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As you become financially independent, 

credit is likely to play a bigger and more 

important role in your economic life 

than it has before.
There’s a lot that credit can do for  

you. If you need money—especially in 

an emergency—and you don’t have the 

cash on hand, the immediate buying 

power of a credit card can be a lifesaver. 

And through longer-term arrangements 

like car loans and mortgages, credit 

makes it possible to pay for things you 

wouldn’t otherwise be 
able to afford.

Credit: Convenience with  

a Caution
Credit is handy, but it has some risks.

For loans, the finance charge usually  

includes fees for the cost of arranging  

the credit, as well as the interest expense.

The problem with finance charges  

is that you can end up paying consider-

ably more than your purchase originally 

cost. And while many credit cards don’t 

impose a finance charge if you pay back 

the credit you’ve used within a certain

period of time, most loans and some 

cards start charging from the moment 

you start spending. 

But there is another side to the story. 

Credit makes spending money easy— 

sometimes too easy. So you can get into 

credit trouble by spending more than 

you can easily repay.

THE BIG PAYBACK

The flip side of the buying power that 

credit gives you is that you’ve got to pay 

back the money you spend. As obvious  

as this might seem, it can be 

surprisingly easy to forget

how much you’ve charged 

when it seems like you have 

free money at your fingertips.

In return for the privilege of  

using credit, you’re required to pay a 

finance charge. For credit cards, this 

means that interest, which is calculated 

as a percentage of the amount you owe, 

accumulates on any unpaid balance.  

Each credit arrangement has its own 

particular features, but one thing is true 

in every case: The longer you take to 

pay back what you’ve spent, the more 

using credit will cost. Interest can build 

up amazingly quickly, especially on big

balances. And if you miss payments, you 

run the risk of having to pay late fees—

at $35 or more a pop—and even ending 

up with a bad credit rating, which can 

make it difficult to get credit later on.

GIVE YOURSELF A LITTLE CREDIT

If you don’t have a lot of cash, being 

able to buy things on credit can be a 

big help when you’re furnishing an 

apartment or buying clothes to wear 

to work.
Using credit can also make your daily 

life a lot easier. Most merchants require 

a credit card number to reserve a hotel

room, an airline flight, or a car rental,

and of course, having 

a credit card is 

convenient for 

shopping by 

phone and over 

the Internet.
Credit also allows you to get the 

most out of your money over time by

taking advantage of the classic “buy

now, pay later” philosophy. The  

most basic—and probably the most 

common—example is the cash float 

that credit cards provide. A cash float 

is the time between when you buy 

something with credit and when you 

pay the card issuer for that item.

For example, say you use a credit 

card to buy a compact disc online on

October 22, and you

receive a bill from 

your card company 

on November 5 that’s

due November 25. 

If you authorize the 

payee to debit your 

account on the 24th or 25th, the bill 

will be paid more than a month after

you spent the money. Of course, you

don’t want
to forget that you 

have to pay on time, and 

let the due date slip by. That  

could cost you a late fee on top 

of a finance charge.

By allowing you to buy large items 

now while taking years to pay off the 

full price, credit arrangements like

mortgages and car loans use this cash 

float principal on a larger scale. Only  

in this case, the float is known as 

leverage, or using a small amount of 

your own money to buy something 

of much greater value.

CREDIT IS AS CREDIT DOES

You’re probably already familiar  

with using credit. If you don’t have a

credit card in your own name—and

most college students and recent 

graduates have at least one—you

may have used a card linked to 

your parents’ account.

And even if you haven’t used a

credit card or taken a loan, you’ve 

probably dealt with lots of transac-

tions that work the same way.

Many meal plans and

cards in school dining 

halls allow you to get food 

on a daily basis and pay for what 

you’ve spent at the end of the  

semester or year.
The CD and video clubs 

you see in magazines give you

a large number of discs or 

tapes at essentially no cost based on 

the agreement that you’ll purchase 

full-priced items in the future.

Magazine subscriptions

that offer “pay later” 

options agree to send you 

the magazines you want 

and let you pay later.

WHAT A LOAN COSTS

When you shop for a loan, check 

the total cost. The principal, 

or amount you borrow, and the

interest rate you pay are key

factors. The term, or length of 

the loan, and the fees you pay 

matter too. A loan’s annual  

percentage rate (APR) gives

you an accurate picture of what 

borrowing will cost you on a 

yearly basis. What you want is 

the lowest APR you can find.
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$250,000

FDIC
When you think about life’s necessities, 
finding a bank probably isn’t at the top 
of your list. In fact, the idea of putting 
a bank in the same category as having a 
place to live and enough to eat may seem 
downright bizarre. But unless you’re paid 
in cash, pay all your bills in person, and 
aren’t trying to save for the future, it’s 
hard to think how you could get along 

Banking Basics
It’s hard to get by without a bank account.

habitual behavior
Finding a bank that will best 
meet your needs depends, in 
large part, on your spending and 
saving habits—or the ones you’re 
trying to cultivate. The more you 
know about how you’re likely  
to use your accounts, the more 
effective your search can be.  
To get started, ask yourself  
these questions:
•  How many bills do you

typically pay each month,
and how often do you with-
draw cash at the ATM?

•  Do you have enough cash
available to meet a minimum
balance requirement for a
no-cost or interest-bearing
checking account, and will
you be able to keep that
amount in your account?

•  Do you need a bank that’s
open nights and weekends?

without a bank or its not-for-profit 
equivalent, the credit union.

The catch is that if you’ve seen one 
bank, you haven’t necessarily seen them 
all. The services you can get, and what 
those services will cost you, vary signifi-
cantly from bank to bank. So does the 
way you’re treated if you’ve got questions 
or problems.

You CaN baNK oN it
You may have some uncertainties 
where money is concerned, like  
whether you’ll be able to live on what 
you earn and whether you’ll be more  
financially secure in the future than 
you are today. Banks can’t solve those 
problems, but putting your money in 
a bank will provide one safety net in 
an otherwise uncertain world. Banks 
promise money deposited in their  
accounts is safe.

Here’s the story: The Federal 
Deposit insurance Corporation 
(FDiC), a government agency, insures 
accounts in its member banks, which 

include most banks 
in the United States. 
(There’s separate, 
comparable  
insurance for  
credit unions.)

A $250,000 insur- 
ance limit applies 
per depositor per 
bank. For example, 
if you had $250,000 
in a certificate of 
deposit (CD) in one bank and another 
$250,000 in a CD in another bank, both 
accounts would be covered. But if you 
had $300,000 in one CD, only $250,000 
would be insured.

You can actually qualify for more than 
the $250,000 coverage at a single bank 
if your assets are in different types of 
accounts. For example, an individual 
retirement account (ira) is insured 
separately from a taxable account. So is a 
trust account. And you qualify for up to 
half the coverage on an account you own 
jointly with someone else.

What’s not insured is any money  
you invest through a bank that’s not  
in a checking or savings account. For  
example, money in a mutual fund the 
bank sells is not insured, even if the 
name of the fund includes the name  
of the bank. But money in the bank’s 
money market account is insured.  
The bank is required to tell you which  
accounts are insured and which are not. 
Be sure you know which are which.

PaY Your bills
electronic bill payment is one of  
the most popular features of online 
banking. You can have your bank pay 
certain bills automatically each month 
just by providing the payment informa-
tion the bank needs and identifying the 
account to debit. Some banks pay these 
bills as they’re due, rather than when 
they arrive. Others let you set the day  
on which a specific bill, such as your  
car lease, will be paid.

If you prefer to authorize bill pay-
ments yourself, you can do that too.  
You access your account once or twice  
a month, key in the amounts you want 
to pay to a list of established payees or  
one you’re adding, and indicate when 
you want each payment made. The bank 
handles the rest. The payments may be 
made electronically to some payees  
and by check to others, depending on  
arrangements the bank makes. 

Some banks handle electronic bill 
payment for free, while others charge a 
small fee, usually less than $10 a month.

GettiNG CoNNeCteD
More and more people are banking 
online, and with good reason. In addi-
tion to the 24/7/365 convenience of not 
having to leave your home (or office) 
to check your balance, you can move 
money from one account to another, pay 
your bills, invest, and borrow through an 
online account. About the only thing you 
can’t do is get your computer to give you 
cash—though that day may come.

Whether you use the online services  
offered by a brick-and-mortar institution 
or put your money in a virtual bank 
that exists only online, you can connect
directly to your bank’s secure network by 
logging onto its website and using your 
ID and password. 

You’ll want to take precautions to  
keep your online account safe. While it’s 
possible to access a bank’s website from 
almost anywhere there’s an Internet  
connection, it may not be wise to  
handle financial transactions on an  
open, typically unencrypted, network 
even though the bank’s network is 
locked. It’s way too easy to be hacked.

It’s also smart to follow your bank’s 
prompts to pick a strong password. 
Long is better than short, as is a random 
combination of letters, numbers, and 
symbols. You might also consider using 
two-factor authentication. In that case, 
each time you login using your password, 
you receive an email or text with a second 
code that lets you complete the sign-in. 
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Check It Out
Checking accounts take center stage in your day-to-day 
finances, and you can open one of several styles.

WorD CheCK
Checking accounts are actually 
transaction accounts. That means 
you can authorize the bank to 
transfer money from your account 
to another person or organiza-
tion either by writing a check that 
includes the word “Pay to the 
order of” or by electronic transfer. 
In contrast, a savings account is a 
non-transaction account and the 
only things you can do are with-
drawals or transfers—electronic or 
traditional—to another account  
in your name.

WatCh those Fees
It’s no secret that banks make 
a lot of money from fees they 
charge retail clients. You may  
not mind paying the cost of  
optional services, like bank checks 
or wire transfers, if you need to 
use them. But there are fees you 
can—and should—avoid, either 
by choosing a bank that doesn’t 
charge them or doing your best 
not to incur them, since they 
can set you back $35 or more 
each time. They include overdraft 
fees, balance inquiry fees, low 
balance fees, extra check fees, 
and replacement statement fees, 
among others.

is eleCtroNiC  
PaYmeNt smart?
If electronic bill payment appeals 
to you, you can set it up for as 
many or as few payees as you 
like. Some people prefer to  
pay only predictable bills this 
way—like rent or mortgage,  
local telephone, or Internet  
access. They’d rather pay bills 
that can vary a lot from month 
to month—such as credit card 
charges—themselves. That way, 
you decide how much or how 
little of a bill to pay.

To pay your rent, cover your credit card, cable, and utility 
bills, buy your groceries, and repay your student loans, 
you almost certainly need a checking account. It’s the 
only way to authorize the transfer of funds, whether you 
do it in writing or handle everything electronically.

Choosing the checking account that’s best for you can 
be complicated, since accounts come in several varieties. 
Just look over the product offerings in a couple of banks 
or scroll through a few bank websites to get a sense of 
what’s available.

CheCKiNG, CreDit uNioN stYle
If you’re banking at a credit union—
which might sound like a contradiction, 
but there’s not really any other way to 
say it—you handle transactions in the 
same way you do at a bank. But instead 
of writing checks, you write what are 
known as share drafts. 

The big difference is in the cost. Most 
credit unions don’t impose fees for check-
ing beyond the modest annual fee for 
membership, which is sometimes as little 
as $25. And if they require minimum 
deposits at all, it’s much more likely to be 
hundreds rather than thousands of dollars.

Net saFetY
Some people worry that online transac-
tions aren’t as safe as the ones you make 
in the traditional way, with cash or paper 
checks. But banks take lots of precau-
tions to protect you and themselves from 
fraud or theft. And you have the same 
legal protections with online accounts as 
you do with conventional accounts.

Bank records are insulated by a  
firewall—a computer that controls 
the flow of information between the 
bank’s internal computer system and the 
outside world. A firewall is designed to 
ensure that your personal data, and all 
the information the bank keeps, can’t  
be stolen or manipulated by outsiders.

Banks also provide data encryption. 
When you communicate with the bank’s 
site, your passwords, personal data, and 
other secure information are scrambled, 
or encrypted, by the site. No one who 
doesn’t have the key to unscramble the 
data can tap into your account.

In addition to those safeguards, many 
online banks automatically log you off if 
you’re idle for more than a few minutes, 
so no one can get into your account if 
you walk away from your desk. And 
some banks send you e-mail alerts if
someone has tried to get into your  
account with an incorrect password.

sink: no-fee credit cards, loan discounts, 
and the like. If the required minimum 
balance for this kind of account gets you 
free checking, there’s probably nothing 
to lose, provided you need enough of the 
features the account offers.

iN the baNK
A regular checking account with a 
conventional or online bank is likely to 
cost you—unless you can find a way to 
avoid it. Most banks charge either a  
monthly fee, a fee for each check or ATM  
withdrawal, or sometimes a combination 
of monthly and per-use fees. Charges  
can range upward from 50 cents per 
check and $2 per ATM withdrawal, 
and flat fees run, on average, from 
$8 to $15 or more a month.

Some banks may offer free 
checking and ATM use for a short 
time to attract your business. And 
most banks waive their fees if you keep 
a minimum balance in your checking  
account or in a combination of accounts 
in the bank. The catch here is the mini-
mum can seem pretty maximum, though 
amounts vary. You may also qualify  
for free checking if your paycheck is  
deposited directly into your account.

Ask about all the possible com-
binations to qualify. You can usually 
count the money in an interest-paying 
or investment account towards your 
minimum. Some banks also count your 
mortgage or other loan balance toward 
the minimum.

a sCale oF Frills
Some banks offer a scaled-down version 
of their regular checking account, called 
no-frills or basic checking. If you 
write only a few checks a month and 
you don’t withdraw money very often, 
it’s something to consider. But for many 
working people, it’s too restrictive—and 
the fees can be steep if you go over  
the limits.

At the other end of the scale, some 
banks offer combined accounts, called 
relationship accounts, that provide 
everything but the proverbial kitchen 
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If you’re building an emergency fund, 
saving for a big purchase, or getting 
money together to invest, using an  
insured savings account can put you on 
the right road. Most banks offer a variety 
of savings accounts. So do credit unions.

In addition to these basic savings 
accounts, other popular bank savings 
options are money market accounts, 
which combine savings with limited 
check-writing privileges, and certifi-
cates of deposit (CDs).

GETTiNG iNTErESTED
With a savings account, you make  
money on the money in your account 
by earning interest, or a percentage of 
your balance, at a specific rate on a regu-
lar schedule. What you earn depends on 
the interest rate the bank pays—typically 
about the same rate that other banks are 
paying on similar accounts. That rate, in 
turn, depends on the rate that banks are 
earning on the loans they make and on 
what it costs the banks to borrow from 
each other. 

rEGular rulES
The most basic accounts, where you  
can deposit and withdraw money at  
any time, are called regular savings,  
or sometimes statement savings  
accounts. What that means is that any 
activity in the account—deposits, with-
drawals, fees, or interest earnings—and 
your current balance are reported in a 

The Savings Route
Opening a savings account can help pave the way to 
financial security.

printed or online account statement, 
usually once a month.

You earn interest on a regular savings  
account only if you keep at least the 
required minimum on deposit. If your 
balance is lower, some banks don’t pay 
interest and others may charge a fee for  
holding your money. Unless you qualify 
for exemption from the fee—by being 
a full-time student or older than 65—
you’re stuck. The alternative is to look 
for an account without a required  
minimum or wait until you have the 
$500 or whatever is required.

In reality, though, you don’t put  
money in a regular account for the  
earnings. Whatever the interest rate is, 
it’s likely to be the lowest one the bank 
offers. You just want to avoid having to 
pay to keep your money on deposit.

mONEY marKET aCCOuNTS
Most banks offer hybrid accounts—
part checking, part savings—called 
money market accounts (mmas) or 
sometimes money market deposit 
accounts. They’re comparable to  
money market mutual funds, but have 
the advantage of FDIC insurance.

MMAs typically pay higher interest  
rates than regular savings accounts, 
and may offer blended or tiered rates, 
which means you can earn an even  

higher rate on large balances or on part 
of your balance over a certain level.

And you can usually make a limited 
number of cash transfers or write a  
limited number of checks—often a  
total of three—against your account  
each month.

The catch is that there are substantial 
service fees if your account falls below 
the bank’s minimum required balance. 
You may also forfeit your interest if the 
balance drops below the minimum, or 
you may face both penalties.

luxurY mODElS
Certificates of deposit (CDs)—called  
share certificates at a credit union—
are high-end savings accounts. They 
generally pay interest at a higher rate 
than other bank or credit union ac-
counts, so it should come as no surprise 
that there are some strings attached.

What makes CDs different from  
regular savings accounts is that they’re 
time deposits. That means that when 
you open a CD you agree to commit 
your money for a specific term, or  
period of time. You also agree that if  
you withdraw money from the CD  
before it matures when the term ends, 
you’ll forfeit some or all of the interest 
you would have earned.

Typical terms include six months, a 
year, two and a half years, and five years. 
But the term may be any period you  
and the bank agree on. The longer the 
term, the slightly higher the interest 
you’re likely to earn. There may be a 

minimum deposit—often $500—and 
some banks may pay slightly higher  
rates for large deposits.

When a CD matures, you can roll 
over the money into another CD,  
transfer your money to a different  
account, or have the bank send you a 
check. But you must tell the bank what 
you want it to do by the deadline it sets, 
or the decision will be made for you. 
When the bank decides, your CD is usu-
ally renewed for the same term as the 
expiring one at the bank’s current rate 
for a CD of that length and principal.

iSN’T iT iNTErESTiNG?
When banks advertise the interest rates 
on their savings accounts, they tell you 
the nominal rate and the annual  
percentage yield (aPY). The nominal, 
or named rate, is the rate they pay. The 
APY is what you earn over the course  
of a year, expressed as a percentage of 
your principal.

What you actually earn depends on 
whether the account pays simple or 
compound interest. Simple interest is 
calculated annually on the amount you 
deposit. With compound interest, which 
can be paid daily, monthly, or quarterly, 
the interest is added to your principal to 
form a new base on which you earn the 
next round of interest.

How can you tell whether interest is 
simple or compound? If the nominal  
rate and the APY are the same, you’re 
earning simple interest. If the APY is 
higher, the interest is compound.

iN CaSE OF EmErGENCY
Most financial advisers suggest creating an emergency 
fund with three to six months’ worth of income. That 
way you’ll have some backup if you face a major financial 
emergency, such as getting sick or being laid off.

An emergency fund should be liquid, which means 
the money is available as cash or can be converted to 
cash easily with little or no loss of value. CDs, US Treasury 
bills, and money market accounts are good choices.
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As you become financially independent, 
credit is likely to play a bigger and more 
important role in your economic life 
than it has before.

There’s a lot that credit can do for  
you. If you need money—especially in 
an emergency—and you don’t have the 
cash on hand, the immediate buying 
power of a credit card can be a lifesaver. 
And through longer-term arrangements 
like car loans and mortgages, credit 
makes it possible to pay for things you 

wouldn’t otherwise be 
able to afford.

Credit: Convenience with 
a Caution
Credit is handy, but it has some risks.

For loans, the finance charge usually  
includes fees for the cost of arranging  
the credit, as well as the interest expense.

The problem with finance charges  
is that you can end up paying consider-
ably more than your purchase originally 
cost. And while many credit cards don’t 
impose a finance charge if you pay back 
the credit you’ve used within a certain 
period of time, most loans and some 
cards start charging from the moment 
you start spending. 

But there is another side to the story. 
Credit makes spending money easy— 
sometimes too easy. So you can get into 
credit trouble by spending more than 
you can easily repay.

THE BIG PAYBACK
The flip side of the buying power that 
credit gives you is that you’ve got to pay 
back the money you spend. As obvious  

as this might seem, it can be 
surprisingly easy to forget 

how much you’ve charged 
when it seems like you have 

free money at your fingertips.
In return for the privilege of 

using credit, you’re required to pay a 
finance charge. For credit cards, this 
means that interest, which is calculated 
as a percentage of the amount you owe, 
accumulates on any unpaid balance.  

Each credit arrangement has its own 
particular features, but one thing is true 
in every case: The longer you take to 
pay back what you’ve spent, the more 
using credit will cost. Interest can build 
up amazingly quickly, especially on big 
balances. And if you miss payments, you 
run the risk of having to pay late fees— 
at $35 or more a pop—and even ending 
up with a bad credit rating, which can 
make it difficult to get credit later on.

GIVE YOURSELF A LITTLE CREDIT
If you don’t have a lot of cash, being 
able to buy things on credit can be a 
big help when you’re furnishing an 
apartment or buying clothes to wear  
to work.

Using credit can also make your daily 
life a lot easier. Most merchants require 
a credit card number to reserve a hotel 
room, an airline flight, or a car rental, 
and of course, having 
a credit card is  
convenient for  
shopping by  
phone and over 
the Internet.

Credit also allows you to get the 
most out of your money over time by 
taking advantage of the classic “buy 

now, pay later” philosophy. The  
most basic—and probably the most 
common—example is the cash float 
that credit cards provide. A cash float 
is the time between when you buy 
something with credit and when you 
pay the card issuer for that item.

For example, say you use a credit 
card to buy a compact disc online on 

October 22, and you 
receive a bill from 
your card company  
on November 5 that’s 
due November 25. 
If you authorize the 

payee to debit your  
account on the 24th or 25th, the bill 
will be paid more than a month after 
you spent the money. Of course, you 

don’t want  
to forget that you  
have to pay on time, and  
let the due date slip by. That  
could cost you a late fee on top 
of a finance charge.

By allowing you to buy large items 
now while taking years to pay off the 
full price, credit arrangements like  
mortgages and car loans use this cash 
float principal on a larger scale. Only  
in this case, the float is known as  
leverage, or using a small amount of 
your own money to buy something  
of much greater value.

CREDIT IS AS CREDIT DOES
You’re probably already familiar  
with using credit. If you don’t have a 
credit card in your own name—and 
most college students and recent 
graduates have at least one—you 
may have used a card linked to  
your parents’ account.

And even if you haven’t used a 
credit card or taken a loan, you’ve 
probably dealt with lots of transac-
tions that work the same way.

Many meal plans and 
cards in school dining  
halls allow you to get food 

on a daily basis and pay for what 
you’ve spent at the end of the  
semester or year.

The CD and video clubs 
you see in magazines give you 
a large number of discs or 

tapes at essentially no cost based on 
the agreement that you’ll purchase 
full-priced items in the future.

Magazine subscriptions 
that offer “pay later”  
options agree to send you 
the magazines you want 
and let you pay later.

WHAT A LOAN COSTS
When you shop for a loan, check 
the total cost. The principal, 
or amount you borrow, and the 
interest rate you pay are key 
factors. The term, or length of 
the loan, and the fees you pay 
matter too. A loan’s annual  
percentage rate (APR) gives 
you an accurate picture of what 
borrowing will cost you on a 
yearly basis. What you want is  
the lowest APR you can find.
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Using credit is a snap. You buy a jacket 
or pay for dinner by simply handing over 
a credit card and signing a receipt. And 
then you don’t have to pay the bill for 
several weeks, and you may choose  
to spread your payment over 
months—or even years. 

But you want to be sure  
the way you’re using credit  
is better for you than it is for 
the credit provider.

WhO’S WhO?
Buying on credit is a  
process that involves three 
parties: you, the seller you’re 
buying goods or services from, 
and your creditor, the bank or other 
institution that puts up the money to 
make your purchase possible. When you 
sign a credit agreement—or some-
times simply provide your credit card 
number—you agree that the creditor  
will pay the bill for your purchase, and 
you’ll pay back the money.

The merchant you buy from also pays 
the creditor a fee, usually a percentage  
of the purchase price. Part of the cost of 
doing business is making it easy for peo-
ple to buy—and that’s what credit does.

WhaT’S WhaT?
When you get a credit card, you’re  
arranging to use what’s known as  
revolving credit. That means you  
have repeated access to a limited supply 
of money, known as your credit limit.  
As you charge purchases, you use up  

How Credit Works
You’ve got to go in circles if you want 
to go places with credit.

part of 
that credit 
limit. But as 
soon as you  
repay any part of 
what you’ve used, you’re 
free to use the amount again 
without having to reapply.

For example, if your credit limit  
on your credit card is $1,000, and you 
charge $400, you’ve still got $600 to use. 
And if you repay the $400 at the end of 
the month without charging additional 
purchases, your credit limit is back up 
to $1,000 again.

ThE PriNCiPal iDEaS
In return for using borrowed money, 
called the principal, for longer than a 
few weeks—or from the time you spend 
the money until payment is due—you 
agree to pay the creditor a finance 
charge. For credit cards, this really 
means the interest that accumulates  
on any unpaid balance, calculated as 
a percentage of the amount you owe. 
Other charges, like annual fees for the 
use of the card, or fees for paying late or 
exceeding your limit, are extra.

In most cases when you’re consider-
ing a credit agreement, you won’t be 
able to negotiate better terms with a 

creditor than whatever the standard offer 
is at the time. But that doesn’t mean you 
can’t find a good deal. Whenever you’re 
in the market for credit, doing some  
serious comparison shopping may help 
you find a lower interest rate, smaller 
fees, or some other way to save money.

variaTiONS ON ThE ThEmE
A line of credit is another type of  
revolving credit. Banks and other credit 
providers sometimes offer customers a 
line of credit to make it convenient  
for them to borrow larger amounts  
than they might be able to put on a 
credit card.

Often, when you have a line of credit, 
you get a pack of special checks that 
look just like regular checks. In fact, you 
use them the same way as conventional 
checks, and can write them for amounts 
up to the credit limit your lender sets. 
The difference is that you’ll get a bill,  
including finance charges, for spending  

the money. But 
when you repay, 

you can use the 
amount again.
You might also have 

a line of credit that gives you 
overdraft privileges on your  

checking account. If you do, your bank 
will cover checks you write, up to your 
credit limit, if you don’t have enough 
money in your account to cover the 
amount of the check. You pay interest  
on amounts transferred from your line 
of credit, but you avoid the costs and 
embarrassment of bouncing a check.

CaSh aDvaNCES
As useful as credit cards can be, there  
are times when you need cash. If you 
don’t have the money you need in your 
bank account, most credit cards allow 
you to get cash advances at ATMs.  
The only thing you have to do ahead  
of time is arrange for a personal  
identification number (PIN), just as  
you do with an ATM card.

With most cash advance arrange-
ments, you start owing interest from  
the moment you get the cash. And  
that interest will be charged at a higher 
rate than you pay on your regular  
card purchases.

bOrrOWEr bEWarE
If your credit card bill 
invites you to skip a 
month’s payment 
without penalty, the 
lender isn’t doing you 
a favor. If you take the 
offer, you probably won’t 
owe a late fee, but you will owe 
finance charges on your unpaid 
balance. And any purchases you 
make after the due date you 
skipped will probably accumulate 
interest from the day you  
make them.

Once you’re off and running, 
you can use credit to go 
places and do things. But as 
you use the credit your tank 
gradually gets emptier.

Credit is the fuel that propels 
you through transactions and 
purchases. When you start a 
credit relationship, it’s like  

having a full tank 
of gas to go where 

you want.

But if you refill your 
credit line by paying  
back what you’ve used, 
you’ll be back at the 
beginning of the credit 

cycle and ready to 
get rolling again.

If you put 
too much 
strain on your  
credit, you’ll have to 
watch yourself. If you run 
out, you won’t be able to 
get around the way you 
did before.
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CharGe Debit ClassiC seCure

It’s hard to miss the obvious differences 
among the small plastic rectangles in 
your wallet. But it’s equally important  
to understand the more subtle distinc-
tions among the types of cards that  
are available. 

What’s iN a Name?
Classic credit cards, with names like Visa, 
MasterCard, Discover, and American 
Express Blue, let you charge purchases 
up to your credit limit, a specific dollar 
amount that may be increased over time. 

You have to pay back at least a  
minimum amount of your outstanding  
balance every month—though, of  
course, you can always pay more than  
the minimum. If you pay less, you’ll  
find an underpayment penalty tacked 
onto your balance. If you don’t pay the 
minimum for several months, the fees 
will mount and interest charges continue 
to build. Before long, your borrowing  
privileges will probably be cut off.

Getting Carded
Recognizing differences among cards can help you pick 
the right one out of the lineup.

Though they work like credit cards 
when you make a purchase, American 
Express, Diners Club, and Carte Blanche 
aren’t actually credit cards at all, but 
charge cards. Their main attraction—
in addition to what some users feel is a 
prestige factor—is that they don’t have 
an official credit limit (though you may 
run into a situation where a large charge 
isn’t approved).

The potential downside of these cards 
is that you have to pay off whatever you 
spend each month. If you don’t, you’re 
likely to incur a finance charge. And you 
may find your account frozen so that 
you’re unable to use your card, especially 
if you don’t respond to a reminder that 
your account is overdue.

Each company has its own policy for 
handling delinquent accounts, so it pays 

to know the consequences of being late. 
You don’t want to be inconvenienced or 
embarrassed by being unable to pay for a 
purchase, or charge a meal, because your 
card privileges have been revoked.

a seCure start
If you’re just starting to use credit—or if 
you’re trying to recover from past credit 
problems—a secured credit card may 
help. You use the card just as you would 
a regular card, and there’s nothing to 
identify it as a secured card to retailers 
or others who accept it. But the card is 
linked to a savings account at the bank 
that issues the card.

You can charge up to the amount  
you have in that account. You’ll owe  
interest just as you would on another 
card. If you use the card and repay  

Debit CarDs:  
aN alterNative
If you want to have the conve-
nience of a credit card without 
as great a potential for debt 
problems, consider a debit 
card. Most banks offer debit 
cards, usually as a feature of your 
checking account. And they’re 
accepted just about everywhere 
credit cards are. They let you 
pay for purchases directly with 
money that’s withdrawn from 
your checking account.

A debit card doesn’t guarantee 
you won’t overspend, especially  
if you agree in writing to over-
draft protection on your account. 
But at least your bank balance  
will be obvious when you visit 
an ATM or check your account 
online. That makes it harder to 
deceive yourself about where you 
stand financially.

And while having your debit 
card rejected for insufficient funds 
could be embarrassing, it can also 
be a good wake-up call.

CreDit assoCiatioNs
When you talk about Visa or 
MasterCard, you’re probably  
referring to your credit card. But 
Visa and MasterCard are actually 
payment networks or financial  
processing systems.

These competing organizations 
handle trillions of dollars of credit  
and debit card transactions 
around the world, serving as the 
intermediary between you, the 
merchant who accepts your card, 
the merchant’s bank, and the 
bank that issued your card.

Most merchants that accept 

one of these cards generally 
accepts the other, so from a pur-
chasing perspective there’s little 
difference between them. Most 
banks also offer both cards. But 
some banks have stronger rela-
tionships with one or the other, 
and tend to offer more perks if 
you sign up for the one they favor. 

Most banks also offer debit 
cards with a Visa or MasterCard 
logo. You can use these cards at 
point-of-sale locations and also in 
place of credit cards in restaurants 
and retail stores. That differenti-
ates them from bank ATM cards.

regularly, you should qualify for a credit 
card without strings attached. 

But be sure to check with the card  
issuer to confirm that your card use will 
be reported to the major credit report-
ing agencies. Before you sign up, also 
investigate the fees you’ll pay and other 
charges that apply. Find out too if you 
have to purchase credit insurance. These 
cards aren’t always a good deal.

Be wary, too, of scams and shady 
deals if you’ve had credit problems.  
Steer clear of any offer that:• Promises to get you credit regardless

of your history, especially for an
up-front fee• Requires you to call a 1-900 or other
pay-per-call number• Says that it can guarantee to repair
your credit history

The best reason to have different  
types of cards is that you can 
take the greatest possible  
advantage of what each offers.

For example, you may use 
one credit card for purchases 
you plan to pay off in full when 
the bill comes, and another for 

purchases, especially large ones, you 
plan to pay off over time. That’s one way 
to avoid interest on day-to-day charges 
while you’re financing a big-ticket item.

Similarly, you might use a debit card 
to avoid having to carry cash, saving 

your credit or charge card for more  
expensive purchases. Or you might use 
a charge card for your regular expenses 
and a credit card for larger purchases  
so you can stretch these payments  
over time.
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Fixed payments, 
fixed term

Lower payments,  
longer term

Increasing payments 
over time

Varying payments for  
up to 20 years

StandardStandard

ExtendedExtended

GraduatedGraduated

Pay as  
You Earn
Pay as  
You Earn

If you work in a qualifying public 
service job for 10 years, you may 
be eligible for loan forgiveness 
after making 120 payments. See 
www.studentaid.ed.gov.

HANDLING OTHER LOANS
If you’ve taken several loans to pay  
for your education, keeping track of 
what you owe and making your  
payments on time can be an even 
greater challenge. That’s because the 
term, repayment schedule, and lender 
may vary for each loan.

One solution may be to consider 
serialization or consolidation.  

With serialization—if you qualify—you  
arrange to make the payments on a 
number of different loans to a single 
address. The loans themselves aren’t  
affected. With consolidation, you take  
a new loan, the consolidator pays off 
your existing loans, and you make  
just one payment.

Ask your financial aid office or check 
www.ed.gov for more details. 

Repaying Student Loans
If you’re on the ball, you can plan your  
repayment strategy.

At least half of all college graduates have 
a student loan to repay. For most, it’s 
probably the first big, long-term debt 
they’ve had. So if the lingering cost of 
your education is causing you a little  
bit of panic, you’re not alone. 

Adjusting to the fact that you have 
thousands of dollars to pay back when 
you’re just starting a career can seem like 
an impossible burden. Fortunately, it’s 
not. There are a variety of ways to  
structure your payments, which can 
make student loans easier on your 
nerves as well as your pocketbook.

PICKING A PLAN
There are several ways to repay  
government-backed Direct Loans. 
Each one fits a slightly different  
financial situation, so you need  
to think seriously about what  
you can afford when you pick a  
repayment plan.

Remember that the best plan for 
you isn’t necessarily the one with  
the lowest monthly payments—or  
the one with the highest payments,  
for that matter. Think about what  
you can afford now, and what you  
can reasonably expect to pay down  
the road.

And you’re not making an  
irrevocable decision. You can  
usually switch plans if you ask.

The standard repayment  
plan requires you to make fixed  
payments of at least $50 a month  
for a set period of time. The time  
repayment takes depends on how 
much you’ve borrowed, but it  
won’t be more than ten years.  
This plan will probably let you  
pay back your loan quickest,  
and cost you the least overall,  
provided you have the money  
to keep up with the payments.

The extended repayment  
plan, like the standard plan,  
requires fixed payments for a  
set period. And while your payments are 
still at least $50 a month, they’re usually 
significantly less than what you’d pay 
using the standard plan. That’s because 
your payments are stretched over a con-
siderably longer period, anywhere from 
10 to 25 years. Of course, this increases 

With the Pay As You Earn Plan, your 
maximum monthly payment is 10% of 
your disposable income, which is calculat-
ed based on several conditions including 
family size and where you live. Your pay-
ments change as your income changes. 
If you haven’t repaid your loan after 20 
years, the outstanding balance will be 
forgiven. But you may owe income tax on 
that amount. Not everyone qualifies. You 
must have received a loan disbursement 
on or after October 11, 2011, and you 
must have a partial financial hardship.

HOLD ONTO THAT DEBT!
If you’re not used to having debt, you 
might find yourself wanting to pay off 
your student loan as quickly as possible. 

But as crazy as  
it seems, it can 
actually be a 
good idea to pay 
off your debt 
on a long-term 
schedule.

That’s because for many people,  
the interest charges are tax deductible. 
So if you’ve got extra cash you could use 
to repay the loans faster, it may make 
better sense to put the money into  
savings and investments instead. That 
may be especially true of money you put 
into a tax-deferred savings plan, such as 
an IRA or 401(k).

DEFERMENT, FORBEARANCE, 
AND DISCHARGE
If something happens that makes it hard 
for you to pay back your student loans, 
you may be able to postpone payment 
for a set period of time. You can apply  
to defer your loans, for example, if 
you’re in school at least half time, if you 
take a parental leave from work, or if you 
enter a public service organization, such 
as the armed forces or the Peace Corps. 
Unemployment, temporary disability, 
and other events that may keep you 
from earning money can also make you 
eligible for deferment. If your loans are 
deferred, your payments stop, and the 
balance doesn’t accumulate interest.

If you don’t have a valid reason for 
deferment but you still can’t pay your 
loans, you can request a forbearance. 
If a forbearance is granted, you won’t 
have to make payments, but your loans 
will continue to accumulate interest.

In certain very special cases, it’s  
possible to have your loans discharged, 
or canceled altogether. This usually  
requires an extreme circumstance,  
such as total disability. The government 
sometimes also discharges loans for 
working full-time in government, public 
interest law, public health, non profits, 
law enforcement, teaching, or other  
public service areas.

KEEPING UP ONLINE
If you want to get the latest information 
about your direct Stafford Loans, from 
finding out the current interest rate to 
calculating total costs, you’ll find useful 
resources at www.ed.gov/DirectLoan.  
Or call 800-848-0979 to speak with 
someone directly.

the overall interest you’ll pay over time, 
but it can make your payments a little 
more manageable.

If you’re not making a lot of money 
right now, but you’re expecting to have  
a higher income in the future, the  
graduated repayment plan might  
be the best plan for you. Your payments 
are stretched out over 10 years as with 
the extended plan, but there is an added 
cushion because your payments start  
out smaller. The minimum monthly  

payment could be less 
than $50 and increases 

every two years.
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There’s a vast—and constantly  
growing—amount of information  
about how consumers use credit. And 
you can be sure that when you apply for 
credit, whether it’s as routine as asking 
for a new credit card or as significant as 
applying for a mortgage, potential credi-
tors will check out your credit history.

maKiNG hiSTOrY
The three major national credit 
bureaus—Equifax, Experian, and 
TransUnion—collect two types of  
information about you. The first is how 
you use credit, from how much you  
owe on car loans, mortgages, and credit 
cards to the timeliness of your monthly  
payments. There’s an incredible amount 
of data that falls into this category—
about two billion items a month, which 
breaks down to an average of 11 items 
per credit user.

Credit bureaus also store public  
information about you that might  
influence the way lenders evaluate your 
creditworthiness. This can include any-
thing from records of bankruptcies and 
foreclosures to court judgments and  

divorce proceedings. 
But credit bureaus don’t  

gather any personal 
information that isn’t 

directly credit- 
related, such as 
how much you 

Building a Credit History
You start laying the foundation of your credit history 
the first time you borrow.

make, what you spend on rent or  
utilities, or anything you pay for in cash. 

Credit bureaus make the information 
they’ve collected available—at a price—
to creditors, banks, potential employers, 
landlords, and others who have a  
legal right to evaluate you based  
on your use of credit. Most  
information remains on 
your report for quite a 
while. Damaging 
activity can  
appear for 
up to  
seven 
years 
even if the account is closed or inactive. 
And bankruptcies can stay on your re-
port for up to ten years unless the state 
where you live imposes a shorter limit.

WhO’S KEEPiNG SCOrE?
Did you ever wonder why it takes a retail 
store or an online credit card company 
just a minute or two to approve your  
application for credit? Did you know  
that you may be quoted one interest rate 
on a car loan while the next person to  
apply is offered a higher—or lower— 
rate? These kinds of things happen  
because credit decisions often come 
down to the credit score, or FiCO® 
score, you’re assigned by the credit  
bureau your potential creditor contacts. 

All credit bureaus use a process called 
credit scoring, or credit modeling, to 
evaluate the risk you pose to a potential 
creditor. According to Fair, Isaac and 
Company, the firm that developed the 

software the bureaus use to do the 
calculation, the score depends on 

five main criteria:• Your payment history, and
specifically whether you pay
on time• The total amount you owe• The length of your
credit history• The amount of new
credit you have• The types of credit you use

Creditworthy behavior in these  
categories works in your favor, while 
risky behavior works against you. And 
while there are general standards for the 
way the criteria are applied, there are no 

fixed rules. Credit bureaus aren’t  
required to explain the way they arrived 
at your particular score, and you 
shouldn’t expect them to do so. All they 
are required to provide are up to four 
reasons for the score, which the lender 
must tell you if you ask why your  
application was denied. 

WhaT’S ThE SCOrE?
When you get a FICO credit score, you’re 
going for a high number. The top 20% 
of reports that are evaluated get scores 
over 780, while the lowest 20% get scores 
under 620.

Each lender sets its own standard for 
what qualifies as an acceptable score, and  
determines the interest rate for which 
you qualify based on your score. The best 
rates—in this case, the lowest rates—go 
to applicants with the highest scores. 
Applicants with low scores, sometimes 
called sub-prime borrowers, may be 
offered credit at higher rates.

Credit scoring has its advocates and  
its detractors. Those in favor say that,  
in addition to the advantage of speed, 
lenders get a better picture of your  
creditworthiness with this timely snap-
shot. That, they say, makes the system 
fairer. Critics argue that reducing all the 
information about you to a single score 
can provide a distorted picture. They also 
say that a lender can find it easier to say 
no on the basis of what appears to be a 
value-neutral system.

WhaT ThE lENDEr KNOWS
Lenders may go beyond your credit  
score in evaluating your application.  
For example, they may want to know the 
amount you earn, whether you’ve been 
at the same job for two years or more, 
and if you’ve lived at the same address 
for a while. In addition, lenders may  
be more willing to grant you credit if  
you already have banking or investment 
accounts with them. 

STaYiNG ON TOP
Building a good credit history 
means developing good  
credit habits:
•  Get a credit card and use

it responsibly
•  Make purchases every billing

period, and pay them off in full
and on time

•  Apply gradually for
additional credit
You can keep up to date

on what the credit reporting 
agencies know about you by 
checking your credit report three 
times a year—once at each of  
the three major bureaus. It’s free. 
All you have to do is log on to  
www.annualcreditreport.com  
and follow the instructions. You’ll 
also find out how to correct  
errors or add explanations.
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Investing is about putting your money  
to work. If you do it wisely, you have  
the potential to increase your principal, 
or the amount you’ve invested, over 
time. The money your investments  
produce can mean the difference  
between meeting your financial goals 
and settling for what you can afford. 

Investing isn’t the same as saving. 
When you save, you’re putting money  
in a safe place to earn interest—a bank 
account, for example. That’s fine  
for building an emergency fund or  
accumulating money for short-term 
goals. But your principal won’t grow 
much faster than the rate of inflation, 
or the gradual increase in the prices of 
goods and services. That can leave you 
short on buying power. 

While there are always risks with  
investing, there is the expectation that 
over time you’ll beat inflation by a  
wide enough margin to achieve your  

financial goals.

The Basics of Investing
Taking the plunge into investing can seem scary, 
but it doesn’t have to be.

CharTiNG a COurSE
At its most basic, investing means  
buying financial products for growth, 
income, or safety. You can choose: • Stocks and mutual funds that

invest in stocks• bonds and mutual funds that
invest in bonds• Cash and cash equivalent
investments, including
certificates of deposit (CDs) and
US Treasury bills
Your first step should be to identify

a strategy to guide your investment  
decisions. Unless you’ve already got a lot 
of money or investments on hand from 
an inheritance or a trust fund, you’ll be 
building your investment portfolio from 
the ground up. So you’ve got time to 
learn as you go. 

As a start, get a grasp of the basics. 
Begin with the financial articles in the 
magazines and newspapers you already 
read, or look for introductory informa-
tion in the financial sections of portals 
and other websites. Talk to friends and 
family who are already investing.

When you’re ready to get serious,  
it might be a good idea to look for a  
financial mentor who can help you  
select specific investments—perhaps a 
friend or relative who is an experienced 
investor, or an investment professional. 
It can be a great way to get the encour-

agement you need to make important 
decisions. And as you expand your  
investment horizons, your mentor can 
help you create a strategy for putting  
together a more diversified portfolio.

STarT iT uP
You don’t need a lot of money to be  
an investor. But you will need enough 
cash to buy your first shares of stock or 
open your first mutual fund. It’s smart  
to set up an investment account so  
that you can contribute easily and  
keep track of your progress. A money  
market account with a brokerage firm 
or a mutual fund company is one  
way to go. So is a balanced or equity 
income mutual fund. If you’ve got 
the account earmarked for investing, 
you may be less tempted to spend 
the money on everyday expenses. 

Once you have the account set 
up, decide on an amount you’ll 

hElPFul hiNTS
There’s no hard and fast rule 
about how much you should be 
investing, but it’s smart to try 
aiming for 10% to 15% of your 
gross income. If you’re contribut-
ing to a retirement savings plan 
at work, you can count the  
percentage you’re putting in 
there as part of your total. And 
whenever you get a bonus, a  
gift, or other unexpected cash 
infusion, it’s a good idea to put 
some or all of it into your invest-
ment account as well. That extra 
boost can make a big difference 
in what you’ll have later on.

a liTTlE FuN NOW  
aND ThEN
Investing can be intimidating,  
and if you’ve never tried it, it can 
seem pretty boring as well. But if 
you give it a little time, chances 
are you’ll come to feel that it’s 
anything but dull. Tracking the 
performance of companies that 
interest you, or whose products 
you use, or even those that make 
you mad, can be as captivating  
as following any other part of 
the news.

After a while, you might find 
yourself more interested in—and 
more knowledgeable about— 
investing and markets than you’d 
have ever thought possible.

Of course, part of the fun of  
investing is what it can provide 
for you later on. If you’ve got  
images in your head of a fabulous 
trip, a dream home, or a leisurely 
retirement, investing can make 
them happen. Just remember, 
there are no guarantees and  
you can lose money as well as 
make it.

contribute every week or month, and 
stick to it. One idea is to have the money 
deposited directly from your paycheck or 
transferred from your checking account. 
It’s even easier than paying a bill—except 
in this case you’re paying yourself.

iNvESTiNG FOr bEGiNNErS
If investing seems like an alien experi-
ence, try an experiment. Buy an index 
fund that tracks a broad segment of 
the stock market or a highly rated stock 
mutual fund that’s investing for growth. 
Promise yourself that whatever happens 
for the next year or two, you won’t sell 
the fund and you won’t stop investing 
in it regularly.

Watch the fund over a period of 
time so you get used to some ups and 
downs. Check out what happened to 
your fund the last time the market  
tumbled. If you’re not prepared, you 

might panic when the price drops. If 
you sell, you may have to watch the 
price go back up again without you.

Each year, evaluate how well your 
investment has done compared with 
similar investments. Also consider what 
you had expected as a return, and  
what you would have earned if your 
money were in a savings account. 

If the investment is meeting your 
objectives, hold onto it. If not, sell.  
By then, you’ll be ready to consider 
your next move—and experienced 
enough to make it a smart one.
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TRADE

BUY
& HOLD

TRADE

CrEaTiNG a POrTFOliO
Suppose, for example, that price were no ob-
ject and you could create an instant portfolio 
of six stocks.There are some basic principles 
you’d want to keep in mind to be sure that 
your porfolio turned out to be diversified. 

uPS aND DOWNS
A stock doesn’t have a fixed value the 
way some other investments do. What 
it’s worth can go as high as you and  
other investors are willing to pay to own 
it—usually because you expect it to be 
worth even more in the future. But it can 
also drop in value, sometimes to almost 
nothing, if the company that issued it 
isn’t meeting investor expectations,  
or is part of an industry that’s out of  
favor with investors, or if the market as  
a whole tumbles.

Historically, investors have picked 
companies based on how strong their 
earnings were and how consistently 
those earnings increased. But in the late 
1990s, many technology and Internet 
stocks increased rapidly in value even 
though those companies weren’t making 
money. Some commentators speculated 
that a new era in investing had arrived. 
But that phase was soon being described 
as a bubble doomed to burst, and inves-
tors went back to looking at earnings.

FiNDiNG YOur STYlE 
Investing in stocks is a matter of style. If 
you’re a buy and hold investor, you’re 
in for the long haul. You buy stocks you 
think will increase in value over time, 
and you hold onto them—even through 
price drops in down markets. 

You may even buy more shares when 
the stock loses value, since you’ll pay less 
per share than when the price is high. 
And if, from time to time, the price goes 
high enough and the stock splits, you 
end up with even more shares.

If you trade, you buy stocks you  
expect to increase enough in value in the 
short term so that you can sell them for 
a profit. With this approach, you may 
want to set some guidelines for when 

you should sell. For 
example, you might 
decide you’ll sell any 
stock whose price 
has increased 20% 

and reinvest in another 
promising stock.

•By market capitalization, or
market cap for short, which is the
price of one share of stock multiplied
by the total number of existing shares

P/E raTiOS
Investors often use a stock’s 
price-to-earnings ratio (P/E) 
to get a sense of its value in rela-
tion to other stocks in the same 
sector or in the market at large. 

A P/E—which you find by  
dividing the current price per 
share by the company’s earnings 
per share—that’s much higher 
than the market average may be 
a warning that investors expect  
a higher return from the stock 
than it may be able to deliver. 
And a lower-than-average P/E 
may indicate either a company in 
trouble or one poised to produce 
a good return on investment. 

When you invest in a stock, you’re buy-
ing part of a publicly traded company. 
That piece, also known as your equity 
or ownership share in the company, 
means you’re in a position to profit from 
the company’s success—or lose money  
if its share price drops and you sell. 

Despite the potential risk involved, 
stocks are one of the most popular types 
of investments, especially for long-term 
goals. It’s for good reason: They’ve  
historically provided better returns than 

Investing in Stocks
The stock market has its ups and downs, 
but it can be a good ride.

any other kind of investment—almost 
twice as much as long-term government 
bonds and about two and a half times  
as much as cash since year-end 1925,  
according to Morningstar, Inc.

Be sure that each of the 
stocks is from a different 
sector of the economy. You 
may want to avoid the sector 
your employer is in, or limit 
yourself to one company in 
that sector, so that you aren’t 
depending on one industry 
for investment gains and  
your paycheck.

If you concentrate 
on companies that 
show promise of  
future growth, be 
sure to include at 
least one or two 
well-established 
companies, even if 
their growth rate is 
likely to be slower.

Consider dividing your 
portfolio evenly among 
large-cap stocks (with 
market caps over $5  
billion), mid-cap stocks 
(with market caps  
between $1.5 and $5 
billion) and small-cap 
stocks (with market caps 
below $1.5 billion). 

Remember, though, that long-term 
gains on stocks you own more than a 
year are taxed at a much lower rate than 
short-term gains.

SiziNG uP STOCKS
If you’re investing in stocks, it’s a good 
idea to diversify your portfolio. That 
means building a portfolio of stocks that 
tend to react differently to changes in the 
economy, to grow in value at different 
rates, and to carry different levels of risk.

To evaluate how diversified your  
portfolio is, and to identify the kind  
of stock you might buy next, you can 
classify stocks and the companies that 
issue them in several ways:•By sector, or industry• By growth potential, which is

a stock’s apparent capacity to
increase in price• By valuation, to assess whether a
stock’s current price is higher or lower
than the company’s financial standing
and growth potential seem to deserve

If the stocks that interest you 
have P/Es that are higher than 
the current average, you might 
look for one or two under-
valued companies that show 
promise of long-term growth. 
You can find P/E figures in the 
stock pages of the news- 
paper or on financial or  
company websites.
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Bonds are debt investments. When you 
buy a bond, you’re really lending money, 
or principal, to a company or government 
for a certain term, or period of time. The 
company or government—known as the  
issuer—promises to pay  
you interest on the 
principal, just as 
you would  
have to pay 
interest 
if you  
borrowed 
money 
from a 
bank. And 
when the 
bond ma-
tures at the 
end of its term, 
you’re promised 
the principal back.

Investing in Bonds
Bonds can help balance your portfolio.

FOr WhaT iT’S WOrTh
A bond’s par value is the amount that 
you lend the issuer and the amount that 
you get repaid at maturity. In most cases, 
par value is $1,000, but $100 in the case 
of Treasury issues. But various market 
forces and investor attitudes can change 
bond prices just as they change stock 
prices. The only difference is that with 
bonds, these changes are always in  
relation to par value.

What happens to interest rates has  
the biggest single impact on what bonds 
are worth. As rates go up, the prices of 
existing bonds go down because they 
provide comparatively less income. For 

example, if interest rates increase from 
5% to 6%, you’d get $10 more income 
per $1,000 investment on a new bond 
than on an existing bond. As a result,  
an older bond becomes less attractive  
to investors than a newer, higher-paying 
one, and its market price will drop below 
$1,000. When a bond sells below par, it  
is selling at a discount.

Similarly, if the interest rate drops,  
existing bonds paying the older, higher 
rate become more desirable because  
they provide more income. In that case, 
investors will pay more than $1,000,  
or what’s known as a premium, to  
own them.

buYiNG TO hOlD
If you buy a bond when it’s issued and 
hold onto it until it matures, it’s one of  
the most straightforward investments  
you can make. You pay your money up 
front, and you know beforehand exactly 
how much you’re going to earn, and  
when you’ll get your principal back.  
This simplicity makes it a favorite with  
traditional investors.

Of course, investing this way makes 
you vulnerable to inflation. Since the 
interest a bond pays is usually fixed—
the one exception is inflation-indexed 
Treasury notes and bonds—the amount 
you receive over time will buy less and less 
as time goes on. This becomes a particu-

larly pressing problem with long-term 
bonds, which is one of the reasons they 
typically pay a higher rate than short-
term bonds. After all, there’s got to be 
some incentive for tying up your money. 

buYiNG TO TraDE
You can also trade bonds actively 
through a broker on the secondary 
market. That means buying bonds that 
another investor is selling—or selling the 
bonds you own because there are inves-
tors who want to buy. Some investors 
regularly buy and sell bonds as they do 
stocks, trying to make money on price 
fluctuations and interest rate changes.

TYPES OF bONDS
Corporate bonds are issued 

by public companies to raise 
money for various pur-

poses, from expansion 
to modernization. In 
general, these bonds 
pay higher interest 
than other bonds, but 
that interest is taxable 
unless you buy the 
bonds through a tax-

deferred or tax-exempt 
retirement savings plan.

uS Treasury bills, notes, 
and bonds are issued by the 

federal government to raise 
money for running the country. 
Since they’re backed by the  
government’s ability to levy taxes 
rather than just by corporate 

profits, these bonds are some-
what less risky—and tend 
to pay somewhat lower 
interest—than corporate 
bonds. You have to pay  
federal income taxes on  
the interest, but not state 
or local taxes. 

CliPPiNG COuPONS
zero-coupon bonds, sometimes 
called zeros, work a little differently 
than most other bonds. You buy them 
at a deep discount, for a price way 
below their par value. For example, 
you might pay $11,000 for a $20,000 
zero-coupon bond. You don’t receive 
any interest during the bond’s term, 
but when it reaches maturity you get 
the face value that includes all the in-
terest that accumulates over the years.

If you’re investing for a particular 
goal with a predictable time frame— 
a child’s college education, for  
example—the relatively low cost  
and big payout of zeros can make 
them a smart move. 

But if you’re just starting to invest 
and you don’t have a definite goal for 
this portion of your investment port- 
folio, zeros may not be smart. You’d 
be tying up a lot of money for a long 
time, or risking a loss if you sell, since 
zero-coupon prices are volatile. And 
even though you don’t get any  
interest until the bond matures, you 
still have to pay taxes on it each year. 

municipal bonds, often 
known as munis, are issued 
by state and local govern-
ments to raise money for 
various projects and 
expenses. Most municipal 
bond interest is free of 
federal income tax. 
And if you buy munis 

from the state where you live,  
the interest you earn is tax free. 
But if you buy munis issued by  
another state, you have to pay 
state and local taxes on the 
interest. However, some muni 
interest is vulnerable to the  
alternative minimum tax (AMT).

agency bonds are issued by 
various government agencies for 
specific projects. For example, 
Ginnie mae, the Government 
National mortgage association, 
issues bonds to help finance  
affordable mortgages. Agency 
bonds tend to pay slightly higher 
interest than other government 
bonds because they pose a  
marginally higher risk. The interest 
these bonds pay is usually taxable  
on all levels.

YOu CaN rEiNvEST      PriNCiPal aT maTuriTY
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When you invest in a mutual fund, 
your money gets combined with the 
money of the fund’s other investors. A 
professional manager decides how to 
invest those assets based on the fund’s 
investment objective, what’s happen-
ing in the financial markets, and his or 
her investment style, or approach to 
choosing what to buy and when to sell. 

An investment objective describes the 
financial results the fund aims to deliver. 
For example, one fund’s objective may 
be long-term price appreciation, or 
growth in value, while another fund  
may invest to produce a combination of 
current income and long-term growth. 

FuND FaCTS
Mutual funds come in three basic  
varieties: stock funds, bond funds, 
and money market funds. 

Stock funds invest primarily in 
stocks, though the stocks they buy  
vary from fund to fund. Most stock 
funds invest primarily for growth, but 
some, called growth and income funds 
or equity income funds, invest for  
current income as well by buying  
dividend-paying stocks. 

Since most stock funds invest 

Mutual Funds and ETFs
Pooling your money with other investors may bring 
swimming results.

in dozens of companies, they’re by  
nature diversified investments. Weak 
performances by some stocks that the 
fund owns may be offset by strong per-
formances from others. That makes the 
fund more price-stable overall than  
individual stocks. However, if the stock 
market as a whole drops in value, the 
value of most funds invested in the  
market will drop as well.

bond funds buy bonds. Investing 
in a bond fund provides current in-
come, just as investing in individual 
bonds does. But you can invest smaller 
amounts and get greater diversification 
by buying shares in a fund. And you can 
automatically reinvest your income to 
buy more shares in the fund, something 
you can’t do with individual bonds. 

But bond funds aren’t bonds. Your 
shares in a bond fund don’t mature at a 
particular time, they don’t earn a fixed 
rate of interest, and there’s no promise 
that you’ll get your original investment 
back. Instead, the value of bond-fund 
shares goes up and down to reflect the 
changing values of its bonds in the  
secondary market.

money market funds invest in 
short-term bonds and other debt invest-
ments, with the goal of maintaining a 
share price of $1 per share. These funds 
pay interest, usually at about the same 
rate as short-term CDs. And while they’re 
generally not federally insured, they have 
historically been considered safe. 

A money market fund can work as  
a parking place for your investment  
account, as your emergency fund, and, 
with most funds, as a checking account, 
though there may be a minimum of  
$500 per check. But when interest  
rates are low, the fund may pay little  
or nothing. 

marKET PriCES
A mutual fund’s value, or price per  
share, is based on the value of its under- 
lying investments, which are the stocks 
or bonds it owns, and the number of 
shares it has issued. To find the fund’s  
net asset value (Nav), or the market 
value of one share of the fund, you divide 
the total combined value of its under- 
lying investments, minus fund expenses, 
by the number of existing shares. 

Both the underlying value and the 
number of shares change all the time. So 
each fund computes its NAV at the end  
of every business day. You can find this 
information in newspapers and online.

If you buy shares in a fund directly 
from the investment company that  
offers the fund for sale, you usually don’t 
pay a sales commission, or load. If you 
buy through your financial adviser, your 
broker, or another intermediary, you  

generally do pay a load, either when 
you buy (in the case of Class A shares), 
or when you sell your shares (Class B 

shares), or every year you own the 
fund (Class C shares). 

TWO WaYS TO GET PaiD
Mutual funds pay out their 

profits to their shareholders each 
year. income distributions are 

paid from the dividends or interest 
the fund earns on its investments. 
Capital gains distributions 
are paid from any profits the 
fund makes by selling investments 
it owns.

You can take these distributions 
in cash or you can reinvest them 
to buy more shares in the fund. 
Reinvesting is an easy way to buy more 
shares, and can help build the value 
of your account. 

There is one catch: You owe some tax 
on your distributions every year even 
if you reinvest. The only exception is if 
you own the fund through a 401(k) plan, 
IRA, or another tax-deferred account.

ExChaNGE TraDED FuNDS
Another approach to pooled 
investing is buying shares of 
exchange traded funds (ETFs). 
Each ETF tracks a particular mar-
ket index, such as the Standard 
& Poor’s 500 (S&P 500) and is 
listed on a stock market, where it 
trades throughout the day. The 
price moves up and down to re-
flect supply and demand, though 
it never varies significantly from 
the fund’s NAV.

ETFs tend to cost less to own 
than actively managed stock and 
bond funds and even some index 
mutual funds, a cost that’s calcu-
lated as an expense ratio. But 
you usually pay a commission to 
buy and sell, as you do when you 
trade stocks.

Another potential advantage 
is that you may have fewer short-
term capital gains than you do 
with a mutual fund. One reason 
is that ETFs are not trying to beat 
the market, so their portfolios 
tend to change only when the 
underlying indexes change.

Some investors use ETFs to 
achieve greater diversification at 
lower cost than they could by 
buying individual investments, 
but, of course, ETFs can lose 
value in a flat or falling market.
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my contribution $100,000
annual return  8%
account value $247,114.61

You decide to enjoy the money you 
have while you’re young, and you 
don’t start contributing to your 
401(k) until you’re 45. If you con-
tribute $5,000 a year and average 
an 8% annual return, you’ll have 
about $247,000 in your account if 
you stop contributing at 65, based 
on a total contribution of $100,00.

my contribution $150,000
annual return 8%
account value $611,729.34

When you reach 35, you realize it’s time 
to get serious about the future, so you  
start contributing $5,000 a year to your 
401(k). Your investment return averages 
8% a year. When you retire at 65, your  
account value will be about $611,000,  
based on a total contribution 
of $150,000.

my contribution $200,000
annual return  8%
account value $1,398,905.20

You start contributing to a 401(k)  
at 25, as soon as you’re eligible for 
a plan. You contribute $5,000 a 
year for 40 years until you retire  
at 65. Your return averages 8%,  
so your account value is almost  
$1.4 million, based on a total  
contribution of $200,000.

401(k)
PLAN

I started
at age

45

401(k)
PLAN

I started
at age

35

401(k)
PLAN
I started
at age

25

20
years ofcontributions

30
years of

contributions

40
years of

contributions

Race for the Prize: A More �������Secure
Retirement

Even if you’re just starting your first  
real job—actually, especially if you’re just 
starting your first real job—it’s time to 
start thinking about retiring. That’s  
not a comment on how motivated—or 
unmotivated—you are, or a suggestion  
that you should wish your life away. It’s 
just reality.

That’s because you, like many people, 
will be responsible for supporting your-
self during the 30 or 40 years you can 
expect to live after you retire. To do that, 
you need a source of income that will 

Meet Your 401(k)
If you’re lucky enough to be introduced to a 401(k), 
you’ll make a friend for life.

stretch further than the safety net of 
Social Security and be more reliable than 
winning the lottery. 

Some—but increasingly few— 
employers offer traditional pensions, 
which pay you retirement income based 
on your final salary and time on the job. 
Others contribute to a cash balance, 
profit sharing, or other plan on your  
behalf. But most employers offer you,  
instead, the opportunity to participate in 
a tax-advantaged salary reduction 
plan, such as a 401(k).

a 401(k) bY aNY  
OThEr NamE…
401(k) plans are the most com-
mon, and best known, employer 
sponsored salary reduction plans. 
But they’re not the only ones. If 
you work for a not-for-profit  
organization such as a school  
or college, a hospital, a cultural 
institution, or a charitable  
organization, your employer may 
offer a 403(b) plan, sometimes 
known as a tax-deferred  
annuity (TDa). 

Similarly, the plan a state or 
municipal government offers may 
be a 457 plan, while federal 
government departments and 
agencies provide a thrift sav-
ings plan. And if you work for a 
small company—one with fewer 
than 100 employees—you may 
be part of a SimPlE plan, an 
acronym for Savings incentive 
match Plan for Employees. 

If your employer offers a tradi-
tional 401(k) or 403(b), you may 
also be offered a Roth 401(k) or 
Roth 403(b). You defer after-tax 
income but your withdrawals will 
be tax free if you’re at least 59½ 
and your account has been open 
at least five years when you retire.

ON ThE baNDWaGON
If your employer offers a salary  
reduction plan, it’s usually the most 
painless way to set aside money for the 
future. All you have to do is agree to  
have a percentage of your gross income 
withheld each pay period and added to  
the money already invested in your  
plan account. 

Participating in a traditional salary 
reduction plan has three advantages:

Your tax-deferred contributions  
reduce your current income taxes since 
they’re subtracted from your income  
before tax withholding is calculated. 
Think of it as getting a reward for  
making a smart decision.

Many employers match a percentage 
of the contributions you make—as close 
to a free lunch as you’re likely to get, 

since you don’t owe income tax now 
on that amount either. 

Any earnings in your retirement 
accumulate tax deferred. That means 
the earnings are reinvested to increase 
the base on which additional earnings 
can accumulate, a process called 
compounding.

WhY NOW?
When compounding is involved, time 
is money. The more years that you add 
contributions to your plan, and the more 
years that any earnings increase your 
principal, the larger your account  
balance has the potential to grow. 

Of course, there are no guarantees 
about either the rate or the regularity of 
the earnings. They may be outstanding 
one year and dismal the next, or they 
may go through longer, but still  
alternating, periods of growth and 
decline. That’s the reality of investing. 
Having time on your side means that 
bumps in the road, like a period when 
investment prices go down and your  
account value shrinks, may be setbacks. 
But they don’t have to be fatal. 

and you put in the same amount 
each year you participate. 

Remember that  
returns are not  
guaranteed. Your  
return could be low,  
and you could lose as 
well as make money.

briGhT aND EarlY
To show the impact of starting to invest 
as early as you can in a 401(k) or other 
retirement savings plan, compare the 
potential results if you 
began investing at  
different points in 
your working life. To 
keep matters simple,  
assume your  
employer doesn’t 
match your 
contributions 
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R AOTH I R

Salary reduction plans like 401(k)s are a 
great way to invest for the future, and if 
you’re eligible to participate in one, you 
should probably be putting money in. 

But what if you don’t have access to 
such a plan right now? Maybe you’re 
freelancing or working for yourself, 
or your employer doesn’t offer a plan. 
Perhaps you have to wait a year to  
qualify to participate, and you want to 
start putting money away sooner. And 
even if you are part of a plan, you may  
be looking for a way to invest more than  
the cap on what you can contribute.

As long as you earn income or are 
married to someone who does, you can 

The IRA Way
An individual retirement account is a sweet deal, so it 
shouldn’t be a hard sell.

the qualiFYiNG rouND
Your first step is figuring out which IRAs 
you qualify to use. The deciding factors 
are how much you earn and whether or 
not you’re eligible to participate in an 
employer sponsored plan. 

The traditional deductible ira 
that allows you to deduct your  
contribution on your tax return, has  
the strictest requirements. If you don’t 
have a retirement plan at work, you can 
deduct all of your contribution. But if 
you’re in a plan, you’re more restricted. 
In 2015, for example, if you’re single you 
can deduct all of your contribution if 
your adjusted gross income (aGi) is 
$61,000 or less, and decreasing amounts 
as your income gets closer to $71,000.  
If you’re married, and file a joint return, 
your combined AGI limits are $98,000 
and $118,000. (Those amounts will in- 
crease in line with increase in inflation.) 

The roth ira has qualifying limits, 
too. You can put all of your contribution 
in a Roth if you’re single and your AGI  
is $116,000 or less, or if you’re married 
and your combined AGI is $183,000  
or less. You can put part of your  
contribution in a Roth if your AGI  
is up to $129,000 if you’re single or 
$193,000 if you’re married and file a  
joint return. The balance can go into 
a traditional nondeductible ira. 

Everyone qualifies to open a non-
deductible IRA to get the benefit of 
tax-deferred earnings. True, you’re  
contributing after-tax dollars. But if it’s 
your only IRA option, it’s a better choice 
than no tax-deferred account at all.

but What’s best?
Figuring out what kind or kinds of 
IRA you’re eligible for doesn’t mean 
you’ve solved the problem of what kind 
is best for you. The biggest difference 
between traditional and Roth IRAs is 
that traditional IRAs are tax deferred, 
which means you owe no income tax 
on any earnings as they accumulate, 
but you do pay tax when you withdraw. 
Roth IRAs are tax free, if you follow the 
rules, so you don’t owe tax when you 
withdraw, though you contribute after-
tax income, as you do with a traditional 
nondeductible IRA.

While everyone’s needs are  
different, you may conclude that 
the Roth is the best way to go. 
Since you’re investing for the long 
term, you’ve got time for your  
account to grow in value. And  
it’s certainly a bonus not to have 
to face income taxes later— 
especially if your tax rate is 
higher than it is now. 

If you don’t have a  
salary reduction plan at 
work, being able to deduct your 
contributions to a regular IRA can 
be smart, since it lets you keep more 
money in your pocket. 

You may want to review your 
options with a financial adviser or 
analyze them with the help of an 
online calculator. 

Double aDvaNtaGe
IRAs provide the best of both worlds in terms of investment vehicles—the 
flexibility of individual investments combined with the opportunity for  
tax-deferred growth. So the best IRA investment strategy takes advantage 
of both these strengths.

tYPe

roth 

traditional  
nondeductible

traditional 
deductible

Pros

• Your earnings grow tax free

• You’re not required to with-
draw at any time

• Your earnings grow
tax deferred

• Your earnings grow tax
deferred

• Your contributions are tax
deductible

CoNs

• Your contributions aren’t
deductible

• You must be 59½, and the
account open five years to
qualify for tax-free status

• Your contributions aren’t
deductible

• You have to pay taxes on
withdrawals

• You have to start with- 
drawing at age 70½

• You have to pay taxes on
withdrawals

• You have to start with- 
drawing at age 70½

contribute to an individual retirement 
account (ira). There is a cap on what 
you can invest—$5,500 in 2015, plus an 
additional $1,000 if you’re 50 or older. 
But you don’t pay current income tax on 
any earnings your investments produce 
and you can trade within the account 
without owing capital gains tax on any 
increases in investment value. 

oPeNiNG aN aCCouNt
You can set up an IRA with a bank, a 
brokerage firm, a mutual fund company, 
or just about any other financial insti- 
tution. All you have to do is fill out  
some simple paperwork and deposit 
your money.

Do
Take advantage of the flexibility of 
IRAs to invest in individual stocks  
and bonds you can’t usually get  
under a salary reduction plan

Choose investments that have 
the potential to grow to fund  
your retirement

Contribute as much as you can early 
in the calendar year, or at least make 
regular deposits

DoN’t
Make your choices and forget  
about them because some are sure 
to be disappointing and should  
be changed

Focus on tax-free investments like 
municipal bonds if you’ve got a  
traditional IRA, since all earnings  
will be taxed, and these investments 
usually don’t produce as strong a  
return as other bonds

Delay until the last possible day  
(April 15) to make your contribution
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Life Insurance
Even if you don’t need to buy life insurance yet, you still 
need to know about it.

NO ExCuSES
Even if you know you should be  
covered by insurance, it can be  
even more tempting to put off  
getting coverage than it is to put 
off investing. And it’s easy to find 
reasons why there’s no rush. Here 
are some common excuses and why 
they don’t stand up.

You’re covered through your 
job. Most employer-based policies 
are relatively small if they’re offered 
at all, and they end when you leave 
the company. 

You have an accidental death 
insurance policy. While you have 
a greater chance of dying in an  

accident before you’re 35 than af-
ter, there are still other ways to die. 
And accidental death policies often 
come with strings attached. A regu-
lar term or whole life policy will give 
you much more effective coverage.

You bought coverage through 
a credit card company or your 
bank. Offers for life insurance that 
come with your monthly credit 
card or bank statement can seem 
appealing—especially since they’re 
convenient and cheap. But they’re 
not always good coverage. Make 
sure you know what you’re buying 
before you spend money on an 
offer like this.

WhOlE liFE iNSuraNCE vs. 
iNvESTmENTS
Even though whole life insurance 
provides tax-free savings, just as 
some types of investments do, that 
doesn’t mean that the two things 
serve the same purpose. Many 
people make the mistake of thinking 
that they can provide financial 
security for their loved ones just by 
investing. Or they think that they 
can use the value that builds up in 
their insurance policy to support  

themselves in retirement instead of 
using investments and other savings.

A financial plan that omits 
insurance or investments can be  
a dangerous proposition. You run 
the risk of leaving your loved ones 
with financial burdens if you die, or 
of not having the money to retire 
the way you want, or both. To have 
a secure financial strategy, you 
should consider both insurance  
and investments.

Life insurance isn’t something people 
like to talk about, especially young  
people. After all, thinking about dying 
and what happens to family or loved 
ones after you’re gone isn’t the easiest 
thing to do. But if anyone depends on 

you for financial security, life insurance 
is something you can’t afford to ignore. 
And even if you’re not at that stage in life 
yet, it’s still smart to know what’s at stake 
so you can make the right decision when 
the time does come.

Since term insurance is much cheaper 
than whole life, many financial experts 
recommend it for young people. The 
limited time frame can be good, too, 
since it gives you the chance to switch 
over to a whole life policy in the future,  
if you choose to.

Other advisers suggest you might 
want to purchase a whole life policy  
right away. In addition to providing 

iNSuraNCE baSiCS
When you purchase a life insurance 
policy, you’re agreeing to pay a regular 
premium, or fee, often on a monthly or 
quarterly basis. In return, the insurance 
company agrees to pay a death benefit 
of a certain value to your beneficiaries 
if you die. Most people designate their 
spouses, partners, or children as  
beneficiaries, but you can choose  
anyone you want, such as a parent  
or a business partner.

So how large a policy do you need? 
There’s no set amount. One rule of 
thumb says that you should have  
insurance that’s five to seven times  
your annual salary, while another says 
ten times your salary is appropriate.  
One thing is for sure, though: If you’re 
like most young people, you have  
financial obligations like mortgages  
and children’s tuition ahead of you. So 
you’ll need more insurance than older 
people who’ve already paid off those 
kinds of expenses.

DO YOu NEED iT?
The first question to ask yourself about 
life insurance is whether you need it. If 
you’re married or if you have children, 
then you definitely do. It’s the only sure 
way to provide income for your family’s 
financial needs, from funeral expenses to 
mortgages and education costs.

If you don’t have a spouse or kids, 
or if you’re planning to stay single, and 
there’s no one else that depends on you 
for financial support, then you prob-
ably don’t need insurance. If you die and 
leave debts behind, your creditors can  
try to collect from your estate. But they 
can’t collect from your parents or other 
people unless those people cosigned the 
loan agreement.

FOr a TimE Or FOr liFE
There are two main types of life  
insurance: term insurance and whole 
life insurance. As the name suggests, a 
term policy covers you for a set period  
of time, usually 5, 10, 15, or 20 years. 
Then you must renew it.

coverage for life, these policies set aside 
a portion of each premium payment to 
accumulate as tax-free savings. You can 
even use these tax-free dollars to pay 
your premiums. To help sort out your 
questions, it may be smart to talk to a 
fee-only insurance consultant who can 
explain the pros and cons of each type  
of insurance.

as you
take on

more
responsibilities

your need for
life insurance
grows
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Asset allocation is a strategy for off-
setting certain types of investment risk 
by investing specific percentages of your 
investment principal in different asset 
classes, including stocks, bonds, and 
cash. Asset allocation models and the 
asset classes they include vary based on 
objectives, timeframe, and risk tolerance.

Certificates of deposit (CDs) are  
time deposits. When you purchase a  
CD from a bank, up to $250,000 is 
insured by FDIC. You generally earn 
compound interest at a fixed rate, which 
is determined by the current interest 
rate and the CD’s term, which can range 
from three months to five years.

Compounding occurs when your  
investment earnings are added to your 
principal, forming a larger base on 
which future earnings may accumulate. 
As your investment base grows larger, it 
has the potential to compound faster.

Credit score is a number, calculated 
based on information in your credit  
report, that lenders use to assess the 
credit risk you will pose and the interest 
rate they will offer you if they agree to 
extend you credit.

Diversification is an investment 
strategy for offsetting certain types of 
investment risk that involves buying a 
number of different securities, mutual 
funds, or exchange traded funds (ETFs) 
in different categories or subclasses 
within a single asset class.

Finance charge, or total dollar amount 
you pay to borrow, includes the interest  
you pay plus fees for arranging the 
loan. A finance charge is expressed as 
an annual percentage rate (APR) of the 
amount you owe, which allows you to 
compare the costs of different loans.

Inflation is the persistent increase in 
prices, often triggered when demand  
for goods is greater than the available 
supply or when unemployment is low 
and workers can command higher 
salaries. Moderate inflation typically ac-
companies economic growth. But the US 
Federal Reserve Bank tries to keep infla-
tion in check by decreasing the money 
supply, making it more difficult to bor-
row and potentially slowing expansion.

Interest is what you pay to borrow 
money using a loan or credit card. It is 
calculated as a percentage of the amount 

you borrow, and figured at a fixed or 
variable rate. Interest is also what you 
earn on savings accounts, bonds, and 
certain other investments.

Liquid assets are accounts or securities 
that can be easily converted to cash  
with little or no loss of value. These 
include cash, money in bank accounts, 
money market mutual funds, and US 
Treasury bills.

Portfolio is the group or collection of 
investments that you own. Each time 
you purchase a new investment, you 
expand your portfolio, ideally making it 
more diversified.

Premium is the purchase price of an  
insurance policy. You may pay the  
premium as a single lump sum, in regu-
lar monthly or quarterly installments,  
or in some cases on a flexible schedule 
over the term of the policy or contract.

Return is the profit you make on an 
investment, usually expressed as a 
percentage of your investment cost. It 
includes any increase or decrease in the 
value of the investment plus any earn-
ings you receive from the investment.

Risk is the possibility of losing principal 
or of losing buying power. All invest-
ments carry a certain level of risk. In 
general, the greater the risk of losing 
principal, the greater the potential  
return. In contrast, the lower the risk to 
principal, the greater the inflation risk.

Rollover is when you move your assets  
from one investment to another. For 
examples, if you move money from one 
IRA to another IRA, or if you move 
money from a qualified retirement plan, 
such as a 401(k), into an IRA, you are 
doing a rollover.

Roth IRA is a variation on a traditional 
individual retirement arrangement 
(IRA). Because contributions are made 
with after-tax dollars, the Roth IRA  
allows you to withdraw your earnings 
completely tax free any time after you 
reach age 59½, provided your account 
has been open at least five years.

Tax-deferred means you postpone  
paying income tax on earnings and  
in some cases on contributions to an 
investment account until you withdraw. 
You pay tax on your withdrawals at  
your regular tax rate.
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As you become financially independent, 

credit is likely to play a bigger and more 

important role in your economic life 

than it has before.
There’s a lot that credit can do for 

you. If you need money—especially in 

an emergency—and you don’t have the 

cash on hand, the immediate buying 

power of a credit card can be a lifesaver. 

And through longer-term arrangements 

like car loans and mortgages, credit 

makes it possible to pay for things you 

wouldn’t otherwise be 
able to afford.

Credit: Convenience with

a Caution
Credit is handy, but it has some risks.

For loans, the finance charge usually 

includes fees for the cost of arranging 

the credit, as well as the interest expense.

The problem with finance charges  

is that you can end up paying consider-

ably more than your purchase originally 

cost. And while many credit cards don’t 

impose a finance charge if you pay back 

the credit you’ve used within a certain 

period of time, most loans and some 

cards start charging from the moment 

you start spending. 

But there is another side to the story. 

Credit makes spending money easy— 

sometimes too easy. So you can get into 

credit trouble by spending more than 

you can easily repay.

THE BIG PAYBACK

The flip side of the buying power that 

credit gives you is that you’ve got to pay 

back the money you spend. As obvious  

as this might seem, it can be 

surprisingly easy to forget  

how much you’ve charged 

when it seems like you have 

free money at your fingertips.

In return for the privilege of  

using credit, you’re required to pay a 

finance charge. For credit cards, this 

means that interest, which is calculated 

as a percentage of the amount you owe, 

accumulates on any unpaid balance.  

Each credit arrangement has its own 

particular features, but one thing is true 

in every case: The longer you take to 

pay back what you’ve spent, the more 

using credit will cost. Interest can build 

up amazingly quickly, especially on big 

balances. And if you miss payments, you 

run the risk of having to pay late fees— 

at $35 or more a pop—and even ending 

up with a bad credit rating, which can 

make it difficult to get credit later on.

GIVE YOURSELF A LITTLE CREDIT

If you don’t have a lot of cash, being 

able to buy things on credit can be a 

big help when you’re furnishing an 

apartment or buying clothes to wear 

to work.
Using credit can also make your daily 

life a lot easier. Most merchants require 

a credit card number to reserve a hotel 

room, an airline flight, or a car rental, 

and of course, having 

a credit card is 

convenient for 

shopping by 

phone and over 

the Internet.
Credit also allows you to get the 

most out of your money over time by 

taking advantage of the classic “buy 

now, pay later” philosophy. The 

most basic—and probably the most 

common—example is the cash float 

that credit cards provide. A cash float 

is the time between when you buy 

something with credit and when you 

pay the card issuer for that item.

For example, say you use a credit 

card to buy a compact disc online on 

October 22, and you 

receive a bill from 

your card company 

on November 5 that’s 

due November 25. 

If you authorize the 

payee to debit your 

account on the 24th or 25th, the bill 

will be paid more than a month after 

you spent the money. Of course, you 

don’t want  
to forget that you 

have to pay on time, and 

let the due date slip by. That 

could cost you a late fee on top 

of a finance charge.

By allowing you to buy large items 

now while taking years to pay off the 

full price, credit arrangements like  

mortgages and car loans use this cash 

float principal on a larger scale. Only  

in this case, the float is known as  

leverage, or using a small amount of 

your own money to buy something  

of much greater value.

CREDIT IS AS CREDIT DOES

You’re probably already familiar  

with using credit. If you don’t have a 

credit card in your own name—and 

most college students and recent 

graduates have at least one—you 

may have used a card linked to  

your parents’ account.

And even if you haven’t used a 

credit card or taken a loan, you’ve 

probably dealt with lots of transac-

tions that work the same way.

Many meal plans and 

cards in school dining  

halls allow you to get food 

 
on a daily basis and pay for what 

you’ve spent at the end of the  

semester or year.
The CD and video clubs 

you see in magazines give you 

a large number of discs or 

tapes at essentially no cost based on 

the agreement that you’ll purchase 

full-priced items in the future.

Magazine subscriptions 

that offer “pay later” 

options agree to send you 

the magazines you want 

and let you pay later.

WHAT A LOAN COSTS

When you shop for a loan, check 

the total cost. The principal, 

or amount you borrow, and the 

interest rate you pay are key 

factors. The term, or length of 

the loan, and the fees you pay 

matter too. A loan’s annual  

percentage rate (APR) gives 

you an accurate picture of what 

borrowing will cost you on a 

yearly basis. What you want is 

the lowest APR you can find.
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