future. Also 
called legacy letter

right of survivorship the 
right of surviving joint owners 
of property to receive title to the 
deceased joint owner’s interest in 
the property

joint tenancy a type of 
ownership by two or more 
parties, with the survivor(s) 
continuing to hold all such property 
upon the death of one or more of the 
owners

tenancy by the entirety a 
form of ownership by husband and 
wife, recognized in certain states, in 
which property automatically passes 
to the surviving spouse

416 PART SIX:  Retirement and Estate Planning

33609_ch15_ptg01.indd   416 20/12/18   9:39 PM



You should also be familiar with two other forms 
of ownership: tenancy in common and community 
 property.

Tenancy in Common Under a tenancy in common, 
there is no right of survivorship, and each co-owner can 
leave his or her share to whomever he or she desires. 
Thus, the decedent owner’s will controls the disposition 
of the decedent’s partial interest in the asset. Unlike joint 
tenancy, where all interests must be equal, tenancy in 
common interests can be unequal; hence, a property 
owned by three co-owners could be apportioned such 
that their respective shares are 50 percent, 30 percent, 
and 20 percent of the property.

Community Property Community property, a form 
of marital ownership found primarily in Southwestern 
states, is all property acquired by the effort of either 
or both spouses during marriage while they reside in 
a community property state. For example, wages and 
commissions earned and property acquired by either 
spouse while living in a community property state are 
automatically owned equally by both spouses, even if 
only one was directly involved in acquiring the addi-
tional wealth. Property acquired before marriage or by 
gift or inheritance can be maintained as the acquiring 
spouse’s separate property. Each spouse can leave his or 
her half of the community property (property included 
in the probate estate) to whomever he or she chooses, 
so there’s no right of survivorship inherent in this form 
of ownership.

15-3 TRUSTS
LO3 Trusts facilitate the transfer of property and the 
income from that property to another party. A trust is a 
legal relationship created when one party, the grantor 
(also called the settlor, 
trustor, or creator), trans-
fers property to a second 
party, the trustee (an 
organization or individ-
ual), for the benefit of 
third parties, the benefi-
ciaries, who may or may 
not include the grantor. 

The property placed 
in the trust is called trust 
principal or res (pro-
nounced “race”). The 
trustee holds the legal 
title to the property in the 
trust and must use the 
property and any income 
that it produces solely for 
the benefit of trust benefi-
ciaries as specified by the 
grantor.

A trust may be liv-
ing (funded during the 
grantor’s life) or tes-
tamentary (created in 

EXAMPLE: Disadvantage of Joint Tenancy with 
the Right of Survivorship  A father who has two 
unmarried children—a daughter with whom he has a 
good relationship, and an estranged son—purchases 
property and places it in his own and his daughter’s 
name as joint tenants. The father has a will that leaves 
everything he has to his daughter and specifically dis-
inherits his son. The daughter has no estate planning 
documents. 

While traveling together, the father is killed in a car 
accident and the daughter is severely injured. She never 
fully recovers and dies two months later. At her death, 
intestate, her estate will likely pass to her brother. Had 
her father held the property in his name only, he could 
have stipulated in his will a longer survivorship require-
ment (say, six months) with a provision that, in the 
event his daughter did not survive that period, there 
would be an alternative disposition (e.g., to a charity).
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tenancy in common a form 
of co-ownership under which there 
is no right of survivorship and each 
co-owner can leave his or her share to 
whomever he or she desires

community property all marital 
property co-owned equally by both 
spouses while living in a community 
property state

trust a legal relationship created 
when one party transfers  property to 
a second party for the benefit of third 
parties

grantor a person who creates 
a trust and whose property is 
transferred into it. Also called settlor, 
trustor, or creator

trustee an organization or individual 
selected by a grantor to manage and 
conserve property placed in trust for 
the benefit of the beneficiaries

beneficiaries those who receive 
benefits—property or income—
from a trust or from the estate of 
a decedent. A grantor can be a 
beneficiary of his own trust
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a will and funded by the probate process). It may be 
revocable or irrevocable. The grantor can regain prop-
erty placed into a revocable trust and alter or amend the 
terms of the trust. The grantor cannot recover property 
placed into an irrevocable trust during its term.

15-3a Why Use a Trust?
Trusts are designed for various purposes. The most 
common motives are to attain income and estate tax 
savings and to manage and conserve property over a 
long period.

Income and Estate Tax Savings Under certain cir-
cumstances, a grantor who is a high-bracket taxpayer can 
shift the burden of paying taxes on the income produced 
by securities, real estate, and other investments to a trust 
itself or to its beneficiary, both of whom may be subject 
to lower income tax rates than the grantor. Impressive 
estate tax savings are possible because the appreciation 
in the value of property placed into such a trust can be 
entirely removed from the grantor’s estate and possibly 
benefit several generations of family members without 
incurring adverse federal estate tax  consequences.

Managing and Conserving Property The trustee 
assumes the responsibility for managing and conserv-
ing the property on behalf of the beneficiaries. Manage-
ment by the trustee is sometimes held in reserve in case 
a healthy and vigorous individual is unexpectedly inca-
pacitated and becomes unable or unwilling to manage 
his or her assets.

15-3b Selecting a Trustee
Five qualities are essential in a trustee. He or she must:

1. Possess sound business knowledge and judgment.

2. Have an intimate knowledge of the beneficiary’s 
needs and financial situation.

3. Be skilled in investment and trust management.

4. Be available to beneficiaries (specifically, the 
trustee should be young enough to survive the 
trust term).

5. Be able to make decisions impartially.

A corporate trustee, such as a trust company or bank 
that has been authorized to perform trust duties, may be 
best able to meet these requirements. On the other hand, 

WHY SET UP A TRUST?

Consider the key reasons for using trusts. 

 ● Avoid probate. A trust may be used to avoid the 
probate process, which can cost as much as 5 per-
cent of the value of an estate. However, the costs 
of setting up a trust should be compared with the 
expected cost of probate. It’s important to keep in 
mind that a probated will is a public document and 
trusts offer greater privacy.

 ● Protection in old age and disability. You can set 
up a trust, name yourself as beneficiary, and then 
name yourself and another person as trustees. If 
you become gravely ill or mentally incapacitated, 
the other trustee can manage your assets and dis-
tribute them as you direct in the trust arrangement.

 ● Provide for minors and young adults. A trust may 
be used to leave assets to minors and young adults. 
The trustee will manage the trust until the beneficiary  
reaches the age that you designate is old enough to 
handle the assets responsibly.

 ● Avoid estate taxes. You can set up a trust to trans-
fer assets to an irrevocable trust to avoid estate 
taxes. These assets are not included in your gross 
estate. However, it’s important that the grantor 
trust is not also a beneficiary or there will be limits 
on distributions to shield from taxation. The pos-
sibility of gift taxes must be considered. And plan-
ning must recognize that if a grantor transfers a 
life insurance policy to an irrevocable trust within 
three years before the grantor’s death, the policy 
may well be included in the estate.

 ● Reduce income taxes. Certain types of trusts may 
be used to transfer income to heirs in a lower income 
tax bracket, which can reduce overall taxes.

 ● Benefit charity. You can transfer assets to a trust, 
receive income from the trust, and distribute the 
assets to a charity upon death. Thus, trusts may be 
used to provide income and estate tax benefits to 
support your favorite charity.
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a corporate trustee may charge high fees or be overly con-
servative in investments, be impersonal, or lack familiar-
ity with and understanding of family problems and needs. 
Often a compromise involves appointing one or more 
individuals and a corporate trustee as co-trustees.

15-3c Common Types 
and Characteristics of Trusts
Although there are various types of trusts, the most com-
mon ones are the living trust, the testamentary trust, 
and the irrevocable life insurance trust, each of which 
is described in the following sections. Exhibit 15.4 
describes seven other popular trusts.

Living Trusts A living (inter vivos) trust is one created 
and funded during the grantor’s lifetime. It can be either 

revocable or irrevocable and can last for a limited period 
or continue long after the grantor’s death.

Revocable Living Trust The grantor reserves the right 
to revoke the trust and regain trust property in a revoca-
ble living trust. For federal income tax purposes, grant-
ors of these trusts are treated as owners of the property 
in the trust, and are there-
fore taxed on any income 
produced by the trust.

Revocable living trusts  
have three basic advantages:

1. Management continu-
ity and income flow 
are ensured even after 
the grantor’s death. No 

Exhibit 15.4

Seven Popular Trusts
Trusts shift assets (and thus appreciation) out of one’s estate while retaining some say in the future use of the assets. The drawback is that 
trusts can be cumbersome and expensive to arrange and administer. Here are brief descriptions of seven popular trusts:

 ● Credit shelter trust. The most common tax-saving trust for estate planning; couples with combined assets worth more than the 
applicable exclusion amount (AEA) can gain full use of each partner’s exclusion by having that amount placed in a bypass trust—that 
is, one that bypasses the surviving spouse’s taxable estate. It’s called a credit shelter trust because, when one spouse dies, the trust 
receives assets from the decedent’s estate equal in value to the estate AEA. So if the first death occurred in the year 2018, then the trust 
would be funded with assets worth exactly $11,180,000. This trust does not qualify for the marital deduction, but no tax is due because 
the tentative tax is equal to the available unified credit. The surviving spouse is usually given the right to all the trust income and, in an 
emergency, even has access to the principal. When the surviving spouse dies, the credit shelter trust is not included in his or her estate 
regardless of the trust’s value, so it avoids having to pay a tax at both deaths.  With the addition of the “portability” provision (discussed 
in this chapter), the need and usefulness of the credit shelter trust is less.

 ● Qualified terminable interest property (QTIP) trust. Usually set up in addition to a credit shelter trust to ensure that money 
stays in the family; it receives some or all of the estate assets over the applicable exclusion amount ($11,180,000 in 2018). Assets left 
outright to a spouse who remarries could be claimed by the new spouse. The survivor receives all income from the property until 
death, when the assets go to the persons chosen by the first spouse to die. Estate taxes on QTIP trust assets can be delayed until the 
second spouse dies. It is also useful for couples with children from prior marriages because the QTIP property can be distributed to the 
children of the grantor spouse only after the death of the surviving spouse; hence, the survivor benefits from the trust’s income, and the 
deceased spouse’s children are assured that they will receive the remainder of the QTIP trust eventually.

 ● Special needs trust. An irrevocable trust established for the benefit of a person with disabilities. It is designed to provide extra help 
and life enrichment without reducing state and federal government help to the beneficiary.

 ● Minor’s section 2503(c) trust. Set up for a minor, often to receive tax-free gifts; however, assets must be distributed to the minor 
when he or she turns 21.

 ● Crummey trust. Named after the first person to successfully use this trust structure, this is used to make tax-free gifts up to the 
annual exclusion amounts to children; unlike a minor’s section 2503(c) trust, these funds need not be distributed before age 21. However, 
the beneficiary can withdraw the funds placed into the trust for a limited time (e.g., for up to 30 days), after which the right to make a 
withdrawal ceases.

 ● Charitable lead (or income) trust. Pays some or all of its income to a charity for a period of time, after which the property is 
distributed to noncharitable beneficiaries; the grantor receives an immediate income tax deduction based on expected future payout 
to charity. If the grantor’s children are the so-called remaindermen of the trust, then the value of the gift for gift or estate tax purposes is 
greatly reduced because their possession and enjoyment of the trust assets is delayed until the charitable interest terminates.

 ● Charitable remainder trust. Similar to a charitable lead trust, except that income goes to taxable beneficiaries (e.g., the grantor or 
the grantor’s children) and the principal goes to a charity when the trust ends; the grantor gets an immediate income tax deduction 
based upon the value of the remainder interest that is promised to the charity.

living (inter vivos) trust a 
trust created and funded during the 
grantor’s lifetime

revocable living trust a trust in 
which the grantor reserves the right 
to revoke the trust and regain trust 
property. The grantor can serve as the 
initial trustee
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probate is necessary because the trust continues to 
operate after the death of the grantor just as it did 
while he or she was alive.

2. The trustee assumes the burdens of investment 
decisions and management responsibility. For 
example, an individual may want to control 
investment decisions and management policy as 
long as he or she is alive and healthy but sets up 
a trust to provide backup help in case he or she 
becomes unable or unwilling to continue manag-
ing the assets.

3. The details of the estate plan and the value of assets 
placed into the trust do not become public knowl-
edge, as they would during the probate process.

The principal disadvantages of these trusts include 
the fees charged by the trustee for managing the prop-
erty placed into the trust and the legal fees charged for 
drafting the trust instruments.

Irrevocable Living Trust Grantors who establish an 
irrevocable living trust relinquish title to the property 
that they place in it and give up the right to revoke or 

terminate the trust. Such 
trusts have all the advan-
tages of revocable trusts 
plus the potential for 
reducing taxes. Disad-
vantages of such a trust 
relate to the fees charged 
by trustees for managing 
assets placed into it, pos-
sible gift taxes on assets 
placed into it, and the 
grantor’s forfeiture of the 
right to alter the terms of 
the trust as circumstances 
change.

Living Trusts and Pour- 
Over Wills A will can be 
written so that it “pours 
over” designated assets 
into a previously estab-
lished revocable or irre-
vocable living trust. The 
trust may also be named 
the beneficiary of the 
grantor’s insurance poli-
cies. The pour-over will 
generally contains a provi-
sion passing the estate—
after debts, expenses, 

taxes, and specific bequests—to an existing  living trust, 
ensuring that property left out of the living trust will make 
its way into the trust (i.e., “pour over” into it). Such an 
arrangement provides for easily coordinated and well- 
administered management of estate assets.

Testamentary Trust A trust created by a decedent’s 
will is called a testamentary trust. Such a trust comes 
into existence only after the will is probated and a court 
order directs the executor to transfer the property to the 
trustee in order to fund the trust. The revocable living 
trust and the testamentary trust can have pretty much 
the same terms and long-range functions—for example, 
providing for asset management for the trustor’s family 
long after the trustor has died. Indeed, the two main 
differences are: (1) only the living trust provides for 
management when and if the trustor becomes incapaci-
tated; and (2) the living trust is funded by transfers to 
the trustee by assignment or deed during the trustor’s 
life, whereas the funding mechanism for the testamen-
tary trust is a court order distributing the property to the 
trustee at the end of the probate process.

Irrevocable Life Insurance Trust A wealthy individual  
might want to establish an irrevocable life  insurance 
trust in which the major asset of the trust is life insur-
ance on the grantor’s life. To avoid having the proceeds of 
the policy included in the grantor’s estate, the indepen-
dent trustee usually acquires the policy on the life of the 
wealthy person and names the trustee as the beneficiary. 
The terms of the trust enable the trustee to use the pro-
ceeds to pay the grantor’s estate taxes, to take care of the 
grantor’s spouse and children, and probably eventually to 
distribute the remainder of the proceeds to the children 
or other beneficiaries as specified in the trust document.

15-4    fEDERAL UNIfIED  
TRANSfER TAxES

LO4 The federal unified transfer tax is a tax on the 
right to transfer property from one individual to another.  
The tax affects two types of transfers: transfer by gift, 
referred to as the gift tax; and transfers through the  
estate, referred to as the estate tax. The tax base for both 
transfers is the fair market value of the property that is 
transferred. The amount that can pass tax-free, called 
the applicable exclusion amount (AEA), is $11,180,000 
in 2018. In addition, taxable gifts are reduced by an 
annual exclusion of $15,000 (in 2018) per donee. This 
is adjusted by inflation, if present, each  year. Thus, 

irrevocable living trust a trust 
in which the grantor gives up the 
right to revoke or terminate the trust

pour-over will a provision in a will 
that provides for the passing of the 
estate—after debts, expenses, taxes, 
and specific bequests—to an existing 
living trust

testamentary trust a trust 
created by a decedent’s will and 
funded through the probate process

irrevocable life insurance  
trust an irrevocable trust in which 
the major asset is life insurance on 
the grantor’s life

federal unified transfer tax a 
tax on the right to transfer property 
from one individual to another

gift tax a tax levied on the value 
of certain gifts made during the 
giver’s lifetime

estate tax a tax levied on the 
value of property transferred at the 
owner’s death

applicable exclusion amount  
(AEA) credit given to each person 
that can be applied to the amount 
of federal estate tax owed by that 
person at death. In 2018, the AEA was 
$11,180,000 per spouse.
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combined transfers of $11,180,000 plus 
the annual gift tax exclusion are not 
subject to the federal transfer tax. If 
the taxpayer is married, then the two 
married taxpayers each have an AEA of 
$11,180,000, or a total of $22,360,000, 
before any tax applies. The tax rate 
for gifts and estates is specified by the  
unified rate schedule (see the grad-
uated table of rates in Exhibit 15.5). 
Also, when the first spouse dies, if 
the executor so elects on the estate 
tax return, then any unused applicable 
exclusion amount will carry over to the 
other spouse. This is referred to as 
the portability of the unified 
transfer tax credit.

The applicable exclusion 
amount is high enough to remove 
transfer taxes from the concerns of estate planning for 
the middle-income taxpayer. For the upper-income tax-
payer, however, the transfer tax is a major concern. For 
example, if a couple has a taxable estate of $30,000,000, 
then the transfer tax due is $3,110,200. That is a signifi-
cant concern. The remainder of this section addresses 
these issues.

15-4a Gifts and Taxes
The transfer tax applies to the fair mar-

ket value of property transferred 
to a donee less the amount of 
compensation given to the donor. 
To determine the taxable gift, this 
amount is reduced by the annual 
exclusion ($15,000 in 2018). The 
annual exclusion applies to each 
donee who is given gifts. Thus, 
if the taxpayer gave three people 
$10,000 each, none of the trans-
fers would be subject to the gift 
tax because the annual exclusion 

reduces each taxable gift to $0. The 
one requirement is that the transfer be 
a gift of present interest, not of a future 
interest. A typical example of the latter 

is the transfer of money to a trust with the provision 
that the trust’s beneficiary 
must be 30  before with-
drawing funds from the 
trust. This beneficiary has 
only a future interest, not a 
 present interest.

Exhibit 15.5

Federal Unified Transfer Tax Rates
This unified rate schedule defines the amount of federal gift and estate taxes that estates of various sizes would have to pay; 
it incorporates the rates passed in the American Taxpayer Relief Act of 2012, signed into law on January 2, 2013. Estates and 
gifts under the exclusion amount pay no federal tax. The estate exclusion amount increased annually from $2,000,000 in 2006 
to $11,180,000 in 2018 (see Exhibit 15.6). From 2009 to 2018, the top tax rates decreased from 45 percent to 40 percent.

Taxable Estate Value Tentative Tax

More Than But Not More Than Base Amount + Percent On Excess Over

$      0 $  10,000 $     0

10,000 20,000  1,800 20% $  10,000

20,000 40,000 3,800 22 20,000

40,000 60,000  8,200 24 40,000

60,000 80,000 13,000 26 60,000

80,000 100,000  18,200 28 80,000

100,000 150,000 23,800 30 100,000

150,000 250,000  38,800 32 150,000

250,000 500,000 70,800 34 250,000

500,000 750,000  155,800 37 500,000

750,000 1,000,000 248,300 39 750,000

1,000,000  345,800 40 1,000,000

Source: Internal Revenue Code, Section 2001.

Ninell/Shutterstock.com

unified rate schedule a 
graduated table of rates applied to 
all taxable transfers; used for both 
federal gift and estate tax purposes
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There are two major exceptions to the present 
interest rule. Transfers to a minor trust—that is, a trust 
that holds the property until the minor is 21—qualify for 
the annual exclusions. A second exception is the Crum-
mey provision, which provides for withdrawal rights to 
the beneficiary for a specified period (e.g., 30 days). If 
the beneficiary does not ask for a withdrawal in that time 
period, the property must remain in the trust until it can 
be distributed according to the trust terms. Thus, with 
the Crummey withdrawal right, transfers to the trust 
are considered a present interest and will qualify for the 
annual exclusion to the extent of the withdrawal right.

An essential first step to estate planning is mak-
ing annual gifts to your potential heirs. Giving  

gifts reduce the taxable 
estate in two ways. First,  
any future appreciation 
of the gifted property is 
excluded from the estate 
because the decedent 
does not own the prop-
erty on the date of death. 
Second, if the gift is so 
large that taxes are due, 
the money used to pay 
the tax is also removed 

from the estate. (There is an exception for gift taxes paid 
within three years of death.)

Another consideration when making gifts is their 
impact on the income taxes of the donee. If the gifted 
property is to be sold by the donee for a gain, it should 
be noted that property received by gift has a tax basis 
equal to its basis in the hands of the donor (i.e., a car-
ryover basis). Property that is inherited has a basis equal 
to the fair market value at the date of death. For exam-
ple, assume that a taxpayer owns a beach house that was 
purchased for $100,000 in 1990 and now has a value of 
$600,000. If the beach house is gifted, the basis to the 
donee will be $100,000; if passed through the estate, its 
basis to the heir will be $600,000. So long as the property 
is not sold or depreciated, the basis really does not matter. 
However, if it is sold, then there is a difference in income 
tax of $100,000 (20 percent capital gains rate multiplied 
by the difference in basis or $500,000) between receiv-
ing the property by gift rather than through the estate.

15-4b Is It Taxable?
 Not everything that’s transferred by an individual is sub-
ject to a gift tax. Annual exclusions, gift splitting, chari-
table deductions, and marital deductions are all means of 
reducing the total amount for tax purposes.

Exhibit 15.6

Unified Credits and Applicable Exclusion Amounts for Estates  
and Gifts
On January 2, 2013, the American Taxpayer Relief Act of 2012 was signed into law. The major features of the Act were to make 
the estate tax rate 40 percent, to make the annual adjustment to the applicable exclusion amount permanent, and to make the 
portability of the unified transfer tax credit permanent. The Tax Cut and Jobs Act of 2017 increased the applicable exclusion amount 
to $11,180,000. This table shows the recent history of the unified credits and applicable exclusion amounts.

Year
Unified Tax  

Credit—Estates
Applicable Exclusion  

Amount—Estates
Unified Tax  

Credit—Gifts
Applicable Exclusion  

Amount—Gifts

2008 $780,800 $2,000,000 $345,800 $1,000,000

2009 $1,455,800 $3,500,000 $345,800 $1,000,000

2010 Estate tax repealed for 2010 $330,800 $1,000,000

2011 $1,730,800 $5,000,000 $1,730,800 $5,000,000

2012 $1,772,800 $5,120,000 $1,772,800 $5,120,000

2013 $2,045,800 $5,250,000 $2,045,800 $5,250,000

2014 $2,081,800 $5,340,000 $2,081,800 $5,340,000

2015 $2,117,800 $5,430,000 $2,117,800 $5,430,000

2016 $2,125,800  $5,340,000 $2,125,800 $5,340,000

2017 $2,141,800 $5,490,000 $2,141,800  $5,490,000

2018 $4,417,800 $11,180,000 $4,417,800 $11,180,000

Source: Internal Revenue Service.

annual exclusions under the 
federal gift tax law, the amount that 
can be given each year without being 
subject to gift tax—for example, 
$14,000. This amount is indexed for 
inflation

gift splitting a method of 
reducing gift taxes; a gift given by one 
spouse, with the consent of the other 
spouse, can be treated as if each had 
been given one-half of it
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 ▶ Annual exclusions: The gift tax law allows a person 
to give gifts up to a specified annual amount per 
calendar year—$15,000 in 2018—to any number of 
recipients. For example, a person could give gifts of 
$15,000 each to 30 individuals, for a total of $450,000, 
without using up any of the recipient’s AEA (and, of 
course, without paying any gift tax). Furthermore, the 
ability to give tax-free gifts of $15,000 renews annually. 
This annual exclusion applies only for gifts given with 
“no strings attached” and generally only if the recipi-
ent is given a “present interest” in the gift, as discussed 
previously. It should be noted that if the gift is over the 
annual exclusion, a gift tax return (Form 709) must be 
filed even though there is no tax due after applying 
the uniform transfer tax (UTT) credit. 

 ▶ Marital deduction. Transfers between spouses, 
either by gift or through the estate, are generally not 
subject to tax because of the marital deduction. The 
marital deduction is the fair market value of property 
transferred between a married couple minus the 
annual exclusion. The one potential issue is that the 
receiving spouse must have a terminable interest 
in the property. This means that, upon her (or his, 
the second to die) death, the property must be in 
her estate and subject to tax—although it may not 
be taxed because of the transfer tax credit or other 
deductions.

 ▶ Gift splitting. Recall that donors may make gifts 
up to the annual exclusion ($15,000 in 2018) with 
no tax impact. Thus, a husband and wife may give 
a total of $30,000 to a single donee and incur no 
tax. Sometimes it is convenient for only one of the 
spouses to transfer property to a single donee. If 
the amount is over the annual exclusion, it may 
be taxable. In such cases, the donor’s spouse may 
elect to split the donation of a gift. Thus, two annual 
exclusions apply and each spouse’s unified transfer 
tax credit will apply to the transfer. Because this 
election by the spouse must be reported, gift tax 
returns must be filed.

 ▶ Charitable contributions. Many estate plans include 
a provision for charitable contributions. Transfers to 
charities are not subject to tax because of the deduc-
tion for charitable contributions. Once the decision 
has been made to make charitable contributions, 
the issue becomes whether to give now (during life) 
or later (at death) through bequests from the estate. 
There are many advantages to  giving now rather than 
later. A lifetime gift results in an income tax deduc-
tion (a tax savings of 37 percent at the top 2018 rate). 
In addition, such gifts are removed from the estate 

and so there is an estate tax saving (40 percent top 
2018 rate). Finally, a lifetime gift allows the donor to 
observe the effect of the gift on the charitable orga-
nization and to receive psychic income in the form of 
gratitude or other recognition. Another consideration 
is the need of funds for living. Obviously, you can-
not give so much of your wealth to charity that you 
no longer have enough to live on. You must provide 
for  yourself and your family before charity. However, 
most large estates are able and desire to give chari-
table gifts.

15-4c Reasons for Making 
Lifetime Gifts
Gift giving is the number one component of an estate 
plan. The reasons for its importance are listed here:

 ▶ Gift tax annual exclusion. As noted earlier, gifts up 
to the annual exclusion ($15,000 in 2018) may be 
transferred with no tax impact.

 ▶ Gift tax exclusion escapes estate tax. Property that 
qualifies for the annual exclusion is not taxable and 
thus is free from gift and estate taxes. Regardless of 
a gift’s size—and even if it’s made within three years 
of the donor’s death—it’s typically not treated as part 
of the donor’s estate.

 ▶ Impact of marital deduction. The transfer tax mari-
tal deduction allows one spouse to give the other 
spouse an unlimited amount of property entirely 
transfer tax free. 

 ▶ Charitable contributions given during life provide a 
current tax deduction and remove the property from 
the estate for a future estate tax reduction.

 ▶ If property is expected to appreciate in value, transfer-
ring now, before that appreciation is realized, will reduce 
the amount of transfer tax assessed on the property.

EXAMPLE: Excluding Appreciated Value from  
an Estate  Suppose Felipe gives his son, Ian, a gift of 
stock worth $35,000 in 2018. When Felipe dies two 
years later, the stock is worth $60,000. The amount sub-
ject to transfer taxes in 2018 will be $20,000 ($35,000 2  
$15,000)—the adjusted taxable gift amount. None of 
the subsequent appreciation is subject to the gift or 
estate tax.

 ▶ The joy of seeing others enjoy your wealth creates 
psychic income that will brighten your days.
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15-5   cALcULATING  
ESTATE TAxES

LO5 Federal estate taxes are levied on the transfer of 
property at death, so one goal of effective estate plan-
ning is to minimize the amount of estate taxes paid. 
The tax is based on the value of the property that the 
deceased transfers (or is deemed to transfer) to oth-
ers. The  phrase “is deemed to transfer” is important 
because the estate tax applies not only to transfers that 
a deceased actually makes at death, but also to certain 
transfers made during the person’s  lifetime—called 
lifetime gifts. For example, if the owner-insured gives 
away his or her life insurance policy within three years 
of his or her death, the proceeds will be included in the 
insured’s gross estate.

EXAMPLE: Use of Life Insurance in an Estate  In 
2018, two years before her death, Samantha, gave her 
daughter, Ashley, a $1 million term insurance policy on 
Samantha’s life. At the time of the gift, Samantha was 
in good health, and the value of the term insurance 
policy for gift tax purposes was clearly less than the 
$15,000 annual exclusion amount. Therefore, Saman-
tha did not have to file a gift tax return. But because 
Samantha died within three years of gifting the life 
insurance policy, the $1 million payout is included in 
her gross estate for estate tax purposes. Had Saman-
tha outlived the transfer by more than three years, the 
proceeds would not have been included in her gross 
estate.

15-5a Computing Federal 
Estate Tax
The computation of federal estate taxes involves six steps:

1. Determine the gross estate, the fair market value of all 
property in which the decedent had an interest and 
that is required to be included in the estate.

2.  Find the adjusted gross estate by subtracting from  the 
gross estate any allowable funeral and administra-

tive expenses, debts, 
and other expenses, 
such as legal and ac-
counting fees, incurred 
during administration.

3. Calculate the taxable estate by subtracting any al-
lowable marital deduction or charitable deduction 
from the adjusted gross estate.

4. Compute the estate tax base. After determining the 
value of the taxable estate, any “adjusted taxable 
gifts” (i.e., gifts above the annual exclusion) made 
after 1976  are added to the taxable estate. The 
unified tax rate schedule, shown in Exhibit 15.5, 
is used to determine a tentative tax on the estate 
tax base.

5. After finding the tentative tax, subtract both the 
gift taxes the decedent paid (computed at the cur-
rent tax rate, which could be lower than the rate 
when the tax was paid) on the adjusted taxable 
gifts and the unified tax credit ($4,417,800 in 
2018). The result is the total death taxes.

6. Determine the federal estate tax due. Some estates 
will qualify for additional credits, which are fairly 
rare but when available result in a dollar-for-dollar 
reduction of the tax. After reducing the total 
death taxes by any eligible credits, the federal 
estate tax due is payable by the decedent’s execu-
tor, generally within nine months of the dece-
dent’s death.

You can use Worksheet 15.1 to estimate federal 
estate taxes. The worksheet depicts the computa-
tions for a hypothetical situation involving a death in 
2018, when the $11,180,000 estate AEA applies. Note 
that the AEA is not subtracted from the gross estate. 
The worksheet is useful in following the flow of dol-
lars from the gross estate to the federal estate tax due. 
The worksheet factors the unified credit for the year 
2018 into the calculation at line 9b. The $4,417,800 
shown on that line is equal to the tentative tax on an 
estate tax base of $11,180,000, the AEA. Note that if 
the taxpayer is a surviving spouse, and his wife elected 
the portability provision, then the amount of uniform 
transfer tax credit is $8,835,600 less the credit used 
by his wife, the first-to-die spouse. If the tentative tax 
shown on line 8 is less than the unified credit available 
for the decedent’s year of death, then no federal estate 
tax is due, nor is there any refund.

15-6  ESTATE PLANNING TEcHNIqUES
LO6 Estate planning is the process of developing a 
plan to administer and distribute your estate after your 
death, in a manner consistent with your wishes and the 
needs of your survivors, while minimizing taxes. The 

unified tax credit the credit 
that can be applied against the 
tentative tax on the estate  
tax base
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This worksheet is useful in determining federal estate tax due. Note that taxes are 
payable at the marginal tax rate applicable to the estate tax base (line 7), which is the 
amount that exists before the tax-free exclusion is factored in by application of the 
unified credit.

wORkSHEET 15.1  ComPuting FEdEral EstatE tax duE

Wyatt Lane 9/5/2018

15,600,000

10,000

75,000

125,000

0

0

180,000

210,000

15,390,000

180,000

15,210,000

0

15,210,000

6,029,800

4,417,800

4,417,800

1,612,000

1,612,000

0

0

COMPUTING FEDERAL ESTATE TAX DUE

Line Computation Item Total AmountAmount

Name

1
2

3
4

5
6
7
8
9

10

Subtract sum of:

Result:
Subtract sum of:

Result:
Add:
Result:
Compute:
Subtract sum of:

Result:

Gross estate
(a) Funeral expenses
(b) Administrative expenses
(c) Debts
(d) Other expenses
       Total
Adjusted gross estate
(a) Marital deduction
(b) Charitable deduction
       Total
Taxable estate
Adjusted taxable gifts (post-1976)
Estate tax base
Tentative tax on estate tax basea

(a) Gift tax payable on post-1976 gifts      $
(b) Unified tax creditb

       Total
Total estate taxesc

11 Subtract: Other credits
12 Result: Federal estate tax due

$

$

$
$
$
$

$

$
$

$

Date

$

aUse Exhibit 15.5 to calculate the tentative tax.
bUse Exhibit 15.6 to determine the appropriate unified credit.
cNote that the tax amount shown on line 7 is a significant number because most states use the same estate
tax base that is used for the federal tax.

(                         )

(                         )

(                          )

(                          )

primary taxes to consider are the income tax, the gift tax, 
and the estate tax. In developing a plan to distribute your 
estate, these three taxes must be taken into account. As 
noted earlier, in 2018 the applicable exemption amount 
is $11,180,000, with a portability feature that allows the 
surviving spouse to use the unified transfer tax credit 
not used by the deceased spouse. For a married couple, 
then, there is no transfer tax until $22,360,000 is trans-
ferred. In  this section we discuss common estate plan-
ning techniques.

15-6a Gift Giving Program
With the annual exclusion of $15,000 and the ability to 
split gifts, a married couple may transfer $30,000 per 
year per donee. Giving gifts reduces the transfer tax and 
gives added joy to the donor. When selecting the prop-
erty to give, the impact on income tax must be consid-
ered. Recall that the basis of gifted property is typically 
the cost of the property to the donor and that the basis 
of inherited property is the fair market value reported on 
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the estate tax return. So if the property 
is expected to be sold, then there will be 
a higher gain for income tax purposes 
if the property is gifted (though only at 
the capital gains tax rate, at 20 percent 
in 2018 for taxpayers in the 37 percent 
bracket) than if the property is trans-
ferred at death through the estate. 

If the transfer will result in transfer taxes being paid, 
then the 40  percent transfer tax that applies to the entire 
value of the gifted 
property trans-
ferred will prob-
ably be greater than the 
associated income tax that 
applies only to the gain from the 
gifted property. In this case, it would be 
better to gift the property early, when the 
value is relatively low, even though the donee 
will have to pay tax on the gain when the property 
is sold.

15-6b Use of the Unified 
Transfer Tax Credit
Prior to 2011, the unified transfer tax (UTT) credit 
was unique to the individual. Thus, if an individual 
did not use it, he or she would lose it. Beginning 
in 2011, Congress added portability to the credit, 
which allows the surviving spouse to use the unused 
deceased spouse’s UTT credit. Prior to the porta-
bility rule, estates used a credit shelter trust (dis-
cussed in Exhibit 15.4) to achieve the same  results.

15-6c Charitable 
Contributions
If the taxpayer desires to make charitable contribu-
tions, the question to answer is whether the contribution 
should be made now (during life) or later (at death). If 
made now, the taxpayer gets an income tax deduction 
and the property is out of the estate. The added benefit 
of the income tax savings tips the charitable contribution 
timing question in favor of giving during life. Of course, 
if the funds are needed to support the taxpayer, then no 
contribution should be made until death. Transfers to 
charity at death are appropriate in such cases.

15-6d Life Insurance Trust
Many estates have life insurance as one of their major 
assets. The primary purpose of life insurance is to 

replace lost income upon the death of 
the insured or to provide cash to pay a 
transfer tax at death and other end of life 
expenses. To minimize the transfer tax 
when paying that tax is the purpose of 
the insurance, the taxpayer may transfer 
the insurance to a life insurance trust 
in order to get the proceeds out of the 

estate. The transfer of the policy to the trust must be at 
least three years before death or it is ignored, in which 

case the life insurance benefits are included in the 
taxable estate.

15-6e Trusts
One of the many uses of trusts is to split 

income among family members and 
thereby reduce total income tax paid. 

However, the trust income tax rates 
are extremely compressed: in 2018, 
the top rate of 37 percent applies 
to income over $12,500. The 
trust income tax may be avoided 
by paying out the income to the 
beneficiaries. If the beneficiary is 

a minor, however, such income is 
subject to the same tax rates that 
apply to the trust. The tax is simply 
shifted from the trust to the child.

15-6f Valuation 
Issues
The tax base for the transfer tax is 
fair market value. When the estate 
includes closely held stocks, real 

estate, or large blocks of listed secu-
rities, there are discounts that apply in 

valuing the property. The following are the most used 
discounts:

 ▶  Minority interest. If the ownership of a closely 
held company is less than 50 percent of the stock, 
then it is a minority interest. Discounts of 25 to 
30 percent are common. Thus, if the stock is  
considered to have a value of $100 per share, a 
30 percent minority interest discount will reduce 
the fair market value for inclusion in the taxable 
estate to $70 per share.

 ▶  Marketability discount. If a large amount of real 
estate is for sale in one market or area, the value will 
be reduced solely because of marketability factors. 
These discounts range from 10 to 30 percent.
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Giving gifts reduces 
the transfer tax and 
gives added joy to  
the donor.
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keeping the gift tax, but the U.S. Senate did not agree. 
It is uncertain what will happen by the time 2026 
comes around. The gift tax is seen as necessary to pre-
vent splitting the income among the family in order to 
minimize the family’s income tax. Thus, when planning 
an estate, focus on flexibility so you can react when or 
if the law is changed. The tax impact of your estate plan 
should be reviewed annually to ensure the outcome is 
as you intend.

The transfer tax is a major concern to married tax-
payers with wealth over $22,360,000, but not of much 
concern for less wealthy taxpayers. However, estate plan-
ning is a concern to all, and the general issues discussed 
in this chapter apply to all estates, large and small. 

 ▶ Blockage discounts. If a large block of stock of 
a listed company is sold, the market will react to 
reduce the price of the stock. For a publicly held 
company, 1 percent of the stock is a large enough 
block to reduce the value. So if that amount of stock 
is in the gross estate, then the value subject to the 
tax will be reduced by the blockage discount. Dis-
counts of 5 to 15 percent are common.

15-6g Future of Estate Taxes
Congress is always discussing changes to the income 
and transfer tax. In 2017, the U.S. House of Represen-
tatives voted to eliminate the estate tax in 2026 while 

Planning Over a lifetime

Estate Planning

Here are some key considerations for estate plan-
ning in each stage of the life cycle.

PrE-FamilY indEPEndEnCE: 20s

 While it might seem unnecessary when you’re getting 
started, a will should be made.

 A living will is a good idea, as is a durable power of at-
torney for health care. Make them available to your family 
and physicians.

FamilY Formation/CarEEr dEvEloPmEnt: 30–45

 Update your will as your circumstances change. Specify 
who will care for your children if you and your spouse die 
prematurely.

 Make sure your will is available to family members.

 Prepare a durable power of attorney for financial matters.

PrE-rEtirEmEnt: 45–65

 Start estate planning and consider trust arrangements for 
children.

 Revise your will as your children become adults and finish 
school.

 Review and revise as needed your durable power of attor-
ney for financial matters and health care at least every few 
years.

rEtirEmEnt: 65 and BEYond

 Establish a well-thought-out estate plan. Update your will 
to be as specific as possible about the distribution of all 
property, especially personal property.

 Consider explaining to your children what they will inherit 
and your rationale.

 Make sure that a comprehensive list of your financial ac-
counts is available to your spouse and family.

 You and your spouse should make and fund your funeral 
arrangements to spare your family this burden.

427CHAPTER 15: Preserving Your Estate 

33609_ch15_ptg01.indd   427 20/12/18   9:39 PM



fINANcIAL IMPAcT Of PERSONAL cHOIcES

The Unintended Effects of Lewis’s  
Beneficiary Designations 

Lewis Jenkins died suddenly in 2018. He had amassed 
a significant estate and had an attorney write a will that 
would distribute his assets among his wife, Mila, and two 
grown daughters, Lyla and Zara, as he directed. Apart from 
his will, he had heard that it made sense to name benefi-
ciaries on his investment accounts so that those assets 
would go directly to his family and bypass the sometimes 
long and costly probate process. Lewis had been previ-
ously married to Elsie Jenkins, who survived him.

Lewis named his wife, Mila, as the beneficiary to most 
of his investment accounts and designated one account 
to his daughter, Lyla, and one account to his daugh-
ter, Zara. He intended for his daughters to get equal 
amounts. While trying to be careful, Lewis forgot that he 
hadn’t changed the beneficiary on one investment ac-
count from Elsie, his prior wife, to his current wife, Mila. 
That account was worth $50,000 at his death.

So what was the effect of Lewis’s beneficiary designa-
tions? His wife Mila received most of the investment ac-
counts as he had intended. However, the $50,000 account 
that had not been updated to name Mila as the benefi-
ciary went to Lewis’s prior wife, Elsie, which is not what 
he intended.

It seemed fair to Lewis to designate one invest-
ment account to each of his daughters because the 
accounts had the same initial values. However, the ac-
counts had grown to different values by the time of his 
death. Lyla’s account had grown 
to $100,000 while Zara’s account 
had grown to $200,000. Lewis had 
intended that his daughters 
receive equal amounts but 
they did not. Lewis could 
have achieved his objec-
tive by naming both of his 
daughters as beneficia-
ries on both of the ac-
counts. And had Lewis 
reviewed his benefi-
ciary designations 
at least once a 
year, he may well 
have discovered 
that he’d forgot-
ten to make an 
important change. ro
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LO1 1.  Estate planning objectives. Generate a list 
of estate planning objectives that apply to your 
personal family situation. Be sure to consider 
the size of your potential estate as well as peo-
ple planning and asset planning. Estate plan-
ning is not just about taxes.

LO2 2.  Importance of writing a will. Emilia and 
Kevin Boyd are in their mid-30s and have two 
children, ages 8 and 5. They have combined an-
nual income of $150,000 and own a house in 
joint tenancy with a market value of $410,000, 
on which they have a mortgage of $300,000. 
Kevin has $100,000 in group term life insur-
ance and an individual universal life policy for 
$150,000. However, the Boyds haven’t prepared 
their wills. Kevin plans to do one soon, but they 
think that Emilia doesn’t need one because the 
house is jointly owned. Explain why it’s impor-
tant for both Emilia and Kevin to draft wills as 
soon as possible.

LO2 3. Qualifications of estate executor. Your best 
friend has asked you to be executor of his estate. 
What qualifications do you need, and would you 
accept the responsibility?

LO2 4. Will and last letter preparation. Prepare a 
basic will for yourself, using the guidelines pre-
sented in the text; also prepare your brief letter 
of last instructions. Note that it is wisest to use 
an attorney to finalize a will.

LO2 5. Topics in an ethical will. State the topics 
you would cover in your ethical will. Would you 
consider recording it digitally?

LO2, 3, 5 6. Trusts in estate planning. Frank Shaw 48, 
and Victoria Ferguson, 44, were married five 
years ago. They have children from their prior 
marriages, two children for Frank and one child 
for Victoria. The couple’s estate is valued at  
$1.4 million, including a house valued at 
$475,000, a vacation home in the mountains, 
investments, antique furniture that has been 
in Victoria’s family for many years, and jewelry 
belonging to Frank’s first wife. Discuss how they 
could use trusts as part of their estate planning, 

and suggest some other ideas for them to con-
sider when preparing their wills and related  
documents.

LO4, 5 7. Calculation of estate taxes. Use Worksheet 
15.1. When Jackson Holmes died in 2018, he 
left an estate valued at $15,850,000. His trust 
directed distribution as follows: $20,000 to the 
local hospital, $160,000 to his alma mater, and 
the remainder to his three adult children. Death-
related costs were $6,800 for funeral expenses, 
$40,000 paid to attorneys, $5,000 paid to ac-
countants, and $30,000 paid to the trustee of 
his living trust. In addition, there were debts of 
$125,000. Use Exhibits 15.5 and 15.6 to calculate 
the federal estate tax due on Jackson’s estate.

LO4, 5 8. Lifetime gifting strategy. Camila Ortiz has 
accumulated substantial wealth and plans to 
gift some of her wealth to her son Diego. She is 
considering two assets: a beach house, which 
cost $300,000 twenty years ago and now has 
a fair market value of $750,000, and shares in 
three mutual funds, which cost her $550,000 
five years ago and now have a fair market value 
of $750,000. 

   Prepare a memo advising Camila which proper-
ty to give to Diego. In your memo, consider two 
scenarios: one where Diego sells the property 
and one where he does not.

LO4, 5 9.  Calculating federal transfer tax on estate. 
Ronald Knight died in 2018, leaving an estate of 
$26 million. Ronald’s wife, Aurora, died in 2015. 
In 2013, Ronald gave his son Jamie, property 
that resulted in a taxable gift of $3 million and 
upon which Ronald paid $885,000 in transfer 
taxes. Ronald had made no other taxable gifts 
during his life. His will provided a charitable be-
quest of $1 million to his church. Determine the 
federal transfer tax on Ronald’s estate.

LO6 10.  Recent estate tax developments and the 
need for estate planning. Summarize im-
portant recent legislation affecting estate taxes, 
and briefly describe the impact on estate plan-
ning. Explain why getting rid of the estate tax 
doesn’t eliminate the need for estate planning.

Financial Planning Exercises
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Instructions: To use this table, find the future value of annuity factor that corresponds to both a given tim
e period (year) and an interest rate. For exam

ple, if you w
ant the future 

value of annuity factor for 6 years and 10%
, m

ove across from
 year 6 and dow

n from
 10%

 to the point at w
hich the row

 and colum
n intersect: 7.716. O

ther illustrations: for  
3 years and 15%

, the proper future value of annuity factor is 3.473; for 30 years and 6%
, it is 79.058.

In
terest rate

Period
1%

2%
3%

4%
5%

6%
7%

8%
9%

10%
11%

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
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

2.120
2.130

2.140
2.150

2.160
2.170

2.180
2.190

2.200
2.250

2.300
3

3.030
3.060

3.091
3.122

3.153
3.184

3.215
3.246

3.278
3.310

3.342
3.374

3.407
3.440

3.473
3.506

3.539
3.572

3.606
3.640

3.813
3.990

4
4.060

4.122
4.184

4.246
4.310

4.375
4.440

4.506
4.573

4.641
4.710

4.779
4.850

4.921
4.993

5.066
5.141

5.215
5.291

5.368
5.766

6.187
5

5.101
5.204

5.309
5.416

5.526
5.637

5.751
5.867

5.985
6.105

6.228
6.353

6.480
6.610

6.742
6.877

7.014
7.154

7.297
7.442

8.207
9.043

6
6.152

6.308
6.468

6.633
6.802

6.975
7.153

7.336
7.523

7.716
7.913

8.115
8.323

8.536
8.754

8.977
9.207

9.442
9.683

9.930
11.259

12.756
7

7.214
7.434

7.662
7.898

8.142
8.394

8.654
8.923

9.200
9.487

9.783
10.089

10.405
10.730

11.067
11.414

11.772
12.142

12.523
12.916

15.073
17.583

8
8.286

8.583
8.892

9.214
9.549

9.897
10.260

10.637
11.028

11.436
11.859

12.300
12.757

13.233
13.727

14.240
14.773

15.327
15.902

16.499
19.842

23.858
9

9.369
9.755

10.159
10.583

11.027
11.491

11.978
12.488

13.021
13.579

14.164
14.776

15.416
16.085

16.786
17.519

18.285
19.086

19.923
20.799

25.802
32.015

10
10.462

10.950
11.464

12.006
12.578

13.181
13.816

14.487
15.193

15.937
16.722

17.549
18.420

19.337
20.304

21.321
22.393

23.521
24.709

25.959
33.253

42.619
11

11.567
12.169

12.808
13.486

14.207
14.972

15.784
16.645

17.560
18.531

19.561
20.655

21.814
23.045

24.349
25.733

27.200
28.755

30.404
32.150

42.566
56.405

12
12.683

13.412
14.192

15.026
15.917

16.870
17.888

18.977
20.141

21.384
22.713

24.133
25.650

27.271
29.002

30.850
32.824

34.931
37.180

39.581
54.208

74.327
13

13.809
14.680

15.618
16.627

17.713
18.882

20.141
21.495

22.953
24.523

26.212
28.029

29.985
32.089

34.352
36.786

39.404
42.219

45.244
48.497

68.760
97.625

14
14.947

15.974
17.086

18.292
19.599

21.015
22.550

24.215
26.019

27.975
30.095

32.393
34.883

37.581
40.505

43.672
47.103

50.818
54.841

59.196
86.949

127.913
15

16.097
17.293

18.599
20.024

21.579
23.276

25.129
27.152

29.361
31.772

34.405
37.280

40.417
43.842

47.580
51.660

56.110
60.965

66.261
72.035

109.687
167.286

16
17.258

18.639
20.157

21.825
23.657

25.673
27.888

30.324
33.003

35.950
39.190

42.753
46.672

50.980
55.717

60.925
66.649

72.939
79.850

87.442
138.109

218.472
17

18.430
20.012

21.762
23.698

25.840
28.213

30.840
33.750

36.974
40.545

44.501
48.884

53.739
59.118

65.075
71.673

78.979
87.068

96.022
105.931

173.636
285.01

18
19.615

21.412
23.414

25.645
28.132

30.906
33.999

37.450
41.301

45.599
50.396

55.750
61.725

68.394
75.836

84.141
93.406

103.74
115.27

128.117
218.045

371.52
19

20.811
22.841

25.117
27.671

30.539
33.760

37.379
41.446

46.018
51.159

56.939
63.440

70.749
78.969

88.212
98.603

110.28
123.41

138.17
154.740

273.556
483.97

20
22.019

24.297
26.870

29.778
33.066

36.786
40.995

45.762
51.160

57.275
64.203

72.052
80.947

91.025
102.444

115.380
130.033

146.628
165.418

186.688
342.945

630.165
21

23.239
25.783

28.676
31.969

35.719
39.993

44.865
50.423

56.765
64.002

72.265
81.699

92.470
104.768

118.810
134.841

153.139
174.021

197.847
225.026

429.681
820.215

22
24.472

27.299
30.537

34.248
38.505

43.392
49.006

55.457
62.873

71.403
81.214

92.503
105.491

120.436
137.632

157.415
180.172

206.345
236.438

271.031
538.101

1,067.280
23

25.716
28.845

32.453
36.618

41.430
46.996

53.436
60.893

69.532
79.543

91.148
104.603

120.205
138.297

159.276
183.601

211.801
244.487

282.362
326.237

673.626
1,388.464

24
26.973

30.422
34.426

39.083
44.502

50.816
58.177

66.765
76.790

88.497
102.174

118.155
136.831

158.659
184.168

213.978
248.808

289.494
337.010

392.484
843.033

1,806.003
25

28.243
32.030

36.459
41.646

47.727
54.865

63.249
73.106

84.701
98.347

114.413
133.334

155.620
181.871

212.793
249.214

292.105
342.603

402.042
471.981

1,054.791
2,348.803

26
29.526

33.671
38.553

44.312
51.113

59.156
68.676

79.954
93.324

109.182
127.999

150.334
176.850

208.333
245.712

290.088
342.763

405.272
479.431

567.377
1,319.489

3,054.444
27

30.821
35.344

40.710
47.084

54.669
63.706

74.484
87.351

102.723
121.100

143.079
169.374

200.841
238.499

283.569
337.502

402.032
479.221

571.522
681.853

1,650.361
3,971.778

28
32.129

37.051
42.931

49.968
58.403

68.528
80.698

95.339
112.968

134.210
159.817

190.699
227.950

272.889
327.104

392.503
471.378

566.481
681.112

819.223
2,063.952

5,164.311
29

33.450
38.792

45.219
52.966

62.323
73.640

87.347
103.966

124.135
148.631

178.397
214.583

258.583
312.094

377.170
456.303

552.512
669.447

811.523
984.068

2,580.939
6,714.604

30
34.785

40.568
47.575

56.085
66.439

79.058
94.461

113.283
136.308

164.494
199.021

241.333
293.199

356.787
434.745

530.312
647.439

790.948
966.712

1,181.882
3,227.174

8,729.985
35

41.660
49.994

60.462
73.652

90.320
111.435

138.237
172.317

215.711
271.024

341.590
431.663

546.681
693.573

881.170
1,120.713

1,426.491
1,816.652

2,314.214
2,948.341

9,856.761
32,422.868

40
48.886

60.402
75.401

95.026
120.800

154.762
199.635

259.057
337.882

442.593
581.826

767.091
1,013.704

1,342.025
1,779.090

2,360.757
3,134.522

4,163.213
5,529.829

7,343.858
30,088.655

120,392.883

N
ote: All factors are rounded to the nearest 1/1000 in order to agree with values used in the text.

Appen
dix B
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Tab
le o
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t V
alu

e o
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n

u
ity Facto

rs

Instructions: To use this table, find the present value of annuity factor that corresponds to both a given tim
e period (year) and an interest rate. For exam

ple, if you 
w

ant the present value of annuity factor for 30 years and 7%
, m

ove across from
 year 30 and dow

n from
 7%

 to the point at w
hich the row

 and colum
n intersect: 12.409. 

O
ther illustrations: for 3 years and 15%

, the proper present value of annuity factor is 2.283; for 30 years and 8%
, it is 11.258.

In
terest rate

Period
1%

2%
3%

4%
5%

6%
7%

8%
9%

10%
11%

12%
13%

14%
15%

16%
17%

18%
19%

20%
25%

30%
1

0.990
0.980

0.971
0.962

0.952
0.943

0.935
0.926

0.917
0.909

0.901
0.893

0.885
0.877

0.870
0.862

0.855
0.847

0.840
0.833

0.800
0.769

2
1.970

1.942
1.913

1.886
1.859

1.833
1.808

1.783
1.759

1.736
1.713

1.690
1.668

1.647
1.626

1.605
1.585

1.566
1.547

1.528
1.440

1.361
3

2.941
2.884

2.829
2.775

2.723
2.673

2.624
2.577

2.531
2.487

2.444
2.402

2.361
2.322

2.283
2.246

2.210
2.174

2.140
2.106

1.952
1.816

4
3.902

3.808
3.717

3.630
3.546

3.465
3.387

3.312
3.240

3.170
3.102

3.037
2.974

2.914
2.855

2.798
2.743

2.690
2.639

2.589
2.362

2.166
5

4.853
4.713

4.580
4.452

4.329
4.212

4.100
3.993

3.890
3.791

3.696
3.605

3.517
3.433

3.352
3.274

3.199
3.127

3.058
2.991

2.689
2.436

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
3.998

3.889
3.784

3.685
3.589

3.498
3.410

3.326
2.951

2.643
7

6.728
6.472

6.230
6.002

5.786
5.582

5.389
5.206

5.033
4.868

4.712
4.564

4.423
4.288

4.160
4.039

3.922
3.812

3.706
3.605

3.161
2.802

8
7.652

7.325
7.020

6.733
6.463

6.210
5.971

5.747
5.535

5.335
5.146

4.968
4.799

4.639
4.487

4.344
4.207

4.078
3.954

3.837
3.329

2.925
9

8.566
8.162

7.786
7.435

7.108
6.802

6.515
6.247

5.995
5.759

5.537
5.328

5.132
4.946

4.772
4.607

4.451
4.303

4.163
4.031

3.463
3.019

10
9.471

8.983
8.530

8.111
7.722

7.360
7.024

6.710
6.418

6.145
5.889

5.650
5.426

5.216
5.019

4.833
4.659

4.494
4.339

4.192
3.571

3.092
11

10.368
9.787

9.253
8.760

8.306
7.887

7.499
7.139

6.805
6.495

6.207
5.938

5.687
5.453

5.234
5.029

4.836
4.656

4.486
4.327

3.656
3.147

12
11.255

10.575
9.954

9.385
8.863

8.384
7.943

7.536
7.161

6.814
6.492

6.194
5.918

5.660
5.421

5.197
4.988

4.793
4.611

4.439
3.725

3.190
13

12.134
11.348

10.635
9.986

9.394
8.853

8.358
7.904

7.487
7.103

6.750
6.424

6.122
5.842

5.583
5.342

5.118
4.910

4.715
4.533

3.780
3.223

14
13.004

12.106
11.296

10.563
9.899

9.295
8.745

8.244
7.786

7.367
6.982

6.628
6.302

6.002
5.724

5.468
5.229

5.008
4.802

4.611
3.824

3.249
15

13.865
12.849

11.938
11.118

10.380
9.712

9.108
8.559

8.061
7.606

7.191
6.811

6.462
6.142

5.847
5.575

5.324
5.092

4.876
4.675

3.859
3.268

16
14.718

13.578
12.561

11.652
10.838

10.106
9.447

8.851
8.313

7.824
7.379

6.974
6.604

6.265
5.954

5.668
5.405

5.162
4.938

4.730
3.887

3.283
17

15.562
14.292

13.166
12.166

11.274
10.477

9.763
9.122

8.544
8.022

7.549
7.120

6.729
6.373

6.047
5.749

5.475
5.222

4.990
4.775

3.910
3.295

18
16.398

14.992
13.754

12.659
11.690

10.828
10.059

9.372
8.756

8.201
7.702

7.250
6.840

6.467
6.128

5.818
5.534

5.273
5.033

4.812
3.928

3.304
19

17.226
15.678

14.324
13.134

12.085
11.158

10.336
9.604

8.950
8.365

7.839
7.366

6.938
6.550

6.198
5.877

5.584
5.316

5.070
4.843

3.942
3.311

20
18.046

16.351
14.877

13.590
12.462

11.470
10.594

9.818
9.129

8.514
7.963

7.469
7.025

6.623
6.259

5.929
5.628

5.353
5.101

4.870
3.954

3.316
21

18.857
17.011

15.415
14.029

12.821
11.764

10.836
10.017

9.292
8.649

8.075
7.562

7.102
6.687

6.312
5.973

5.665
5.384

5.127
4.891

3.963
3.320

22
19.660

17.658
15.937

14.451
13.163

12.042
11.061

10.201
9.442

8.772
8.176

7.645
7.170

6.743
6.359

6.011
5.696

5.410
5.149

4.909
3.970

3.323
23

20.456
18.292

16.444
14.857

13.489
12.303

11.272
10.371

9.580
8.883

8.266
7.718

7.230
6.792

6.399
6.044

5.723
5.432

5.167
4.925

3.976
3.325

24
21.243

18.914
16.936

15.247
13.799

12.550
11.469

10.529
9.707

8.985
8.348

7.784
7.283

6.835
6.434

6.073
5.746

5.451
5.182

4.937
3.981

3.327
25

22.023
19.523

17.413
15.622

14.094
12.783

11.654
10.675

9.823
9.077

8.422
7.843

7.330
6.873

6.464
6.097

5.766
5.467

5.195
4.948

3.985
3.329

26
22.795

20.121
17.877

15.983
14.375

13.003
11.826

10.810
9.929

9.161
8.488

7.896
7.372

6.906
6.491

6.118
5.783

5.480
5.206

4.956
3.988

3.330
27

23.560
20.707

18.327
16.330

14.643
13.211

11.987
10.935

10.027
9.237

8.548
7.943

7.409
6.935

6.514
6.136

5.798
5.492

5.215
4.964

3.990
3.331

28
24.316

21.281
18.764

16.663
14.898

13.406
12.137

11.051
10.116

9.307
8.602

7.984
7.441

6.961
6.534

6.152
5.810

5.502
5.223

4.970
3.992

3.331
29

25.066
21.844

19.188
16.984

15.141
13.591

12.278
11.158

10.198
9.370

8.650
8.022

7.470
6.983

6.551
6.166

5.820
5.510

5.229
4.975

3.994
3.332

30
25.808

22.396
19.600

17.292
15.372

13.765
12.409

11.258
10.274

9.427
8.694

8.055
7.496

7.003
6.566

6.177
5.829

5.517
5.235

4.979
3.995

3.332
35

29.409
24.999

21.487
18.665

16.374
14.498

12.948
11.655

10.567
9.644

8.855
8.176

7.586
7.070

6.617
6.215

5.858
5.539

5.251
4.992

3.998
3.333

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
7.634

7.105
6.642

6.233
5.871

5.548
5.258

4.997
3.999

3.333

N
ote: All factors are rounded to the nearest 1/1000 in order to agree with values used in the text.

Appen
dix d
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Appendix e

CPT

N I PV PMT FV

Using a Financial Calculator
Important Financial Keys on the Typical Financial Calculator
The important financial keys on a typical financial calculator are depicted and defined below. On some calculators, the 
keys may be labeled using lowercase characters for “N” and “I”. Also, “I/Y” may be used in place of the “I” key.

CPT Compute key; used to initiate financial calculation once all values are input

N Number of periods

I Interest rate per period

PV Present value

PMT Amount of payment; used only for annuities

FV Future value

The handheld financial calculator makes it easy to calculate time value. Once you have mastered the time value of 
money concepts using tables, we suggest you use such a calculator. For one thing, it becomes cumbersome to use tables 
when calculating anything other than annual compounding. For another, calculators rather than tables are used almost 
exclusively in the business of personal financial planning.

However, you don’t want to become overly dependent on calculators because you may not be able to recognize a 
nonsensical answer in the event that you accidentally push the wrong button. The important calculator keys are shown 
and labeled above. Before using your calculator to make the financial computations described in this text, be aware of 
the following points:

1. The keystrokes on some of the more sophisticated and expensive calculators are menu-driven: after you select the 
appropriate routine, the calculator prompts you to input each value; a compute key (CPT) is not needed to obtain a 
solution.

2. Many calculators allow the user to set the number of payments per year. Most of these calculators are preset for monthly 
payments, or 12 payments per year. Because we work primarily with annual payments—one payment per year—it is 
important to make sure that your calculator is set for one payment per year. Although most calculators are preset to 
recognize that all payments occur at the end of the period, it is also important to make sure your calculator is actually 
in that so-called END mode. Consult the reference guide that accompanies your  calculator for instructions on these 
settings.

3. To avoid including previous data in current calculations, always clear all registers of your calculator before inputting 
values and making a new computation.

4. The known values can be punched into the calculator in any order; the order  specified here and in the text simply 
reflects the authors’ personal preference.
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Calculator 
Keystrokes
Let’s go back to the future value calculation on 
page 46, where we are trying to calculate the future 
value of $5,000 at the end of 6 years if invested at 
5%. Here are the steps for solving the problem with a 
calculator:

 1. Punch in 5000 and press PV.

 2. Punch in 6 and press N.

 3. Punch in 5 and press I.

 4. To calculate the future value, press CPT and then FV. 
The future value of 6,700.48 should appear on the 
calculator display.

On many calculators, this value will be preceded 
by a minus sign, which is a way of distinguishing 
between cash inflows and cash outflows. For our pur-
poses, this sign can be ignored.

To calculate the yearly savings (the amount of an 
annuity), let’s continue with the example on page 47. 
For this example, the interest rate is 5%, the number 
of periods is 6, and the future value is $38,300. Your 
task is to solve the equation for the annuity. The steps 
using the calculator are:

 1. Punch in 6 and press N.

 2. Punch in 5 and press I.

 3. Punch in 38300 and press FV.

 4. To calculate the yearly payment or annuity, press CPT 
and then PMT.

The annuity of 5,630.77 should appear on the cal-
culator display. Again, a negative sign can be ignored.

A similar procedure is used to find present value 
of a future sum or an annuity, except you would first 
input the FV or PMT before pressing CPT and then PV 
to calculate the desired result. To find the equal annual 
future withdrawals from an initial deposit, the PV 
would be input first; you solve for the PMT by pressing 
CPT and then PMT.

Calculator

Inputs Functions

5000 PV
6 N
5 I

CPT
FV
Solution

6,700.48

See Appendix E for details.

Calculator

Inputs Functions

6 N
5 I
38300 FV

CPT
PMT
Solution

5,630.77

See Appendix E for details.

Appendix E: Using a Financial Calculator
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A
abortion, 244

ACA. See Patient Protection and 

Affordable Care Act (ACA)

accelerated benefits, 222

accident-free discounts, 274

accident policies, 242

account executives, 295–298

account reconciliation, 98–101

accrual-type securities, 105–106

accrued interest, 338

accumulation period, 395

active income, 62

actual cash value, 258–259

actuarial data, 200

ADB (average daily balance), 

161–162

add-on method, 190

adjustable-rate mortgages (ARMs), 

136–137

adjusted gross estate, 424

adjusted gross income (AGI), 63, 69

adjustment period, 136

adjustments to (gross) income, 63, 69

administrator (of estate), 415

adoption tax credit, 67

ADRs (American Depositary 

Receipts), 327

adverse selection, 200

advisory services, 302

AEA (applicable exclusion amount ), 

420–421

affinity cards, 152–153

affordability analysis, 130–131

affordability ratios, 128–129

Affordable Care Act (ACA), 23, 

229–230, 235–236, 245

agency bonds, 334

aggressive growth funds, 356

AGI (adjusted gross income), 63, 69

alimony, 18

all-or-none order, 299

Allstate, 275

alternative minimum tax (AMT), 65, 67

AMAs (asset management 

accounts), 92

amended returns, 64, 73–74

American Association of Individual 

Investors, 306

American Association of Retired 

Persons (AARP), 246

American Depositary Receipts 

(ADRs), 327

Americans, average finances of, 6

American Stock Exchange (AMEX), 

290–291

American Taxpayer Relief Act of 

2012, 422

AMEX (American Stock Exchange), 

290–291

amortization, 126

negative, 137

schedules, 189

AMT (alternative minimum tax),  

65, 67

anchoring bias, 114, 152, 263

annual budget deficits, 43–44

annual compounding, 285

annual exclusions, 422, 423

annual fees, credit card, 151

annual mileage allowance, 117

annual percentage rate (APR), 161, 

185, 187, 190

annual percentage yield (APY), 91

annual premium, 206

annual renewable term policy,  

206, 207

annual stockholders’ reports, 300

annuities, 395–399

classification of, 396–398

decisions concerning, 399

definition of, 47, 395

future value of, 47–48

investment and income properties 

of, 398–399

overview of, 395–396

present value of, 49–50

sources of, 398

annuity certain, 397

antitheft devices, 274

anti-virus software, 94

Apple, 301–302, 329

applicable exclusion amount (AEA), 

420–421

appointment clauses, 411

appreciation, 31, 369

approximate expected yield, 319–321

approximate yield, 365

approximate yield to maturity, 340

apps, for tracking spending, 38

APR (annual percentage rate), 161, 

185, 187, 190

APY (annual percentage yield), 91

arbitration, 297–298

ARMs (adjustable-rate mortgages), 

136–137

ask price, 291

asset acquisition planning, 13–14

asset allocation, 307–308, 317

asset allocation funds, 359–360

asset management accounts  

(AMAs), 92

asset planning, 406–407

assets

on balance sheet, 30, 31, 34

definition of, 31
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fair market value of, 31

financial, 5, 31

investments, 31

liquid, 13, 31, 85

personal property, 13, 31

real property, 13, 31

tangible, 5

types of, 13

ATMs (automated teller machines), 

93, 94

audited returns, 73, 74

Autobytel, 115

auto loans, 173–174

automated teller machines (ATMs), 

93, 94

automatic deposits, 93

automatic investment plans, 360

automatic reinvestment plans, 360

automatic transfer programs, 98

automobile decisions

affordability, 112–116

car-buying process, 112

choosing a car, 111

closing deal, 116

gas, diesel, hybrid, or all- 

electric, 113

introduction to, 111

lease versus purchase analysis, 

117–118, 119

leasing a car, 116–118

leasing process, 117

new, used, or nearly new, 113

operating costs, 112–113

other considerations, 114

planning over lifetime, 140

price negotiations, 114–116

size, body style, and features, 

113–114

automobile insurance, 114

bundling with homeowner’s 

insurance, 266

collision insurance, 271–272

comprehensive automobile 

insurance, 272

financial responsibility laws, 274

medical expense protection, 238, 

270–271

no-fault, 272

premiums, 272–274

types of coverage, 268–272

automobile insurance companies, 

273

automobile rebate programs, 152

AutoVantage, 115

AutoWeb, 115

availability bias, 381

average daily balance (ADB), 

161–162

average propensity to consume, 4–5

average tax rate, 59

B
back-end load mutual funds, 353

bailout provision, 399

balanced budget, 43

balanced funds, 357

balance sheet, 30–35

assets on, 30, 31, 34

definition of, 29

format and preparation of, 34–35

liabilities on, 30, 31–33, 34

net worth on, 30, 33–34, 35

parts of, 30

ratios, 39–40

sample, 32, 35

balance sheet equation, 30

balance transfer fees, 151

bank-by-phone accounts, 93–94

bank credit cards,  

150–153

banking

mobile, 94

online, 94

Bank Insurance Fund (BIF), 89

Bankrate, 135

bankruptcy, 167–168, 169

banks

account types, 90–92

checking accounts, 95–101

commercial, 89, 135

depository, 88

electronic services, 92–95

federally insured, 88–89

Internet, 89

investment, 289

loans by, 177–178

savings, 89

service charges, 95–96

“too big to fail,” 86

bank statements, 98–101

Barron’s, 297, 300

base rate, 151

BATS Global Markets, 291

bear markets, 293–295

behavioral biases

heath insurance, 239

mutual fund investing, 355

property insurance, 263

real estate bubble, 120

retirement planning, 381

whole life vs. term life  

insurance, 212

beneficiary, 218–219, 417

beneficiary clause, 218–219

Bernstein, William J., 371

Berra, Yogi, 11

beta, 325

Better Business Bureau, 113

bid price, 291

BIF (Bank Insurance Fund), 89

binding arbitration, 297–298

biweekly mortgages, 138

blue-chip stocks, 325

Blue Cross/Blue Shield, 230, 233

bodily injury liability  

losses, 270

bond funds, 357–358

bond prices, inflation and, 22

bond ratings, 336–337

bonds

basic issue characteristics, 332–333

bond market, 334–336

bond prices and yields, 338–341

bond ratings, 336–337

comparative performance of, 332
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bonds (continued)

corporate, 87

investing in, 331–341

I savings, 106–107

municipal, 78

as part of portfolio, 288

pricing, 337–338

reasons for investing in, 331

Series EE, 77, 86, 105–106, 107

versus stocks, 331–332

Treasury, 86, 334

book value, 323–324

broad markets, 316

brokerage fees, 296

broker markets, 289–291

budget control schedule, 45

budgets/budgeting, 41–45

50/30/20 Rule for, 33

balanced, 43

cash, 41–43, 44

deficits, 43–44

definition of, 29–30, 41

expenses forecasting, 41–43

finalizing, 43

income forecasting, 41

monthly, 46

pessimistic, 45

process, 41–43

sample, 42, 44, 46

starting budget plan, 33

uses of, 41

using, 45

budget variance, 45

bull markets, 293–295

Bureau of Consumer Financial 

Protection, 293

business cycles, 21–22

business environment, 19–20

business inventory, 263

business property, 263

business risk, 315

Business Week, 301

buydowns, 138

buying services, 115

buy orders, 298

C
cafeteria plans, 17, 237

call feature, 333

call premium, 333

capital cost reduction, 117

capital gains, 62–63, 316–317,  

323, 332

capitalized cost, 117

capital losses, 62

capital market, 289

captive agents, 275

captive finance companies, 178–179

career changes, 24

career choice, income and, 23–24

career planning, affect of education 

on, 24–25

career strategies, 13

car magazines, 111

cash, 31, 86

cash advances, 150–151

cash basis, 35

cash budget, 41–44. See also 

budgets/budgeting

cash deficit, 35, 37

cash dividends, 323, 330

cash flow, 368

cashier’s checks, 101

cash management

checking accounts, 95–101

definition of, 85

financial services marketplace, 

87–90

planning over lifetime, 106

products, 90–95

products for, 90–95

role in personal finance planning, 

85–87

savings program, 101–107

cash surplus (or deficit), 35, 37

cash value, 179, 208, 209

casualty losses, 64

Cboe Global Markets, 291

certificates of deposit (CDs), 86, 

102, 105

certified checks, 101

Certified Financial Planner (CFP), 

10, 218

Certified Insurance Counselor 

(CIC), 275

certified public accountants  

(CPAs), 74

CFA (Chartered Financial  

Analyst), 10

CFP (Certified Financial Planner), 

10, 218

CFPB (Consumer Finance 

Protection Bureau), 177

Chapter 7 bankruptcy, 168

Chapter 13 bankruptcy, 167–168

charitable contributions, 64,  

423, 426

charitable lead (income) trust, 419

charitable remainder trust, 419

Chartered Financial Analyst  

(CFA), 10

Chartered Financial Consultant 

(ChFC), 218

Chartered Life Underwriter  

(CLU), 218

Chartered Property and Casualty 

Underwriter (CPCU), 275

chattel mortgage, 183

checkbook ledgers, 97

checking accounts

account reconciliation, 98–101

comparison of, 90

cost of, 95–96

features to look for in, 96

general procedures, 97–98

individual or joint, 96–97

maintaining, 95–101

monthly statements, 98–101

opening and using, 95–98

overdraft protection, 96, 97–98, 

155–156

overdrafts, 97–98

overview of, 90–91

rate of return on, 86

special types of checks, 101
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stop payment, 98

using last, 43

ChFC (Chartered Financial  

Consultant), 218

children, 18

child support, 18

child tax credit, 67, 71, 72

choice overload, 381

CIC (Certified Insurance 

Counselor), 275

claims adjustment, 277

claims adjustor, 276, 277

claims settlement, 276–277

CLASS (Community Living 

Assistance Services Support) 

Program, 245

clean prices, 338

cliff vesting, 387

closed-ended mutual funds, 

349–350

closed-end investment company, 350

closed-end lease, 117

closing costs, 126–127, 134

CLU (Chartered Life Underwriter), 

218

COBRA (Consolidated Omnibus 

Budget Reconciliation Act), 

237–238, 244–245

codicils, 413–414

co-insurance, 260

co-insurance clause, 242

COLA (cost-of-living adjustment), 

252

collateral, 174, 181, 183, 188

collateralized credit cards, 153

collateral note, 183

college majors, median annual 

salaries by, 25

college tuition tax credit, 64

collision insurance, 271–272

Comdex ranking, 217

commercial banks, 89, 135

loans by, 177–178

commercial properties, 370

commission-based planners, 19, 24

common stock, 288

advantages and disadvantages of, 

327–328

versus bonds, 331–332

dividends, 323

as form of investing, 321–323

investing in, 321–331

issuers of, 321

making investment decisions, 

328–331

market globalization and foreign 

stocks, 327

performance, key measures of, 

323–325

tax considerations, 322–323

types of, 325–327

voting rights, 321–322

Community Living Assistance 

Services Support Program 

(CLASS), 245

community property, 417

community rating approach to 

health insurance premium 

pricing, 239

compounded rate of return, 318

compound interest, 15, 46, 

103–104, 105, 378

compound value concept, 285

comprehensive automobile 

insurance, 272

comprehensive major medical 

insurance, 241–242

comprehensive policy, 262

compulsory auto insurance  

laws, 274

computer-based tax returns, 75–76

condominium (condo), 120–121

conservatism bias, 120

Consolidated Omnibus Budget 

Reconciliation Act (COBRA), 

237–238, 244–245

consolidation loans, 174

consumer credit. See credit

consumer debt, tracking your, 

181–182

consumer finance companies, 178

Consumer Finance Protection 

Bureau (CFPB), 177

consumer loans

basic features of, 173–179

definition of, 173

installment loans, 187–193

keeping track of, 181–182

lenders, 187

loan applications,  

183, 184

managing your credit, 179–180

vs. paying cash, 191–193

shopping for loans, 180–181

single-payment loans, 182–187

sources of, 177–179

types of, 173–177

using, 173, 193

consumer price index (CPI), 22

Consumer Price Index for all Urban 

Consumers (CPI-U), 107

consumers, 20

contingency clause, 134

contingent beneficiaries, 218–219

continued stay review, 245

continuous premium whole life 

insurance, 208

contraction, 21, 22

contributory pension  

plans, 388

convenience checks, 150

conventional mortgages, 138

conversion premiums, 336

conversion privilege, 335–336, 361

conversion ratio, 336

conversion value, 336

convertibility, 208

convertible ARMs, 137

convertible bond funds, 358

convertible bonds, 335–336

convertible securities, 288

cooperative apartments  

(co-ops), 121

coordination of benefits  

provision, 243
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corporate bonds, 87, 335

corporate downsizing, 24

cost-of-living adjustment  

(COLA), 252

countercyclical stocks, 326

coupon, 332

CPAs (certified public accountants), 

74

CPCU (Chartered Property and 

Casualty Underwriter), 275

CPI (consumer price index), 22

CPI-U (Consumer Price Index for 

all Urban Consumers), 107

credit

avoiding problems with, 165–166

bankruptcy, 167–168

basic concepts of, 145–148

establishing, 147–148

evaluating your, 149

five C’s of, 147

improper uses of, 146–147

line of, 150

managing, 179–180

obtaining and managing open 

forms of, 157–164

open account, 148, 150–157

opening accounts, 157–159

planning over lifetime, 168

proper amount of, 148

reasons for using, 145

revolving credit lines, 154–157

using wisely, 164–168

credit applications, 158

credit bureaus, 159–160

Credit Card Act of 2009, 151–152

credit cards

affinity, 152–153

anchoring bias and, 152

bank, 150–153

cash advances, 150–151

debit cards, 154, 155

fees, 151–152

finance charge computation, 

161–162

fraud, 166–167

improper use of, 146

interest charges, 151

interest rates on, 165

managing, 162–164

minimum payments, 146,  

152, 164

monthly statements, 162–163

payments, 164

retail charge cards, 153–154

reward cards, 152

secured, 153

security of, 93

special types of bank, 152–153

student, 153

credit decisions, 159, 161

credit history, 147–148

credit investigation, 158

credit life insurance, 215

credit limit, 150

credit reports, 159–160, 187

credit scoring, 159, 161

credit shelter trust, 419

credit unions, 89, 178

creditworthiness, 147

Crummey trust, 419

current (short-term) liabilities, 31

current income, 286, 316

current needs, 4–5

current yield, 339–340

custodial care, 247

cyclical stocks, 326

D
day order, 299

dealer markets, 289–290, 291–292

dealer’s cost, 115

death-related costs, 407

debenture, 333

debit cards, 93, 154, 155

debt, on balance sheet, 30, 31–33

debt history, 187

debt safety ratio, 148

debt service ratio, 40, 41

decreasing term policy, 206

deductible, 242, 266, 267

deductions

home equity credit interest,  

157

itemized, 63–64, 70

maximizing, 77

mortgage interest, 121

standard, 63, 70, 121

standard vs. itemized deductions,  

63–64, 70

defensive stocks, 326

deferred annuity, 396, 399

deferred spending, 5

deferring taxes, 77

defined benefit plans, 388

defined contribution  

plans, 388

deflation, 22, 86

demand deposits, 91

denied claims, 276

dental services, 242

dependents, 60

deposit insurance, 88–89, 90, 96

depository financial institutions,  

88, 89

depreciation, 79, 113

Diamonds, 351

Direct loans, 175–176

dirty (full) prices, 338

disabilities, 408

disability clause, 221

disability income insurance, 

248–253

buying, 251

needs estimation, 249–250

provisions and costs, 250–253

discount basis, 103

discount bonds, 338

discount brokers, 295–296

discounting, 48

discount method, 185, 187

disposable income, 41

disposition effect, 355

distribution period, 395

diversification, 317, 347, 349

pooled, 348
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dividend reinvestment plan (DRP), 

330–331

dividends

income from, 365

life insurance, 210

reinvesting, 330–331, 360, 361

stock, 323

dividend yield, 323

divorce, 18

DJIA (Dow Jones Industrial 

Average), 290, 301, 321, 322

Dodd-Frank Wall Street Reform 

and Consumer Protection Act 

of 2010, 88, 293

“dog” funds, 356

donation-related expenses, 64

Dow Corning, 316

Dow Jones Industrial Average 

(DJIA), 290, 301, 321, 322

Dow Jones Wilshire 500 index, 301

down payment

for automobile, 112, 173

for home, 125–126

dread disease policies, 242

driving record, 273

DRP (dividend reinvestment plan), 

330–331

dual incomes, 16–17

dumpster diving, 166

durable goods loans, 174

durable power of attorney for 

financial matters, 415

durable power of attorney for health 

care, 416

E
E*Trade, 305

earnest money deposit, 134

earning assets, 5

earnings per share (EPS), 324

earthquake insurance, 275

EAs (enrolled agents), 74

economic conditions, difficult, 

17–19

economic cycles, 21–22

economy, 20–22

Edmunds.com, 111, 112, 115

education

career choice and, 24

income and, 23

education loans, 174, 175–177

effective rate of interest, 103, 104, 

126

e-file, 72, 76

Efinancial, 217

EFTSs (electronic funds transfer 

systems), 92–93, 94–95

EIN (Employer Identification  

Number), 75

electronic banking services, 92–94

electronic brokers, 296, 297

electronic funds transfer systems 

(EFTSs), 92–93, 94–95

Electronic Fund Transfer Act of 

1978, 94–95

electronic networks, 289

elimination period, 247

emergency funds, 11, 101–102

employee benefit planning, 16, 17

Employee Retirement Income 

Security Act of 1974 (ERISA), 

386–387

Employer Identification Number 

(EIN), 75

employer-sponsored programs

basic plans, 387–389

evaluating, 392–393

supplemental plans, 389–392

EMV chips, 93

enrolled agents (EAs), 74

e-pay, 72

EPO (exclusive provider 

organization), 233

EPS (earnings per share), 324

Equifax Credit Information 

Services, 159

equipment trust certificates, 333

equity, 33, 125

negative, 119–120

equity-income funds, 357

equity REITs, 371

ERISA (Employee Retirement 

Income Security Act), 

386–387

escrow accounts, 129

estate planning, 16

administration of  

estate, 415

asset planning, 406–407

aversion or ambiguity to, 

overcoming, 407

choosing executor for  

estate, 414

definition of, 405

documents, 415–416

durable power of attorney for 

health care, 416

estate in, 408

estate taxes, calculating, 424, 425

estate taxes, future of, 427

ethical wills, 416

federal unified transfer taxes, 

420–423

gift giving program, 425–426

joint ownership, 416–417

letter of last instructions, 415

living will, 415

need for, 405–407

people planning, 406

personal choices, impact of, 428

planning over lifetime, 427

power of attorney, 415

principles of, 405–409

problems and major causes or 

indicators, 406

process, 408–409

reasons for estate to break up, 

407–408

techniques, 424–427

trusts, 417–420, 426

wills, 409–414

estate tax base, 424

estate taxes, 418, 420, 422, 424,  

425, 427

estimated taxes, 72
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ETFs. See exchange traded funds 

(ETFs)

ethical wills, 416

ETNs (exchange traded notes),  

288

event risk, 316

Excel, 46

exchange privilege, 361

exchange traded funds (ETFs), 288

basic concepts of, 350–351

buying and selling, 354

characteristics of, 362–363

cost considerations, 352–354

definition of, 347

examples of available, 352

fund performance, 365–367

vs. mutual funds, 351

objectives and motives for  

using, 362

planning over lifetime, 372

reasons to invest in, 349

selection process, 362–365

exchange traded notes (ETNs), 288

exclusive provider organization  

(EPO), 233

executors, 414, 415

exemptions, 65

expansion, 21, 22

expected future return, 319

expected return, 329

expenses

fixed, 37

forecasting, 41–43

medical, 64

medical travel, 64

moving, 64

reducing, 44

tracking, 42

types of, 35, 37

variable, 37

volunteer and donation- 

related, 64

Experian, 159

extended term insurance, 220

F
factors of production, 19

FAFSA (Free Application for 

Federal Student Aid), 175

Fair Credit Reporting Act  

(FCRA), 159

Fair Isaac & Co., 161

fair market value, 31

family, loans from, 179

Fannie 3/2 program, 125

Fannie 97, 125

Fannie Mae, 125–126, 334

FASTWEB, 175

FCRA (Fair Credit Reporting  

Act), 159

FDIC (Federal Deposit Insurance 

Corporation), 89, 90, 96, 293

fear of missing out (FOMO), 120

federal budget deficit, 86

Federal Deposit Insurance 

Corporation (FDIC), 89, 90, 

96, 293

federal estate tax, 424. See also 

estate taxes

Federal Home Loan Mortgage 

Corporation  

(Freddie Mac), 334

Federal Housing Administration 

(FHA), 334

federal income taxes, 57–65

Federal Insurance Contribution Act 

(FICA), 60

Federal National Mortgage 

Association (Fannie Mae), 

125–126

Federal Reserve (Fed), 20, 85

Federal Trade Commission  

(FTC), 159

federal unified transfer taxes, 

420–423

federal withholding taxes, 60

fee-only financial planners, 19

fees, credit card, 151–152

FHA mortgage insurance, 138–139

FICA taxes, 60

FICO score, 159, 161

Fidelty, 303

15-year fixed-rate loan, 136

50/30/20 Rule, 33

filing deadlines, 72

filing extension, 73

filing status, 59

fill-in tax forms, 75–76

fill-or-kill order, 299

finance charges, 180

calculating, 185, 187

computing, 161–162

installment loans, 188–190

prepayment penalties, 190–191

single-payment loans, 185, 187

financial assets, 5, 31

financial calculators, 46, 285, 320, 

330–331, 340, 367, 382

financial choices, 179

financial compatibility, 9

financial crises, managing finances 

during, 17–19

financial crisis of 2007-2009

fiscal policy, 21

housing prices and, 118–120, 368

improper use of credit and, 146

interest rates, 20

need for planning and, 3, 18

S&P 500 and, 293, 295

stock market, 40

student loans and, 176

financial decision making, 12–13

financial emergencies, 145

financial goals

achievement of, 3

changing, 13

defining, 7–9

definition of, 7

intermediate, 11

listing, 11

long-term, 10–11, 13

plans to achieve, 13–16
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short-term, 11, 13

SMART, 5

summary of personal, 12

target dates for, 10–11

types of, 9–10

financial institutions

credit cards issued by, 150

types of, 87–88, 89

financial planners

commission-based, 19, 24

fee-only, 19

finding objective, 24

need for, 10

using, 19

financial planning. See also personal 

financial planning

to achieve financial goals, 13–16

asset acquisition planning, 13–14

budgeting, 41–45

career planning and, 24–25

cash management in, 85–87

employee benefit planning,  

16, 17

environment, 19–22

inflation and, 22

insurance coverage, 14

liability planning, 14

life cycle, 13, 14

life events and, 18

myths about, 10

need for, 6

organization planning model, 4

over lifetime, 11–19

players in, 19–20

process, 6–11

retirement and estate  

planning, 16

rewards of, 3–5

role of financial statements in, 

29–30

role of investing in, 284–286

savings and investment, 14–16

setting target dates, 10–11

special concerns, 16–19

steps in, 6–7

tax planning, 16, 76–79

in tough economic conditions, 

17–19

two-income families, 16–17

types of financial goals, 9–10

wealth accumulation and, 5

financial plans, 11–19, 29, 30

financial press, 300–302

financial products, 87

financial ratios, 323–325

financial records, 39

financial responsibility laws, 274

financial risk, 315

financial self-awareness, 8

financial services industry, 87–90

financial shocks, 13, 16

Financial Stability Oversight 

Council, 293

financial statements, 29–41

balance sheet, 29, 30–35

definition of, 29

income and expense statement, 

29, 35–39

ratio analysis, 39–41

record keeping for, 39

role of, in financial planning, 

29–30

using, 39–41

financing, interim, 174

firms, 19–20

first-time home buyers, 125

fiscal policy, 21

Fisher equation, 50

fixed expenses, 37

fixed-income securities, 316, 331. 

See also bonds

fixed-rate annuity, 397–398

fixed-rate loans, 177

fixed-rate mortgages, 135–136, 137

flexible-benefit (cafeteria) plans,  

17, 237

flexible spending, 33

flood insurance, 275

FOMO (fear of missing out), 120

Ford Motor Company, 111

Ford Motor Credit Corporation 

(FMCC), 178

foreclosures, 118

foreign securities market, 292

foreign stocks, 327

Form 1040, 67–71, 78–79

Form 1040A, 67

Form 1040-ES, 72

Form 1040EZ, 67

Form 1040X, 73–74

457 plans, 390–392

401(k) plans, 390–392

403(b) plans, 390–392

fraud, credit card, 166–167

Freddie Mac, 334

Free Application for Federal 

Student Aid (FAFSA), 175

free-enterprise system, 20

frequent flyer programs, 152

friends, loans from, 179

front-end loads, 352

FTC (Federal Trade Commission), 

151, 159

fuel economy, 114

full-service brokers, 295

full vesting, 387

fund families, 361

fun money, 43

future needs, 5

future return, 319

future value, 46–48

of annuity, 47–48

compound interest  

and, 104

of single amount, 46–47

G
GAAP (generally accepted 

accounting principles), 31

gap insurance, 117

gatekeeper provisions, 246

GDP (gross domestic product), 

21–22

GECC (General Electric Credit 

Corporation), 178–179
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General Electric Credit 

Corporation (GECC), 

178–179

generally accepted accounting 

principles (GAAP), 31

general obligation bonds, 335

general-purpose money funds, 358

Genetic Information 

Nondiscrimination Act 

(GINA), 216

genetic testing, 216

geographic factors, affecting 

income, 23

gift giving program, 425–426

gift splitting, 422, 423

gift tax, 78, 420, 421–422, 423

GINA (Genetic Information 

Nondiscrimination Act), 31

Ginnie Mae, 334, 358

GIO (guaranteed insurability 

option), 252–253

goal dates, 10–11

gold, 322

good-student discounts, 274

good-till-canceled (GTC) order, 299

government, 19

fiscal policy of, 21

monetary policy of, 20

government bond funds, 358

government health insurance plans, 

233–236

Government National Mortgage 

Association (Ginnie Mae), 

334, 358

government-securities money  

fund, 358

GPO (guaranteed purchase  

option), 221

grace period, 151, 220

graded schedule, 387

graduated-payment mortgages,  

138

graduated repayment schedule, 176

grantor, 417

Great Depression, 21, 293

gross domestic product (GDP), 

21–22

gross estate, 408, 424

gross income, 61–63, 69

adjusted, 63, 69

adjustments to, 63

group HMO, 232

group life insurance, 214

growing-equity mortgages, 138

growth-and-income funds, 357

growth funds, 356

growth stocks, 325

GTC (good-till-canceled)  

order, 299

guaranteed insurability option 

(GIO), 252–253

guaranteed loans, 139–140

guaranteed-minimum annuity, 

396–397

guaranteed purchase option  

(GPO), 221

guaranteed renewability, 247, 251

H
H&R Block, 75

head of household, 59

Healthcare.gov, 229

health insurance, 17, 64

available coverage and resources, 

237–238

behavioral biases in decision 

making, 239

cancellation, 243

checklist, 241

choosing a plan, 238–240

cost containment provisions for 

medical expense plans, 245

decisions concerning, 236–240

deductibles, 242

definition of, 199

disability income insurance, 

248–253

government plans, 233–236

health care cost risk, 236–237

importance of, 229–230

long-term-care insurance, 

245–248

medical expense coverage and 

policy provisions, 240–245

planning over lifetime, 252

pre-existing conditions, 244

premiums, 229, 230

private plans, 230–233

student health care under the 

ACA, 232

types of plans, 231

Health Insurance Portability  

and Accountability Act 

(HIPAA), 244

health maintenance organizations 

(HMOs), 231, 232–233

health reimbursement account 

(HRA), 237

health savings account (HSA), 237

herding behavior, 120

hidden loads, 353

high-grade corporate bond  

funds, 358

high-yield corporate bond  

funds, 358

HIPPA (Health Insurance 

Portability and Accountability 

Act), 244

HMOs (health maintenance 

organizations), 231, 232–233

home affordability analysis, 

130–131

home buying, 45

home-buying process, 132–135

home equity credit lines, 156–157

home equity loans, 188

home foreclosures, 118

homeowner’s fee, 120–121

homeowner’s insurance, 261–268

coverage, 264–265, 267

deductibles, 267

factors affecting costs, 262–263

forms of, 261–262

guide to homeowner’s  

policies, 261
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how to lower your premiums, 

266

limitations on payment, 265, 267

as part of cost of ownership, 

129–130

perils covered by, 262

personal property floater, 

263–264

premiums, 267–268

property covered, 263

renter’s insurance, 264

HomePath Mortgage Financing 

program, 126

HomePath Renovation Mortgage 

Financing program, 126

home remodeling projects, 133

home sales, 63, 64

home services life insurance, 215

hospital income policies, 242

hospitalization insurance, 240

housing decisions

affordability, 124–131

affordability analysis, 130–131

benefits of home ownership, 

124–125

costs of homeownership, 125–130

financing the transaction, 

135–140

home-buying process, 132–135

home-buying strategies, 134

housing prices and financial crisis 

of 2007-2008, 118–120

planning over lifetime, 140

timing of buying first home, 130

types of housing to meet needs, 

120–124

housing market, 132

housing prices, 118–120, 368

HRA (health reimbursement 

account), 237

HSA (health savings account), 237

HSH Associates, 135

hybrid cars, 113

hybrid REITs, 371

hybrid securities, 288, 335–336

I
ICE (Intercontinental Exchange), 

290–291

identity theft, 166

immediate annuity, 396, 399

income

active, 62

adjusted gross, 63, 69

adjustments to, 63, 69

affect of education on, 23

current, 286

current income, 316

definition of, 35

determinants of personal, 22–25

disposable, 41

forecasting, 41

gross, 61–63, 69

increasing, 44

interest, 78

passive, 62

portfolio, 62

qualified business, 70

reinvesting, 361

retirement, estimating, 379–380

retirement, sources of, 382–383

shifting, 77–78

sources of, 35

take-home pay, 41, 59–60

taxable, 60–65, 70–71

tax-deferred, 78

tax-free, 78

types of, 62

income and expense statement, 

35–39

cash surplus (or deficit) on,  

35, 37

definition of, 29

expenses on, 35, 37

income on, 35

preparation of, 37–38

purpose of, 35

ratios, 40–41

sample, 36, 38–39

income-producing property, 

369–370

income stocks, 325–326

income taxes, 38, 57–65

economics of, 58–59

filing status, 59

state and local, 60

taxable income and, 60–65

trusts and, 418

indemnity, 243, 258–260

indemnity (fee-for-service) plans, 

231

independent agents, 275

index funds, 351, 358

index rate, 136

individual practice association 

(IPA), 232–233

individual retirement accounts 

(IRAs), 16, 361, 393–395, 401

Roth, 78

traditional, 78

industrial life insurance, 215

industry data, 301

Industry Surveys, 301

inflation, 19, 22, 50–51

estate planning and, 407

homeownership as hedge 

against, 125

housing prices and, 120

retirement needs and, 379–380, 

381

inflation factor, 379–380

informed investors, 299–303

insolvency, 33

installment loans, 174, 187–193

installment premium annuity 

contracts, 396

insurance, 14

disability income insurance, 

248–253

FHA mortgage, 138–139

gap, 117

health. see health insurance

homeowner’s. see homeowner’s 

insurance

life. see life insurance

private mortgage, 126, 138
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insurance agents

captive agents, 275

independent agents, 275

life insurance, choosing, 217–218

potential conflicts of interest 

with, 219

property and liability, 275

insurance companies, 217, 276

insurance policy, 200

Insure.com, 217

insured loans, 138–139

Interactive Tax Assistant, 74

Intercontinental Exchange (ICE), 

290–291

interest

accrued, 338

compound, 15, 46, 103–104,  

105, 378

earning interest on, 317–318

effective rate, 104

effective rate of, 103, 126

nominal (stated) rate of, 103

simple, 103, 188–190, 191

taxation of, 332

interest checking account, 86

interest income, 78

interest-only mortgages, 138

interest-paying checking  

accounts, 91

interest rate caps, 136–137

interest rate index, 136

interest rate risk, 316

interest rates

after financial crisis of 

2008–2009, 20

auto loans, 174

on checking accounts, 91

credit card, 151

for different types of credit 

cards, 165

inflation and, 22, 50–51

low, 85–87

mortgage, 135

representative, 86

on savings accounts, 91

on savings and checking 

accounts, 105

interim construction loans, 135

interim financing, 174

intermediate care, 247

intermediate goals, 11

intermediate-term bond funds, 358

internal limits, 243

Internal Revenue Service (IRS),  

57, 67, 74

international mutual funds,  

327, 359

Internet, debit card use on, 155

Internet banks, 89

Internet brokers, 296, 297

inter vivos trust, 419

intestacy, 409–410

investing, 283

in bonds, 331–341

common myths of, 322

in common stock, 321–331

elements of good investment, 

319–321

in exchange traded funds, 

349–354, 362–367

key concepts, 317

making investment decisions, 

328–331

in mutual funds, 347–367

planning over lifetime, 342, 372

in real estate, 368–371

returns from, 316–318

risk-return trade-off, 318–319

risks of, 315–316

investment banks, 289

investment capital, 284–285, 287

Investment Company Act of  

1940, 293

investment-grade bonds, 336

investment objectives, 286

investment plan, 285–286

investment planning

asset allocation and portfolio 

management, 307–308

informed investors, 299–303

investment capital, determining 

amount of, 287

making transactions in securities 

markets, 295–299

managing your holdings, 

305–310

objectives, determining, 286

objectives and rewards of, 

283–288

online investing, 303–305

planning over lifetime, 310

robo investment advisers, 292

role of in personal financial 

planning, 284–286

starting, 283–284

tracking your investments, 

309–310

ways to invest, 286, 288

investment research, 305

investment returns, calculating,  

299

investments, 13, 31

with borrowed funds, 145

determining value of, 49–50

growth over time, 15

planning, 14–16

rate of return on, 15–16, 86

real rate of return on, 50

securities markets, 289–299

timing your, 329–330

investment tools, 303

investor characteristics, 306–307

investor education, 303

investor objectives, 307

investor protection, 296–298

investors, overreaction by, 328

IPA (individual practice 

association), 232–233

IRAs. See individual retirement 

accounts (IRAs)

irrevocable life insurance trust, 420

irrevocable living trust, 420

irrevocable trust, 418

IRS (Internal Revenue Service), 57, 

67, 74
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I savings bonds, 106–107

itemized deductions, 63–64, 70, 121

J
job changes, 13

job history, 187

job hunting skills, 25

joint accounts, 96–97

joint ownership, 416–417

joint tax return, 69

joint tenancy, 416–417

junior bonds, 333

junk bonds, 336, 338

K
Keirsey Temperament Sorter-11, 24

Kelley Blue Book, 34, 115

Keogh Act, 393

Keogh plans, 393

“kiddie tax,” 78

Kiplinger.com, 353

Kiplinger’s Personal Finance, 165, 

303, 305

L
land speculation, 369

large-cap stocks, 326

late-payment fees, 151

layoffs, 24

leases

automobile, 116–118, 119

definition of, 116

lease term, 117

ledger, 39

legacy letter, 416

lenders, 187

letter of last instructions, 415

level premium term policy, 206

leverage, 369

liabilities, 14

on balance sheet, 30, 31–33, 34

bonds as, 288

current (short-term), 31

definition of, 31

long-term, 31–32

liability exposures, 258–259

liability insurance, 257, 258–259, 

268–269

liens, 183

life annuity, period certain, 397

life annuity with no refund (pure 

life), 396

life annuity with refund, 396–397

life-cycle funds, 357

life events, 18

life insurance, 17

agent, choosing, 217–218

amount needed, 201–206

basic concepts of, 199–200

behavioral biases in choosing, 

212

beneficiary clause, 218–219

benefits of, 201

buying, 205, 215–218

change of policy, 221

concept of risk and, 199–200

costs and features, comparing, 

216–217

credit life insurance, 215

definition of, 199

genetic testing, 216

grace period, 220

group life insurance, 214

industrial life insurance, 215

insurance company, selecting, 

217

key features of, 218–223

mortgage life insurance, 215

need for, 201

nonforfeiture options, 220

policy choices, 206–215

policy illustrations, 222–223

policy loans, 220

policy reinstatement, 220–221

premium payments, 220

reasons to buy, 200–201

settlement options, 219–220

term life insurance, 206–208, 

212, 215

underwriting, 205–206

underwriting basics, 200

universal life insurance, 211–213, 

215

variable life insurance, 214, 215

whole life insurance, 208–211, 

212, 215

life insurance companies, 179

life insurance policy illustration, 

222–223

life insurance trust, 426

lifetime gifts, 423

limited liability companies (LLCs), 

371

limited partnerships (LPs), 371

limited payment whole life 

insurance, 208–209

limited protection  

policies, 242

limit order, 298, 299

line of credit, 150

liquid assets, 13, 31, 85

liquidity, 407–408

liquidity ratio, 40

liquidity risk, 316

living benefits, 222, 408

living costs, 23

living expenses, 33

living trusts, 417, 419

irrevocable, 420

revocable, 419–420

living will, 415

load funds, 352, 363

loan applications, 183, 184, 187

loan disclosure statement, 185, 186

loan maturity, 180, 183

loan payments, for automobile, 112

loan rollover, 183–184

loans. See also mortgage loans

0 percent, 181

auto, 173–174

collateral for, 181, 183, 188

consolidation, 174

consumer. see consumer loans

for durable goods, 174

education, 174
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loans (continued)

fixed-rate, 177

home equity, 188

installment, 174, 187–193

as liabilities, 31–33

against life insurance policy,  

179

mortgage, 135–140

personal, 174

repayment of, 183–184

single-payment, 174, 182–187

student, 174, 175–177

variable-rate, 177

loan-to-value ratio, 125

long-term-care insurance, 245–248

buying, 248

need for, 246

provisions and costs, 246–248

long-term goals, 10–11, 13

long-term liabilities, 31–32

loss control, 200, 237

loss prevention, 200, 237

low-load mutual funds, 352–353, 

363, 365

low-load whole life insurance, 211

M
MAGI (modified adjusted gross 

income), 368–369

maintenance costs, of home, 130

major expenditures, saving for, 286

major medical plans, 241, 243

Maloney Act of 1938, 293

managed care plans, 231–233

management fees, 353

margin, 136

marginal tax rate, 59, 65

marital deduction, 423

market capitalization, 326–327

market data, 300–301

market globalization, 327

market indexes, 301

market makers, 290

market order, 298

market risk, 316

marriage, 18

married filing jointly, 59

married filing separately, 59

MasterCard, 93, 150, 154

Matrix Direct Insurance  

Services, 217

MEC (modified endowment 

contract), 210

median annual salaries, 25

median net worth, by age, 34

Medicaid, 235

medical expense coverage, 240–241, 

245

medical expenses, 64

medical payments coverage, 

270–271

medical travel expenses, 64

Medicare, 234–235, 384

Medicare Advantage  

plans, 234

Medicare taxes, 60

Medigap plans, 238

mental accounting, 152, 212

mental illness, 244

merchandise rebates, 152

MFEA (Mutual Fund Education 

Alliance), 349

mid-cap stocks, 326–327

middle age, 18

minimum payments, 146, 152, 164

minor’s section 2503(c) trust, 419

MLS (Multiple Listing Service), 

132

MMDAs (money market deposit 

accounts), 91–92, 102

MMMFs (money market mutual 

funds), 92, 102, 358

mobile banking, 94

modified adjusted gross income 

(MAGI), 368–369

modified endowment contract 

(MEC), 210

monetary policy, 20

money

definition of, 7

earning interest on, 103–104

psychology of, 8–9

relationships and, 9

role of, 7–8

time value of, 45–50

wise spending of, 4–5

money factor, 117

Money magazine, 165

money market deposit, 86

money market deposit accounts 

(MMDAs), 91–92, 102

money market mutual funds 

(MMMFs), 92, 102, 358

money supply, 20

monthly payments, installment 

loans, 189

monthly statements, credit card, 

162–163

Moody’s, 336, 337

moral hazard, 258

Morningstar, 303, 353, 363

mortgage-backed bond funds, 358

mortgage-backed securities, 334

mortgage bankers, 135

mortgage bonds, 333

mortgage brokers, 135

mortgage insurance, 126

mortgage interest, 64, 121

mortgage life insurance, 215

mortgage loans

affordability ratios, 128–129

definition of, 135

prequalifying and applying  

for, 133

refinancing, 139, 140

sources of, 135

types of, 135–140

mortgage payments, 127–128, 129

mortgage points, 126

mortgage REITs, 371

Motley Fool, 303

moving expenses, 64

MSN Money, 305

multicar discounts, 274

multifactor authentication, 94
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multiple indemnity  

clause, 221

Multiple Listing Service (MLS), 132

multiple-of-earnings method, 201, 

202

municipal bond funds, 358

municipal bonds, 78, 335

Mutual Fund Education Alliance 

(MFEA), 349

Mutual Fund Investor’s Center, 349

mutual funds, 288

basic concepts of, 347–354

basic structure of, 348

behavioral biases in investing  

in, 355

buying and selling, 354

characteristics of, 362–363

choosing best, 356

cost considerations, 352–354

definition of, 347

vs. exchange traded funds, 351

fund performance, 365–367

income and capital changes, 

summary of, 366

international, 327

objectives and motives for  

using, 362

open-ended vs. closed-ended, 

349–350

organization and management 

of, 349

planning over lifetime, 372

pooled diversification, 348

quotes, 354

reasons to invest in, 349

selection process, 362–365

services offered by, 360–362

types of funds,  

355–360

N
named insured, 270

named peril policy, 262

named peril specific deductibles, 

267

NAPFA (National Association  

of Personal Financial 

Advisors), 24

narrow framing, 355

NASD (National Association of 

Securities Dealers), 293

NASDAQ, 289, 290, 291–292, 298,  

301, 321

NASDAQ Capital Market, 291

NASDAQ Composite index,  

301, 322

NASDAQ Global Market, 291

NASDAQ Global Select  

Market, 291

National Association of Personal  

Financial Advisors  

(NAPFA), 24

National Association of Securities 

Dealers (NASD), 293

National Association of Securities 

Dealers Automated Quotation 

System (NASDAQ) market, 

289, 290, 291–292, 298,  

301, 321

National Committee for Quality 

Assurance (NCQA), 238

National Credit Union 

Administration  

(NCUA), 89

National Institutes of Health (NIH), 

406

National Labor Relations Board 

(NLRB), 386

Nationwide, 275

NAV (net asset value), 350

NCQA (National Committee for 

Quality Assurance), 239

NCUA (National Credit Union 

Administration), 90

needs analysis method, 201–202

negative amortization, 137

negative equity, 119–120

negligence, 258

net asset value (NAV), 350

net profit margin, 324

net worth

on balance sheet, 30, 33–34

calculating, 34, 35

definition of, 33

median, by age, 34

New York Stock Exchange (NYSE), 

290–291, 298, 301

NIH (National Institutes  

of Health), 406

NLRB (National Labor Relations 

Board), 386

no-fault automobile insurance, 272

no-load mutual funds, 353,  

363, 365

nominal (stated) rate of interest, 

103

noncontributory pension plans, 

387–388

nondeductible IRA, 394

nondepository financial institutions, 

88

nondrinker discounts, 274

nonforfeiture options, 220

nonforfeiture right, 208

nonsmoker discounts, 274

NOW (negotiable order  

of withdrawal) accounts, 91

nursing home care, 234, 245–248

NYSE (New York Stock Exchange), 

290–291, 298, 301

NYSE index, 301

O
odd lot, 296

odd-lot differential, 296

Office of Financial Research, 293

Old Age, Survivor’s, Disability, and 

Health Insurance (OASDHI) 

program, 383

online banking, 94

online brokers, 296, 297

online investing, 296, 303–305

online investor services, 303–305

online portfolio trackers, 309

online screening tools, 305
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open account credit, 148, 150–157

open account credit obligations, 31

open-end (finance) lease, 117

open-ended mutual funds, 349–350

open-end investment company, 350

open-end mutual funds, 354

operating costs

of automobile, 112–113

of home, 130

optional renewability, 247–248

OTC (over-the-counter) market, 

289, 290, 291–292

OTC Bulletin Board (OTCBB), 

291–292, 298

other-insurance clause, 260

overconfidence, 381

overdraft protection, 96, 97–98, 

155–156

overdrafts, 97–98

overspending, 146–147

over-the-counter (OTC) market, 

289, 290, 291–292

over-the-limit charges, 151

P
paid-up insurance, 220

PAP (personal automobile policy), 

268–271

paper trades, 284

paradox of choice, 179

Parent Loans for Undergraduate 

Students (PLUS), 175, 176

parents, death of, 18

Part D, 234–235

participating policy, 210, 222

participation (co-insurance)  

clause, 242

passive income, 62

passive investment, 368

Patient Protection and Affordable 

Care Act and the 

Reconciliation Act (ACA), 

229, 230, 232, 235–236, 245

Patriot Bonds, 105–106

payment caps, 137

payroll deductions, 60

payroll taxes, 384

PCIP (Pre-Existing Condition 

Insurance Plan), 233

peak, 21, 22

pension funds, 86

pension plans and retirement 

programs, 386–393

employer-sponsored programs, 

387–389

employer-sponsored 

supplemental plans, 389–392

evaluating employer-sponsored 

plans, 392–393

introduction to, 386–387

self-directed retirement 

programs, 393–395

Pension Reform Act, 386

people planning, 406

percentage deductible, 267

perils, 257, 258–259, 262

Perkins loans, 175, 176

personal automobile policy (PAP), 

268–271

personal bankruptcy, 167

Personal Capital, 292, 305

personal choices, financial impact 

of, 26, 52, 107, 194, 341, 371, 

401, 428

personal financial planning. See also 

financial planning

cash management in, 85–87

life cycle, 14

process, 6–11

role of cash management in, 

85–87

role of investing in, 284–286

role of retirement planning in, 

377–378

personal financial statements, 29. 

See also financial statements

personal identification number 

(PIN), 93, 95, 155

personal income

affect of education on, 23

career choice and, 23–24

determinants of, 22–25

geographic factors in, 23

personal liability umbrella  

policy, 275

personal lines of credit, 156

personal loans, 174

personal property, 13, 31

personal property floater (PPF), 

263–264

personal property inventory  

form, 259

personal value system, 8

phishing schemes, 94, 166

physician expenses, 240–241

PIN (personal identification 

number), 93, 95, 155

Pink Sheets, 291–292

PITI (principal, interest, property 

taxes, and insurance), 129

Plan C, 234

PLUS loans, 175, 176

PMI (private mortgage insurance), 

126, 138

point-of-service (POS) plan, 233

points, 126

policy loans, 220

pooled diversification, 348

portability, 214

portfolio

building securities,’ 306–307

definition of, 305–306

management, 307–308

model, 308

rebalancing, 317

tracking, 309–310

portfolio income, 62

portfolio tracking programs,  

284, 305

POS (point-of-service) plan, 233

pour-over wills, 420

power of attorney, 415, 416

PPOs (preferred provider 

organizations), 231, 233

preadmission certification, 245
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pre-approvals, 187

preauthorized deposits and 

payments, 93

Pre-Existing Condition Insurance 

Plan (PCIP), 233

pre-existing conditions, 248

pre-existing conditions clause, 244

preferred provider organizations 

(PPOs), 231, 233

preferred securities, 288

pregnancy, 244

premium bonds, 338

Preparers Tax Identification 

Number (PTIN), 75

prepayment penalty, 183, 190–191

prequalification, 133

prescription drug coverage, 

234–235

present value, 48–50

of annuity, 49–50

of single amount, 48–49

pretexting, 166

price/earning (P/E) ratio, 324–325

price negotiations, for automobile, 

114–116

prices, 22

price volatility, 316

primary beneficiary, 218–219

primary markets, 289

principle of indemnity, 258–260

private mortgage insurance (PMI), 

126, 138

probate estate, 408

probate process, 415, 418

procrastination, 88

professional management, of 

mutual funds, 349

professional tax preparers,  

74–75, 76

profit-sharing plans, 389–390

progressive tax structure, 58

proof of loss, 258, 277

property damage liability losses, 270

property insurance

agents, 275

automobile insurance, 268–274

basic principles of, 257–260

behavioral biases in buying, 263

buying insurance, 275–276

co-insurance, 260

definition of, 257

denied claims, 276

homeowner’s insurance, 261–268

insurance companies, 276

other property and liability 

insurance, 274–275

personal liability umbrella  

policy, 275

planning over lifetime, 277

principle of indemnity, 258–260

settling claims, 276–277

supplemental property coverage 

insurance, 275

types of exposure, 257–258

property inventory, 258

property taxes, 129

prospectus, 289

proxy, 323–324

PTIN (Preparers Tax Identification 

Number), 75

public health programs, 238

publicly traded issues, 321

public offerings, 321

Public Service Loan Forgiveness 

program, 177

purchase option, 117

purchasing power, 22

purchasing power risk, 316

pure life annuity, 396

Q
qualified business income, 70

qualified dividends, 69

qualified pension plans, 386, 389

qualified terminable interest 

property (QTIP) trust, 419

qualifying widow or widower, 59

quarterly estimated tax  

payments, 60

Qubes, 351

Quicken, 75

Quicken.com, 353

R
rates of return, 15–16

calculating, 299

compounded, 318

representative, 86

risk-free rate of return, 319

rating agencies, 336, 337

ratio analysis, 39–41

ratios

affordability, 128–129

balance sheet, 39–40

debt safety, 148

debt service, 40, 41

financial, 323–325

income and expense statement, 

40–41

liquidity, 40

loan-to-value, 125

savings, 40–41

solvency, 39–40

real estate agents, 132–133

real estate bubble, 118–120

real estate commissions, 133

real estate investing, 288

basic concepts of, 368–369

cash flow and taxes, 368–369

income-producing property, 

369–370

limited partnerships or limited 

liability companies, 371

planning over lifetime, 372

real estate investment trust 

(REIT), 370–371

speculation in raw  

land, 369

real estate investment trusts 

(REITs), 370–371

real estate sales contracts, 133–134

Real Estate Settlement Procedures 

Act (RESPA), 134

real estate short sales, 132

real estate taxes, 64
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real GDP, 21–22

real property, 13, 31

real rate of return, 50

rebalancing, 317

rebates, 116, 181

recession, 22

record keeping, 39

redemption fee, 353

refund annuity, 397

regional exchanges, 291

regular checking accounts, 91

regular income, 360–361

regulation, 19

rehabilitation coverage, 244

REITs (real estate investment 

trusts), 370–371

relationships, money and, 9

relatives, loans from, 179

renewability, 207–208

rental units, 121

renter’s insurance, 264

rent-or-buy analysis, 120–124

rent ratio, 121

replacement cost, 259–260,  

265, 266

replacement-cost insurance, 264

representativeness bias, 263,  

355, 381

required rate of return, 321

residential properties, 370

residual owners, 321

residual value, 117

RESPA (Real Estate Settlement 

Procedures Act), 134

restaurants, debit card use in, 155

retail charge cards, 153–154

retirement, finances during, 18

retirement funds, 5

retirement goals, 377

retirement planning,  

16, 286

annuities, 395–399

behavioral biases in, 381

estimating retirement income, 

379–380

income needs, estimating, 

379–382

inflation and, 50–51

myths, 389

overview of, 377–383

pension plans and retirement 

programs, 386–395

pitfalls of, 378

planning over lifetime, 400

role of in personal financial 

planning, 377–378

simple, 371

Social Security, 383–386

sources of retirement income, 

382–383

retirement plans, 77, 361–362

return on equity (ROE), 324

returns from investing, 316–318

revenue bonds, 335

revocable living trusts, 419–420

revocable trust, 418

revolving lines of credit, 154–157

reward (co-branded) credit card, 

152

right of subrogation, 260

right of survivorship, 416

risk

business, 315

concept of, 199–200

event, 316

financial, 315

interest rate, 316

liquidity, 316

market, 316

purchasing power, 316

risk assumption, 200, 237

risk avoidance, 199–200, 236

risk-free rate of return, 319

risk-return trade-off, 318–319

risk tolerance, 315

robo investment advisers, 292

ROE (return on equity), 324

Roth 401(k) plans, 392

Roth IRAs, 78, 361, 394–395

round lot, 296

R-Squared (R2) statistical measure, 

366

Rule of 78s, 190–191

S
S&Ls (savings & loan associations), 

89, 178

S&P 500, 301, 321, 322

S&P indexes, 301

safe-deposit boxes, 95

safe-driving discounts, 274

safety features, on automobiles, 114

salaries

geographic factors in, 23

median annual, by college  

major, 25

salary reduction plans, 390–392

sales contract, 116, 133–134

sales finance companies, 178–179

sandwich generation, 13

Sarbanes-Oxley Act of 2002, 293

savings, 5

earning interest on, 103–104

emergency funds, 11, 101–102

future value of, 104

life insurance as, 201

loan application and, 187

need for, 85

planning, 14–16

procrastination of, 88

systematic savings plan, 285–286

savings accounts, 43, 86, 90–92, 96

savings and loan associations 

(S&Ls), 89, 178

savings banks, 89

savings programs

establishing, 101–107

types of, 104–107

savings ratio, 40–41

Schedule B, 78

Schedule C, 69, 78–79

Schedule D, 69, 79

scheduled PPFs, 264

Schedule E, 79

Schedule F, 78–79
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schedule of benefits, 240

SEC (Securities and Exchange 

Commission), 291,  

292–293, 353

secondary markets, 289

second surgical opinions, 245

sector funds, 359

secured credit cards, 153

securities. See also specific types

accrual-type, 105–106

fixed-income, 316, 331

hybrid, 288, 335–336

price volatility of, 316

Securities Act of 1933, 292

Securities and Exchange 

Commission (SEC), 291, 

292–293, 353

securities dealers, 290

Securities Exchange Act of  

1934, 293

securities exchanges, 289

Securities Investor Protection Act 

of 1970, 293, 296

Securities Investor Protection 

Corporation (SIPC), 293, 

296–297

securities markets, 289–299

broker markets and dealer 

markets, 289–292

bull or bear markets, 293–295

calculating investment  

returns, 299

definition of, 289

foreign securities market, 292

making transactions in, 295–299

primary and secondary markets, 

289

regulation of, 292–293

stockbrokers, 295–298

trade execution, 298

types of orders, 298–299

security

credit cards, 93

debit card, 155

online banking, 94

Select Quote Insurance, 217

self-awareness, financial, 8

self-control, 381

self-directed accounts, 393–395

Self-Employed Individuals 

Retirement Act, 393

self-employment, taxes and, 59–60, 

69, 384

sell orders, 298

senior bonds, 333

SEP plans, 393

September 11, 2001, 316

serial obligations, 335

Series EE bonds, 77, 86, 105–106, 

107

share draft accounts, 89, 91

short sales, 132

short-term goals, 11, 13

short-term liabilities, 31

sickness policies, 242

simple interest, 103

simple interest method, 185, 

188–190, 191

simultaneous death  

clause, 411

single-family homes, 120

single-payment loans, 174,  

182–187

single premium whole life 

insurance, 209–210

single premium annuity contract, 

396

single taxpayers, 59

sinking fund, 333

SIPC (Securities Investor 

Protection Corporation), 293, 

296–297

skilled care, 247

skimming, 155, 166

small-cap stocks, 327

SMART financial goals, 5

SMI (supplementary medical 

insurance), 234

socially responsible funds  

(SRFs), 359

Social Security

coverage, 383–384

disability benefits, 249, 251

income from, 382, 383

payroll taxes, 38, 57, 60, 384

retirement benefits, 384–386

survivor’s benefits, 203,  

205, 385

taxes on benefits, 386

Social Security Act of 29135, 383

Social Security Statement, 385

software

portfolio tracking, 284, 305

tax planning and preparation, 

75–76

solvency ratio, 39–40

special needs trust, 419

speculating, 283

speculative stocks, 325–326

spending

future, 5

reducing, 43

tracking, 38

wise, 4–5

Spiders (SPDRs), 351

SRFs (socially responsible funds), 

359

Standard & Poor’s, 336, 337

Standard & Poor’s (S&P) indexes, 

301

standard deduction, 63,  

70, 121

standard of living, 4

State Farm, 275

state income taxes, 60

statement of financial position. See 

balance sheet

Statistics of Income Bulletin, 78

stimulus spending, 21

stockbrokers, 295–298

stock dividends, 323

stockholders, voting rights, 321–322

stock market, 321

stock prices, inflation and, 22

stock quotes, 301–302
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stocks. See also common stock

advantages and disadvantages of, 

327–328

versus bonds, 331–332

common, 288

comparative performance of, 332

historical performance of  

U.S., 294

investing in, 321–331, 341

preferred, 288

valuing, 328–329

stolen car prevention, 273

stop-loss order, 298–299

stop-loss provision, 242

stop payment, 98

straight bankruptcy, 168

straight term policy, 206

student credit cards, 153

student health insurance, 232

student loans, 174, 175–177

subrogation, 260

suicide clause, 221

The Summary of Income and 

Capital Gains, 365

sum-of-the-digits method, 190–191

supplemental property coverage 

insurance, 275

supplementary medical insurance 

(SMI), 234

surgical expenses, 240

survivor’s benefits, 385

survivorship benefits, 396

systematic savings plan, 285–286

systematic withdrawal plans, 

360–361

T
take-home pay, 41, 59–60

tangible assets, 5

target-date funds, 357

taxable estate, 424

taxable income, 58, 60–65, 70–71

taxation, 19, 21

tax attorneys, 74

tax audits

definition of, 74

red flags for, 73

tax avoidance, 76

tax credits, 64, 67, 71

Tax Cuts and Jobs Act of 2017, 57, 

63, 64, 65, 78, 121, 157, 371, 

405, 422

tax-deferred income, 78

tax-deferred retirement plans, 391

taxes and taxation, 56–83

adjustments to (gross) income, 63

average tax rate, 59

calculating and filing, 65–72

capital gains, 62–63

common stocks and, 322–323

deductions, 63–64

deferring, 77

economics of, 58–59

estate taxes, 418, 422, 424

estimated, 72

exemptions, 65

federal unified transfer taxes, 

420–423

federal withholding taxes, 60

FICA taxes, 60

filing considerations, 72–76

filing deadlines, 72

filing status, 59

gift tax, 78, 420, 421–422, 423

high income taxpayers and, 

71–72

income taxes, 38, 57–65

on interest, 332

“kiddie tax,” 78

life insurance and, 201

marginal tax rate, 59

payroll, 384

progressive tax structure, 58

property taxes, 129

psychology of, 58

real estate, 64

real estate investing and, 

368–369

sale of home and, 63

sample 2018 tax return, 67–71

self-employment and, 59–60,  

69, 384

Social Security, 38, 384, 386

Social Security taxes, 57, 60

take-home pay, 59–60

trusts and, 418

types of, 57

tax evasion, 76

tax-exempt money  

funds, 358

tax forms and schedules, 67,  

75–76

tax-free bonds, 335

tax-free income, 78

tax liability, 61, 70–71, 72

tax planning, 16, 57, 71

effective, 76–79

fundamentals of, 76–77

income shifting, 77–78

maximizing deductions, 77

popular strategies for, 77–78

tax-free and tax-deferred 

income, 78

tax preparation services, 74–75, 76

tax preparation software, 75–76

tax rates, 65–67

marginal, 59, 65

tax refunds, 71

tax returns

amended, 64, 73–74

auditing of, 73, 74

computer-based, 75–76

extensions for filing, 73

financial planning and, 78–79

Form 1040, 78–79

getting help with filing, 74–75

tax shelters, 16, 125, 210, 286, 368, 

391, 398

tax year, 72

T-bills, 86, 105, 358

teaser rates, 151

tech stocks, 325
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tenancy by the entirety, 416–417

tenancy in common, 417

1035 exchange, 399

term life insurance, 206–208,  

212, 215

testamentary trust, 417–418, 420

testator, 411

thin markets, 316

30-year fixed-rate loan, 135–136

thrift and savings plans, 390

time deposits, 91

time value of money, 45–50

definition of, 45

future value, 46–48

inflation and, 50–51

present value, 48–50

TIPS (Treasury inflation-indexed 

bond), 334

“too big to fail” banks, 86

total return, 316

total tax liability, 61

trade execution, 298

traditional IRA, 78, 394, 401

transaction fees, 151

transfer taxes, 420–423

transit ID number, 97

TransUnion, 159

traveler’s checks, 101

Treasury bonds, 334

Treasury inflation-indexed bond 

(TIPS), 334

Treasury notes, 334

trough, 21, 22

Trulia Rent vs. Buy Index, 122

trustee, 417, 418–419

trusts, 417–420

common types and 

characteristics of, 419–420

definition of, 417

estate planning and, 426

overview of, 417–418

reasons to use, 418

trustee selection, 418–419

trust services, 95

Truth in Lending Act, 183

Truth in Savings Act of 1993,  

90–91, 105

TurboTax, 75

12b-1 fees, 353

two-income families, 4, 16–17

two-step ARMs, 137

U
unbundling, 212

underinsured motorists coverage, 

271

underwriting, 200,  

205–206, 289

underwriting syndicates, 289

unified rate schedule, 421

unified tax credit, 424

unified transfer tax credit, 422, 426

uninsured motorists coverage, 271

universal life insurance, 211–213, 

215

unsecured bonds, 333

unsecured personal lines, 156

USA Today, 300

U.S. Bankruptcy Code, 167

U.S. Department of Education, 175

U.S. Department of Treasury, 57

used-car salespeople, 114

U.S. News & World  

Report Career Center, 24

U.S. Savings bonds, 86, 105–106

U.S. Treasury bills, 86,  

105, 358

usual, customary, and reasonable 

(UCR) charges, 231

utility, 7–8

V
VA loan guarantees, 139–140

valuation issues, 426–427

value funds, 356–357

Value Line Investment Survey 

report, 304, 323, 329

values, personal, 8

Vanguard, 303

Vanguard’s Personal Advisor 

Services, 292

VantageScore, 159

variable annuity, 398, 399

variable expenses, 37

variable life insurance, 214, 215

variable-rate loans, 177

vested rights, 387

Veterans Administration (VA), 334

viatical settlement, 222

Visa, 93, 150, 154

Volcker Rule, 293

voluntary profit-sharing plans, 390

volunteer expenses, 64

voting rights, 321–322

W
W-4 form, 60

Wage Earner Plan, 167–168

waiting period (elimination  

period), 247

waiver of co-insurance, 245

waiver of premium, 253

walk-away lease, 117

Wall Street Journal, The, 284, 300, 

301, 353

wealth, 5

wealth accumulation, 5, 15

weddings, 9

whole life insurance, 208–211,  

212, 215

William D. Ford Federal Direct 

Loan  

Program, 175

wills, 409–414

absence of valid, 409–410

beneficiaries, 411

changing or revoking, 413–414

common excuses for not  

writing, 410

common features of, 411–412

definition of, 409

ethical, 416
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wills (continued)

living will, 415

pour-over, 420

preparation of, 410–411

representative, 412

requirements of valid, 413

safeguarding, 414

withholding allowances, 60

witness clause, 412

worker’s compensation insurance, 

235

Y
Yahoo! Finance, 301

yield to maturity, 340–341

Z
Zacks Investment Research, 303

0 percent loans, 181
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